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STANLEY FISCHER*

Monetary Policy and Performance
in the U.S., Japan and Europe, 1973-86

In the period since 1973 each of the major econ-
omies has succeeded in reducing the inflation
rate after suffering the inflationary impacts of
the two oil shocks. In this paper I analyze the
policy choices — with the emphasis on monetary
policy — and tradeoffs that resulted in lower in-
flation for the United States, Japan, Germany
and the United Kingdom.

The extraordinary stability of inflation, out-
put growth and monetary growth in both Japan
and Germany after the first oil shock appears
to support the view that adherence to stable
preannounced money growth targets is the key
to macroeconomic stability. The remarkable
stability of U.S. growth combined with low in-
flation in the period since 1984 in the face of
unprecedented variability of monetary growth
casts some doubt on that presumption. The
main aim of this paper is to draw lessons for
monetary policy from the recent historical rec-
ord.

I start with an overview of macroeconomic
developments in the four countries in the peri-
od 1972 to 1986, from the collapse of the Bret-
ton Woods system, through the two oil shocks
and into the disinflationary eighties. Economic
policy decisions in the four countries during
the two oil shocks are examined more closely in
Section I1'. In Section III I describe the differ-
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ent monetary targeting and, briefly, short-run
operating procedures of policy in the four
countries. The paper concludes with a discus-
sion of the lessons of this period for monetary
targeting and policy, the role of the credibility
of policymakers, and the flexible exchange rate
system?.

L. Shocks and Policy Responses

Basic macroeconomic developments in the four
economies for the period 1972-1986 are sum-
marized in Figures 1, 2, and 3, which present in-
formation on real GNP growth, inflation (mea-
sured by the CPI®), and unemployment respec-
tively, and in Table 1. The period has seen a
slowing of real GNP growth in all four coun-
tries, a slowing of inflation, and an increase in
unemployment*. The increases in the German
and United Kingdom unemployment rates
stand out. There was in 1986 a remarkable con-
vergence of GNP growth rates and, to a lesser
extent, inflation rates, though there were wide
disparities in unemployment rates among the
four economies.

The oil shocks are clearly visible in the be-
havior of the inflation rate in Figure 2. The first
oil shock sharply raised the inflation rate in the
U.S., Japan and the U.K., but caused barely a
ripple in German inflation. The second oil
shock produced rapid increases in inflation in
the U.S. and the U.K., a 7.8% (CPI) inflation
rate for 1980 in Japan, and more than 6% per
annum (CPI) inflation in Germany. In the sec-
ond oil shock, CPI inflation rates for Germany,
Japan and the U.S. were well above rates of in-
crease of the GNP deflator®: in the case of Ja-
pan the year over year CPI inflation rate for
1980 of 7.8% contrasts with just 3.8% on the
GNP deflators.
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Figure 1: Annual real GNP growth rates.

29

24+

Inflation rate (%)
IS
1

44 Germany

1
J
Ny
Y

-1

75 76

T T T T T T T T T

T T
72 73 74 77 78 79 80 81 82 83 84 85 86

Figure 2: Annual CPI inflation rates.
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Figure 3: Unemployment rates.

Table 1: Macroeconomic Trends, 1973-1986

1973-74 1985-86
Unemployment
U.S. 5.3 7.0
Japan 1.4 2.7
Germany 1.2 8.5
UK. 3.0 13.1
Inflation (CPI)
U.s. 8.5 2.7
Japan 17.4 1.3
Germany 6.9 1.0
UK. 12.5 4.8
Current Account/GNP
U.S. 0.3 -3.2
Japan -0.5 4.1
Germany 2.1 1.9
U.K. -2.7 0.6

Note: Unemployment data are OECD-standardized definition.

Source: OECD Economic Outlook, December 1986, and Data
Resources, Inc.

Each oil shock was followed by a significant
slowdown in growth or a recession, with one
exception. Japan, which had grown at double-
digit rates in the sixties and at more than 8%
per annum in 1972-73, suffered the trauma of a
recession in 1974. Its year over year growth rate
never reached 5.5% thereafter, though it re-
mained the most rapidly growing of the major
economies. Japanese growth slowed very little
during the second oil shock; over the entire ten-
year period starting in 1976 Japanese annual
real GNP growth was remarkably stable at rates
between 3.1% and 5.3% per annum.

Germany suffered recessions during both oil
shocks; unemployment rose to a new higher
level after each, and has only recently shown
modest signs of reduction. The U.K. similarly
experienced a recession with each oil shock
and a steep increase in the level of unemploy-
ment to a new higher level with virtually no
signs of improvement thereafter.

The pattern for the U.S. was different. The
first oil shock recession was followed by a ra-
pid recovery and decline in unemployment.
The second oil shock produced two recessions’,
the second with the highest unemployment rate
of the post-World War II period. Rapid re-
covery again brought the unemployment rate
down quite fast, but it nonetheless remains
above 1973 estimates of the natural rate of
about 5.5%, and even above most current esti-
mates of the natural rate of about 6 %.
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Not so evident in the figures are the effects of
the U.S. fiscal policy shock of 1981-83 and ac-
companying fiscal tightening in the other three
countries. Some of the effects show up in rapid
U.S. recovery from the 1981-82 recession and
slower recovery in the other economies; others
are reflected in the current account changes
seen in Table 1.

I now review in more detail the policy
choices made in each country during the two
oil shocks.

II. Dealing with the Oil Shocks

The first oil shock hit a booming world econ-
omy that had recently abandoned the Bretton
Woods system. Raw material prices were al-
ready rising fast as domestic inflation rates
rose. Free from the constraints of pegged ex-
change rates, countries believed they could pur-
sue their own goals with little outside con-
straint. In the case of Germany the goal was
low inflation; in Britain it was the maintenance
of high growth. Real growth in Britain at 7.9%
in 1973 for a short while matched the Japanese
rate. In 1973, even before the oil price shock, in-
flation was high in the United States as a result
of expansionary monetary and fiscal policy,
and the ending of wage and price controls. It
was higher in Britain and much higher in Ja-
pan.

Monetary growth data for the period are
shown in Figure 4%, Money growth in both the
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Figure 4: Money growth, two oil shocks.

U.K. and Japan exceeded 20% per annum in
1972 and 1973°. Such growth rates of money
had been common in Japan during her high
growth period, but not in Britain. The growth
rate of both M, and M, was sharply reduced in
Japan at the end of 1973, before the oil price
shock hit, but money growth in the U.K. (M,)
was still 27.5% (quarter over same quarter a
year earlier) in the fourth quarter of 1973. U.S.
M: and M: growth were reduced in 1973. With
the shift to a floating exchange rate allowing
Germany to pursue its domestic inflation goals,
the growth rate of central bank money in Ger-
many was cut drastically in the second quarter
of 1973. Thus by the time of the oil price in-
crease money growth rates were being reduced
in three of the four countries. And if monetary
policy is judged by the nominal interest rate
(Figure 5), monetary policy had turned tight in
Britain too in mid-19731°.

In the next year higher oil prices fed through
into higher inflation in each country. Although
there were deflationary forces in place already,
the high inflation and continuing high wage
growth reinforced the resolve of the monetary
authorities in each country to keep money
growth low!!. With the oil shock adding to the
rate of inflation, real balances in each country
were falling, putting further pressure on interest
rates and demand. Nominal interest rates
stayed high through 1974, though they were fall-
ing rapidly in Germany.

