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will face many problems

"Our understanding of the best practice in monetary policy evolved during Alan
Greenspan”s tenure at the Fed and it will continue to evolve in the future. However,
if 1"m confirmed to this position, my first priority will be to maintain continuity

with the policies and policy strategies established during the Greenspan years."
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"Ben comes with superb academic credentials and important
insights into the ways our economy functions. | have no doubt that he will be a credit

to the nation.”
Ben Bernanke is a highly respected central

banker, a remarkable economist and a man of experience. 1 will be very happy to have
the possibility to develop with him the same highly close and fruitful cooperation,
and enjoy the same confident and friendly personal relationship that | had with Alan

Greenspan."
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What Happens When
Greenspan Is Gone?
January 5, 2000

a forward-looking pursuit of low inflation
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depersonalizing institutionalizing

Mr. Greenspan's reappointment should not make us complacent about the
future of Fed policy. On the principle that it is better to fix the roof when skies are
sunny, the Fed should announce its intentions to establish a more open policy
framework now, rather than waiting to be confronted by difficult policy decisions.
An explicit commitment to inflation targeting would increase the odds that those
decisions would be the right ones, and that they would receive public
support--whether or not Alan Greenspan is chairman of the Fed.
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It"s a topsy-turvy market
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What Happens When

Greenspan Is Gone?
January 5, 2000

U .S. monetary policy has been remarkably successful during Alan Greenspan's 121/2
years as Federal Reserve chairman. But although President Clinton yesterday
reappointed the 73-year-old Mr. Greenspan to a new term ending in 2004, the
chairman will not be around forever. To ensure that monetary policy stays on track
after Mr. Greenspan, the Fed should be thinking through its approach to monetary
policy now. The Fed needs an approach that consolidates the gains of the Greenspan
years and ensures that those successful policies will continue--even if future Fed
chairmen are less skillful or less committed to price stability than Mr. Greenspan has
been.

We think the best bet lies in a framework known as inflation targeting, which has been

employed with great success in recent years by most of the world's biggest economies,

except for Japan. Inflation targeting is a monetary-policy framework that commits the

central bank to a forward-looking pursuit of low inflation--the source of the Fed's
current great performance--but also promotes a more open and accountable
policy-making process. More transparency and accountability would help keep the Fed
on track, and a more open Fed would be good for financial markets and more consistent

with our democratic political system.

As our research on the use of this approach around the world documents, successful
inflation targeting requires that the central bank and elected officials make a public

commitment to an explicit numerical target level for inflation (usually around 2%), to

be achieved over a specified horizon (usually two years). Equally important, the central

bank must agree to provide the markets and the public with enough information to

evaluate its performance, and to understand its reasoning when policy and inflation

deviate from the long-run goal--as they inevitably will at times.




In practice, this commitment to openness has included publication of regular "inflation
reports”, which make public the central bank's inflation forecasts (including
assessments of upside and downside risks) and its plans for policy, including a

description of the circumstances under which its policy would change.

Inflation targeting does not mandate that the central bank maintain the announced
inflation target level at all times, come hell, high water or severe economic shocks. In
fact, inflation-targeting central banks have found that they have more flexibility to
respond to adverse events like financial crises and commodity price shocks. Since the
central bank explains why it may have to miss the target and how it plans to get back
on track, inflation helps maintain confidence in the commitment to price stability even

when adverse developments lead to missed targets.

Adoption of inflation targeting by the Federal Reserve would bring several major

advantages over the current, less structured approach. First, it would transform the

commitment to price stability--which has served us so well under Mr. Greenspan and

his predecessor, Paul Volcker--from a personal preference of the chairman into an

official policy. By depersonalizing and institutionalizing the Greenspan policy approach,

the Fed would increase the likelihood that future U.S. monetary policy will look like
the 1980s and 1990s rather than the 1930s or the 1970s.

Second, the transparency of the inflation-targeting approach would encourage

politicians and the public to focus on what monetary policy can do (namely, maintain

long-run price stability), rather than on what it can't do (create permanent increases in

growth through expansionary policies). In place of politically expedient demands and

scapegoating by politicians--a particular danger in election years--public oversight of

the Fed would be directed toward discussion of the appropriate level for the inflation

target and evaluation of the Fed's effectiveness in meeting that target. The Fed would

retain the sole authority for specific policy actions--such as setting the federal-funds

rate--in_pursuit of its target. This allocation of responsibility for monetary policy

between elected officials and technocrats would serve both democratic principles and

good policy.

The prospect of improved public debate about monetary policy under inflation
targeting is not an academic fantasy; our book documents many instances. The

granting of independence to the Bank of England in April 1997, for example, was made



possible by the increased public confidence that followed the bank's successful use of its

inflation target to fend off political pressures in the mid-1990s.

Third, increased transparency would diminish financial and economic uncertainty.

More information from the Fed about its plans and expectations would reduce the

perpetual, and wasteful, attempts by financial market participants to quess what the

Fed will do next. An inflation target would also make it easier for businesses and

consumers to plan.

Fourth, inflation targeting is particularly good insurance against the threat of falling

prices. Deflation has been associated with deep recessions or even depressions, as in

the 1930s and recently in Japan. Targeting an annual inflation rate a couple of

percentage points above zero, as all inflation targeters have done, commits the central

bank to maintaining a floor under price level movements (as well as a ceiling over

them).

Financial market reactions to Fed policy in the early 1990s illustrate what can go
wrong when there is no publicly announced goal for monetary policy. In response to
problems in the U.S. financial system, the Fed responsibly injected needed liquidity by
fixing its short-term interest rates at the extremely low level of 3% (or about zero, in

real terms) for more than a year.

Unfortunately, with no explicit inflation target in place to tie down expectations, the
financial markets mistook the Fed's reference to "financial headwinds" as motivation
for a loss of anti-inflationary resolve. Long-term bond rates increased substantially in
1994. This response by the bond market might well have been avoided if a transparent
multiyear inflation target had been in place, just as such inflation scares have been

avoided by inflation-targeting central banks that loosened policy in similar situations.

Mr. Greenspan's reappointment should not make us complacent about the future of
Fed policy. On the principle that it is better to fix the roof when skies are sunny, the
Fed should announce its intentions to establish a more open policy framework now,
rather than waiting to be confronted by difficult policy decisions. An explicit
commitment to inflation targeting would increase the odds that those decisions would
be the right ones, and that they would receive public support--whether or not Alan

Greenspan is chairman of the Fed.
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