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ABSTRACT

OPEN MACROECONOMICS IN AN OPEN ECONOMY

There arethree pillars of the new Labour government’s approach to economic policy:
ddivering macroeconomic stability, tackling the supply -side barriers to growth and
ddivering employ ment and economic opportunitiesto dl. This lecture focuses on the reforms
the new Government has introduced in order to deliver macroeconomic stability and why
open and trangparent ingitutions and procedures are centra to those reforms.

Thelecture sets out four principles for macroeconomic policy makingwhich flow from
changes in theworld economy and the world of economic idess over the past twenty or thirty
years. Theseare

- the principle of gability through constrained discretion;

- the principle of credibility through sound, long-term policies;
- the principle of credibility through maximum transparency;

- the principle of credibility through pre-commitment.

Thelecture explains each principlein turn and shows how they are beingtranslated into
practice in the macroeconomic policy reforms that the new government is introducing a the
Treasury andthe Bank of England - reforms which add up to what is now probably one of the
most open and accountable sy stem of economic policy making in theworld.



OPEN MACROECONOMICS IN AN OPEN ECONOMY

1. LABOUR'S ECONOMIC APPROACH - STABILITY, GROWTH, OPPORTUNITY

It isagreat pleasure, and an honour, to be herein Edinburgh to gvethe fourth Scottish
Economic Society/Royd Bank of Scotland lecture, the thirty-third in the Society's annua
lecture series. | would like to express my thanksto the society for the invitation and to the
Royad Bank of Scotland for ther kind hospitdlity.

Founded in 1897, this society has afinetradition of one hundred years of scholarship and
discussion - as you would expect in acountry which can boast Adam Smith and David Hume
as two of Scotland's great economist ancestors.

It has been a hectic few months since the generd election on M ay 1<, but aso asignificant
period for the new direction in economic policy-making that the incoming L abour
government has taken.

Thankfully, it is gill too early to goportion praise or blame. But it is not too early to judify
and explain. In just afew short months, the new government has made a number of changes
in theinstitutions and practice of economic policy making in Britan:

- independence for areformed Bank of Engand

- anew structure of financid regulation

- new fisca rules and afiveyear deficit reduction plan

- amgor corporatetax reform

- awindfdl tax on the privatised utilities

- aNew Dedl for theyoung people and the long-term unemployed
- reform of thefinancing of higher education

- anew capitd fund to rebuild schools

- aUK Action Plan and for Employ ment and Flexibility in Europe
- publication of Lord Currie's Emu paper and anew Advisory Taskforce
- and new impetus for debt relief - the M auritius M andae.

That list is, by no means, exhaustive. And thereis moreto come

- the Bank of England Bill

- thefirst Naiona Assets Regster

- aPre-Budget Report and economic consultation process

- capitd gains tax reform

- consultation on the new Individual Savings A ccount

- tough legsl ation on competition policy

- the Taylor review of taxes and benefits

- and the Low Pay Commission's report onthe minimum wage.

| cannot hopeto cover in detail tonight the principles which underpin such awide range of
economic policy initiatives - certainly not in one sitting.



Which iswhy, tonight. | will focus on the reforms the new Government has introduced in
order to deliver macroeconomic stability and why open and trangparent institutions and
procedures are central to those reforms.

Theinstitutional changes which have been introduced sinceM ay 14 at the Treasury and the
Bank of Endand, in some cases only afew days after election day, add up to wha is now
probably one of the most open and accountable sy stem of economic policy makingin the
world.

Tonight | will try to explain the central importance that the Chancellor places on openness,
trangparency and theinstitutiona framework in order to deliver the government’s wider
economi ¢ objectives.

| will arguethat the changes in both the world economy and our economic understanding of it
over the pagt twenty years mean that policy makers must adjust to new way s of making
decisions. Gone are the day s of fixed policy rules announced in public and of private
ddiberations behind closed finance ministry doors, with little or no justification or
explanation about policy decisions or mistakes.

Instead | will arguethat new principles must guide decision-making and institutiona design
and show how theseprinciples underpin New Labour's macroeconomic policy reforms - in
monetary and fiscal policy. Theargument that | will make is that, in aworld of gobal capitd
markets in which policy -making by fixed rules has been discredited in theory and practice,
governments must take adifferent route to ensuring macroeconomic credibility. Credibility in
modern open economi es requires three ingr edients:

- areputation for following sound long-term policies;
- maximum openness and trangparency ;
- and new institutiona arrangements which guarantee along-term view.

In the UK's case, theparticular nature of the new government's inheritance in M ay of this
year, and the difficulties of being anew government after 18 years of gpposition, make
greater openness and trangparency doubly important.

