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CHAPTER I 

INTRODUCTION 

Central bankers in all countries of the G-7 industrial 

world share a number of common concerns in the course of 

implementing monetary policy. Perhaps the most important of 

these concerns is the desire for price stability as the main 

goal to sustain output growth and improve the standard of 

living. Another concern in the majority of these countries 

is to preserve progress made in reducing inflation to low 

rates of the past few years , and in principle to eliminate 

it. Further in conducting monetary policy the central 

bankers of the industrial world are concerned about the 

operating procedures transmission mechanism to make sure 

that monetary instruments suit their goals. 

Meanwhile, central bankers have also concerns about the 

best economic indicators that need to be guaged relevant to 

their goals of price stability and inflation control. 

The items of concern can be detailed as follows. 

Price Stability 

The goal of price stability requires that monetary 

policy be planned to beyond the horizon of its immediate 

impact on the economy. Such horizon is in the order of two 

to three years as this is the time required for monetary 



policy to have its effects and on the basis of this time 

households and businesses will do most of their planning; 

thus it is this horizon relevant to the definition of 

price stability as articulated by the Fed Chairman Greenspan 

that: Price stability exists when inflation is not a 

consideration of household and business decisions. 

Central bankers commitment to price stability in the long 

run however does not mean that the authorities can ignore 

the short time impacts of economic events and its effects. 

It is important to note that even if we plan our strategy to 

price stability successfully and as a result price expecta

tions are contained we will not have eliminated all possible 

sources of potential inflationary shocks. For example supply 

shocks that drive prices up sharply and suddenly like the 

oil shocks of the 1970's are always possible. In such 

events the appropriate monetary policy consistent with the 

price stability goal would be to bring inflation down 

gradually over time as the economy adjusts to the shifts in 

relative prices. Also in the event of a shock to the 

financial system the appropriate monetary policy might 

require temporary reduction of inflation.using proper tools. 

Therefore it can be seen that the monetary policy should be 

exercised cautiously and gradually because contracts 

especially wage contracts, can outlast or even exceed the 

short time shocks in duration. 



In the short-term,therefore,monetary policy should accept 

the rigidity in wages and prices that these contracts create 

otherwise shifts in policy given these rigidities, such as 

monetary tightening in the face of wages unlikely to be cut, 

can cause unacceptable rise in unemployment and drop in 

output. 

Inflation Reduction 

The U.S. economy is doing exceptionally well this year 

with low inflation rate and unemployment rate the lowest in 

a decade. Economic growth continued for the seventh year of 

current expansion which started in April 1991. 

Inflation as measured by the CPI is expected to be 

below 3 percent next year. In response to the good news 

about the U.S. and the G-7 economies central banks policy 

must not ignore the lessons of the past by adopting policies 

which proved to be inflationary and have consistently 

resulted in slowed growth and higher unemployment. 

The appropriate monetary policy response to today's 

environment of relatively low inflation, low unemploym.ent 

and low interest rate is to supplement it with credible 

commitment to reduce inflation to low levels near zero. 

Price stability with credible policy is very important to 

build consumer confidence so that inflation is not anymore 

part in household and business future planning. 



What is important is not merely the absence of inflation at 

any point in time but the widespread presence of public 

expectations that prices will remain stable in the future 

which eliminate inflation for all practical purposes. 

Regardless the targeting instrument transparency to the 

public to achieve credibility is very important for 

inflation control and plays a major role in reducing 

inflation to low level as evidenced by events of the 1990s. 

Tables 1 and 2 and the relevant graphs of Figures 1 through 

4, illustrate progress in reducing inflation rates in the 

1990's for the G-7 countries as compared with rates for the 

GDP growth for inflation targeting type countries concerned. 

Progress made in inflation reduction needs to be preserved 

and improvement is required especially for countries of the 

European Monetary System (EMS) like the U.K., Germany, Italy 

and France where inflation reduction to a low level is a 

requirement of the Maastricht Treaty for joining the 

European Exchange Rate Mechanism (ERM) for establishment of 

the European Monetary Union (EMU). 

Targeting Instruments for Monetary Policy 

In virtually every country of the (G-7) industrial 

world countries price stability is the primary goal for 

monetary policy. Central banks clearly concerned with price 

stability used different types of intermediate and direct 



Table 1 
Average inflation performance in inflation-targeting and 
non inflation targeting cdiiritries. 

Inflation' 
targeting 
countries 

Decade preceding 
inflation target 
Average rate 
of inflation Variance 

Period following 
inflation target* 
Average rate 
of inflation Variance 

Australia 
Canada 
Finland 
Sweden 
New Zealand 
England 

6.2 
5.8 
5.2 
6.6 
11.6 
5.2 

8.41 
7.9 
3.37 
6.65 
25.7 
2.21 

2.7 
2.0 
1.1 
2.3 
2.5 
2.8 

1.71 
2.51 
0.51 
2.29 
2.7 
0.09 

Average 6.8 9.0 2.2 1.6 

G-7 group 
countries 

1980s 
Average rate 
of inflation Variance 

1990s 
Average rate 
of inflation Variance 

France 
Germany 
Italy 
Japan 
United States 

7. 
2. 

11. 
2, 
5. 

.4 

.9 
,3 
,5 
.6 

18.86 
4.69 
35.85 
5.14 

15.52 

2.3 
3.1 
5.2 
1.4 
3.4 

0.56 
2.01 
0.94 
1.67 
1.13 

Average 5.9 15.4 3.1 1.3 

Inflation targets were introduced in: Canada in February, 
1991,Finland in March 1993,Sweden in February 1993, New 
Zealand in March 1990 and the United Kingdom in October 
1992. For Australia,April 1993. 

Source: Bank of England Quarterly Bulletin. November 1997. 



Table 2 
Average GDP growth in inflation-targeting and non inflation 
targeting countries 

Period following introduction 
Inflation-
targeting 
countries 

Decade preceding 
inflation target 
Average rate 
of GDP growth Variance 

of inflation target' 
Average rate 
of GDP growth Variance 

Australia 
Canada 
Finland 
Sweden 
New Zealand 
United Kingdom 

Average 

G-7 group 
countries 

19i 

3.2 
2.8 
1.4 
1.6 
1.8 
2.4 

2.2 

Ôs 
Average rate 
of GDP growth 

10.18 
9.99 
17.33 
4.73 
6.95 
5.76 

9.2 

Variance 

4.2 
1.9 
3.2 
1.9 
2.4 
3.0 

2.8 

1990s 
Average rate 
of GDP growth 

0.96 
3.09 
6.49 
5.09 
7.78 
1.04 

4.1 

Variance 

France 
Germany 
Italy 
Japan 
United States 

Average 

2.3 
1.8 
2.4 
3.8 
2.8 

2.6 

1.95 
3.18 
2.52 
1.49 
6.91 

3.2 

1.4 
2.1 
1.2 
2.2 
2.1 

1.8 

2.33 
4.67 
2.11 
3.79 
2.3 

3.0 

* See Table 1 for de ta i l s of when inf la t ion ta rge ts were introduced in 
each country. 

