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ECB intervenes for Japan
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One of the important issues for the FOMC as it has made such judgments in recent
years has been the weight to place on asset prices. As | have already noted, history
suggests that owing to the growing optimism that may develop with extended periods of
economic expansion, asset price values can climb to unsustainable levels even if

product prices are relatively stable.

The 1990s have witnessed one of the great bull stock markets in American history.
Whether that means an unstable bubble has developed in its wake is difficult to assess.
A large number of analysts have judged the level of equity prices to be excessive, even
taking into account the rise in "fair value" resulting from the acceleration of

productivity and the associated long-term corporate earnings outlook.

But bubbles generally are perceptible only after the fact. To spot a bubble in advance
requires a judgment that hundreds of thousands of informed investors have it all wrong.

Betting against markets is usually precarious at best.

While bubbles that burst are scarcely benign, the consequences need not be

catastrophic for the economy.

The bursting of the Japanese bubble a decade ago did not lead immediately to sharp
contractions in output or a significant rise in unemployment. Arguably, it was the

subsequent failure to address the damage to the financial system in a timely manner



that caused Japan's current economic problems. Likewise, while the stock market crash
of 1929 was destabilizing, most analysts attribute the Great Depression to ensuing
failures of policy. And certainly the crash of October 1987 left little lasting imprint on

the American economy.

This all leads to the conclusion that monetary policy is best primarily focused on
stability of the general level of prices of goods and services as the most credible means
to achieve sustainable economic growth. Should volatile asset prices cause problems,
policy is probably best positioned to address the consequences when the economy is

working from a base of stable product prices.
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As emphasized by the important hearings this committee has held in the past few
days, an impressive proliferation of new technologies is inducing major shifts in the
underlying structure of the American economy. These fundamental changes appear to
be far from complete. The way America does business, including the interaction among
the various economic players in our economy, is in the midst of a significant

transformation, though the pace of change is unclear.

As a consequence, many of the empirical regularities depicting the complex of
economic relationships on which policymakers rely have been markedly altered. The
Federal Reserve has thus been pressed to continuously update our understanding of
how the newer forces are developing in order for us to address appropriately our

underlying monetary policy objective: maximum sustainable economic growth.
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