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Let me begin by saying that I come to this discussion as something of a reluctant convert to the pro-inflation targeting (hereinafter IT) camp.  I was initially a skeptic, thinking that IT was nothing more than a passing fad.  Really I thought that for academics it was a way of describing how we think modern monetary policy works.  Here I’m referring to Taylor rules and what we teach in the classroom.  For practitioners my fear was that IT was merely a mask behind which they could hide and justify actions that were otherwise unjustified.  This is because IT was often described as an institution where policy makers do anything necessary to meet their target and have to explain after the fact why they ever missed it.  They meant this as a plus.  I viewed it as too general.  What I underestimated was how much central bankers actually wanted to get inflation under control and clarify their mission.

Global experience with IT, however, has been purely positive in my view.  Usually switching to IT has gone hand in hand with greater central bank independence – which is a great thing – and some sort of political discussion on what the proper job of central bankers is.  That is, all the positive institutional benefits that were said to accompany IT regimes, actually appears to have accompanied them.  This is unambiguously good.

What convinced me however was watching both actual inflation rates and market expectations about inflation drop rapidly in most IT countries.  There is now overwhelming empirical evidence that most IT adopters are serious (i.e., not hiding behind IT masks) and that serious IT countries – “Honest IT” regimes – enjoy lower and less volatile inflation rates.  This is a success.

All of this being said, it surprises me that countries wanting to adopt a foreign currency as their own would opt first for an IT regime rather than a fixed exchange rate regime.  So, today I’ll talk a bit about regime choice for EMU accession countries.

Secondly, since the countries I have in mind – the Visegrad Four (the Czech Republic, Hungary, Poland and Slovakia) – have all already adopted IT regimes and since most of research on IT regimes follows from and speaks to developed country experience, I’ll discuss some of the pros and cons of IT that aren’t usually addressed.  I and others have recently begun exploring emerging market issues for IT regimes.

Benefits of IT

1. Controls Inflation

IT tends to control inflation (both its average level and variance), and, inflation is something pretty much everyone agrees is important.

2. Institutional Change

Honest IT requires an institutional change in the adopting country.  This generally entails: central bank independence, transparency, communication, and clarity of objectives (mandate clarity).
3. Uses Interest Rates

Using interest rates to control inflation over time is an improvement over use of the quantity of money.  There’s been a lot done on this and I won’t waste our time with it here.
Costs and Potential Pitfalls of IT


Just to recap, the benefits of IT are that it (1) controls inflation, (2) comes with serious institutional change (namely central bank independence and clarity of objectives), and that it (3) primarily uses interest rates to meet its objectives.


Now, the costs of IT are that it (1) controls inflation, (2) comes with serious institutional change (namely central bank independence and clarity of objectives), and that it (3) primarily uses interest rates to meet its objectives.

1. Controls Inflation

Under most circumstances, IT regimes are popular and successful precisely because they aim straight at inflation, one of the few variables in an economy that monetary policy can hope to influence consistently and with a high degree of success in the long run.  And this is not merely a popular opinion, but the empirical evidence seems to confirm that under IT, inflation’s mean and variance are lower as is output variability
.  This is a remarkable achievement given the history of monetary problems around the world.

For an EMU accession country, however, both inflation and the nominal exchange rate are important.  In a nice, stable equilibrium, controlling one of these controls the other.  Thus, in terms of choosing which variable to control, in theory a central bank should be indifferent between controlling the exchange rate or controlling the inflation rate.  In practice, however, of the two, inflation is harder to control, especially with a high degree of precision (at every point in time).  This is the reason that IT regimes target future expected inflation (usually two years into the future) and why the regime is called inflation targeting instead of inflation fixing.

If You’re Going to Fix, Go All the Way: Currency Boards

Buiter (2000) of the Bank of England and many others have recommended currency boards for those entering the EMU.  I’m generally going to agree.  This meets the requirement for +/- 15% band since parity is fixed and 100% of the base money stock is backed by international reserves.  It also adds a great deal of clarity and discipline to monetary policy.  The additional institution requirement that legal changes in parity must occur at the parliamentary level force the country to engage in a national discussion of monetary goals that is useful prior to joining the EMU.  One can hope that this also encourages policymakers to consider both fiscal and monetary agendas over the medium term.  Such a coordinated effort is more likely to succeed.

Fixing, Original Sin, and Common Concerns: In Further Defense of Fixing


The first concern about fixing exchange rates is lack of commitment to the regime and insufficient international reserves.  Commitment is, of course, an issue under any regime and the accession countries have been increasing their foreign reserve holdings in recent years.  These are also less likely to be issues since these countries will be adopting the fix in coordination with current EMU assistance.  Only committed countries will be doing this and the ECB’s assistance will lessen concerns over speculative attacks.  The only remaining concern would be fiscal imbalances that could weaken a country’s commitment position but in the run up to accession this should also be less of a concern given that only those meeting the Stability and Growth Pact’s (SGP) requirements on government deficits will be engaged in fixing.


The second concern is the incentive a fixed exchange rate regime provides in terms of foreign borrowing.  It is well known that most developing economies suffer from what is called the “original sin” problem.  That is, they are often unable to borrow internationally in their own currency.  They are thus forced to borrow in foreign currency and this can cause problems down the road in times of turbulence since exchange rate movements now have large balance sheet effects in the borrowing economy.  When the currency is credibly fixed, it over encourages foreign borrowing in foreign currencies because market participants underestimate the probability of currency fluctuations.   If a crisis occurs, and the currency is devalued, the ramifications are amplified due to the presence of foreign-currency debt.  The absence of extensive foreign-currency debt was one reason the Czech Republic experienced a relatively minor depreciation following their currency crisis in 1997.


The accession countries are, however, in a unique position because the foreign-currency debt they would be encouraged to adopt under a credible fix would actually be “future-currency” debt.  That is, assuming only candidates that are very likely to successfully adopt the euro engage in the pre-accession fix, they will not be burdened with foreign currency debt once they join.  Rather, they will actually have been transitioning away from the original sin problems that plague many other developing countries.