S o u r c e : Bank of England Q u a r t e r l y B u l l e t i n , November 1997. 
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targeting instruments to suit their economies developement 

with time according to their cultural requirements. 

The most common targeting instruments are the following. 

Short-Term Interes Rate Targeting 

The U.S. monetary policy has been quite successful over 

the past 15 years. The use of interest rate instrument to 

bring inflation to low levels and sustain output growth has 

been a winning strategy. The role of monetary aggregate in 

the conduct of monetary policy has been downgraded. 

Policymakers have drawn important lessons from the 

experience of the past 25 years in the U.S. First there is 

no feasible alternative to using short-term interest rate as 

policy instrument while looking at all kind of information 

to guage progress. Second, given the lags in the monetary 

transmission mechanism, policy makers must be ready to move 

their instrument quickly in response to new information. 

Monetary Aggregate Targeting 

Targeting monetary aggregates Ml, M2 and M3 is an 

approach many central banks used in the 1970's and 1980's. 

This approach has been successfully maintained by some 

prominent members of the G-7 countries, such as Germany, 

The framework offers a number of advantages; an announced 

11 



monetary aggregate is easily understood by the public 

because it conveys where monetary policy is and where 

inflation is likely to be going. In addition this instrument 

has advantage of focusing policy on quantity that central 

bank can control quickly, easily and directly. 

It is important to emphasize that the advantages of 

monetary aggregate targeting are totaly dependant on the 

predictability of relationship between the money target and 

the policy goals. If fluctuation in the velocity of money 

perhaps due to financial innovations weakens this relation, 

the framework will not bring the price stability required. 

In the United States the relationship is not sufficient for 

the monetary target approach to work. 

Exchange Rate Targeting 

Fixing the value of a domestic currency relative to 

that of a low inflation country is one approach central 

bankers have used to pursue price stability. The advantage 

of exchange rate target is its clarity to the public which 

make it understood and acceptable. 

In practice this framework obliges the central bank to to 

limit money creation to levels comparable to those of the 

country to whose currency it is pegged. When credibility is 

maintained an exchange rate target can lower inflation 

expectations to the low level prevailing in the anchor 

country. 

12 



Experience with fixed exchange rate however points to a 

number of drawbacks. A country that fixes its exchange rate 

surrenders control of its domestic monetary policy. Fixed 

exchange regimes are subject to sudden speculative attacks 

that can be disruptive to the economy. 

Exchange rate targeting is applicable to the case of 

countries of the European Monetary System (EMS) which 

includes Germany, France, the United Kingdom and Italy. 

Inflation Targeting 

This approach has been adopted by a number of central 

banks over the past seven years. The initial results appear 

positive. The advantage of inflation targeting is its 

transparency to the public. The commitment to price 

stability is made clear in policy terms and deviations from 

the pursuit of inflation target over the longer term are 

obvious and can be detected. 

Inflation targeting also provides monetary policy with 

the necessary flexibility to respond to economic needs in 

the short term. Finally targeting inflation avoids the 

problems of velocity shocks because monetary policy becomes 

independant of the money inflation relationship. The main 

drawback of inflation targeting is that inflation itself is 

not directly controllable by the monetary authority. 

13 



Furthermore policy moves in the pursuit of inflation targets 

only take effect with a lag so that success in hitting the 

target is not quickly apparent. 

Economic Indicators 

Economic indicators are essential to check progress in 

the implementation of monetary policy for the purpose of 

price stability and reducing inflation to the lowest levels. 

For the western markets economies and especially for the G-7 

group,the Organization for Economic Cooperation and 

Developement (OECD) Main Economic Indicators periodical 

issued quarterly in Paris, France provides such vital 

information and needed data necessary for policies planning. 

Also the Economic Survey of Europe publication issued yearly 

by the United Nations details progress over the years for 

the western economies and the G-7 group based on economic 

indicators and actions taken by monetary and government 

authorities. 

Other publications are issued by Federal Reserve Banks, 

the I.M.F. and news media are useful to be updated about the 

economic indicators for monetary policy on quarterly basis. 

Examples of indicators are money aggregates Ml, M2, the rate 

of inflation,'the unemployment,short-term interest rate and 

long term interest rate, growth rate,-exchange rate, etc. 

In attaining the current desirable state of the economy the 

14 



Federal Reserve had to rely on broad set indicators to guide 

monetary policy in a changing financial environment. 

15 



CHAPTER II 

MONETARY POLICY OPERATING PROCEDURES 

In this chapter we consider the operating procedures in 

the CG-7) industrial countries since the breakdown of the 

Bretton Woods System up to the middle of 1998. The 

countries include the United States, Japan,Canada,Germany, 

the United Kingdom, Italy and France. The^last four nations 

mentioned are members of the (EMS) the European Monetary 

System. 

In discussing the strategies followed by the central 

banks it is essential to focus on common goals and 

instruments of monetary policy as experienced in the various 

countries. Goals in general are price stability and 

inflation reduction to improve economic growth and reduce 

unemployment. Instruments of control include the Exchange 

Rate Mechanism (ERM) as used by countries of the EMS system, 

short term interest rate,monetary aggregates such as Ml, M2, 

nonborrowed reserve,borrowed reserve and the lately used 

inflation targeting instrument. 

It should be stressed that the monetary aggregate 

instrument was used by various countries at different times 

and was most popular with the public. But recently this 

instrument was rendered ineffective due to financial 

innovations in the U.S., Canada and the United Kingdom. 

16 



We detail as follows the operating procedures for the 

various countries of the 'G-? group of the industrial 

world. 

The United States 

In the 1970s there were three major cycles of rising 

inflation. Each is more severe than the one before. Each of 

these accelerations of inflation was profound and followed 

by tightening of monetary policy which leads to recessions.., 

The most memorable episode was that which occurred in 1979 

and 1980 when the consumer price index CPI rose at an annual 

rate exceeding 12 percent. Confronted with this situation, 

the Fed took actions that raised short-term interest rate 

to unprecedented level and the worst recession in postwar 

period followed lasting fully six quarters between mid 1981 

and the end of 1982. 