Slowdowns or recessions began in each coun-
try in the first quarter of 1974. In part because
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Figure 5: Interest rates, two oil shocks.
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the nature of cost shocks was not then well un-
derstood, and because the unemployment rate
was slow to rise, the slowdowns did not cause
any change in policy. Given the short lag be-
tween the oil price increase and the start of the
recessions, the recessions must already have
been en route, and would have taken place as a
result of the tightening of policies in mid-1973
even without the oil price increase.

The oil price rise served rather to intensify
the recessions, as high inflation, continued low
unemployment and rapid wage growth kept
monetary and fiscal policy tight through 1974.
In the U.S. the main thrust of policy until al-
most the end of 1974 was to fight inflation.
Both M, and M, money growth were kept low
and the Treasury bill rate held high (Figure 5).
There was a small full employment surplus in
1974 (Figure 6), and proposals for a tax increase
to deal with the inflation. Rates of wage in-
crease (Figure 7) stayed high through 1974 as
inflation accelerated (Figure 8).

In Japan money growth was well below the
20% rate of inflation in 1974, with the result
that real balances fell and interest rates in-
creased. With the monetary squeeze, real GNP
growth (Figure 9) turned negative at the begin-
ning of 1974, and stayed negative (quarter over
same quarter a year before) throughout the
year. But rates of wage increase and inflation
remained above 20%, for another year. By the
end of 1974 the inflation rate in Japan was be-
ginning to fall though wage increases were still
rapid, and the government budget was moving
into a larger deficit.
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Figure 6: Government deficits, two oil shocks.

Money growth was kept low in Germany
through 1974. Real GNP growth was low in
1974, turning negative at the end of year and for
most of 1975. High rates of wage increase con-
tinued through 1974, inflation still stayed high,
while unemployment remained below 2%. M,
and M; growth were reduced in Britain in mid-
1974 with interest rates and the government
budget deficit remaining high. In Britain the
rate of wage increase was accelerating at the
end of 1974.

Only at the end of 1974 did unemployment
start rising in each country. At that point inter-
est rates in the U.S. and Germany were falling
fast. The seriousness of the recession struck
home in the U.S. at the end of 1974, leading in
March 1975 to a fiscal stimulus in the form of a
$50 per taxpayer check, visible in Figure 6 in
the sharp temporary increase in the full em-
ployment deficit. The recession, high rates of
wage increase and high inflation continued well
into 1975, with the unemployment rate peaking
in the second quarter. Monetary growth (M)
was procyclical in this recession, falling
through the first quarter of 1975, and only then
beginning to increase. Even so, the annual
growth rate of M, (quarter over the same quar-
ter a year before) did not exceed 6% over the

" entire three years starting in 1973 :4. M, growth

too fell sharply in the recession but then in-
creased to more than 10% for the two years fol-
lowing the end of the recession. Inflation fell
rapidly after the middle of 1975, and by the
time of the election campaign at the end of 1976
CPI inflation was at less than 5%!2. Wage in-
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Figure 7: Rates of wage increases, two 0il shocks.
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Figure 8: CPI inflation, two oil shocks.

creases were still at double-digit rates into 1975,
and did not fall to much below 8% even after
the recession.

The decisive change in Japanese inflation
came at the end of 1974 and the beginning of
1975, with the new wage agreement in 1975 re-
ducing wage inflation by more than 10%. At the
same time nominal interest rates began to de-
cline, and money growth was raised. The cen-
tral government budget deficit began to in-
crease from 1975, and continued rising until it
reached more than 5.4% of GNP in 19783, The
recovery of real growth started early in 1975.

In Germany central bank money growth was
raised at the beginning of the year. Inflation
and rates of wage increase both declined from
early 1975, real GNP growth turned around at
about the same time as in the United States,
though unemployment peaked in the last quar-
ter.

The recession and inflation lasted longer in
the U.K.; indeed there were two separate peri-
ods of negative real GDP growth in 1974 and
1975. Wage inflation was sharply reduced dur-
ing 1975, moving from a (quarter over same
quarter a year earlier) peak of 32% in 1975:1 to
21.5% in 1975:4. Inflation moved into the low
teens in 1976 as money growth continued well
below the inflation rate through 1975 and nomi-
nal interest rates remained high. Despite a re-
newal of growth in 1976, the unemployment
rate in the U.K. continued rising until the end
of 1977, when it reached 6.3%, compared with
2.6% at the end of 1973.

GNP growth
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Figure 9: Real growth, two oil shocks.

Perhaps the most revealing contrast in this
period is that between the U.K. and Japan. Be-
fore the recession and oil price shock, both
countries had high rates of money growth. In
1973 Britain had lower price and wage infla-
tion, suggesting that inflationary pressures for
1974 were higher in Britain with her lower rate
of growth of potential output. Japanese money
growth was decisively reduced at the end of
1973; it took longer in Britain. Output growth
turned negative at the same time in both coun-
tries in 1974 but recovered somewhat during
that year. However, the Japanese recession re-
presented a much larger reduction in growth
below trend rates than the British recession. In
both countries rates of wage increase rose in
1974, more so though in Britain.

The decisive difference occurred at the begin-
ning of 1975, when Japanese wage inflation fell
sharply in the new wage agreement, but British
wage inflation continued high through the end
of the year. With money growth (broader defi-
nitions) kept down in Britain in 1975 and wage
increases continuing at high rates, further re-
cession occurred!. Inflation in the U.K. came
down from the 20% range to the low teens at
the end of 1976, but stayed in double digits vir-
tually through the remainder of the decade.

What are the lessons of this episode? First,
the fact that the oil shock hit overheated econ-
omies made dealing with the shock more diffi-
cult. But it is in the nature of such shocks that
they are more likely to occur when demand is
booming than when economies are in recession.

12 8. Fischer: Monetary Policy
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Second, it may be argued that the fact that an
oil price increase is both inflationary and reces-
sionary means that monetary policy was too
restrictive for too long. Certainly Japan brought
about a big recession measured by the loss of
potential output. Quite likely a more gradual
reduction in the growth rate of money in Japan,
and some accommodation of inflationary pres-
sures in 1974 in the U.S and Germany would
have moderated the recessions, at the cost of a
less rapid reduction in inflation. Third, through
the end of the recession exchange rates moved
surprisingly little (Figure 10). The DM appreciat-
ed in the first half of 1973, the yen and sterling
depreciated during the recession as implied by
their greater inflation, but exchange rate move-
ments did not play a large part in the adjust-
ment to the oil shock. Fourth, it is difficult not
to give the behavior of wages an independent
role in the story. Japanese inflation fell fast af-
ter rates of wage increase came down; U.K. in-
flation stayed high with high wage inflation.
Later in the paper I examine whether the cre-
dibility of the policymakers in the two coun-
tries explains the difference.

In both Germany and Japan monetary policy
was in part guided by the hope of establishing
the credibility of the central bank’s determina-
tion to maintain low inflation in the new float-
ing exchange rate world. The recessions could
be viewed as investments in reputation, which
paid off in the case of Japan in the second oil
crisis. That leaves open the question of why
there was not a similar payoff for Germany.
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Figure 10: MERM exchange rates, two oil shocks.

After the first oil shock German and Japa-
nese monetary policies were embarked on new
anti-inflationary courses. Despite the introduc-
tion of monetary targeting in 1975, there ap-
pears to have been no significant change in the
nature of U.S. monetary policy, and U.K.
monetary policy was still difficult to under-
stand (FISCHER, 1987).