But | believethat these principles, which sresstheimportance of open macroeconomic
policy-making, would apply to any smal or medium sized open economy . Indeed, the UK
has recently proposed at the recent IM F and World Bank meetings in Hong Kongthat the
IMF draw up acode of conduct on openness and trangparency - aproposa which found
favour with other finance ministers, and which the IMF is now developing.®

So tonight "Open M acroeconomi ¢ Policy in an Open Economy” is my theme. But before |
turnto it, | first want to explain how macroeconomic stability fits into Labour's overdl
economi ¢ approach.

M acroeconomic stability - low and stable inflation and sound public finances - isonly an
instrumental aim - a means to an end. Theam of New Labour economics, as set out inthe

®. Chancellor of the Exchequer's Satement to the IM F Interim Committee meeting, Hong
Kong, 21 September 1997



Chancellor's M ay 6th letter tothe Governor of the Bank of Endand® and reconfirmed in the
Treasury's new draft Aimis not simply to ensure low and sableinflation and sound public
finances but to deliver high and stableleves of growth and employ ment by ensuring
economi ¢ and employ ment gpportunities for al. Growth, jobs and fairness arethe tests
against which this government will be judged.

Deliveringon these obj ectives depends not simply on onepolicy pillar, but three - delivering
macroeconomi ¢ stability, tackling the supply -side barriers to growth and ddivering
employ ment and economic opportunitiesto al.

The Chancelor's M ansion House and Budget speeches made clear that stability - low
inflation and sound public finances - is an essentid pre-condition for achieving higher levels
of growth and employ ment?

The violent boom-bust economic cy cles of the past twenty or soyears - more extremethanin
any other mgjor developed economy - have had a serious negative impact, not simply on jobs
during the recessions, and on long-terminterest rates because of higher inflation expectations,
but on the employability of the long-term unemploy ed, the capacity of the economy and the
willingness of companies to make long-term investment commitments. As Keynes might say
now, thereis nothing so damagngfor the* anima spirits” of business investorsthan repeated
cycles of boom then bust.

Sustained stability is necessary for investment. But astrong economy is aso necessary to
make stability susganable. The UK will only be ableto deliver and sustain stable economic
gowth and employ ment if we have astrong, productive, wedth-creating economy which can
generate both jobs and risingincomes. The inflation of the late post-war period was as much
asymptom of adepressed growth patentia, and the struggeto get ashare of aslower
gowingcake, as it was of macroeconomic policy errors.

So while stability isthefirst pillar of New Labour economics, supply-side action to makethe
economy more dy namic and remove barriers to growth is the second pillar.

That means understanding that thepraper role for government in economic policy making
goes wel | bey ond macroeconomi c policy making.

It means anew rolefor government - not pickingwinners or responding to market failures by
tryingto replace the market in its entirety, but usingthe praper role of government to tackle
short-termism and mark et failures by making markets work more dy namicaly and
encouragng investment in the broadest sense - not just in machines, but in technology and
innovation, skills and infrastructure - the fud for growth in the modern economy .

* Letter from the Chancellor of the Excheguer to the Governor of the Bank of Endand, 6 M ay
1997.

® Chancd lor's speech a theM ansion House, 12 June 1997; Budget Speech, 2 July 1997; Red
Book, July 1997.



The need to reorient public spendingto promate growth, jobs and fairness infuses the whole
Comprehensive Spending Review process which al departments are currently engaged in to
re-shape public soending for the next century .

But the new growth agenda goes bey ond public spendinginto dl areas where ether the
wrongkind of government, or the absence of government creates barriers to growth. | hesitate
to label this new growth theory - but over thepag tenyears, followingthe pioneeringwork of
Paul Romer, the theory of economic policy has been replacingthe old ideaof exogenous
technological change as the main driver of economic growth with amuch more sophisticated
rolefor governments: in tax policy, competition policy, corporae governance, suppott for
small business, regonal development agencies and education and training.®

Without gahility, this long-term project of raisingthe economy's growth patentia cannot get
off theground. But it is only by taking action to tackle barriers to growth that we can avoid
the mistakes of thepast - atempts a maintaining stability which lead to conflict and
unemploy ment. It is the unemployed who have lost mog from theinstability and slow growth
of recent decades.

Thethird pillar of the new government's economic policy - the key to ensuring stability and
gowth istranslated into high and stable leves of employ ment as well as risingincomes for
thosein work- isto actively promate employ ment gpportunity and reform the welfare state so
that it promates work nat dependency . The centrepiece of thefirst Budget was anew
gpproach to employ ment gpportunity for young people, the long-term unemployed, lone
parents and the disabled - on ascale and in amanner never attempted before. The New Dedl
isnow a the gage of detail ed planning for implementation next Soring. Thereform of the tax
and benefits sysem to reward and encourage employ ment is now, asthe Chancellor has said,
alive issuefor the next Budget. And encouragng higher standards and wider access in
education, particularly after 16, isamgor am of the government. Only by providingthe
skills for work, atax and benefit sysem which rewards work, and new opportunities for the
long-term unemployed to returnto work can government translate stability and growth into
high levels of employ ment.