Increases in oil prices in the mid and late 1970s no 

doubt contributed to inflation,but in the long run, monetary 

policy will determine the rate of inflation and its limits. 

Consequently inflation could not have risen so sharply over 

this period without the Fed acquiescence. There are a number 

of explanations for the Fed's loss of control over this 

period, but in retrospect the breakdown is not terribly 

surprising if one combines the notions of the time as 

follows: 

17 



,i. The Fed can trade higher inflation for lower 

unemployment. 

ii. The costs of inflation are small. 

iii. The Fed has sufficient knowledge to fine tune the 

economy. 

It is not difficult to see with those mentioned notions 

how the Fed could be led to make monetary policy decisions 

that are inflationary in nature. 

Anyway our experience of the 1970s had profound impact 

on conventional thinking about inflation and monetary 

policy. Most obviously it provided much new data that was 

to put it mildly inconsistent with the Phillips curve of the 

1960s. It was in the 1970s that the term "Stagflation" arose 

to describe a combination of high inflation and low growth. 

In recent years, substantial research was completed on the 

long run relationship between output growth and inflation 

and it was found that there was no compelling evidence that 

higher inflation is associated with higher growth. The 

inverse is true. The implication of course is that inflation 

as caused by monetary policy is not conductive to economic 

growth. The inflation of the 1970s also made people realise 

that costs of inflation are much greater and more varied 

than had been thought earlier. We now understand much better 

than before that inflation creates arbitrary and unfair 

distribution of income and wealth that causes social tension 

and weakens the fabric of society. 

18 
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Inflation distorts the signals that prices send in our 

rket economy which produce serious inefficiencies in the 

allocation of resources and reduces growth. Further, 

inflation needlessly causes people to spend additional time 

and energy managing their personal finances.and businesses. 

Finally,the 1970s experience illustrated that public 

distress caused by rising inflation is inevitably followed 

by corrective monetary policy actions that depress econom.ic 

activities greatly and severely as what occurred in early 

1980s. An important consequence of our experience with 

inflation in the 1970s was healthy diminution in our 

confidence that we know enough about the structure of the 

economy and the way it functions to fine tune economic 

activities and eliminate recessions eventually as needed. 

The diminished confidence in our ability to guide economic 

activiyy has been mirrored by im.portant developements in 

monetary policy in the last two decades affecting our goals. 

During the 1970s,the Fed targeted the short-term interest 

rate. The particular rate they chose was the federal fund 

rate. On a month-to-month basis,the Fed targeted the average 

weekly federal fund rate within a narrow margin band of one 

half to three quarter of one percent. They did this through 

the open market operations. It was in this period that the 

Federal Open Market Committee first began to set numerical 

targets for the growth rate of money supply. Subsequently in 

19 



response to congressional resolution in 1975 the committee 

began voluntarily to announce quarterly targets for the 

growth rates of several definitions of money supply. 

Finally,the Humphrey-Hawkins Act of 1978 required the Fed to 

set money growth targets on a fourth quarter basis and 

present them to the congress for the proper evaluation. 

Though on a month-to-month basis, the federal fund rate was 

given precedence,the Fed attempted to hit money growth 

targets annually to assist the process of economic growth. 

In 1979,the inflation rate was accelerating rapidly. To deal 

with this problem, in October 1979, the Fed instituted new 

procedure, the nonborrowed reserve procedure. This m.ethod 

was a monetary policy milestone because for the first time 

in the Fed's history its operating procedures caused short-

term interest rate to rise automaticly in response to 

excessive money growth. The nonborrowed reserve procedure 

was abandoned in October 1982 because of problem in defining 

the money accurately, in a period of financial innovations 

and globalization. 

The long re cession of early 1980s was followed by a 

pronouned disinflation and by the end of 1983 the inflation 

rate fell to about 4 percent. It has fallen further lately 

to less than three percent and it is gradually declining. 

The Fed switched from targeting Ml to M2 in the 1980s 

because of instability in money income relation that 

20 



occurred, such uncertainty about the L-M schedule required 

the use of interest rate rate instrument for intermediate 

targeting, but the Fed was reluctant to go back to targeting 

the federal fund rate because as in the 1970s such a policy 

would not provide sufficient protection against inflation. 

Therefore,throughout the 1980s,the Fed continued to monitor 

the behavior of the broader money aggregates especially M2 

to ensure that the growth in money supply would not generate 

any inflationary pressures. 

By 1990,the Fed started deemphasis of the monetary 

aggregate because M2 was not growing in relation to income 

or the growth was very slow and M2 velocity grew rapidly 

considering the time as known by financial innovations and 

deregulations. 

The Fed by 1995 had returned to the monetary policy of 

targeting the federal fund rate almost com.pletely. 

Canada 

Like the United States, Canada experienced significant 

inflation problems in the mid 1970s due to sharp increases 

in the oil prices and due to attempts to maintain a fixed 

exchange rate for the currency with the United States, after 

the breakdown of the Bretton Woods system. Like other 

countries Canada responded by adopting money growth targets. 

In 1975,Canada introduced a monetary strategy for money 
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supply control under which Ml growth would be controlled 

with a gradual falling target range. The change in monetary 

strategy did not amount to change in operating procedures 

which continued to emphasize the interest rate instrument. 

Subsequent to the adoption of monetary aggregate 

targeting, Canada suffered a sharp depreciation in its 

currency and like the U.S. further acceleration of inflation. 

By 1978,only three years after money targeting had begun the 

bank of Canada faced with problems of financial innovations, 

velocity instability of targeted monetary aggregate, like 

other countries began to distance itself from the strategy 

of targeting the monetary aggregates and to be more 

concerned with the exchange rate. 

The U.S. dollar began its rapid appreciation in early 

1980s, threatening Canada with inflationary shock from 

imports prices. In 1981,Canada continued the policy of 

tightening money supply growth but abandoned formal money 

aggregate targeting completely in the early 1980s. 

In 1984,the fixed exchange rate was completely 

abandoned, so that the bank of Canada will attempt to assist 

recovery from the recession that had begun in 1981. 