It should be noted that, following this line of reasoning, one might expect this to encourage even further borrowing.  Not only will the fix encourage borrowing but the eventual euro adoption will too since it implies the end of currency mismatch issues.  I would then be more concerned with the impact of this capital inflow on the current account and domestic inflation than with the impact in terms of foreign currency exposure that is normally an issue when considering a fix.

Or, Keep the IT Institutions If You Insist, but Change the Objective

For those countries that have already adopted IT (all the Visegrad Four, for example) an alternative is simply to keep the IT institutions until inflation is well below the acceptable level (currently around 2.6 %) and then change the focus to exchange rates as euro adoption nears.  In part this is done when countries join the ERM II (see case of Slovenia’s 2004 agreement with the EU).  Typically the EU Members, European Central Bank and the accession country all agree on central parity for the 15% band.  Since this target will override – or at least, potentially, conflict with an inflation target – the central bank may as well switch objectives but keep the institutions.  In this sense the central bank can issue annual exchange rate reports discussing issues in the FOREX over the year and how they were addressed.  Additionally, it can present comprehensive forecasts for the coming years that take the government’s fiscal position into consideration as well.  This should all be done independent of the central bank’s annual reports which can continue to address the entire range of central bank activities and economic developments.  One might call such an monetary regime: Exchange Rate Targeting.

There will be no need for target announcements since that will remain unchanged and the agreement with the EU will be a public document.  But, separate documents focusing solely on what has become the central bank’s primary policy task are as useful in the ERM II as they are under IT.  There’s no reason to throw IT’s institutional baby out with its target bath water when joining the ERM II.
What NOT To Do

Under no circumstances, however, should the countries with IT regimes adopt an additional target for the exchange rate.  While some countries – most notably Chile – have eased into IT with managed regimes that were subsequently dropped, countries should not go the other way.  Clarity of purpose is one of the key benefits of an IT regime and is arguably the feature that makes the whole IT regime work.  It does this by controlling expectations before any direct policy action is ever needed (see Woodford, 2005, for more on this topic).  Assuming IT has been conducted successfully, as it has in most of the countries under consideration, moving from this level of clarity to a muddled regime will only invite speculation against the currency at a time when markets are already likely to be volatile.  Let’s not forget the lessons from ERM I’s 1992 experience.

These economies cannot target both exchange rates and inflation simultaneously while maintaining high capital mobility. 
Given full capital mobility, accession economies must choose to target inflation or the exchange rate, but not both.  This is called “the impossible trinity”: A country can choose to have any two of the following three attributes, but not all three: (1) fixed exchange rates, (2) financial openness, and (3) monetary independence.
The impossible trinity is a law that applies to all countries and all regimes at all points in time.  Sort of like the law of gravity: you can get around it temporarily (after all I flew across the Atlantic to get to Poland) but you must account for the fact that what goes up, must come down.  An IT central bank should follow its mandate.  If this mandate is a problem politically as these countries near the Euro adoption date, the alternative is to tighten capital controls or abandon the inflation target.  Since both exchange rate stability and low inflation are part of the SGP criteria, in terms of accession, the only remaining choice is restricting capital flows.  But this can hamper economic development since many of the accession countries rely heavily on foreign capital investments.  This will only be more true as Euro adoption becomes a reality.  The other alternative would be a hard and credible fix.  From this perspective, IT is not the right regime for joining the Euro zone.

1992-1993 ERM Collapse is good example:
December 1991, EC summit agreed to tighten currency relations to prepare for Euro adoption.  Soon after, Germany raised interest rates to fight inflation.  This was, it should be noted, an excellent example of the actions of an independent central bank with a clear mandate, like an IT central bank would have. The timing was bad from many perspectives.  The world was in a global economic slowdown at the time and, politically, Germany’s partners in the EMS did not welcome Germany’s upward interest rate pressure.  A central bank with a clear mandate, like low inflation in Germany or a target under IT, should completely ignore these factors as the Bundesbank did.

Speculators in the FOREX market anticipated the collapse of the EMS and sold currencies of countries where popular support was against raising interest rates and bought deutschmarks.  In September 1992, Italy and the UK exited the ERM, Spain and Portugal devalued and, by August 1993, France widened its bands to 15 percent.  Faced with the choice of monetary sovereignty, control of exchange rates or capital mobility, very few countries (the Netherlands was the major exception) were willing to completely resign monetary control.  Italy and the UK relinquished exchange rate control while Spain temporarily re-imposed capital controls.

Warning:  A truly credible and committed IT regime may take actions that are difficult from other perspectives.  But, to prevent the central bank from engaging in these jobs will only harm its credibility.  One cannot simultaneously establish a central bank with a clear mandate to hit its target but only when it is politically feasible to do so.  Here is where central bank independence plays a central role.  Thus, a well-established IT regime with credibility, clear mandate and independence, places restrictions on the rest of the economy.

2. Institutional Change: Central Bank Independence, Fiscal Dominance & All That
Central bank independence, properly understood, is a great thing.  My comments here a are related to what is sometimes called fiscal versus monetary dominance.


Central bank independence means the central bank is not a slave to the fiscal side of the government in the sense that it is not required to finance any projects the government wants or bail the government out of all fiscal problems.  That is, the amount of seignorage revenue the central bank generates is not one of the government’s choice variables.  Rather it should be viewed as a constraint.


But, the absence of fiscal dominance does not imply monetary dominance.  That is, the fiscal side of government is not suddenly subordinate to the monetary side.  Such a situation is, in my opinion, a theoretical construct only.  I can not imagine a situation in the world where the fiscal branch suddenly subordinates itself to the monetary branch.


Independent of the Maastricht criteria, monetary authorities are never truly free to set any inflation objective they desire.  Under a FIX, a depreciation/inflation rate that is inconsistent with the government’s deficits leads to a balance of payments crisis.  Under a FLEX, an inconsistent inflation rate will eventually have to be abandoned and a much higher rate of inflation will ensue.  An IT regime is no difference except that a number of authors worry that its use of interest rates can lead to higher borrowing costs for the government and actually exacerbate bad fiscal situations.  I’ll comment more on that below.