2. FOUR PRINCIPLES OF OPEN MACROECONOMIC POLICY

Let menow turn to my theme. For while macroeconomi c stability may nat be sufficient to
ddiver the government's growth and employ ment objectives, it is certainly anecessary god -
and one which has eluded British governments for many y ears.

Theinstitutiona changes to macroeconomic policy making which the government has taken
since M ay of thisyear represent an important advance towards ensuring long-term stability .
Thefact that long-term interest rates, measured by the 10 year benchmark government bond,

°® Romer P, “Increasing Returns and Long-Run Growth”, Journa of Politica Economy,
October 1986; Boltho A & Holtham G “The Assessment: New Approaches to Economic
Growth”, Oxford Review of Economic Policy, 8(4) Winter 1992



havefalen from 7.4 per cent to 6.6 per cent sincethe day beforethe eection and the spread
over German 10 year government bonds has narrowed from 191 basis pointsto 87 points
over the same period, is an encouraging sign that | am not the only onetotake this view.
That theinflation expectation implicit in index-linked 10 year gltsremains a 3.2 per cent,
abet down from 3.8 per cent on M &y 1<, shows we gill have someway to go. In modern
economi ¢ policy-making, outcomes speak louder than reforms.

Tonight | want toset out four principles for macroeconomic policy makingwhich seem, to
me & least, to flow log cally from changes in the world economy and the world of economic
ideas over the past twenty or thirty years. | am not goingto indulgein an orgy of academic
history, and alist of references - thisis not theright placefor that and | would be bound to
miss out someone important. | want, ingead, to root thispolitical economy anadysisin the
world of macroeconomic policy makingby showing how these four principles are being
translated into practice in the macroeconomic policy reforms that the new government is
introducing.

| will not pretendthat these four principles are mutuadly supportive - if only lifewere so
simple. Indeed, the motivation for institutiona changeis, in part, an attempt to reconcile
conflicts between them.

| will call them:

- the principle of gability through constrained discretion;

- the principle of credibility through sound, long-term policies;
- the principle of credibility through maximum transparency;

- the principle of credibility through pre-commitment.

And | will try to explain and justify each onein turn.
|. gability through condrained discretion

Thefirst principleis the simples way | could think of to embody thepro-gability but pos-
monetarist intellectua consensus upon which modern macroeconomic policy-making is
based.

Before | re-declare the desth of monetarism in our time, let mefirst recognise the debt of
gaitude wedl sharetowards Milton Friedman, the father of monetarism, doyen of right-
wing libertarian populists, but aso one of the great US post-war economists. | first realised
that the world was more complicated than the sterile and over-ideologica "Keynesians v

M ondarists" essays tha | wrate as an undergraduate, when - in my first week a the Harvard
Economi cs Department, Professor Greg M ankiw - doyen of theyoung New K ey nesians -
eulogsed Milton Friedman to the new graduate class. (He had dready made clear that there
was no doubting his credentials - even M ankiw's dogwas cal led Keynes.)

| quickly redised theintel lectuad dominance not only of Friedman's work on consumption
functions in the 1950s, but of his 1968 A merican Economic Association Presidential lecture

"Financial M arket dataat close of London markets, 21 October 1997



in which, with his vertica expectations-augmented Phillips Curve, he demolished the idea of
alongrun trade-off between inflation and unemploy ment.

Which is not, of course, to agree with those who concluded in the 1970s that, because
peopl€es expectations are entirely rationa and forward-looking, thereis not even ashort-run
trade-off between the unemploy ment and inflation, or that thereis a"naturd rate" of
unemploy ment which is not affected by macroeconomic policy. What clearer evidence could
there be of the short-runtrade-off between reducinginflation and rising unemploy ment, or
the persigent effect this can havein the form of long-term unemploy ment, than Britain's
1980-81 recession. So severe a long-term cost, indeed, that, when inflation accd erated in the
late 1980s Lawson boom, long-term unemploy ment remained twice as high as a the previous
cyclica pesk.