Unemployment did fall after 1984. In 1988 the Canadian 

misery index was at its lowest in many years. This index 

includes the sum of inflation rate, unemployment rate and 

short term interest rate. 
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In a dramatic move in January 1988> Governor John Crow 

announced that the Bank of Canada would subsequently pursue 

an objective of price stability, that is literaly the 

elimination of inflation gradualy reducing it by target 

values. In February 1991,the Bank of Canada and the 

Government of Canada jointly announced a series of inflation 

reduction targets. The targets specified a decelerating path 

over year to year basis considering the consumer price index 

CPI measurements, with a target of 3 percent inflation to be 

achieved by the end of the year 1992. The inflation target 

should decline to 2 percent by the year 1995. 

European Monetary System (EMS) 

This system involves many of the European countries, 

however we are concerned mainly with Germany, the United 

Kingdom, Italy and France as the G-7 group of countries,' 

At the beginning of the 1970s,the monetarists gained 

stronger influence than the economists in Europe. The first 

step of a plan for the European community monetary union, 

to have fixed but changeable exchange rate was unsuccessful. 

The times were characterized by the end of the Bretton Woods 

system and later by the first oil price hike and a world 

wide recession in 1975. The reason for the failure of the 

first step to establish the European Exchange Rate Mechanism 

(ERM) was the strong deviation rate of the rates of 
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inflation in the various countries concerned. For instance, 

between 1973 and 1979 the annual rate of inflation was 11 

percent in France, 16 percent in Italy and only 4.7 percent 

in Germany. 

The EMS came into effect in March 1979 by efforts of 

President Giscard d'Estang of France and Chancellor Helmut 

Schmidt in Germany, The ERM was constructed as a system of 

fixed exchange rates between countries of the European 

community which allowed fluctuations of these exchange rates 

only within a narrow band; and which secondly established 

a large framework of partly unlimited credit facilities for 

the member central banks„ This credit was to make it 

possible to keep exchange rates stable even under strong 

pressures on one particular currency through the obligation 

of the central banks to intervene in the foreign exchange 

markets if necessary with unlimited amounts of bank reserves. 

During the period from 1979 to 1990,the annual increase in 

prices in France then was 6.9 percent compared with 10.7 

percent in Italy and 2.9 percent in Germany. The average 

rate of inflation was lower than previous period for the 

European community countries. However, there was some 

realignments due to fluctuations in currency values between 

1979 and 1987; a total of about 11 realignments of values. 

Many observers thought that Europe had entered a stage of 

"new EMS," 
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Base work had been set so it seemed for the single 

European currency. The timing was opportune since the Single 

European Act of 1986 called for removing all internal 

barriers to trade , capital movements and labor migration 

within Europe by 1992, The Single European Act was another 

step in the march toward European Economic integration which 

began with the Treaty of Rome in 1957, A single currency was 

viewed by some as crucial in this process of economic union. 

The report issued in 1989 by a committee headed by Jacques 

Delors, President of the European Commission, stated that 

" A single market requires a single currency." In this regard 

the Delors committee proposed a three-stage transition to 

single currency. The first stage included the widening of 

membership of the Exchange Rate Mechanism (ERM). The second 

involved narrowing the exchange rate bands as well as 

shifting control over some macronomic policies from national 

control to control by central European Authority. The third 

stage would establish a European System of Central Banks to 

replace national central banks and replace national currency 

with a single European Currency for use of member countries. 

The Maastricht Treaty signed at the end of 1991 set time 

table for this process, with stage 3 starting no later than 

January 1, 1999. Within a year, however, the timetable 

planned at Maastricht was in jeopardy and the likelihood of 

single currency ever materializing was questionable. 
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Between years 1987 to 1992, price differentials or 

inflation rate accumulated, with the consequences that those 

countries which kept their exchange rate stable experienced 

increases in their real exchange rates. Italy for example 

recorded real appreciation of its currency with respect to 

the deutsche mark and other currencies in the range of 15 

percent. 

During most of the 1980s,most European Central banks 

shared similar goals and people were happy with the EMS 

system. But in 1990,the German unification led to divergence 

in the goals between the Bundesbank and other EMS nations 

central banks. The fiscal expansion in Germany resulted in 

increase in the interest rates and this resulted in higher 

real interest rates in France, Italy and the United Kingdom. 

By the end of 1992 the problem was not only high average 

interest rate but also increase in the average unemployment 

rate in Europe. The result was two major exchange rate 

crises between 1992 and 1993. Two countries, Italy and the 

U.K. had left the ERM as their currencies had appreciated 

by about 15 percent and had to be devalued with respect to 

the deutsche mark. 

However,in France,voters narrowly approved the proposed 

Maastricht Treaty in a narrow margin on September 20, 1992, 

and the government had to defend the Franc against 

speculators by increasing the short-term interest rate by 

2^ percent. 
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The Maastricht Treaty, thev. treaty of the European 

union is rather clear about the different steps needed for 

the monetary and economic union but rather vague about 

the elements of a political union having one central bank. 

Notwithstanding the requirement to join the ERM for two 

years, the attached table 3 and diagram.s Figures 5 and 6, 

concerning the Maastricht Treaty Convergence Criteria, 

illustrate the performance of each country regarding the 

four initial requirements for admission to the EMU which 

are: The inflation rate, interest rate, budget deficit as a 

percent of GDP and debt as a percent of GDP; tb be valued. 

The inherent weakness of the EMS was the performance of the 

ERM fixed exchange system. One solution to ease the 

problem, of having change in the exchange rate but not 

necessarily a political decision was found by widening the 

band of fluctuation of the involved exchange rate as done in 

August 1993, by widening the band to -15 and +15 percent 

instead of the original -2.5 and +2.5 range. Since having 

the wider band the exchange rates of the EMU countries have 

been behaving calmly reducing the chances of political risks. 

A monetary union is a sacrifice of sovereignty of each 

ember country and as President Mitterand said before a 

referendum in France in 1992, the biggest sacrifice is in 

Germany the country with the anchor currency in the EMS and 

therefore the country with monetary policy that is most 

independent from the policies of the other member countries, 
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Considering the sacrifices the monetary union as 

described by the Maastricht Treaty is not an illusion. It 

takes into account the many experiences gained in the EMS 

period as it proclaims a path toward the EMU in the 

third stage to be implemented soon. 

At a special weekend summit in Brussels, Belgium on May 

2-3, 1998 the European union leaders turned Europe's 

boldest ever effort at integration into reality by selecting 

11 founding members for economic and monetary union and 

indicating at which exchange rates European currencies will 

be locked in when the euro, the common currency will be 

called, is launched on January 1 ,1999. Table 5 providing 

the exchange rates rates schedule, illustrates the 11 

nations involved. Britain, Denmark and Sweden plan to 

remain out of the union for now. Table 4 provides the 

performance schedule and Figure 7 convey geographic map 

for the 11 member countries accepted in the union at this 

stage. The euro is supposed to be introduced in January, 

and within thre years it will completely replace the German 

marks, French Francs, Italian Lira, and Spanish pesetas. 