When I commented on the positive side of IT I mentioned that the move to independence usually required some prior political discussion and agreement on national goals that necessitated certain institutional adjustments.  This sort of cooperation is good and indeed critical leading up to eruo adoption.  Fiscal and monetary decision makers should adopt policies that are complementary to each other.  If adopting the euro is indeed a national goal, then both branches have targets to meet and it is in the interest of both branches that they succeed.  It will be increasingly difficult to maintain the inflation target and exchange rate target if the government deficit persistently exceeds its 3% objective.  

Hungary is running into this problem today.  The central bank is revising upward its inflation target in light of deficits exceeding 10% of GDP (and more if an appropriate austerity package isn’t successfully implemented).  This is a case where the central bank is independent but the flagracies of bad governance have left the inflation target inconsistent with realized government deficits.  The central bank’s credibility is now being challenged.  If they increase interest rates enough to fight inflation, the government may very well increase deficit spending due merely to the costs of automatic fiscal stabilizers that increase when the economy slows as it surely would.  If they don’t increase the interest rate enough, they will miss their target and thus loose credibility.  Hungary’s situation today is really the worst of cases.  They no longer have a euro adoption date.  More importantly I am very sorry that Hungarians have to suffer through a massive austerity package every few years. One of course wonders why they believe the governments’ lies in between... but that I’ll leave for the political sessions.
Central bank independence is good but should not imply central bank ignorance.  Policy can’t be set by ignoring fiscal issues altogether.  This is even more true under IT when the institutions make policy making more transparent and easy to judge.
What Fiscal Policy Can Learn from Monetary Policy Successes: FISCAL RULES
IT Institutions For Fiscal Policy

1. Publicly announce flow and stock targets (points or ranges)

2. Short, Medium & Long Range Targets

3. Explicit explanation of actual process (areas where spending and taxes will be changed) – perhaps a separate account like the Fiscal Stabilization Fund used in Peru since 1999
4. Ex post explanation of any discrepancies

5. Annual Deficit Reports.

The countries should give serious consider a separate Fiscal Policy Committee along the lines of that discussed in Wyplosz (2002).

3. Uses Interest Rates

The movement from using monetary aggregates to using interest rates is a positive development under normal conditions.  But, it raises two additional concerns. One I’ve mentioned before and the other is unique to IT.

The first problem with using interest rates as the main policy tool is, as mentioned above, that increases in the interest rate can have serious implications for the government’s budget.  In particular, an environment with growing deficit problems and increasing inflation can spiral out of control in a strange way.


Let us first consider the non-IT case of a traditional FLEX.  In particular consider a world where the growth rate of the money supply is constant.  As deficits continue to increase out of control, inflation will begin to rise as markets anticipate the future increase in inflation that is consistent with the government’s deficit spending.  In anticipation of this, and given current market conditions in money markets, the interest rate will begin to rise.  We’ll suppose it rises 1:1 with inflation/inflation expectations.    Now, in addition to whatever was causing deficits to rise in the first place, the financing costs are rising too due to the increase in interest rates.  The exacerbates an already bad situation.  It is what actually causes the fiscal dominance problem where inflation must eventually increase or (usually “and” in practice) the government must reduce its deficits by either cutting spending and/or raising taxes.


Under IT this same process is sped up.  As inflation begins to increase as above, interest rates rise even faster.  This is known as the Taylor determinacy principle and is what allows an IT regime to be effective.  Essentially, interest rates must change more than 1:1 with inflation in order to effect the real interest rate so that behavior is changed and inflation lowered.  Thus, the interest rate will rise faster under IT than under the standard FLEX and this will push the government’s problems to the breaking point sooner.  If government behavior is left unchanged, there will continue to be positive inflation pressure as markets anticipate the regime’s collapse.  This is essentially the logic behind what some believe happened in Brazil in 2002/2003(Blanchard, 2004) and is a potential problem for the ECB system in general (Sims, 1999 and 2005).


I don’t consider this to be a reason not to adopt IT.  Rather, I see it as something policy makers should be aware of.  Under a FIX, for example, the same underlying problems would lead to a balance of payments crisis which is usually harder on an economy than just the fiscal/inflation readjustment required above.  That, of course, is because under a FIX, the same fiscal/inflation is required and the monetary regime is changed and there are often serious balance sheet issues that also complicate matters.


A second issue with interest rates under IT is more a notice than a warning.  A few years ago two prominent economists – Guillermo Calvo and Carmen Reinhart – wrote a much referenced paper entitled Fear of Floating (Calvo and Reinhart, ???).  Calvo and Reinhart argue that fear of floating is the modern phenomenon whereby a central bank claims to float but actually uses domestic interest rates to influence the nominal exchange rate.  For the reasons discussed before about the impossible trinity (fixing, floating and maintaining capital mobility) this is seen as dangerous and thus something to be avoided.  In that paper, the authors show that an IT regime fear of floats.  Others (Ball and Reyes, 2003 and 2006) have shown that this isn’t necessarily true and that actually a more careful approach can distinguish between honest IT and fear of floating.  Nevertheless, in an open economy where exchange rate movements can influence inflation, an IT regime that uses interest rates to control inflation can appear be fear of floating.  This can harm credibility and invite currency speculation.  Again, such issues will be even worse as accession countries near euro adoption.

The final issue here is that IT can perpetuate trade deficits.  This is not a major issue, but is one I think policy makers should be aware of.  Trade deficits are often seen as negative and their perpetuation can easily be viewed as negative.  The logic behind this is very straightforward.  For a trade deficit to close usually requires currency depreciation to convince domestic residents to buy less imports and foreigners to buy more domestic goods.  But, as the currency depreciates, this adds to overall inflation in an open economy.  An IT central bank will raise interest rates to fight inflation, but this also strengthens the currency and hence slows the deficit’s closing.  Again, this is not a major issue, but is one central bankers should be aware off.  It is one of the “costs” of IT.
Conclusions.


The Visegrad Four countries are currently IT.  Given that, I’ve tried to raise some issues they ought to be aware of and offer some thoughts on appropriate monetary regimes.