In the years between the oil shocks the U.S.
economy showed rapid growth and declining
unemployment from 1976 to 1978 while infla-
tion increased; Japan grew rapidly, albeit slow-
ly by its historical standards, with slowing infla-
tion; German growth was moderate with slowly
falling unemployment while inflation remained
at around 4%; the U.K. succeeded in reducing
the unemployment rate slightly, while the infla-
tion rate except in 1978 remained in double
digits.

In retrospect, it is clear that U.S. monetary
policy in the period between the oil shocks was
too expansionary, even though money growth
rates did not rise much. Rather, the rapid
growth and rising inflation were accompanied
by an increasing velocity of circulation (the
case of the missing money). In Japan gradually
slowing money growth was accompanied by a
rising budget deficit to 1978. The possibility of
countercyclical fiscal policy was neutralized by
the existence of a massive budget deficit, a con-
dition that is familiar in the U.S. Central bank
money growth in Germany remained around
8-11% for the period until 1980. Money growth
and budget deficits in the U.K. were high
through the end of the decade.

The Second Oil Shock

The real price of oil fell from the end of 1976
until the beginning of 1979, then virtually
doubled within the next year, continuing its in-
crease until the middle of 1981. With unemploy-
ment continuing to fall in the United States and
rates of wage increase rising, the second oil
shock, like the first, hit an economy that was al-
ready operating close to full capacity and with
high inflation. The other major countries too
had grown rapidly in 1978.

In the U.S. the falling dollar during 1978 had
led to a change in monetary policy at the end of
that year. Both M, and M, growth were slightly
lower in 1979 than in 1978, and interest rates

S. Fischer: Monetary Policy
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were higher. Inflation nonetheless increased,
with the CPI rising 13.3% during 1979. The
GNP deflator grew 8.8%, year over year, in
1979, and at virtually the same rate during the
year. Rising interest rates and oil prices account
for the more than 4% difference between CPI
and GNP deflator inflation.

Paul Volcker was appointed Chairman of the
Fed in August 1979. Confronted with rising in-
flation and continued dollar weakness, the Fed
in November 1979 made its decision to stem the
inflation. Accompanying this decision, the Fed
declared a change in its operating procedures
to place far more weight on meeting its mone-
tary targets and to reduce the emphasis put on
interest rates.

CPI inflation rates exceeding 18 % per annum
in the first quarter of 1980 led to a panic impo-
sition of credit controls in March 1980, intensi-
fying an extraordinarily short sharp recession
that can now be seen to have started in January
1980. M, growth was cut to negative rates in the
second quarter of 1980, and then raised as the
extent of the recession became clear. The reces-
sion ended in the middle of 1980 with CPI infla-
tion down but GNP deflator inflation little re-
duced, and with inflation outpacing money
growth and thereby reducing real balances. In-
terest rates had fallen rapidly in the recession
but rebounded just as rapidly and moved to
new highs at the start of the 1981-82 recession.
It was during this period that the Fed main-
tained the monetary pressure that broke the in-
flationary momentum. Money growth was kept
low into 1982.

The Fed kept up the pressure — visible both
in low money growth and high nominal interest
rates — through August 1982, by which time it
was clear the inflation rate had fallen and that
unemployment was rising rapidly. In August
1982, the start of the international debt crisis,
the Fed announced the end of the monetary
policy inaugurated three years earlier. Money
growth was increased sharply, interest rates
were driven down, fueling the recovery that be-
gan at the end of 1982. A second expansionary
force came from the major tax cuts that went
into effect in 1982; a third was the decline in
the price of oil that began in 1982.

The U.S. took a long time to deal with the
second oil shock, with the imposition of credit
controls and the 1980 recession probably pro-
longing the adjustment period. Rates of wage

increase started falling rapidly only after the
middle of 1981, and by the end of 1982 — with
the unemployment rate above 10.5% ~ had fall-
en to less than half their 10.8 % level at the start
of 1981. They have continued falling since then,
as disinflation has continued.

M: growth since 1982 has been on average
higher than over any other four-year period
since World War II, and except in 1984 well
above its target ranges. M2 growth has continu-
ed relatively smoothly, within its target ranges.
Nominal interest rates were actually higher in
1984 than in 1982 and 1983, but subsequently
fell, reducing the real interest rate.

The great success of Japanese macroeconom-
ic policy was the avoidance of a recession in
the second oil shock. Money growth was cut at
the end of 1979 and kept down into 1981. The
nominal interest rate rose rapidly, growth
slowed somewhat, inflation rose, real growth
fell especially in 1981, but still during 1981 real
GNP grew 2.5%. Wage inflation was falling
over this entire period, thereby avoiding the
pass-through of higher prices into wages. Japan
was thus spared the choice between accommo-
dation and a wage-price spiral, or a recession,
perhaps because that choice had already been
made once before. Once it was clear that infla-
tion was under control, the Bank of Japan per-
mitted an increase in money growth in the sec-
ond half of 1981. The yen had depreciated be-
tween 1979 and 1980 but then appreciated into
1981, assisting the disinflation 3.

Germany met the second oil price increase
with a cut in the growth rate of central bank
money from 10% per annum in the first half of
1979 to 5% in the first half of 1980, with interest
rates moving in the opposite direction. Price
and wage inflation rose into 1980 and unem-
ployment was still falling. The Bundesbank evi-
dently saw this as the time when control over
inflation had to be asserted; it also attributed
part of the tightness of monetary policy in 1981
to the need to stem the depreciation of the cur-
rency; and it regarded the budget deficit as an-
other cause to maintain monetary tightness.

Recession started in 1980, and unemployment
began its ascent in the middle of the year. From
2.9% (standardized definition) in the second
quarter of 1980, unemployment kept increasing
until it reached more than 8 % three years later.
Low money growth (4%) and the recession con-
tinued for over two years, with recovery getting
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under way only in 1983, when central bank
money growth was increased to near 8 %. Wage
and price inflation were surprisingly strong
through 1982, with CPI inflation still above 5%,
and wages and the GNP deflator rising more
than 4% in 1982. The continuing wage increases
and weakness of the Deutsche Mark were the
main factor ensuring the maintenance of mone-
tary tightness through 1982. The Bundesbank
was clearly determined to move the core infla-
tion rate down from about 4%, the rate before
the oil shock, closer to zero, and was willing to
pay the price of a long recession and rising un-
employment. It does not appear that the oil
price shock itself played a large part in creating
this recession in Germany.

The U.K. succeeded in bringing its inflation
rate down in this same period, but here the oil
price shock played only a small part. Sterling
appreciated as the price of oil increased; wage
inflation likewise increased from 1979 to 1980.
Money growth (all definitions) was kept well
below the inflation rate, and nominal interest
rates increased. A recession started in the sec-
ond quarter of 1980; over the six quarters from
the end of 1979 the unemployment rate more
than doubled to reach a level of 10.2%. Wage
inflation came down but did not fall below 10%
until the middle of 1983.

Under the Medium Term Financial Strategy
announced in 1980 monetary growth (M) was
to be steadily reduced along with the public
sector borrowing requirement. Both money
growth and the PSBR initially exceeded target
levels but were reduced steadily, and with the
pressure of rising unemployment wage and
price inflation finally fell. By 1983 and 1984
U.K. inflation was close to U.S. levels. How-
ever unemployment rates were well above those
in the U.S. and were showing very little sign of
recovery. The monetary situation was once
again confused, this time because the demand
function for sterling M; appeared to be shifting.