Sure there will be policy chaos but when the dust is clear 

the EMU area will be the world second largest economy, 

consisting of 288 million people and a Gross Domestic 

Product of nearly 201 of the global's total. 
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Table 4. Performance of nations scheduled to join 
the European Monetary Union. 

How EMU Nations stack lip 
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Source: The Wall Street Journal, May 4, 1998, p. A18 

Table 5. Exchange rates for the currencies of nations 
scheduled to join the European Monetary Union 

Source: The Wall Street Journal, May 4, 1998, p. A16 
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Area (square miles) 
Population (millions) 
GDP per capita (U.S. dollars) 
Unemployment rate 
Inflation 

3.566,278 
266 

$28,000 
5.1% 
2.9% 

145.850 
126 

$26,000 
2.9% 
0.1% 

1,060.161 
373 

$21,500 
10.7% 
2.3% 

•SjiTce ij.s Cens'js 6u'eau {http.'.A'ww census.gov). Japanese Ministry of Finance (http://stat.go.jp), Europe (http: 

Fig. 7. Map of EU Countries and Summary of Statistical 
Comparison. 

Source : Economics by David C. Colander, p. 148 
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New currency will have the following repercussions: 

1. Business and individuals will find it much easier to buy 

and sell products across the European borders. Intra-

European trade and commercial competition will soar. A 

wave of mergers will create powerful pan European 

companies. 

2. The capital market, Europewide, will emerge for the 

first time offering enormous cross border opportunities 

for borrowing and investing. 

3. The European Central Bank by law will be highly 

independent will follow the conservative footsteps of 

Germany's Bundesbank and create condition for low 

inflation and healthier economic growth. 

4. The euro will become the powerful rival to the dollar 

for central banks reserve and tradefinancing. All eastern 

Europe will be drawn into the new euro zone bringing 

them under Western Europe political influence. The 

European union will gain substantial influence in the G-7 

the I.M.F., and the World Trade Organization. 

5. EMU success will eventually pose challenge to the U.S. 

economy. 

Huge gaps separate rich but sluggish economies like 

Germany's from poorer but booming countries like Spain and 

Ireland. Italy and Belgium continue to carry twice as much 

accumulated debt as others and are obliged to make deep cuts 

in spending for years to come to prepare to join the EMU, 
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If the euro maintains credibility, it could transform Europe 

into one of the world's biggest and most efficient market 

places. A failure would be an economic and political 

disaster. For all certainty about the euro market, one 

thing seems clear: it will be huge. The cohesive Europe will 

have an economy almost as big as the United States with 

combined annual output of $6.28 trillion versus $8.1 

trillion. It will be the world's biggest exporter and 

importer. 

An unanswered question is whether the m.ember nations 

can adhere to one-size-fits-all monetary policy beyond the 

first few years without economic reform.s involving nations. 

It is no secret that the euro is wildly popular in Italy 

and Spain and grumpily opposed by more than 60 percent of 

the population in Germany. 

Now, countries can protect their competitiveness by 

devaluating their currencies to offset inflation. But that 

would be impossible under the single policy of the European 

Central Bank. Also the ECB or the European Central Bank 

should be independent of politics.in determining its policy. 

The ECB will have goals in line with the Bundesbank 

operating procedures. The Bundesbank is sometimes attacked 

because part of its monetary policy in utilizing the 

monetary aggregate instrument, is to have 1% inflation rate. 
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Up to now the stability target for prices and inflation 

have not been discussed in shaping the monetary policy for 

the ECB. During the 1990s,inflation targeting was 

implemented in numerous countries by their central banks. 

Among these countries Canada and the United Kingdom were 

successful in achieving low rate. As a strategy for 

conducting monetary policy, inflation targeting has some 

appealing features including perhaps greater ease in 

explaining policy objective to the public and the avoidance 

of the "velocity instability" problem that can arise when 

policy relies heavily on a single intermediate target. 

On the other hand potentially serious problems with 

inflation targeting include the difficulty of making 

accurate inflation forecasts and reduced accountability from 

the substantial lags between policy action and inflation 

outcomes. Because inflation targeting bears great promise 

but also significant risk for its adopters, it would be most 

useful to know how this strategy has worked in practice. 

Unfortunately, the explicit adoptions of inflation targeting 

by industrial countries central banks have all occurred 

during the last five years only, so that relevant experience 

in the field is short. A possible exception to this 

statement which motivates our discussion is the case of 

Germany. Since the end of 1974, the Bundesbank has conducted 

monetary policy in a framework that is officially designated 

as monetary targeting and in which certainly money growth 
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certainly plays a role, but which also appears to have 

significant element of inflation targeting. As economists 

emphasized and we find from the inception of the current 

regime, the Bundesbank has always used a yearly projection 

of inflation as the main input to its derivation of the 

money growth target. Except for small blip in the 19,80, this 

inflation projection has been very low and steadily 

declining. Since 1986,it has been constant at about 2% per 

year, the level the Bundesbank deems consistent with price 

stability. Thus it might be argued that inflation goals 

rather than money growth targets are the driving force 

behind the German monetary policy. This conclusion would not 

be grossly inconsistent with the German public's perception 

of the Bundesbank behavior nor with the 1957 charter, which 

designates the safeguarding of the currency as the bank's 

prime responsibility. 

At present, the Bundesbank itself draws a strong 

distinction between inflation targeting adopted in the U.K. 

and by others and its own focused money approach; and it 

argues that the latter if feasible is the superior strategy. 

Is the Bundesbank then "really" inflation targeter or not? 

That is the question that need to be answered. Resolving 

this question would help us to decide whether to treat the 

Bundesbank's success in controlling inflation as an argument 
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for or against the inflation targeting approach, and 

perhaps allow us to draw useful lessons from the Bundesbank 

experience. 

- -Now, the designers of the European Central Bank are 

debating the type of monetary policy strategy the ECB should 

use, the two leading candidates being inflation targeting 

and money targeting. There appears to be some political 

pressure from Germany for the ECB to adopt money targeting 

presumably to assure the German public that the ECB's 

policies will be very similar to those of the Bundesbank. 