To sum up, I follow Peter Kenen and the IMF staff’s suggestion from a 2004 panel on this topic: “don't join ERM-II until you are absolutely confident, as confident as we can be in an uncertain world, that you will satisfy the other convergence criteria during the course of the next two years... and then stay in ERM-II only as long as required, namely the two years in the anteroom.”
Costs and Benefits of Inflation Targeting for the Visegrad Four

By Christopher P. Ball

Let me begin by saying that I come to this discussion as something of a reluctant convert to the pro-inflation targeting (hereinafter IT) camp.  I was initially a skeptic, thinking that IT was nothing more than a passing fad.  Really I thought that for academics it was a way of describing how we think modern monetary policy works.  Here I’m referring to Taylor rules and what we teach in the classroom.  For practitioners my fear was that IT was merely a mask behind which they could hide and justify actions that were otherwise unjustified.  This is because IT was often described as an institution where policy makers do anything necessary to meet their target and have to explain after the fact why they ever missed it.  They meant this as a plus.  I viewed it as too general.  What I underestimated was how much central bankers actually wanted to get inflation under control and clarify their mission.

Global experience with IT has, however, proven to be purely positive in my view.  Usually switching to IT has gone hand in hand with greater central bank independence – which is a great thing – and some sort of political discussion on what the proper job of central bankers is.  That is, all the positive institutional benefits that were said to accompany IT regimes, actually appears to have accompanied them.  This is unambiguously good.

What convinced me however was watching both actual inflation rates and market expectations about inflation drop like rocks in most IT countries.  There is now overwhelming empirical evidence that most IT adopters are serious (i.e., not hiding behind IT masks) and that serious IT countries – I like to call these “Honest IT” regimes – enjoy lower and less volatile inflation rates.  This is a success.

All of this being said, it surprises me that countries which to adopt a foreign currency as their own would opt first for an IT regime rather than a fixed exchange rate regime.  So, today I’ll talk a bit about regime choice for EMU accession countries.

Secondly, since the countries I have in mind – the Visegrad Four (the Czech Republic, Hungary, Poland and Slovakia – have all already adopted IT regimes and since most of research on IT regimes follows from and speaks to developed country experience, I’ll discuss some of the pros and cons of IT that aren’t usually addressed.  I and others have recently begun exploring emerging market issues for IT regimes.

Benefits of IT

4. Controls Inflation

IT tends to control inflation (both its average level and variance), and, inflation is something pretty much everyone agrees is important.

5. Institutional Change

Honest IT requires an institutional change in the adopting country.  This generally entails: central bank independence, transparency, communication, and clarity of objectives (mandate clarity).

6. Uses Interest Rates

Using interest rates to control inflation over time is an improvement over use of the quantity of money.  There’s been a lot done on this and I won’t waste our time with it here.

Costs and Potential Pitfalls of IT


Just to recap, the benefits of IT are that it (1) controls inflation, (2) comes with serious institutional change (namely central bank independence and clarity of objectives), and that it (3) primarily uses interest rates to meet its objectives.


Now, the costs of IT are that it (1) controls inflation, (2) comes with serious institutional change (namely central bank independence and clarity of objectives), and that it (3) primarily uses interest rates to meet its objectives.

4. Controls Inflation

Under most circumstances, IT regimes are popular and successful precisely because they aim straight at inflation, one of the few variables in an economy that monetary policy can hope to influence consistently and with a high degree of success.  And this is not merely a popular opinion, but the empirical evidence seems to confirm that under IT, inflation’s mean and variance are lower as is output variability (  ).  This is a remarkable achievement given the history of monetary problems around the world.

For an EMU accession country, however, both inflation and the nominal exchange rate are important.  In a nice, stable equilibrium, controlling one of these controls the other.  Thus, in terms of choosing which variable to control, in theory a central bank should be indifferent between controlling the exchange rate or controlling the inflation rate.  In practice, however, of the two, inflation is harder to control, especially with a high degree of precision.  This is the reason that IT regimes target future expected inflation (usually two years into the future) and why the regime is called inflation targeting instead of inflation fixing.

If You’re Going to Fix, Go All the Way: Currency Boards

Buiter () of the Bank of England and many others have recommended currency boards for those entering the EMU.  This meets the requirement for +/- 15% band since parity is fixed and 100% of the base money stock is backed by international reserves.  This adds a great deal of clarity and discipline to monetary policy.  The additional institution requires legal changes at the parliamentary level and thus engages the country in a national discussion of monetary goals that is probably useful prior to joining the EMU.  One can hope that this also encourages policymakers to consider both fiscal and monetary agendas over the medium term.  Such a coordinated effort is more likely to succeed.

Fixing, Original Sin, and Common Concerns: In Further Defense of Fixing


The first concern about fixing exchange rates is lack of commitment to the regime and insufficient international reserves.  Commitment is, of course, an issue under any regime and the accession countries have been increasing reserves in recent years.  These are also less likely to be issues since these countries will be adopting the fix in coordination with current EMU assistance.  Only committed countries will be doing this and the ECB’s assistance will lessen concerns over speculative attacks.  The only remaining concern would be fiscal imbalances that could weaken a country’s commitment position but in the run up to accession this should also be less of a concern given that only those meeting the SGP’s requirements on government deficits will be engaged in fixing.


The second concern is the incentive a fixed exchange rate regime provides in terms of foreign borrowing.  It is well known that most developing economies suffer from what is called the “original sin” problem.  That is, they are often unable to borrow internationally in their own currency.  They are thus forced to borrow in foreign currency and this can cause problems down the road in times of turbulence since exchange rate movements now have large balance sheet effects in the borrowing economy.  When the currency is credibly fixed, it over encourages foreign borrowing in foreign currencies because market participants underestimate the probability of currency fluctuations
.   If a crisis occurs, and the currency is devalued, the ramifications are amplified due to the presence of foreign-currency debt.  The absence of extensive foreign-currency debt was one reason the Czech Republic experienced a relatively minor depreciation following their currency crisis in 1997.


The accession countries are, however, in a unique position because the foreign-currency debt they would be encouraged to adopt under a credible fix would actually be “future-currency” debt.  That is, assuming only candidates that are very likely to successfully adopt the euro engage in the pre-accession fix, they will not be burdened with foreign currency debt once they join.  Rather, they will actually have been transitioning away from the original sin problems that plague many other developing countries.