During the period from 1979 to 1983 the U.S.,
Germany and the U.K. each undertook an ex-
tremely restrictive policy designed to break in-
flationary momentum. Each created a major re-
cession, and in Germany and the U.K. a long-
term increase in unemployment. Each did suc-
ceed in bringing down inflation. The second oil
price increase was more important in determin-
ing the timing of the U.S. policy measures than
those in the other two countries. Even so, both

the U.S. and the U.K. would have in any event
had to deal with the high inflations they were
suffering before the oil price shock.

The German disinflation of 1980-83 is in
many respects puzzling. Relative to the U.S.
and Britain, it accomplished little on the infla-
tion front. Year over year the CPI inflation rate
peaked at 6.3 %, compared with its minimum of
2.7% in 1978; the GNP deflator never rose
more than 4.8 %'¢, compared with its minimum
of 3.6% in 1976. Wage inflation peaked in 1980
at a little over 7%. By the time monetary policy
was relaxed in 1983, the GNP deflator was ris-
ing at 3%. During this period the unemploy-
ment rate increased from 2.9% to more than
8%. There are two puzzling questions. First,
why did the relatively low inflation produce so
much determination to maintain restrictive pol-
icies? The answer here starts from the Bundes-
bank’s stern views on the dangers of inflation,
and on its failure to hit its money targets (see
Table 5 below) in 1976 through 1978. It was
afraid that inflation would get out of hand. Sec-
ond, why did those policies have so large an ef-
fect on unemployment and so little effect on in-
flation? It is not at all clear why the German
Phillips curve appears to be so flat during that
period. Nor is it clear why the Bundesbank
pressed so hard on money growth rather than
trying to produce a more gradual disinflation,
such as had been achieved by the Bank of Ja-
pan.

Here the contrast between Germany and Ja-
pan is most interesting. The Bank of Japan
clearly had achieved credibility by 1980. It is
hard though to credit the view that the Bundes-
bank lacked credibility. Up to 1979 it is difficult
to tell the monetary policies of the two banks
apart — including an increase in money growth
at the end of 1978 and an increase in inflation
in 1980. Once again wage behavior seems to be
the key: Japanese workers were willing to take
a real wage cut; German workers obtained
higher nominal wage increases as inflation rose
in 1980, and rates of wage increase slackened
only as unemployment rose (BRUNO and SACHS,
1986).

The two oil shock episodes tell less clear sto-
ries about the role of policy than might have
been expected. The political lessons of the U.S.
and U.K. cases are clear: eventually the pres-
sure to deal with double-digit inflation be-
comes overwhelming. But the failure of the
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Bundesbank’s restraint in the years following
the first oil shock to pay off in the second oil
shock raises important questions about both
the role of monetary targets and credibility in
monetary policy.

The Aftermath

The U.S. rebound from the 1982 recession con-
trasts with the failure of unemployment in Ger-
many and the U.K. to recover significantly. In
contrast to the accommodative monetary policy
of the Fed, the Bundesbank kept central bank
money growth at 5% or less until 1986. In the
U.K. money growth, measured by the broader
aggregates, was highly expansionary, though in-
terest rates were increased in 1985 as wage in-
flation resumed.

The major difference in policies was fiscal.
Table 2 presents fiscal policy data for the peri-
od 1980-1986. From 1982 on, U.S. fiscal policy
was strongly expansionary; in 1982 and 1983 in
particular, German fiscal policy was strongly
contractionary. With both monetary and fiscal
policy contractionary in Germany, there was
little to propel the recovery from the recession.
Although the dollar appreciation might suggest
a depreciation of the DM that would have al-
lowed exports to serve as the engine of growth,
as they did to some extent in Japan, the DM —
tied to its major trading partners through the
EMS - did not in fact depreciate much during
this period.

Table 2: Fiscal Policy, 1980-1986

1980 1981 1982 1983 1984 1985 1986
General government
(Surplus/GNP, as %)
United States -13 -1.0 -3.5 -38 -27 -34 -34
Japan -44 -38 -36 -37 =22 -14 -15
Germany -29 =37 =33 -25 -19 -11 -10
UK. -35 -28 -23 -36 -39 -26 -3.1
Fiscal impulse *
United States 05 =09 13 06 05 08 0.1
Japan -0.2 =06 -0.7 -05 -1.0 -0.5 -03
Germany 02 -0.1 -1.5 -14 -02 -06 03
UK. -1.1 =29 -14 11 08 -05 07

* Fiscal impulse is the increase in the structural budget deficit, as a
percentage of GNP.

Source: OECD Economic Outlook, Dec. 1984, Table 3 (for fiscal

impulse, 1980-1983); Dec. 1986, Table 5 (for remaining data).

Bundesbank annual reports note the policy
tradeoff between inflation and more rapid
growth, express satisfaction with the pace of
the recovery, and indicate regret over the fail-
ure until the end of 1986 of more rapid real
growth to have an effect on unemployment.
The decision to expand more slowly than in the
United States was a deliberate one, reflecting a
greater weighting on low inflation than the U.S.
political system imposes. The Bundesbank
notes frequently that its prime task is to pre-
serve the value of money, and it is clear that
maintaining low or perhaps eventually even
zero inflation is its chief long run goal. This
goal may reflect dissatisfaction with the out-
come of policy between the oil shocks, when
concern over unemployment was more evident
in Bundesbank reports but the inflation rate
stayed around 4 %.

II1. Monetary Targeting

Between the oil shocks each of the central
banks either introduced monetary targeting, or
shifted their procedures to focus more on the
money stock as an intermediate objective of
policy. How, if at all, did this change contribute
to the secular reduction in inflation experi-
enced by each country?

United States

Monetary targeting was introduced in the U.S.
in March of 1975; target ranges were specified
for M,, M, and M; growth rates. As shown in
Table 3, M, and M, outcomes fell within their
target ranges in the first year, M, even towards
the bottom of its range. But in a pattern that
was to become quite standard, not all the mon-
ey targets were achieved simultaneously.
Monetary targeting did not help prevent the
inflationary buildup between 1976 and 1979, in
part because of data difficulties. There are sig-
nificant differences between money stock mea-
sures reported at the time, and measures based
on subsequent data revisions and redefini-
tions!”. The period from 1976 saw rising M,
(new definition) growth and steadily declining
target ranges for M; - part of the then widely
espoused gradualist strategy for reducing the
inflation rate. M; growth (new definition) rose
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Table 3: U.S. Money Growth Targets and Outcomes,

1975-1987
Year M, M, M,
Target Out-  Target Out- Target Out-
come come come
1975  5.0-75 53 85-10.5 9.7 10.0-12.0 123
1976 45-75 58 7.5-10.5 10.9 9.0-12.0 12.7
1977 45-65 79 7.0-100 98 8.5-11.5 117
1978 4.0-65 72 65-90 87 7.5-10.0 9.5
1979 3.0-60 55 50-80 83 6.0- 9.0 8.1
1980 4.0-65 73 60-90 96 6.5~ 9.5 10.2
1981 3.5-60 23! 6.0-90 95 6.5-95 114
1982 25-55 85 6.0-90 92 6.5- 9.5 10.1
1983* 4.0-8.0 10,0 7.0-100 83 6595 97
1984 4.0-80 52 6.0-90 77 6.0- 9.0 105
1985* 4.0-70 119 6.0-90 8.6 6.0-95 174
1986 3.0-8.0 152 6.0-90 89 6.0- 90 88
1987 5.5-8.5 5.5-8.5
Mean 7.7 9.1 10.2
Standard deviation 3.3 0.8 1.6
Standard error? 2.6 0.7 0.9
Cum. excess’ 29.6% 143% 20.0%

Note: Data for targets and outcomes are for the current defini-
tions. :

* These are target ranges announced at the start of the year. Tar-
gets were rebased in mid-year.