However,there are concerns that monetary targeting 

might be a poor choice for the ECB on the grounds that 

velocity is likely to be unstable in the early stages 

of the monetary union. If it could be demonstrated that the 

Bundesbank has really been inflation targeting with the 

money targets happening to be convenient instrument for the 

time given characteristics of the German financial system, 

this contentious issue might be resolved for practical goals. 

In order to answer the question of how the Bundesbank 

responded to change in money growth, we obviousely need some 

indicator of German monetary policy other than money growth 

itself. We also need empirical estimates of how changes in 

this indicator will affect the evolution of prices and other 

key variables. 
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Recent authors have just studied the German monetary 

policy and its impact in the context of a vector 

autoregression (VAR) based approach. If we follow a 

methodology advocated by Bernanke and Mihov (1995 and derive 

the policy indicator from the structural VAR estimates of 

the Bundesbank operating procedures, we find as an indicator 

of German monetary policy during the 1975-1990 period the 

Lombard rate is at least marginally to be preferred to call 

rate which is the indicator of policy that has been used in 

most previous studies. Eventually we specifically ask 

whether the expected evolution of the money stock affects 

the Bundesbank setting of the Lombard rate, given the 

forecast of inflation as well as other potential variables. 

In general our results support the inflation targeting view 

regarding the Bundesbank. In particular, although money 

growth forecasts retain predictive power for the Lombard 

rate even when several objective of policy are allowed for, 

at medium term and longer term horizons forecasted inflation 

explains a much greater variance share of the German 

monetary policy than does forecasted money growth, or for 

that matter forecasted changes in output or the value of the 

Deutschemark. 

Nobody will be surprised if the if the new central bank 

should start immediately with targeting money supply. It 

could be rather complicated because nobody could know 
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exactly how the European money supply money demand functions 

will behave. The discussion of whether to have money targets 

or not will be a point of controvercy in the EMI, the 

European Monetary Institute. 

Since the United Kingdom left the ERM of the European 

Monetary Union in September 1992, that nation monetary 

authority have constructed an alternative framework 'for 

monetary policy which involved new inflation target and a 

greater degree of autonomy for the Bank of England. 

The new framework follows period during which both monetary 

aggregates and exchange rate targeting had been tried and 

had been seen to have failed in producing required results. 

Monetary targets were introduced in the U.K. during.the 

Sterling crisis in 1976 and given greater importance in the 

financial strategy from 1980. However,there were repeated 

overshoots of targets particularly during the 1980s partly 

because of financial innovations in the banking system and 

partly because the authority chose the target in an 

arbitrary way. Monetary targets were therefore abandoned in 

practice in 1985 and formally in 1987 for being unreliable. 

Exchange rate targets were used first informally in March 

1987 and continued to March 1988 and than formally from 

October 1990 to September 1992, when the United Kingdom 

joined membership of the ERM of the European Monetary System 

Black Wednesday allowed a major rebalancing of economic 

policy. 
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In :few weeks, short-term interest rates had been 

reduced by 3 percent relative to the day before Black 

Wednesday, and the Sterling had depreciated by 10 to 15 

percent. At the same time,the authorities were obliged to 

put together a new framework for monetary policy to replace 

that which had collapsed. Some aspects of this new 

framework were put in place within few weeks, but some were 

developed more slowly over the course of 1993 and early 

1994. The new framework can be thought of as consisting of 

two parts, first a policy target and related conception of 

the role of other economic variables, and second a new 

relationship between the political authorities, the Treasury 

and the central bank. The new policy target to replace the 

exchange rate target under the ERM and the monetary targets 

of the 1980s was an inflation target. Policy was to aim for 

inflation to within range of 1 to 4 percent by the Spring of 

1997 at the latest. Inflation for this purpose is measured 

by the 12 month increase in RPIX, that is the index of 

retail prices excluding mortgage interest payments. 

The target was restated by the Chancellor in June 1995 as a 

target of 2.5 percent or less for the longer term beyond the 

end of term of the parliament in 1997. The focus for policy 

was to be the rate of inflation expected in two years'time, 

two years is conceived as the typical lag between policy 

measures and their effect on inflation. 
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Japan 

Japan experienced inflation in 1973 due to the increase 

in oil prices,. Such oil price shock had adverse effect on 

its budget and economic growth. In response to increase in 

inflation to a level above 20 percent in 1974, Bank of 

Japan began to pay more attention to money growth rates, 

while using short term interest rates as targeting 

instrument to control inflation.and the money growth rates. 

In 1978, the central bank began to forecast money growth 

at the beginning of each quarter for the growth rate of M2. 

The use of word forecast instead of target suggests that 

the bank of Japan is commited only to monitoring rather 

than controlling money growth. However,in 1978,there did 

appear to be a sustantive shift in policy strategy in 

direction of being more money oriented. Particularly,, 

striking was the different response of monetary policy 

to the second oil shock in 1979. Instead of allowing 

extremely high money growth as in the 1973 oil shock 

the Bank of Japan quickly reduced M2+CD growth in 1979 

to 1980 to quite low levels. The inflation increased 

only moderately with no adverse effects on the employment 

situation. It was fortunate that the bank of Japan began to 

focus on the money aggregate at the time. Traditionally,the 

Bank of Japan monetary policy had emphasized the control of 
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bank credit which proved to be effective instrument in a 

highly regulated financial environment in which borrowers 

had few substitutes to bank loans. 

The financial market in Japan over time has become more 

and more similar to that of the U.S. Abandoning credit 

controls, the Bank of Japan has moved gradualy emphasizing 

open market operations in the interbank. However, unlike the 

U.S.,Japan has always used interest rate as instrument of 

monetary policy and has never experimented with targeting 

bank reserves. The outcome of these operating procedures 

is that the validity of interest rate has been generally 

low in relation to other countries. 

Similar to events in the U.S.,ultimately the financial 

innovation and deregulation in Japan began to reduce the 

usefulness of broad money target. In response to increased 

money demand and also because of concern about the 

appreciation of the Yen the bank of Japan increased the rate 

of money growth in 1987-1989 creating inflationary pressures. 

During the 1990s,Japan has been suffering from recession 

resulting in large budget deficit and deprciation of its 

currency due to lack of consumer confidence in the 

government; and recently due to corruption in the banking 

system. The two diagrams in Figures 8 and 9 illustrate 

how the Yen had been depreciating over the years and how 

the budget deficit has developed. 
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Fig. 8. The declining value of the Japanese Yen. 
Source: Wall Street Journal , April 3, 1998, p. 12C 

Fig. 9. Japan budget 
deficit. 