It should be noted that, following this line of reasoning, one might expect this to encourage even further borrowing.  Not only will the fix encourage borrowing but the eventual euro adoption will too since it implies the end of currency mismatch issues.  I would then be more concerned with the impact of this capital inflow on the current account and domestic inflation than with the impact in terms of foreign currency exposure that is normally an issue when considering a fix.

Or, Keep the IT Institutions If You Insist, but Change the Objective

For those countries that have already adopted IT (all the Visegrad Four, for example) an alternative is simply to keep the IT institutions until inflation is well below the acceptable level (currently around 2.6 %) and then change the focus to exchange rates as euro adoption nears.  In part this is done when countries join the ERM II (see case of Slovenia’s 2004 agreement with the EU).  Typically the EU Members, European Central Bank and the accession country all agree on central parity for the 15% band.  Since this target will override – or at least, potentially, conflict with an inflation target – the central bank may as well switch objectives but keep the institutions.  In this sense the central bank can issue annual exchange rate reports discussing issues in the FOREX over the year and how they were addressed.  Additionally, it can present comprehensive forecasts for the coming years that take the government’s fiscal position into consideration as well.  This should all be done independent of the central bank’s annual reports which can continue to address the entire range of central bank activities and economic developments.  One might call such an monetary regime: Exchange Rate Targeting.


There will be no need for target announcements since that will remain unchanged and the agreement with the EU will be a public document.  But, separate documents focusing solely on what has become the central bank’s primary policy task are as useful in the ERM II as they are under IT.  There’s no reason to throw IT’s institutional baby out with its target bath water when joining the ERM II.

What NOT To Do

Under no circumstances, however, should the countries with IT regimes adopt an additional target for the exchange rate.  While some countries – most notably Chile – have eased into IT with managed regimes that were subsequently dropped, countries should not go the other way.  Clarity of purpose is one of the key benefits of an IT regime and is arguably the feature that makes the whole IT regime work.  It does this by controlling expectations before any direct policy action is ever needed (see Woodford, 2005, for more on this topic).  Assuming IT has been conducted successfully, as it has in most of the countries under consideration, moving from this level of clarity to a muddled regime will only invite speculation against the currency at a time when markets are already likely to be volatile.  Let’s not forget the lessons from ERM I’s 1992 experience.

These economies cannot target both exchange rates and inflation simultaneously while maintaining high capital mobility. 

Given full capital mobility, accession economies must choose to target inflation or the exchange rate, but not both.  This is called “the impossible trinity”: A country can choose to have any two of the following three attributes, but not all three: (1) fixed exchange rates, (2) financial openness, and (3) monetary independence.

The impossible trinity is a law that applies to all countries and all regimes at all points in time.  Sort of like the law of gravity: you can get around it temporarily (after all I flew across the Atlantic to get to Poland) but you must account for the fact that what goes up, must come down.  An IT central bank should follow its mandate.  If this mandate is a problem politically as these countries near the Euro adoption date, the alternative is to tighten capital controls or abandon the inflation target.  Since both exchange rate stability and low inflation are part of the SGP criteria, in terms of accession, the only remaining choice is restricting capital flows.  But this can hamper economic development since many of the accession countries rely heavily on foreign capital investments.  This will only be more true as Euro adoption becomes a reality.  The other alternative would be a hard and credible fix.  From this perspective, IT is not the right regime for joining the Euro zone.

1992-1993 ERM Collapse is good example:

December 1991, EC summit agreed to tighten currency relations to prepare for Euro adoption.  Soon after, Germany raised interest rates to fight inflation.  This was, it should be noted, an excellent example of the actions of an independent central bank with a clear mandate, like an IT central bank would have. The timing was bad from many perspectives.  The world was in a global economic slowdown at the time and, politically, Germany’s partners in the EMS did not welcome Germany’s upward interest rate pressure.  A central bank with a clear mandate, like low inflation in Germany or a target under IT, should completely ignore these factors as the Bundesbank did.

Speculators in the FOREX market anticipated the collapse of the EMS and sold currencies of countries where popular support was against raising interest rates and bought deutschmarks.  In September 1992, Italy and the UK exited the ERM, Spain and Portugal devalued and, by August 1993, France widened its bands to 15 percent.  Faced with the choice of monetary sovereignty, control of exchange rates or capital mobility, very few countries (the Netherlands was the major exception) were willing to completely resign monetary control.  Italy and the UK relinquished exchange rate control while Spain temporarily re-imposed capital controls.

Warning:  A truly credible and committed IT regime may take actions that are difficult from other perspectives.  But, to prevent the central bank from engaging in these jobs will only harm its credibility.  One cannot simultaneously establish a central bank with a clear mandate to hit its target but only when it is politically feasible to do so.  Here is where central bank independence plays a central role.  Thus, a well-established IT regime with credibility, clear mandate and independence, places restrictions on the rest of the economy.

5. Institutional Change: Central Bank Independence, Fiscal Dominance & All That

Central bank independence, properly understood, is a great thing.  My comments here a are related to what is sometimes called fiscal versus monetary dominance.


Central bank independence means the central bank is not a slave to the fiscal side of the government in the sense that it is not required to finance any projects the government wants or bail the government out of all fiscal problems.  That is, the amount of seignorage revenue the central bank generates is not one of the government’s choice variables.  Rather it should be viewed as a constraint.


But, the absence of fiscal dominance does not imply monetary dominance.  That is, the fiscal side of government is not suddenly subordinate to the monetary side.  Such a situation is, in my opinion, a theoretical construct only.  I can not imagine a situation in the world where the fiscal branch suddenly subordinates itself to the monetary branch.


Independent of the Maastricht criteria, monetary authorities are never truly free to set any inflation objective they desire.  Under a FIX, a depreciation/inflation rate that is inconsistent with the government’s deficits leads to a balance of payments crisis.  Under a FLEX, an inconsistent inflation rate will eventually have to be abandoned and a much higher rate of inflation will ensue.  An IT regime is no difference except that a number of authors worry that its use of interest rates can lead to higher borrowing costs for the government and actually exacerbate bad fiscal situations.  I’ll comment more on that below.