! Both the target and reported outcome for M, are for M, adjusted
for shifts into NOW accounts, i.e. numbers here are lower than in
Figure 4.

2 Mean square difference between outcome and center of target
range.

3 Cumulative excess of final level of the actual money stock over
level that would have been produced by growth at the mid-point
of the target range each year, starting from initial level.

Source: IsARD and Roias-SUAREZ (1986), Table 35, p. 84, for data
through 1985. Targets for 1987 and 1986 outcomes are from ‘Mone-
tary Policy Report to the Congress’, Federal Reserve Bulletin, April
1987, 239-254.

sharply at the beginning of 1977, succeeding in
keeping nominal interest rates falling until late
in 1978 as the recovery proceeded fast. But by
the then current definitions, M, growth fell in
1978, and was even lower in 1979, suggesting at
the time that monetary policy was not especial-
ly expansionary. Nonetheless the inflation rate
steadily increased, from less than 6% at the end
of 1976 to near 9% at the end of 1979. Rapid
output growth, propelled in part by a rising full
employment deficit and falling real price of oil,
was possible with little rise in the money
growth rate because of rising velocity, caused in
part by higher interest rates and in part by a
shift out of M, (both the case of the missing mo-
ney and the case of the creation of new forms
of checkable deposit).

From the viewpoint of monetary control, the
period from 1976 to 1979 is interesting for the
fact that the Fed clearly intended to move the
inflation rate down through gradual reduction
of the growth rate of the various money stocks,
that in terms of then available data it seemed to
be doing that from 1977 to 1979 (the growth rate
of each of the M’s falls in Table 3 during that
period), but that it nonetheless turns out to
have been feeding the inflation.

With the shift in monetary policy at the end
of 1979, money targets were to receive more
weight and interest rates were to be allowed to
fluctuate more. But in its first two years, the
new regime had to deal with the effects on the
demand for money of financial deregulation.
The Fed declared targets for two measures of
M, that were then being used, and in 1980 came
close to meeting them. In 1981 however it was
significantly below its M; target'®, and in any
event at that time had declared targets for four
different M; measures, together with M,, M,,
and bank credit. Aside from the undershooting
of the M, target in 1981, the Fed was above on
all targets specified in Table 3 in the years
1980-1982 that it was supposedly following
monetary targets.

Nonetheless, it was during this period that
the Fed broke the inflationary momentum of
the previous twenty years — and the monetary
targets assisted in that endeavor. The reason is
that the unprecedentedly high nominal interest
rates of 1980 and 1981 would not have been po-
litically possible without money targets as the
supposed guides for monetary policy. When in
August 1982 it became clear that the recession
and disinflation were well under way, and with
high interest rates exacerbating the developing
international debt problem, the money targets
gave way, with M; money growth exceeding
12% in the next year and M, money growth ex-
ceeding 17 %.

The high rates of money growth are consist-
ent with the increase in the demand for real bal-
ances that comes with the end of an inflation-
ary period, or more prosaically with a reduction
in the nominal interest rate. As nominal interest
rates decline and the quantity of real balances
demanded increases, the central bank is faced
with the choice of whether to supply money
more rapidly than simple nominal GNP target-
ing would imply, or whether to force the in-
crease in real balances through further disinfla-
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tion. So long as money growth targets are not
sacrosanct, and provided the monetary authori-
ty can exercise self-control, the growth rate of
money can indeed be temporarily increased.
Even beyond the normal increase in the de-
mand for real balances that comes from a re-
duction in interest rates, the U.S. disinflation
seems to have seen a shift in the M; demand
function .

Instability of the demand for M, is in part a
result of regulatory changes and innovations in
the monetary system that have changed the na-
ture of both M; and M,. With most interest rate
controls on bank liabilities removed, the pace
of financial innovation that affects M; demand
is likely to slow, but it is certainly the fate of
central bankers to contend with shifts in the de-
mand function for money in future as well.

The extraordinary feature of U.S. monetary
policy in the 1980’s has been its success at re-
ducing the inflation rate despite extremely high
rates of money growth. And, in the period since
1984, highly variable money growth has been
fully compatible with steady real output growth
— with 1987 likely to be another year of moder-
ate growth and moderate inflation despite 15%
M, growth in 1986.

Despite its consistent failure to achieve mon-
ey targets, the Fed is required by law to an-
nounce them. That requirement serves a useful
purpose, which is to force the Fed in advance
to explain its choice of targets, and to explain
ex post its failure to achieve them. I take up be-
low the question of whether it should be forced
to adhere to them more closely.

Japan

We have already seen how Japan dealt with its
inflation problem decisively and at high cost
immediately following the first oil shock. Up to
the end of the Bretton Woods system, Japanese
macroeconomic policy, sheltered behind capi-
tal controls, had been driven by the current ac-
count of the balance of payments and the fixed
exchange rate. Current account deficits pro-
duced contractionary policy and a growth slow-
down; surpluses turned the stop sign to go.
Money growth had been high and variable, and
there was very little other than the exchange
rate to guide policy. The domestic financial
markets were repressed, with monetary policy
operating to a large extent through rationing

and moral suasion (SUzZUKI, 1980; FELDMAN,
1986).

With the exchange rate anchor for monetary
policy gone in 1973, the Bank of Japan switched
to domestic price stability as the main criterion
for policy, with the strategic aim of gradually
reducing the inflation rate, and with the money
stock as an intermediate policy objective?. It
took decisive action in 1974 by reducing the
growth rate of (M, + CD’s) to 11%, less than
half the value of the previous year.

So strong and sudden a contraction produced
a serious recession. But by the middle of 1975
the inflation rate was below double digits, and
it has stayed there; indeed it continued falling
virtually throughout except for a small rise dur-
ing the second oil crisis. Since the beginning of
1982 the inflation rate has not exceeded 2.5%
on a year over year basis. Money growth has
continued to fall with the inflation rate.

Although the Bank of Japan has annual mon-
ey growth targets it does not announce them
(Suzuki, 1985). Rather the Bank each quarter
publishes a projection of the growth rate of (M,
+ CD’s) for the four quarters ending at the end
of that quarter. Data for fourth quarter targets
for the years from 1978 are shown in Table 42!.

Suzuxki (1985) explains the use of projections
rather than targets as giving the central bank
flexibility and freeing it from political pres-
sures. In addition, this method of targeting has

Table 4: (M, + CD) Growth Projections and Outcomes,

Japan

Projection Actual
1978 12-13 12.6
1979 11 10.3
1980 8 7.6
1981 10 10.4
1982 8 8.3
1983 7 6.8
1984 8 7.9
1985 8 9.0
1986 8-9 9.2
Mean 9.0 9.1
Standard deviation 1.7
Standard error! 1.2

Note: Data are for fourth quarter of each year.

! (Mean square difference between actual and mean of projection)
x 4, to transform error to an annual rate.

Sources: For 1978 through 1983, BIS Annual Report, 1983, p. 71; for

later years, BIS Annual Report, for 1986 actual, IFS.
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the benefit of largely describing what has al-
ready been done. It also means that divergences
from target in the current quarter appear to be
only one quarter their actual size at an annual
rate. Even so, the outcomes are reasonably
close to the projections ?2. Note further that the
general trend of both projections and actuals is
negative, which is consistent with the gradual
decline of the inflation rate in Japan. The pro-
jected growth rates do change cyclically
though. There was a nearly 3% per annum in-
crease in the growth rate in 1981 (this can be
seen also in Figure 4) and a more than 2% in-
crease in the rate of growth between 1983 and
1986.