Source: Wall Street Journal, April 9, 1998, p. IOC 
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CHAPTER III 

PRESENT MONETARY POLICY 

The United States,Canada and Japan 

In the U.S., the Federal Reserve continued to tighten 

its policy stance at the beginning of 1995; the federal fund 

rate was raised from 5.5 to 6.0 percent. The steady process 

of tightening since 1994 was designed to ensure "soft 

landing" of the economy. When it became clear that the 

economy had virtually lost its cyclical momentum in the 

first half of the year, the Federal Reserve decided to 

slightly lower the federal funds rate from 6.0 to 5.75 

percent at the beginning of July, 1995. The decision was 

encouraged by only upward pressures on prices, but overall 

cautiousess prevailed during this period. This cautious 

attitude seemed to be justified by the subsequent rebound of 

economic activities in the third quarter of 1995; but when 

the economy turned sluggish again in the final quarter of 

1995 there was a further reduction of the federal fund rate 

to 5.5 percent in late December 1995. In January 1996, the 

Federal Reserve lowered the federal funds rate further to 

5.25 percent against background of signs of more sluggish 

economic activities in the final quarter of 1995. But the 

economy gained momentum in the course of 1996 shifting 

concern toward keeping inflationary pressures on check. 
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But the factors making for low inflation proved to be 

resilient so far. The graphs of figure 10 on the next page 

Illustrate on quarterly basis for the last four years how . 

the GDP, price index and employment cost index had changed. 

The economy climbs while the inflation slides. The Federal 

Banks report that growth is continuing. Expansion is 

reported nationwide as signs of inflation are scarce. 

The Bank of Canada continued commitment to explecit 

targets for keeping inflation low. Along with their benefits 

these targets help anchor market expectations about future 

movements in the exchange rate. The role of exchange rate is 

very important in the operation of Canadian monetary policy. 

In term of growth and job creation there is no doubt that 

the economy of Canada has not done as well as that of the 

United States in the 1990s. And eventhough there are good 

explanations for this, the fact remains that Canada has 

some catching up to do in this regard. Growth in output and 

employment has been more modest in Canada than in the United 

States in recent years. It is believed that the reasons lie 

in the major transformation that the Canadian economy has 

been going through since the beginning of this decade. This 

has been in response to both the universal forces of 

globalization alongwith technological change; and the need 

to unwind the domestic excesses and unbalances that had 

built up in the 1970s and 1980s. It should be remembered 
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that during that period high actual and expected inflation 

had led to escalating production costs, speculative 

activities, and the accumulation of debts by households,by 

businesses and by the Canadian governments. Foreign 

indebtedness for Canada was also rising rapidly, as were the 

risk premiums in the interest rates leaving the Canadians in 

a very vulnerable position indeed. By late 1980s, t'he 

situation had become untenable. Canada had to adjust. The 

restructuring has been more intensive and more disruptive in 

Canada than in the United States. The most important reasons 

for this are that distortions arising from high inflation 

were more severe in Canada than in the United States and 

that the adjustments to globalization and technological 

change were slow in coming. As a result,Canada had to do 

more and faster. 

The short run disruptions associated with economic 

restructuring have been significant. Plant closings, 

cutbacks in major government programs,and layoffs in both 

the private and public sectors caused a great deal of 

uncertainty among Canadian households. And it did not help 

that the interest rates rose sharply in 1994 and 1995 as 

investors nervousness about Canada's fiscal and political 

situation increased in the wake of turbulence in global 

financial markets. All of this left Canadians anxious about 

the future and cautious about spending, which acted as a 
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drag on output and employment. But there also have been some 

particularly encouraging results from the restructuring. 

Canada has made rather dramatic economic adjustments in 

recent years and as a result emerged with a much sounder 

economic foundation. Inflation has averaged just under two 

percent in the past five and a half years. Toward the end of 

1996 ,nominal short-term interest rates in Canada wer'e nearly 

2.5 percent lower than those in the United States. 

In Japan,monetary policy was very relaxed in 1995 

reflecting concern about the difficulties of getting the 

economy out of the recession and the persistant balance 

sheets problems in the financial sector. Against this 

background the central bank lowered the interest rate namely 

the discount rate from 1.75 to 1.0 percent in mid-April. 

There was a further reduction in the discount rate to a 

historic low of 0,5 percent to simulate investment and 

improve the situation of continued recession. Recently,the 

recession in Japan started affecting major industries and 

the economy was described by Sony CEO as close to collapse 

and could drag other countries in the world with it. Not 

many economists are confident Japan will take drastic action 

before it is too late to save the economy. 
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European Monetary Union Countries 

Monetary policy in western Europe has not only been 

concerned with the short-term cyclical developments, but 

also with preparations for stage 3 of the European economic 

and monetary union, that is to use single currency from the 

beginning of 1999. Italy which had suspended its membership 

in September 1992 returned to the ERM in November 1996. 

A major reason for its return was to fulfil the exchange 

rate criterion of the Maastricht Treaty which stipulates 

that countries have to observe the normal fluctuation margin 

for two years prior to the examination which will determine 

which countries will join the EMU when it starts. An 

important area of concern in the context of single currency 

has been the future monetary policy strategy for the new 

European Central Bank (ECB) , that is whether to adopt 

monetary targeting as pursued by the Bundesbank or direct 

inflation targeting. As yet no decision has been made in 

this respect. But it is noteworthy that in the run up to 

stage 3 of the EMU the Bundesbank decided to fix a monetary 

target for the years 1997-1998 instead of the traditional 

one year period. In addition ,the German authorities have 

lowered the implicit inflation rate from its value to a new 

level of 1.5 to 2 percent. In a more general way, the 

extension of time horizon and lowering the inflation target 

is designed to allow the ECB to carry on smoothly from the 

Bundesbank policy of monetary targeting. 
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Moderate inflation rates generally led to some shift in 

the stance of monetary policy in western Europe toward 

supporting economic growth in the period of 1996-1997. In 

Germany the Bundesbank continued to lower the official 

interest rate gradualy a process underway since September 

1992. The discount rate was reduced further to quite a low 

level of 2.5 percent in April 1996. 

Monetary easing was reflected in France where following 

small reduction in key interest rate in January 1997 the 

authority of the Bank of France indicated that the official 

interest rate is commensurate with the overall economic 

condition. 

In Italy ,the central bank lowered the discount interest 

rate in July 1996 from 9 to 8.25 percent, against a 

backgroung of sluggish economic activity, of falling 

inflation and appreciating currency. Further reduction 

followed in October 1996 and January 1997 when the discount 

rate was fixed at 6.75 percent. 