When I commented on the positive side of IT I mentioned that the move to independence usually required some prior political discussion and agreement on national goals that necessitated certain institutional adjustments.  This sort of cooperation is good and indeed critical leading up to eruo adoption.  Fiscal and monetary decision makers should adopt policies that are complementary to each other.  If adopting the euro is indeed a national goal, then both branches have targets to meet and it is in the interest of both branches that they succeed.  It will be increasingly difficult to maintain the inflation target and exchange rate target if the government deficit persistently exceeds its 3% objective.  

Hungary is running into this problem today.  The central bank is revising upward its inflation target in light of deficits exceeding 10% of GDP (and more if an appropriate austerity package isn’t successfully implemented).  This is a case where the central bank is independent but the flagracies of bad governance have left the inflation target inconsistent with realized government deficits.  The central bank’s credibility is now being challenged.  If they increase interest rates enough to fight inflation, the government may very well increase deficit spending due merely to the costs of automatic fiscal stabilizers that increase when the economy slows as it surely would.  If they don’t increase the interest rate enough, they will miss their target and thus loose credibility.  Hungary’s situation today is really the worst of cases.  They no longer have a euro adoption date.  More importantly I am very sorry that Hungarians have to suffer through a massive austerity package every few years. One of course wonders why they believe the governments’ lies in between... but that I’ll leave for the political sessions.

Central bank independence is good but should not imply central bank ignorance.  Policy can’t be set by ignoring fiscal issues altogether.  This is even more true under IT when the institutions make policy making more transparent and easy to judge.

What Fiscal Policy Can Learn from Monetary Policy Successes: FISCAL RULES
IT Institutions For Fiscal Policy

6. Publicly announce flow and stock targets (points or ranges)

7. Short, Medium & Long Range Targets

8. Explicit explanation of actual process (areas where spending and taxes will be changed) – perhaps a separate account that is added to in good times and spent down in bad

9. Ex post explanation of any discrepancies

10. Annual Deficit Reports.

6. Uses Interest Rates

The movement from using monetary aggregates to using interest rates is a positive development under normal conditions.  But, it raises two additional concerns. One I’ve mentioned before and the other is unique to IT.


The first problem with using interest rates as the main policy tool is, as mentioned above, that increases in the interest rate can have serious implications for the government’s budget.  In particular, an environment with growing deficit problems and increasing inflation can spiral out of control in a strange way.


Let us first consider the non-IT case of a traditional FLEX.  In particular consider a world where the growth rate of the money supply is constant.  As deficits continue to increase out of control, inflation will begin to rise as markets anticipate the future increase in inflation that is consistent with the government’s deficit spending.  In anticipation of this, and given current market conditions in money markets, the interest rate will begin to rise.  We’ll suppose it rises 1:1 with inflation/inflation expectations.    Now, in addition to whatever was causing deficits to rise in the first place, the financing costs are rising too due to the increase in interest rates.  The exacerbates an already bad situation.  It is what actually causes the fiscal dominance problem where inflation must eventually increase or (usually “and” in practice) the government must reduce its deficits by either cutting spending and/or raising taxes.


Under IT this same process is sped up.  As inflation begins to increase as above, interest rates rise even faster.  This is known as the Taylor determinacy principle and is what allows an IT regime to be effective.  Essentially, interest rates must change more than 1:1 with inflation in order to effect the real interest rate so that behavior is changed and inflation lowered.  Thus, the interest rate will rise faster under IT than under the standard FLEX and this will push the government’s problems to the breaking point sooner.  If government behavior is left unchanged, there will continue to be positive inflation pressure as markets anticipate the regime’s collapse.  This is essentially the logic behind what some believe happened in Brazil in 2002/2003(Blanchard, 2004) and is a potential problem for the ECB system in general (Sims, 1999 and 2005).


I don’t consider this to be a reason not to adopt IT.  Rather, I see it as something policy makers should be aware of.  Under a FIX, for example, the same underlying problems would lead to a balance of payments crisis which is usually harder on an economy than just the fiscal/inflation readjustment required above.  That, of course, is because under a FIX, the same fiscal/inflation is required and the monetary regime is changed and there are often serious balance sheet issues that also complicate matters.


A second issue with interest rates under IT is more a notice than a warning.  A few years ago two prominent economists – Guillermo Calvo and Carmen Reinhart – wrote a much referenced paper entitled Fear of Floating (Calvo and Reinhart, ???).  Calvo and Reinhart argue that fear of floating is the modern phenomenon whereby a central bank claims to float but actually uses domestic interest rates to influence the nominal exchange rate.  For the reasons discussed before about the impossible trinity (fixing, floating and maintaining capital mobility) this is seen as dangerous and thus something to be avoided.  In that paper, the authors show that an IT regime fear of floats.  Others (Ball and Reyes, 2003 and 2006) have shown that this isn’t necessarily true and that actually a more careful approach can distinguish between honest IT and fear of floating.  Nevertheless, in an open economy where exchange rate movements can influence inflation, an IT regime that uses interest rates to control inflation can appear be fear of floating.  This can harm credibility and invite currency speculation.  Again, such issues will be even worse as accession countries near euro adoption.


The final issue here is that IT can perpetuate trade deficits.  This is not a major issue, but is one I think policy makers should be aware of.  Trade deficits are often seen as negative and their perpetuation can easily be viewed as negative.  The logic behind this is very straightforward.  For a trade deficit to close usually requires currency depreciation to convince domestic residents to buy less imports and foreigners to buy more domestic goods.  But, as the currency depreciates, this adds to overall inflation in an open economy.  An IT central bank will raise interest rates to fight inflation, but this also strengthens the currency and hence slows the deficit’s closing.  Again, this is not a major issue, but is one central bankers should be aware off.  It is one of the “costs” of IT.

Conclusions.


The Visegrad Four countries are currently IT.  Given that, I’ve tried to raise some issues they ought to be aware of and offer some thoughts on appropriate monetary regimes.