In fact, this late 1980s experience - persistent mass unemploy ment alongside acceerating
inflation - serves to make Friedman's 1968 point: an expansionary monetary and fisca policy
mix cannot, in and of itself, deliver, let done sustain, full employ ment. Indeed, excessive
macroeconomi ¢ expansions - which alow inflation to run out of control and then be forcibly
restrained - end up involving along-term price in higher unemploy ment, a"hy seresis” effect
asit was cdled in thelate 1980s.°

Enough, though, of Milton Friedman's intelectua triumphs. What | have said earli er about
the modern role of government in tackling market failure and countering short-termist or
irrationa expectations in marketsis aready enough to indicate little enthusiasm for
Friedman's libertarian free-mark etism - "broad monetarism™ if you like. But it was aso
Friedman's "narrow monetarist™ ideas about the stability of the link between the money
supply and inflation which, when taken to such an extreme by the Conservative Government
inthe early 1980s that even Friedman himself was horrified, were responsible for such
Mmacroeconomi C errors.

With hindsight, the story of the early 1980s issimple enough. What had seemed to be astable
relationship between money and inflation coll gpsed withthe begnning of financial
deregulation in 1979. The growth rate of M 3shot out of its target range and stay ed there,
even ater inflation had begun to fdl.®

But thethen government persisged with apolicy of high interest rates and high exchangerate,
inacontinuing attempt to meet its rigd monetary targets, at the expense of adeep recession.
By 1982, it was clear that monetary targets were not auseful guide for monetary policy,
athough the government persiged in settingtargets for arange of indicators until 1985. And
Nigel Lawson's flirtation with exchange rate targets in 1987 and 1988 and the debacle of
Britain’s membership of the Exchange Rate M echanism both had similar narrow monetarist
undertones - attenmpts to achieve low inflation by clingngdoggedly to intermediate indicators
which appeared to have been associated with inflation in past times or places, but which now
implied perverse policy mixes.

® Blanchard O J & Summers L H, “Hyderesis and the European Unemploy ment Problem” in
Summers L H “ Understanding Unemploy ment”, M IT Press 1990

° See, for example, Britton A, “M acroeconomic Policy in Britain 1974-1987”, Cambridge
University Press 1991



| said | would re-declare the death of monetarism. For, in the actions of centra banks across
the developed world, this degth is declared daily and monthly. M aintaininglow and stable
inflation - not too high, not too low - is an increasingy accepted god of monetary policy
around the developed world. Indeed, an increasing number of governments and centra banks
now adopt inflation targets. But usingfixed intermediate monetary targets to achievethis
low inflation god is no longer common practice. No major central bank now uses money
supply targets as rigid policy rules, as opposedto using them as one source among anumber
of sources of economic information. Economic judgement now rules the day, not blind
observance of monetary or exchangeraterules.

Thereason is twofold.

First, fixed intermediate targets rely on gable money demand functions. But financia
deregulation, changngtechnology and widening consumer choice have delivered such
instability in money demand functions that fixed monetary rules have proved unworkable -
not just inthe UK, but in the USand Germany too. For, while modern open economy
macroeconomi ¢cs say sthat demand shocks should not be accommodated - the underlying case
for fixed intermediate policy rules - these rules break down as a guide to the correct policy
response if the money demand function itself breaks down. No-one could accuse thefirst
Conservative government of accommodating inflationary pressuresin 1979 and 1980. In
retrogoect, domestic monetary policy wastootight duringthis period. But, accordingto the
government's own monetary targets which were consistently over-shat by the accelerating
demand for broad money, policy wastoo loose. If monetary targets had ever been ardiable
gquideto policy makingin the UK, they had certainly become redundant by thetimethey
wereput totheted.

But second, fixed intermedi ate targets rely not only onstable money demand but adso on the
assumption that demand shocks are predominant while shocks to supply are both infrequent
and essily recognisable. While standard macroeconomi cs recommends keeping money supply
growth steady inthe face of demand shocks, assuming a stable money demand function, to do
so intheface of alarge supply shock would mean aheavy and unnecessary pricein terms of
lost output - which is why the standard economic response to asupply-shock isto use
monetary and fiscal policy to accommodateits direct effects on the priceleve, again over-
ridingany fixed intermediate monetary target. If theam of policy isto gick to thepolicy
rule, then stick to thepolicy rule. But if theam of policy isto keep inflation low and stable,
and growth as high and stable as possible, then the policy ruleis again redundant.

So thisis thefirst principle - stability through constrained discretion™: stability and low
inflation is anecessary condition for achieving and sustaining high and stable levels of
growth and employ ment, but achieving stability requires the discretionary ability for
macroeconomic policy to regpond flexibly to different economic shocks - constrained, of
course, by the need to meet the low inflation objective or target over time.

] am grateful to M ervyn King who suggested that | add the word“ constrained” to the
origina description of thefirst principle “stability through discretion”, aterm he used in his
1997 LSE Financid M arkets Group lecture “The Inflation Target - Five Y ears On” and which
better captures thefact that the Bank of England exercises discretion only within the
constraint of theinflation target.