Remarkably, though, the standard errors in
Tables 3 and 4 do not show the Fed doing a
significantly worse job than the Bank of Japan
in meeting the M, target or projection. Using
the ‘standard errors’ in the two tables, the Fed
appears to come closer to attaining its M, target
than the Bank of Japan does to its (M, + CD)
projection 2. Further, the standard deviation of
the M, outcome is lower in the U.S. than in
Japan.

Germany

The Bundesbank, the first central bank to an-
nounce money targets, has targeted ‘central
bank money’ since the end of 1974. Targets and
outcomes are presented 'in Table 524, Central
bank money consists of non-bank currency plus
16.6% of demand deposits, 12.4% of time de-
posits and borrowed funds, and 8.1% of savings
deposits. In origin it is equal to currency plus
required reserves, a concept that could be
called the ‘required base’, except that the re-
quired reserves are calculated using reserve ra-
tions of 1974. The Bundesbank describes it rath-
er as a weighted sum of components of the
broad money stock, with weights reflecting the
liquidity of the components.

Until 1978 the target was quite high (relative
to later years), and the outcome higher. From
1979 the targets were given as a range. The Bun-
desbank typically indicates where in the range
it expects to come out, and why: accordingly ‘it
has not been possible for the announced target
[range] to be interpreted arbitrarily by the gen-
eral public or by the Bundesbank itself’25. The
target range was gradually reduced from 1979;
although the actual growth rate of CBM did

not fall steadily, it was lower after 1978 than be-
fore, and except in 1986 within or below the
range. Typically the Bundesbank was aiming
for the lower part of its range.

The Bundesbank provides a precise rationale
for the target, which is obtained by a process
essentially of targeting nominal GNP. There is
an allowance for unavoidable inflation, plus
growth of real GNP, typically at the growth
rate of potential output, plus an estimate of ve-
locity change?6. The real growth rate is that of
potential output because the Bundesbank tries
rigorously to limit the temptation to engage in
countercyclical policy. It appears to allow itself
to adjust for unemployment only within the tar-
get range: for instance, in 1982 and 1983 it
aimed for the upper half of the target range ex-
plicitly because unemployment was high?’.
While it emphasizes that its primary responsi-
bility is to maintain the value of money, it per-
mits deviations in response to exchange rate
movements - particularly in light of the
Deutsche Mark’s role in the EMS — and also in-
terest rate movements. Any deviation generates
a detailed explanation 2.

The Fed’s justification of its targets is gen-
erally less precise, probably because it presents

Table 5: Central Bank Money Targets, Germany

Target Actual
1975 8.0 9.9
1976 8.0 9.3
1977 8.0 9.0
1978 8.0 11.4
1979 6.0-9.0 6.4
1980 5.0-8.0 4.8
1981 4.0-7.0 35
1982 4.0-7.0 6.1
1983 4.0-7.0 7.0
1984 4.0-6.0 4.6
1985 3.0-5.0 4.5
1986 3.5-5.5 7.8
1987 3.0-6.0
Mean 6.3 7.0
Standard deviation 2.4
Standard error! 1.0

Note: For 1975, target is December over December; for 1976 to
1978 year-over-year; for remaining years fourth quarter over fourth
quarter.

! Mean square difference between outcome and mid-point of tar-

get range.

Source: ISARD and RoJAS-SUAREZ (1986), Table 35, p. 84, through
1985; Monthly Report of the Deutsche Bundesbank (Jan. 1987), p. 2,
for 1986 and 1987 data.
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ranges for four variables and sometimes more.
Nor do past failures receive a careful explana-
tion such as that of the Bundesbank, probably
again for the same reason.

The targeting procedures and explanations
provided by the Bundesbank appear convinc-
ing and fully serious. By comparison with the
procedures of the Fed and the Bank of Japan,
they raise the question of whether CBM is the
optimal target, whether there should be only
one target, and whether targets are preferable
to projections. The outcome of the Bundes-
bank’s policies also raises the question of
whether a central bank should be directed to
consider the impacts of its actions on unem-
ployment as well as the value of money.

United Kingdom

The Bank of England adopted M, targets for in-
ternal use in 1973, and began announcing the
targets in 1976. The official explanation of their
adoption stressed the fight against inflation and
the need to anchor expectations?. The U.K.
has continued to publish an M; (since 1977
sterling M) target since then, but since 1982 has
added other targets, and in 1987 is tending to
place more weight on M,, the monetary base.
Table 6 presents U.K. targets and outcomes.

Table 6: Money Targets; U.K.

M, M, M,
Target Out- Target Out- Target Out-
come come come
1976 9.0-13.0 173
1977 9.0-13.0 154
1978 8.0-12.0 11.4
1979 8.0-12.0 103
1980 7.0-11.0 194
1981 6.0-10.0 12.8
1982 8.0-12.0 11.2 8.0-12.0 123
1983 7.0-11.0 9.5 7.0-11.0 14.0
1984 6.0-10.0 11.9 4.0-8.0 5.7
1985 5.0- 9.0 165 3.0-7.0 3.3
1986 11.0-15.0 18.2* 2.0-6.0 4.5*
Mean 9.6 13.1
Standard deviation 3.6
Standard error 3.2

Note: Targets were also specified for two years for a broader
liquidity aggregate.
* Data through September.

Source: IsarRD and Roias-Suarez (1986), Table 35, p. 84, through
1985. 1986 data from OECD Economic Outlook (Dec. 1986), Table 1.

Table 6 should be read in conjunction with
Figure 2, showing CPI inflation. The first few
years of monetary targeting appeared success-
ful, both in meeting targets (except for 1977)
and in bringing down the inflation rate. But
then in 1980 M; grew far in excess of the target
range as inflation returned to nearly 20%. The
very high rate of growth of M, in 1980 can be
explained as a result of reintermediation fol-
lowing regulatory changes and the end of for-
eign exchange controls. The Bank of England’s
failure to control its growth may be attributed
to its reluctance to push interest rates higher
than they already were at a time of sterling
strength.

Because the sterling M; demand function ap-
peared to be breaking down, the Bank of Eng-
land added both an M, and a broader monetary
aggregate target in 1982 and 1983. It was not
successful in bringing those variables within the
target range either. Since it appears that M,,
the monetary base, has a stable relationship
with nominal GNP, the Bank has more recently
switched to announcing M, targets. It has suc-
ceeded in hitting these at the same time as infla-
tion has come down, though it emphasizes that
it does not target M, in order to control the
money supply through the base. Rather it tar-
gets M, because of the apparent stability of its
demand function, aiming to hit that target
through adjustments of market interest rates.

The Bank of England has not been successful
in achieving its monetary targets and, in the pe-
riod up to 1982, was not successful either at
controlling the inflation rate. Since then infla-
tion has come down though Mj; growth has re-
mained high and unstable, and unemployment
has been high and stable.

Operating Procedures

There has been much controversy in the United
States over the Fed’s operating procedures?. It
was argued that the Fed, although specifying
operating targets for monetary policy in terms
of both reserves and interest rates, was allowing
the interest rate targets to dominate, and there-
fore losing sight of the quantity targets.

In Japan, Germany, and the U.K., monetary
policy is operated in the short run largely
through control of interest rates, and in Japan
and Germany also through control over the
quantity of central bank credit provided by the
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banking system3!. Open market operations are
thought of as a means of influencing interest
rates and thereby the quantity of money de-
manded, rather than controlling the money
base and thus, through a stable money multipli-
er, the supply of money.