To sum up, I follow Peter Kenen and the IMF staff’s suggestion from a 2004 panel on this topic: “don't join ERM-II until you are absolutely confident, as confident as we can be in an uncertain world, that you will satisfy the other convergence criteria during the course of the next two years... and then stay in ERM-II only as long as required, namely the two years in the anteroom.”
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Czech Republic low high

Dec. 1997 5.5% 6.5% Dec. 1998

Nov. 1998 4.0% 5.0% Dec. 1999

Dec. 1997 3.5% 5.5% Dec. 2000

April 2000 2.0% 4.0% Dec. 2001

April 1999 1.0% 3.0% Dec. 2005

3.0% 5.0% Jan. 2002

2.0% 4.0% Dec. 2002

CPI Jan 2006 until Euro

Hungary

Exchange Rate

June 2001 7.0% 8.0% Dec. 2001 15%

June 2001 3.5% 5.5% Dec. 2002 15%

Dec. 2001 3.5% 5.5% Dec. 2003 15%

Oct. 2002 3.5% 5.5% Dec. 2004 15%

Oct. 2003 3.0% 5.0% Dec. 2005

15% & increase 

level

Nov. 2004 3.5% 5.5% Dec. 2006 15%

Poland

Exchange Rate

April 1998 9.50% Dec. 1998 12.5

June 1998 8 8.5 1999 12.5

Sept. 1998 2003 12.5

March 1999 6.6 7.8 Dec. 1999 12.5

1999 5.4 6.8 Dec. 2000 15 March 1999

Jan. 2004 1.5 3.5 continuous none 2000

Slovakia

Exchange Rate

Sept. 2004 3 4 Dec. 2005

Sept. 2004 Dec. 2006

Sept. 2004 Dec. 2007

Sept. 2004 Dec. 2008
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(or Range)

April 2001

CPI

2 W repo rate

net inflation index
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	Slovenia

	
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007

	Current Account (% GDP)
	-2.8
	0.2
	1.4
	-0.4
	-2.1
	-0.9
	-0.3
	0.1

	Real GDP (% change)
	4.1
	2.7
	3.5
	2.7
	4.2
	3.9
	4
	4

	Inflation (annual % change)
	8.8
	8.4
	7.5
	5.6
	3.6
	2.5
	2.4
	2.4


	 
	Czech Republic
	Hungary

	Real economy (% change)
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007

	Real GDP
	3.3
	2.6
	1.5
	3.2
	4.7
	6.0
	5.5
	4.5
	5.2
	3.8
	3.5
	3.0
	4.0
	4.1
	4.4
	4.2

	CPI (end-year)
	3.9
	4.7
	1.8
	0.1
	2.8
	1.8
	2.8
	3.0
	9.8
	9.2
	5.3
	4.7
	6.8
	3.5
	2.0
	2.7

	Unemployment
	8.8
	8.1
	9.2
	9.9
	9.2
	
	
	 
	6.4
	5.7
	5.8
	5.9
	6.1
	6.4
	
	 

	Public finance (% of GDP)
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	General government balance
	39.3
	-5.0
	-6.6
	-6.0
	-4.0
	 
	 
	 
	-3.0
	-4.7
	-9.4
	-7.2
	-5.4
	-4.7
	 
	 

	Public Debt
	16.7
	17.5
	18.4
	21.7
	24.0
	
	
	 
	55.4
	53.5
	57.1
	59.1
	60.8
	60.2
	
	 

	Money & Credit (% change)
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	CZ 3-Month Interbank Rate
	5.4
	4.7
	3.5
	2.3
	2.4
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	HU T-Bill (90-day, av.)
	 
	
	
	
	
	
	
	 
	10.9
	10.6
	8.9
	8.8
	11.0
	
	
	 

	Balance of Payments
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Current account (% GDP)
	-5.3
	-5.4
	-5.6
	-6.2
	-5.2
	-2.1
	-2.3
	-2.3
	-8.6
	-6.2
	-7.2
	-8.7
	-8.9
	-8.6
	-8.2
	-7.5

	Official Reserves  (billions USD)
	13.1
	14.5
	23.7
	27.0
	28.4
	
	
	 
	11.190
	10.727
	10.349
	12.737
	15.908
	18.539
	 
	 

	Reserve cover (in imports)
	4.2
	4.1
	6.1
	5.5
	4.4
	
	
	 
	3.7
	3.3
	2.9
	2.8
	2.6
	2.4
	
	 

	Exchange Rate
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	domestic per USD
	100.0
	104.4
	115.8
	117.0
	119.4
	 
	 
	 
	284.7
	279.0
	225.2
	207.9
	180.3
	213.6
	 
	 

	 
	Poland
	Slovakia

	Real economy (% change)
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007

	Real GDP
	4.0
	1.0
	1.4
	3.8
	5.4
	3.2
	4.2
	3.8
	2.0
	3.8
	4.6
	4.5
	5.5
	6.0
	6.3
	6.7

	CPI (end-year)
	8.5
	3.6
	0.8
	1.7
	4.4
	2.1
	1.3
	2.3
	14.1
	7.2
	3.5
	8.4
	7.5
	2.8
	3.6
	2.5

	Unemployment
	16.1
	19.4
	20.0
	20.0
	19.1
	
	
	 
	18.8
	19.3
	18.6
	17.5
	18.1
	16.4
	
	 

	Public finance (% of GDP)
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	General government balance
	-3.4
	-5.3
	-6.2
	-5.9
	-6.1
	 
	 
	 
	-12.3
	-6.0
	-7.8
	-3.7
	-4.0
	-3.1
	 
	 

	Public Debt
	…
	41.0
	46.7
	51.5
	50.2
	
	
	 
	49.9
	48.7
	43.8
	43.1
	42.6
	36.8
	
	 

	Money & Credit (% change)
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	PO Money Market Rate
	19.2
	11.6
	6.7
	5.5
	6.7
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	SK NBS Policy Rate
	 
	
	
	
	
	
	
	 
	8.0
	7.8
	6.5
	6.0
	4.0
	3.0
	
	 

	Balance of Payments
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Current account (% GDP)
	-6.0
	-2.9
	-2.6
	-2.2
	-1.5
	-1.6
	-2.5
	-3.1
	-3.5
	-8.4
	-8.0
	-0.9
	-3.5
	-7.2
	-6.4
	-5.5

	Official Reserves  (billions USD)
	27.5
	26.6
	29.8
	34.2
	36.8
	
	
	 
	4.1
	4.2
	9.2
	12.1
	14.9
	15.5
	
	 

	Reserve cover (in imports)
	6.8
	6.5
	6.6
	6.1
	5.1
	
	
	 
	3.4
	3.0
	5.9
	5.7
	5.5
	4.9
	
	 

	Exchange Rate
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	domestic per USD
	4.3
	4.1
	4.1
	3.9
	3.7
	 
	 
	 
	46.2
	48.4
	45.3
	36.8
	32.3
	31.0
	 
	 


The Czech Republic

The Czech Republic enjoys generally strong growth in recent years and this seems sustainable.  Inflation has been kept low for a number of years and this should continue.