But if the need for discretion was so straightforward, then why the attraction in fixed
monetary targets in thefirst place?

Were monetarist governments in the early 1980s simply putting faith in an empirical
relationship which had by then broken down? In which case, if the monetarist belief in fixed
policy rules can simply be rgplaced by our first principle, then macroeconomic policy making
would once more become a strai ghtforward - if technical - task. The Chancellor could sit
back, take the advice of his officids and perhaps other expertsinprivate, then simply make
decisions which outsiders could observe and, if they so desired, try to raionaise - stability, if
you like, through private discretion.

But the answer, of course, is tha governments weretrying to achieve something more than a
simple and automatic rule for monetary policy making. That extrasomethingwas credibility .
Credibility is the dusive dixir of modern macroeconomics, and aso the subject of the first
Scottish Economic Society/Royd Bank of Scotland lecture given by Professor M ervyn King,
then Chief Economist and now Deputy Governor-Elect of the Bank of Engand.™

In that lecture, King defines credibility as "aquestion of whether announced intentions are
believable'. It is not simply amatter of trug - read my lips: no more inflationary booms - but,
he say s, of whether the monetary authorities face an incentive to pursue low inflation. Or to
use economi ¢s jar gon, to make policy-making "time consistent” by ensuringthat the
government actualy has an incentiveto achievethe goasin the future what it says now it
wantsto achieve inthefuture.

M onearism, then, was not simply an empiricd fact at one extreme, or afree-market dogmaat
the other. It was aso areaction against post-War discretionary macroeconomic policy
making which became popular in the academic literaturein thelate 1970s and early 1980sin
the guise of the"new classicd" or "rational expectations” movement in macroeconomics
which followed Friedman's semind presidentid lecture.

Anincoming government might declarethat it wanted to achieve low inflation, but this goal
was "time inconsistent” - when it came to pre-election time, the government'’s incentive
would dways beto cheat and dash for growth, knowingthat the resulting recession would
only come donglater. But, as Friedman pointed out, the result of tryingto exploit this short-
term trade-off between unemploy ment and inflation was simply to build in higher inflation
expectations (and therefore higher long-term interest rates) with no long-term gain in terms of
output or employ ment - indeed possibly higher unemploy ment and lower investment if the
resulting recession had | asting eff ects.

So policy makers needed to look for ways to deny themselves the temptation of using
discretion” to cheat on electorates by sayingthey were committed to low inflation, but then

" KingM "Credibility and M onetary Policy: Theory and Evidence" Scottish Journd of
Politica Economy Vol 42 No 1, February 1995

“? Kydland F E & Prescott E C “Rules rather than Discretion: The Inconsisency of Optimal
Plans” Journal of Political Economy 85(3), June 1976; Lucas R E “ Econometric Policy
Evduation: A Critique”, Carnegie-Rochester Conference Series on Public Policy, 1(2), 1976
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privately by tradingalittle moreinflation for alittle less unemploy ment. The monetarist
answer to thisproblem of "time inconsistency” wasto buy credibility - and therefore lower
inflation expectations and lower long-term interest rates - by "tying the government'’s hands”
and removingdiscretion from policy-making - thereby increasing both trust in the
government's long-term goas and in the government's commitment to goerate policy to
achievethose goals.

The problem, as | have shown, was tha the actua result was quitethe oppasite. Asthe UK
experience shows, persigingwith fixed monetary rules, as monetary aggregates ran out of
control was disastrous. Because the government had staked its anti-inflationary credentias on
followingtheserules, it - and the economy - was immediately faced with paying a heavy
pricefor breakingthem - not simply inlost output but adso log credibility. As onerule after
another proved unsugtainable and was replaced by the next, not only werethe government's
anti-inflationary credentials weakened, but it took its eye off the bal to such an extent that
theinformation that the double digt growth of M 4 did transmit from the mid-1980s onwards
was not gven the attention it was due.

Nor did the atempt, & the begnning of this decade, to maintain credibility though the ERM
fare much better. Linkingthe anti-inflationary commitment to afixed exchangeratetarget at
atimewhen the unification supply-shock waspullingthe anchor currency - theD-M ark - in
adirection which most other countries and certainly Britain were not in apositionto go,

guar anteed that the right economic decisions were not taken and then, when economics
proved too much and the nomina anchor brok e, the Government was left with the credibility
of its long-term goas under mined.