The different degree of relaxation of the EMU countries 

is reflected by the real short term interest rate. In France 

the real short term interest rates have fallen from 6 percen 

percent in 1995 to 2 percent in January 1997. 

In contrast in the United Kingdom which is much more 

advanced in the business cycle than most western European 

countries the monetary authority raised the official base 
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rate in late October 1996 against a background of robust 

economic growth and fears of rekindling inflation pressures. 

These concerns were also increased by the fact that actual 

inflation remained significantly above the target rate fixed 

by the government. 

The graphs in Figures 11 and 12 illustrate for the 

G-7 group of industrial countries the .changes in real short-

term interest rates, nominal long-term interest rates and 

the exchange rates over the past three years. 

52 



1993 1994 1995 1996 1997 

140 

1993 1994 1995 1996 1997 

(Indices, January 1994=100) 

Figure 11. European Monetary Union Countries 
Exchange Rate Changes in Recent Years. 

Source: Economic Survey of Europe (1996-1997) , p. 50 
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CHAPTER IV 

RECOMMENDATIONS AND PRINCIPLES FOR MONETARY POLICY 

The High Cost of Disinflation 

Disinflation should be a major concern considering the 

U.S. experience following the e:x:cessive inflation raj:es of 

the 1970s. The episode of 1979 to 1982 reminds of the worst 

recession in the postwar period when the corrective monetary 

policy depressed the economic activity severely in early 

1980s. 

Price Stability and System Credibility 

Considering the progress in price stability ,the Fed 

should exert efforts to have credible monetary policy. The 

persistance of inflation-risk premiums in the interest rates 

even with inflation as low as it has been in previous years 

is an indication of imperfect inflation credibility. A 

policy is credible when it can be counted on. Credibility 

is an essential element of price stability policy for the 

simple reason that only when people have faith in price 

stability can the full range of benefits from economic 

activities, begin to accrue. What matters really is not 

only the absence of inflation at certain time but the 

widespread presence of public expectation that prices will 

remain stable in the future. 
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Inflation Reduction to Lower Values 

Inflation reduction should be a top priority. 

Eventhough the economy is doing well with low inflation and 

unemployment rate of 5 percent, we must not ignore the 

lessons of the past by adopting inflationary policies that 

have consistently culminated in slowed growth and higher 

unemployment. The fact is that throughout history, 'efforts 

to use expansionary policy policy to squeeze more real 

growth out of the economy than can be sustained have always 

led to increase in the misery index. The misery index is the 

sum of inflation unemployment and long-term interest rates. 

The index was an all-time high in the early 1980s when each 

of these rates soared into the double digits. By comparison 

the misery index is very low now registering less than half 

its value of the early 1980s. The Fed policy should plan 

for inflation close to zero, that it will cease to be a 

significant factor in the long term planning. 

Inflation Output Relation-Interest Rate Instrument 

The experience of the 1970s with inflation should make 

the Fed cautious in the use of interest rate instrument. 

Lowering interest rate to improve output, this approach had 

caused inflation to run out of control in the 1970s. 

Inflation should be checked, by a target say 2 percent. If 

inflation exceeds the set target, monetary policy will raise 

the interest rates and depress output. 
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Taylor and other economists suggest a simple model for 

trade off between the variability of output and inflation 

that monetary policy may be able to exploit in the long run. 

Short-Term Interest Rate Instrument and Indicators 

Donald Kohn argued that policymakers have drawn two 

important conclusions from the experience of the past 25 

years. These are two lessons. First, no alternative is 

available to the present practice of using a short-term 

interest rate as their policy instrument, and looking at all 

kind of information to guage progress. Second, given the lag 

in monetary policy transmission mechanism, policymakers must 

be ready to move their instrument quickly in response to new 

information. 
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CHAPTER V 

CONCLUSIONS AND RESULTS 

Policies need to be checked periodically using economic 

indicators as relevant to federal fund rate, unemployment 

and GDP growth. Also money supply growth should be 

systematically regulated, considering its major effects in 

inflation reduction and control. 

The United States 

The return to the monetary policy of federal fund rate 

targeting should incorporate inflation reduction and control 

strategy to avoid reoccurrence of events of the years of the 

1970s. Credibility of the Fed in its determination to hold 

the line on inflation should be strengthened and improved by 

making plans that are clear to the congress and the public. 

Central bankers are convinced that at some point the economy 

cannot grow at its current pace without triggering inflation. 

The low inflation rate reports will probably buy the Fed 

more time but, do not necessarily preclude a rise in 

interest rates soon. Fed officials have stressed that their 

iob is to preempt inflation before signs emerge, not to 

wait for prices to escalate. 
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Inflation Targeting Policy 

This policy proved to be successful in Canada and the 

United Kingdom since the early 1990s. As the credibility of 

the monetary authorities plays a major role, implementing 

this monetary policy has the advantage of transparency to 

the public. This policy is becoming more popular as it was 

introduced in Sweden in February 1993 and in Finland- in 

March 1993. Also it was introduced in New Zealand and 

Australia in March 1990 and April 1993, respectively. 

European Monetary Union (EMU) 

The EMU seemed to be difficult to implement in the near 

future considering requirements of the Maastricht Treaty 

which set high standards for member countries for joining 

the European Exchange Rate Mechanism (ERM); however, the 

politicians determination for the success of the union made 

them accept the applications for entry for 11 nations at the 

first stage to use a unified currency the Euro, starting 

January, 1999. These nations include Germany, France, Italy, 

Austria, Belgium, Finland, Ireland, Luxembourg, Netherlands, 

Portugal and Spain. Britain, Switzerland and Sweden will 

decline from joining the monetary union at the first stage 

and will not participate in the single currency. Some 

problems remain to be resolved by member countries of the 

EMU. They have to agree about the (ECB) European Central 
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Bank organization and monetary policy eventhough they have 

general guide lines by the Maastricht Treaty. A central 

issue before before using the Euro currency to replace 

traditional currencies is the requirement that the ECB 

should be independent from politics and national aspirations 

of the various countries involved. 

Japan 

Japan monetary policy should be developed to be more 

prepared for inflation shocks considering previous 

experience with the increase in oil prices. Present monetary 

policy should include a strategy for inflation reduction and 

control. Recent officials actions to support the value of 

the Yen from falling and to simulate the economy by 

government spending might not be sufficient to save the 

country from the long recession. The Japanese government 

needs to build confidence inside the country and abroad in 

order for any measure taken to be effective. 
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