These procedures and their rationale would
be severely criticized if the Fed were to espouse
them explicitly. Nonetheless, they have not
hampered the ability of the Bank of Japan and
the Bundesbank to attain their monetary tar-
gets. Of course, both the Bank of Japan and the
Bundesbank hope to develop more efficient
money and capital markets in which to conduct
open market operations, and the trend is clearly
in that direction32. Still, it is difficult examining
German and Japanese monetary policy to be-
lieve that much of the blame for the Fed’s fai-
lures to hit its monetary targets can derive from
imperfections in the way it tries to control the
money stock, as opposed to conscious decisions
that the targets should not be met in a particu-
lar period 3.

IV. Conclusions

The record of policy reviewed in this paper
raises questions about the role of monetary tar-
gets, gradualism and credibility. In the back-
ground there are also questions about the flexi-
ble exchange rate system.

Monetary Targeting

Monetary targeting serves the valuable purpose
of forcing the central bank to announce its in-
tentions for the next year, and of explaining
why it failed to meet them this year. Provided
the targets are taken seriously, targeting lends a
coherence to monetary policy that operating by
the ‘touch and feel’ of the market does not.
Even where targeting has not been successful,
as in the U.K,, the failures suggest where to
look for an explanation, and to some extent
how to improve policy.

The adoption of monetary targeting does not
necessarily imply inactive policies. None of the
four countries, including Japan, has tried to
keep money growth constant and all have re-
sponded to the business cycle, to velocity
shocks, and to the exchange rate.

Nominal GNP Targeting: The activist proce-
dure explicitly followed by the Bundesbank is
the right way of doing nominal GNP targeting
(TAYLOR, 1985). Each year a target is chosen for
nominal GNP, based on the desired breakdown
between inflation and real growth. The mone-
tary target is then derived from target GNP and
a forecast of velocity. Approval of targeting in
this fashion does not however imply that the
target real growth rate should always be the
growth rate of potential output, or that the tar-
get rate of inflation need necessarily be zero.

How Many Goals of Policy? The Bundesbank
and the Bank of Japan both have as their main
task the preservation of the value of the curren-
cy. The Bank of Japan was able to reduce the
inflation rate after 1975 without an apparent
cost in terms of higher unemployment. The
Bundesbank’s policies from 1979, combined
with tight fiscal policy, succeeded in wringing
inflation out of the system at the expense of
much higher unemployment. There was in Ger-
many virtually none of the respite from mone-
tary tightness that the Fed provided in the U.S.
in 1982 as the recession worsened. By giving the
central bank both real independence and as its
primary responsibility the maintenance of price
stability, which virtually absolves it from con-
cern over unemployment, the legal system may
produce a deflationary bias in the economy. If
there is a significant probability that the central
bank will be the main economic policymaker —
and the growing immobilization of countercy-
clical fiscal policy makes that increasingly the
case - there is good reason to require it to give
weight to unemployment as well as inflation
when making its decisions 3.

Projections v. Targets: The choice between
‘projections’ and ‘targets’ is a subtle one. The
Bank of Japan has in the last few years main-
tained stable money growth and stable projec-
tions, and presumably therefore it has also been
attaining its unpublished targets. At the same
time, by projecting only for the current quarter,
it leaves itself great flexibility for any longer
period. Its credibility appears sufficient for the
projections to be regarded as targets. It is un-
likely that other central banks can rely on being
able to achieve similar ‘targeting without tar-
gets’ in the near future.

How Many Money Targets? The Bundesbank
and the Bank of Japan have each elected to fo-
cus on just one monetary variable, the Fed on
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many, and the Bank of England sometimes one
and sometimes more. There is a strong theoreti-
cal justification for the multi-target view, aris-
ing from the fact that the central bank in fact
influences many monetary variables, each of
which has a slightly different and uncertain
effect on ultimate target variables — and feed-
back from which makes it easier for the mone-
tary authority to decipher changes in the econ-
omy. By using several targets, including per-
haps interest rates (and a rule for deciding how
to compromise when they cannot all be at-
tained) the central bank reduces the uncertainty
about the effects of its actions on the economy.
For instance, the failure of the Fed to meet its
M, targets on many occasions appears less seri-
ous when it does come close to achieving the
other targets.

Nonetheless, the clarity of the one-variable
approach is appealing, both in its impact as a
signal, and for the consistency it might force on
the central bank. If it could be shown empir-
ically that there was little to be gained (in an ex-
pected utility sense) by having more than one
money target — for instance because the correla-
tion between one of the monetary variables
closely controllable by the central bank and
nominal GNP was exceptionally close — it
might be worthwhile narrowing the list of tar-
gets to one.

In both Japan and Germany the single tar-
geted monetary variable has smaller variance of
velocity than that of other money concepts . In
the U.K. M; velocity has been highly unstable,
which partly accounts for the shift to M, target-
ing. In the U.S. M, velocity is more stable than
that of M,, though less stable than the velocity
of M;. On the basis of the stability of its veloci-
ty and the Fed’s success in hitting that target,
M, currently would appear to be a useful target
variable — even though the collection of assets
in M, has little analytic coherence, and it would
remain to be seen whether a switch to M, target-
ing would put Goodhart’s Law into effect and
destroy the relative stability of M, velocity.

Gradualism and Credibility

After a sharp change in money growth and a
deep recession in 1974, the Bank of Japan suc-
ceeded in gradually reducing both money
growth and inflation over the succeeding de-
cade, with an interruption from the second oil

shock. The short sharp shock worked for the
Bank of Japan. But it did not work for the Bun-
desbank. After bringing down inflation in
1973-74, the Bundesbank faced generally rising
inflation until the second oil shock and then
was only able to reduce inflation by creating
and maintaining high unemployment. Similar-
ly, both the Fed and the Bank of England had
to create massive recessions in the early eighties
to get the inflation rate down, despite their suc-
cesses at reducing inflation in the first oil
shock.

It is easy to believe that the Bank of England
lacked credibility, and that the Fed lacked cre-
dibility until 1982. But why should that have
been true of the Bundesbank? Perhaps, though
it is unlikely, it had tolerated too high inflation
in the late seventies. Any analysis that stresses
credibility has to explain why the inflation rate
came down in Japan with only one recession,
while it took two or three recessions for each of
the other countries, and in two of them pro-
longed high unemployment.

The difference may lie much more with the
workforce than with the policymakers. Whereas
nominal wage increases rose in each of the
other three countries in the second oil shock,
Japanese wage inflation did not. If it had, the
Bank of Japan would have created another re-
cession. That threat is not sufficient to stop
wage increases — in evidence, note that the Bun-
desbank’s implicit threat had to be carried out
when wage inflation increased in Germany in
1981.

U.S. policy after 1982 also suggests that cre-
dibility is not a simple function of money
growth performance (BLANCHARD, 1987). M,
growth in the U.S. has been higher in the peri-
od since 1982 than over any comparable period.
There has been no perceptible impact on sensi-
tive asset market variables, such as interest
rates, let alone on wages or prices. Obviously
the markets believe that the M, growth signifies
nothing about future inflation. They are prob-
ably right.

The lesson is that someone with credibility
can do and explain sensible actions that at
other times would be viewed with the greatest
suspicion. Further, I believe the lesson is also
that credibility is earned by successful out-
comes, rather than by holding rigorously to in-
termediate targets. This is the case for not at-
tempting to force central banks to hold strictly
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to their money targets in the face of shifts in
velocity or other relevant circumstances.