Thisisthelesson of our ERM failure: tryingto achieve credibility through stickingto fixed
and rigd intermediate policy rulesis destabilising, as the principle of stability through
constrained discretion suggests. But that does nat mean that we can rgect the need for
credibility in the Government’s commitment to its declared goals or ignore the conflict
between credibility and discretion which Friedman and his followers highlighted. So what is
the modern routeto credibility which preserves discretion? My remaining three principles
pick up three different ways in which the world makes private discretion more difficult or
costly - and focuses on how long-term, open, trangparent and devolved decision-making
provides abetter dternativerouteto goa credibility than fixed monetary or exchangerate
rules.

I1. credibility through sound long-term policies

Therapid gobd ization of the world economy has made achieving credibility morerather
than less importart, particularly for an incoming left-of-centre government which has been
out of power for two decades. This process of gobalization has many dimensions -
technological change, capitd market liberalisation and the growth and goba reach of
internationa trade - al of which have profound implications for domestic economic policy.
No sensible discussion of New Labour's economic policy could avoid alengthy discussion of
how technolog cal change and the growth of world trade have aff ected |abour market
outcomes. While macroeconomic policy errors are one centra cause of the rise and
persigence of unemploy ment in the 1980s, the concentration of long-term unemploy ment
among the unskilled demonstrates that changes in the globd pattern of demand and supply
are another.
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For macroeconomic policy making, there can be no doubt that the most significant change in
theworld economy is the gobalization of international capita mark ets which began before
the collgpse of the Bretton Woods sy gem of goba fixed exchange rates and, spurred on by
liberalisation and technological change, has acce erated apace since.

The power of “the markets” is dway s and everywhere: dollar slumps on bad trade news, D-
M ark rises on good inflation news, or, as the Wall Street Journal oncereported inits
headline, Dow-Jones fals on no news.

Globa capitd markets haveintensified the "timeinconsistency™ problem. In aclosed
economy, the issueis whether governments can fool their eectorates into believing higher
gowth is sustainable for awhile before domestic price inflation rises and the value of their
real wages falls. But in an open economy, with capita mobility, discretion aso gvesthe
government the ability to fool international investors into beievingthat growth will be
sustained before the exchange rate - and therefore the profitability of ther investments - fdls.

Do governments have this power? Some despair about thepower of "the markets”, arguing
that it renders governments impotent inthe face of mark et judgement, making discretion
impossible, full employ ment unattainable, slow growth inevitable.* The time inconsistency
problem is solved because governments cannot afford to cheat even for ashort while -
because markets immediately punish any government which stray s from the macroeconomic
straight and narrow.

The problemis that this argument is not borne out by ether theory or the internationa
evidence: it ignores the theoretica point that, even with free capitd markets and perfect
information, the existence of nomina wage and pricerigidities means that thereis gill a
short-term Philips curve trade-off which Governments can try to exploit; but it aso
enormously overrates therationdity and omnipatence of financia markets. It isprecisely
because markets can sometimes be misinformed, short-termist, irrationa, speculative and
herd-likethat government's do retain the power of discretion - for good or bad.

What is surprising, in retrospect, about the 1990s financid mark et turbulence in the UK,

M exico or Thailand is not that exchange rates came under pressure, but that governments
were ableto get away with unsustainable policies for so long before their soundness came
into question. And far from the markets homogenising economic policies by preventing
electorates from choosing diff erent economic policies, what remains striking is the diversity
of economic policy across developed economies. As arecent survey of the views of market
participants shows, market investorstake astrongview of ardatively narrow range of
macroeconomi ¢ indi cators, of which the current and projected inflation rates and fiscal
deficits are the most monitored.* But these arejust afew of the many variables upon which
economi ¢ policy bites and across which there is wide variation even between European

© For example, M arr A “Ruling Britannia: The Failure and Future of British Democracy”,
Michael Joseph 1995

“Mosley L, “Internationa Financial M arkets and Government Economic Policy: The
Importance of Financid M arket Operations”, unpublished pgper prepared for the 1997
Annua M eeting of the American Political Science Associaion, Duke University August
1997
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countries: the tax/spending share of GDP, the corporaetax rate, the level of the minimum
wage or the toughness of competition law to name but four.

Far from rendering governments impotent or rewriting the laws of economics, it seemsto me
that goba capitd markets actudly render government's more powerful in ther ability to do
bad or good - the main dimensions on which they have influence are sca e and speed rather
than direction.

Governments which pursue monetary and fisca policies which are not seen to be sustainable
inthelongterm, and, worse, attempt to conced thefact through short-term diversion or
deceit while delayingthe necessary corrective action, are punished hard these days - and
much morerapidly thenthirty or forty years ago.

When these crises hit, the effects can be hard and painful: high interest rates and fisca
retrenchment to stabilise the macro economy; low investment, fewer jobs and slower growth
as aresult; ahdt to structura reform and the wider economic agenda as the crisis consumes
time, energy and confidence; and contagon eff ects as - perhaps irrationaly - confidence
slumps in the wider economic area or region. But thereis aso alonger-term effect to be pad.
Once such amistake occurs, it can takealongtimeto repair the damage, in terms of lost
credibility, and so rebuild the ability to deliver stability through discretion.