Government finances are not a major concern, but are not yet settled either.  It has been noted that many recent improvements came from unanticipated, one-time revenue gains like the change in budgeting rules to allow ministries to carry over unspent allocations to future years.  Further reform is needed in terms of education finance and preparation for an aging population.  Finally, funds will need to be available for EU co-financing several large projects which will also be important for infrastructure development.  The OECD (2006, p.9) estimates that “improving on the deficit outcomes in the lead-u to euro entry, and beyond, will be impossible without permanent savings through public-spending reform and would be helped by better budgeting processes.”

Unemployment seems to be a persistent problem.  Employment creation is apparently hampered by a high tax wedge and strict employment protection legislation.  Large minimum wage increases seem to be a constant issue since the late 1990s.  Some of the labor problems come from skill mismatches and a lack of labor mobility.
Hungary: Lessons from the Front
In writing on “Fiscal Policy and High Capital Mobility”, George Kopits pens “Even if politically feasible, a sizable immediate adjustment could be counterproductive; in particular, the case for fiscal consolidation is obviated when the crisis cannot be directly traced to fiscal conditions.  For one thing rapid adjustment with excessive recourse to quick-yielding distortionary taxes or a cut in productive investment expenditures usually involves undesirable allocative costs.  Or worse, reduction of the cash deficit through a buildup in payment arrears or across-the-board wage cuts can just as easily be reversed in a subsequent period, and may preempt much-needed structural reforms.  Moreover, the skewed composition and speed of such an adjustment can result in a procyclical stance that will tend to aggravate the adverse real impact of the capital flight.”

Poland – IMF (May 2006)
A cyclical recovery and the benefits of EU membership are coming together to produce promising opportunities for Poland. For the first time in years, Poland is enjoying a combination of strong and balanced growth, low inflation, rising employment, and a small current account deficit. Large transfers from the EU as well as closer integration with EU trading partners are starting to bolster investment. We have raised our projection for GDP growth to 4.8 percent in 2006 and 4.5 percent in 2007. The revisions are underpinned by improving investor sentiment, rising employment, private wage increases in line with productivity, and strengthening export markets. We project the external current account deficit to rise to 1.7 percent of GDP in 2006 and just over 2 percent in 2007. These deficits should be easily financed by capital inflows.

Fiscal policy seems broadly on track to meet the 2006 deficit target. Restraining spending now would be wise so as to avoid the need for a spending squeeze later in the year, should a revenue shortfall materialize. Even though the general government deficit would fall to about 4½ percent of GDP, public debt would rise to 49 percent by year-end (with OFEs classified outside government).

Monetary policy is likely to continue to face a low inflation environment for the remainder of 2006. We nevertheless expect headline inflation to remain ¼-½ percentage point below the 2½ percent target by end-2007. While a cut in policy rates could be justified, we see a case for keeping rates on hold until clearer indications of the medium-term trade-off between growth and inflation emerge: this is because the economy is gaining speed, possibly strongly; current interest rates are probably neutral for economic growth; and the global interest rate environment is tightening.
Three imperatives stand out. First, fiscal policy should stabilize the ratio of public debt to GDP below the present level while reducing the share of government spending in GDP. This would increase savings available for private investment. Second, the strength of financial institutions needs to be protected. Third, public policy should strive to remove impediments to entrepreneurs' and workers' responsiveness to economic opportunities.

A major challenge for fiscal policy will be to stay well within the PLN30 billion anchor for the state budget deficit in 2007. In fact, assuming continued cyclical strength in 2007, we would recommend reducing the deficit target to PLN26 billion. This would be an adjustment of ½ percent of GDP, a solid step toward stabilizing the public debt ratio. Discipline in the budget process will be essential to realize this challenging target. The tax reform plans under discussion contain several commendable measures. We particularly applaud the proposed reduction of the tax wedge and measures to reduce red tape in tax administration. The reforms under discussion may not be revenue neutral: expenditure restraint is likely also to be needed to meet the deficit target. We look forward to the announcement of the new Public Finance Act, which could include good initiatives for containing spending growth and improving transparency. Beyond that, we recommend a careful assessment of possibilities for spending restraint not only in the state budget but also in the broader public sector.

Clear fiscal policy frameworks typically help with deficit reduction and fiscal reforms. Poland has a constitutional debt ceiling and politically-agreed fiscal anchor (the PLN30 billion deficit limit). As the debt limit is not yet binding, its disciplining effect is minimal. The PLN30 billion anchor, however, is binding. And because it is widely publicized and easily understood, it should be effective. However, two issues need consideration. First, as a nominal target, it does not require sufficiently strong adjustment in cyclically strong conditions. Second, stabilizing the public debt ratio in a reasonable timeframe will require deficits well below PLN30 billion. Thus, while we strongly support the well-understood PLN30 billion anchor as an upper limit, keeping deficits well below it (particularly in cyclically strong years) and containing deficits at other levels of government will be key for stabilizing debt below current levels.

� 	For a more in-depth discussion of such issues see Cecchetti, Flores-Lagunes and Krause (2004) and Apergis, Miller, Panethimitakis and Vamvakidis (2005) as well as references therein.  There is some debate, for example, over the degree to which lower inflation and lower inflation variability can be attributed to IT specifically.


� 	See Olivier Jeanne (2005) for an excellent discussion of this issue.