Exchange Rates

Exchange rates and current account imbalances
have received little explicit attention in this pa-
per. In the U.K. and Germany monetary policy
has at times been dominated by the behavior of
the exchange rate. That was true in the United
States in 1978, and may be about to happen in
Japan now.

However this does not suggest that the U.S., |

Japan and Germany will anytime soon be will-
ing to forego monetary independence in the in-
terests of stabilizing exchange rates. Bundes-
bank reports make it clear time and time again
that it views price stability as the overriding
goal. European countries that want to accept or
attain the German inflation rate can join the
EMS, and Britain may do that soon. The U.S.
is less concerned with inflation relative to un-
employment than is Germany, which means
that a newly fixed dollar-DM exchange rate
would suffer the same fate it did in the early se-
venties — particularly given divergent fiscal pol-
icies. Since Japan’s inflation preferences are
different from those of the U.S., and its trading
patterns are different from those of Europe, it
is unlikely to fix exchange rates against either
the dollar or the DM.

Footnotes

! MELTZER (1985) examines shocks and policy decisions
in Japan and the U.S. in the fixed and floating ex-
change rate periods. His econometric emphasis is on
policy reactions to all types of shocks, whereas this
paper presents a less formal examination of policy re-
sponses in four countries to the two oil shocks.

2 MEEK (1983) contains several very informative papers
on monetary policy procedures in major economies.

? Inflation rates of the GNP deflator and the CPI often
differ significantly over this period. For instance, al-
though CPI inflation for the United States exceeded
10% on a year basis four times, GNP deflator infla-
tion never rose into the double digits. In 1986 when
CPI inflation rates in Germany and Japan were
—0.2% and 0.6 % respectively, GNP deflators rose by
3.0% and 2.3 %.

*These are OECD-standardized measures of unem-
ployment. The German data here are lower than the
national statistics.

5 A data appendix that contains all the data referred to
in the paper and presented in the figures is available
from the author on request.

¢ Because of its inappropriate treatment of housing
prices, the U.S. CPI significantly mismeasured infla-
tion in the period before 1982. For instance, the 13.5%
for 1980 seen in Figure 2 is less than 12% when calcu-
lated on the basis of the corrected CPI introduced af-
ter 1982.

7 Because the 1980 recession lasted only six months
and the recovery from that recession a year, it is
sometimes argued that the entire period from the be-
ginning of 1980 to the end of 1982 should be regarded
as one long recession,

8 Figure 4 shows for each country that monetary var-
iable that receives most attention from the monetary
policymakers: M, in the U.S., (M,+CD’s) in Japan;
Central Bank Money in Germany; and sterling M; in
the U.K. Growth rates for a variety of monetary var-
iables for each country are presented in Table 3.

9 This applies to both M; and M, growth rates in Japan,
and M, and sterling M; in the U.K. U.K. M, growth
was 14% in 1972 but only 5% in 1973.

191n this period money growth was not taken as a mea-
sure of the thrust of monetary policy in Britain. Even
if it were, the differences between the growth of M,,
which fell drastically after the middle of 1973, and the
growth rates of M, and M; would have complicated
the interpretation of policy. It was in large part the
correlation between M; growth in 1973 and 1974 with
the subsequent inflation that led to its later use as a
monetary target.

UK. money growth began to fall from the second
quarter of 1974.

12 GNP deflator inflation never fell much below 6%, the
difference again resulting in part from the incorrect
treatment of the costs of housing,.

13Data are from HamaDA and HavasHi (1985), pp.
86-87.

14Once again the different money stocks give different
signals in Britain as M; growth was relatively high in
1975. Nominal interest rates were held in the double
digits but real interest rates were still substantially
negative.

15 In February 1980 the Bank of Japan demonstrated its
independence and its intention of keeping inflation
low by for the first time ever raising the official dis-
count rate during the budget debate in the Diet.

16 At its quarter over same quarter a year before peak,
GNP deflator inflation in 1980:2 was 5.7 %.

7 In particular, the 5.5% M, growth reported in Table 3
for 1979 was for the then M,-A definition of money,
which excluded non-bank checkable deposits. The
growth rate for M,-B, which included the latter de-
posits and is close to current M;, was nearly 2% high-
er.

18 The target in Table 3 is for M,-B, close to current de-
finitions of money.

19 RASCHE (1986) presents the results of a comprehensive
re-examination of U.S. money demand functions,
concluding that while the shift in the demand for
money function cannot be adequately explained, it
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can be simply parameterized, and that money de-
mand functions therefore continue to play a useful
role in the setting of money targets.

20In the Translator’s Note to Suzuki (1980), GREEN-
wOooD states that the Bank of Japan announced its in-
tention to pursue monetary targets in July 1974. This
probably refers to an internal Bank of Japan deci-
sion; money stock projections were first announced
in 1978.

21 These data differ somewhat from those presented in
MELTZER (1986), Table 1.

221t is not possible to infer from Table 4 how accurately
the Bank of Japan meets its annual targets. One pos-
sibility is that the error would increase more than pro-
portionately with time because the known initial con-
ditions are further away; the other is that the Bank
would have more time to correct any errors.

23 The comparison is not straightforward because while
the Japanese data are end of period, the U.S. data are
quarterly averages, which biases the comparison
against the Japanese results. See also the preceding
footnote.

24 A useful account through 1982 is contained in SCHLE-
SINGER (1983). See also ‘The longer-term trend and
control of the money stock’, Monthly Report of the
Deutsche Bundesbank, Vol.37,1 (Jan. 1985), pp.13-26.

25 Report of the Deutsche Bundesbank, 1980, p.30.

26 More recently the Bundesbank has stopped making
an allowance for velocity change, on the grounds that
it is unpredictable.

27 Report of the Deutsche Bank, 1983, p.33.

28 For example, ‘The monetary target for 1987°, Monthly
Report of the Deutsche Bundesbank (Jan. 1987),
pp-1-2.

29[ draw freely in this section on FisSCHER (1987).

30 For a Federal Reserve view of the issues, see LINDSEY
(1986); for a technical description of the operating
procedures from 1979 to 1982, and references, see
GOODFRIEND et al. (1986).

31 FELDMAN (1986) provides a detailed description of the
Japanese financial system. Suzuki (1986) compares
U.S. and Japanese financial innovations; SUZUKI
(1987) is an extremely accessible account of the lib-
eralization and internationalization of Japanese fi-
nancial markets, and the implications for monetary
policy. Descriptions of Bundesbank operating proce-
dures can be found from time to time in the Monthly
Report of the Deutsche Bundesbank; ‘“The Bundes-
bank’s transactions in securities under repurchase
agreements’, March 1983, pp.23-30, is useful. The
Bank of England’s The Development and Operation of
Monetary Policy, 19601983, describes the money
supply process and decisions.

32In Japan the large government budget deficit and the
consequent increase in the supply of bonds have been
instrumental in the development of the money and
bond markets.

33 This argument is made, on the basis of Japanese op-
erating procedures, by DOTSEY (1986).

1 The question arises of whether central bank policy
has any influence on real variables like the rate of un-
employment. There is much evidence that expansion-
ary policy can in the short run lead to an expansion

of output; if some hysteresis-like view of the eco-
nomy is correct, the such short-run changes in output
tend to be permanent.

3 PData are presented in ISARD and ROJAS-SUAREZ
(1986), Table 32; of course the predictability of veloci-
ty over the next year rather than its variability is the
more relevant measure of the suitability of a given
target variable, but in practice predictability and vari-
ability are closely related.
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