Recent examples are illustrative:

- the UK's atenpt to maintain its ERM parity in 1992 proved unsustainable, in the face of
gowingevidence from the traded sector and the domestic economy that the exchangerate
and thelevd of interest rates it demanded could not be maintained; while the speeches made
by government ministers that thepolicy was centra tothe government’s economic strategy,
and the atempt to sell D-M ark denominated bonds to increase the fiscal cost of falureto
maintan the parity, only served to demondrate the degree of desperation and made it much
harder to regain credibility oncethe policy failed;

- Mexico's atempt to have simultaneously astrong exchangerate, largefiscal deficit and low
interest rates was unsugainable; selling short-term dollar denominated bonds to boost
confidence probably acceerated the crisis, and certainly made it worse when it hit.

- similarly, the recent crisisin Thailand has at its heart asimilar story of agovernment which
despite, and unlikein M exico, repeated warnings from the IM F, ran into baance of pay ments
difficulties becauseit tried for credibility purposesto maintain an unsustainable exchange
rate, compounded first by excessive credit expansion in afinancid sector which was not
sufficiently regul ated and supervised so that non-performingloans accumulated, and then by
an undeclared policy of intervening heavily in the forward market to try to sugain the
exchangeraeto preserve flaggng credibility and confidence in the long-term sustainability
of policy. Ironicdly, when the authorities werefinally forced to publishtheir forward book,
the crisis was degpened in the short term because only then did it became clear quite how
unsustainable policy had become.

But governments which pursue, and are judged by the markets to be pursuing, sound

monetary and fisca policies, can attract inflows of investment capitd a higher speed, in
greater volume and a alower cost than even ten years ago. Witness the huge investment
flowsinto Latin America, Chinaand South-East Asia over the pag decade. Or the rapid
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convergence of long-terminterest rates in Europe as more and mor e southern European
economi es have increased ther perceived probability of joining Emu.

M oreover, if governments are judged to be pursuing sound, long-term macroeconomic
policies and institutiona procedures, then they can use discretionary monetary, or indeed
fiscd, policy to ded with macroeconomic shocks which need to be accommodated in the
short term. It wasthe fact that German economic policy makinginstitutions were judged to
be crediblein thelong-term that enabl ed the Bundesbank to accommodate the supply -shock
of unification and effectively ignore its favoured money supply targets. It wasthe fact that
Alan Greenspan, as chairman of the US Federa Reserve, had such accumulated credibility
that hewas ableto cut interest rates hard and early at the end of the 1980swithout
destabilisingthe financid markets

So wereach the second principle - credibility through sound long-term policies: in aworld
of rapidly mobile capita, governments can have policy credibility and maintain constrained
policy discretion if they pursue, and are seen to be pursuing, monetary and fisca policies
which are wel | understood and sustainable over the longterm and wher e problems are spotted
and tackled promptly rather than disguised, while the Government clings to intermediate
indicators to prop up credibility .

The problem withthis second principleis tha, while astep intheright direction, it still rather
begs the question of how credibility can be achieved and the "time inconsistency™ problem
solved. Of course it would be much better to be agovernment which preserves its power of
discretion in macroeconomic policy, has low long-terminterest rates and has time and space
to focus on gructurd reform. Beingtruly credible means facing "time inconsistency” down
over time. Thelonger thetrack-record, the greater the cost of breakingthat record and
therefore the greater the belief that discretion is beingused wisely. But how does anew
government establish such atrack record? Does it simply havetowait, pay ashort-term cost
and proveits intertions are genuine? Or arethere actions it can taketo build credibility, short
of fixed policy rules?

Let me posetwo quedtions ay Government must answer:

Thefirst concerns information: why should | believe y ou are pursuing sound policies just
becauseyou say you are?

The second concerns reputation: just because y ou have been pursuing sound policies in the
pas, how do | know youwill continueto do so in the future?

[11. credibility through maxi mum transparency

At the heart of the"timeinconsistency” problem is imperfect information - about thetrue
state of the macroeconomy and, moreimportantly, about thetrue motivations of
policy makers.

Economi cs requires perfect information - about prices today and in the future and about the
qudlity of thegoodsyou buy - in order toproduce first-bes outcomes. But, asthe great US
economist, now Chief Economist a the World Bank, Joseph Stiditz has argued in numerous
articles over the past two decades, if that information is partia, and can be manipulated,
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then often quiteperverse outcomes can result.” The consequences of i mperfect information
underpin much of the new Keynesian research agenda, from failures in insurance or credit
markets through job-signa lingand efficient wage explanations of unemploy ment. At its
simplest, it is cgptured in the classic prisoners dilemma, where two isolated prisoners cannot
trug each other to co-operate and plead quilty, which would make them both better off,
because of therisk that one pleads guilty whilethe other cheats and pleads not quilty. So they
both plead not guilty and remain in jail - the worst outcome.

How does imperfect and asy mmetric information affect macroeconomic policy making?

First, as | have said, at the heart of thetime-inconsistency problem is inevitable uncertainty
about the true motivations of policy makers - about whether their clams to be pursuinglong
term sustainable macroeconomic policies are genuine.

But thisproblem is compounded by inperfect information about the stae of the economy and
policy actions which are beingtaken. Discretion for macro-policy makers would be
straightforward if it wereadway s immediatey clear what discretionary action was needed and
why and when action was beingtaken. If it was dway's clear what theleve of the output gap
was, or the underlyingrate of productivity growth, or wheher aparticular shock was a supply
shock to be accommodated rather than ademand shock to be countered, lifewould beessier.

The problemis that the sugpicion that the government is manipulatinginformation or policy
for short-term motives is as damagngto credibility and the economy as evidencethat it has
done so. Even if macroeconomic errors begn as mistakes rather than deliber ate deception,
the more suspicion there is about motivation, and the greater the asy mmetry of information
between government and the investing public, the higher short-term cost that ispaid in lost
credibility and the heavier the blow to credibility whenthings go wrong.

There can be no doubt that the UK paid apricein lost credibility because of the
macroeconomi ¢ mistakes of the 1980s. But thereis no need to suggest that thiswas the result
of deceit. Hubris is as serious arisk. Who can be surprised that a chancellor who, after
declaringthat an "economic miracle’ was occurring for someyears, cameto believe his own
rhetoric and over-estimate the capacity of the economy tosudain higher levels of growth -
only to find his miracleto be rather less si gnificant than he hoped and inflation acce erating
out of control?

Thelast few years show that credibility in macroeconomic policy making is avaduable
commodity - once promises on tax, borrowing or interest rates are broken it is hard to rebuild
credibility in futurepromises. And without it, the economy pays ahigher price in terms of
higher long-term interest rates, slower growth and aconstrained ability to use discretion when
it isredly needed.

But thelessthe public knows about how decisions are taken, the more suspicious it inevitably
will be about motivation and the more therisk of the kinds of market turbulence that can
occur when information is incomplete and policies are not wel understood. The more
economi c information that the government withholds from public scrutiny, the grester the

® Siglitz J & Weiss A “ Credit Rationingin M arkets With Inperfect Information(*, American
Economic Review 71 (3) June 1981; Siditz J E“Whither Sociaism?’, MIT Press 1994
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suspicion that thereis atruth which is beingwithheld and the books are being cooked. And
when discretionary action is needed, the less the public is taken into the confidence of
policy makers about the nature of the policy dilemma, and the risks associated, the harder it
will beto maintain credibility and support if things do not turn out as articipated.

This information problem is compounded when the passibility of bail-out by internationa
institutions exists. It is clear that the willingness of the International M onetary Fund, backed
by nationa governments, to provide rapid financid assistancetoM exico in 1995, helped to
stabilisethat crisis and limit the domestic damage. The need to maintain the capability for
rapid financial assistance has been even more apparent in recent months asthe crisisin
Thailand, clearly theresult of policy errors, has illed over into aloss of confidence and
market turbulence more generdly across South-East Asia Theloss of financia market
confidence in Indonesiain recent weeks, and the stabilising effects of the swift and
substartial assistance from the IM F, shows bath the soeed with which contagion can spread,
theway in which unsuganable policies can be quickly exposed, and theworth of the
international institutions.

But thewillingness of the IM Ftoplay this“ bail-out” role aso has a cost - the morethe IM F
iswillingto step into bail out failure, theless private capita and nationd Governments have
to suffer when problems occur, and the less vig lant they need to bein avoiding crisesin the
first place. Or, to use economists’ jargon, this moral hazard problem reduces therisk
premium which investors demand from potentialy vulnerable countries a the expense of a
greater risk borne by those who finance the internationa institutions. Which iswhy the
internationa institutions, and their developed countries financiers, have an interest in greater
trangparency in dl countries so that proper surveillance can occur and unsustainabl e problems
arenot hidden from view. This is one motivation behind the proposed IM F Code of Conduct

| referred to earlier.

So thethird principleis - credibility through maximum transparency: the gregter the
degree of transparency about the government’ s objectives and the reasons why decisions are
taken, the more information about outcomes that is published as amatter of routine, and the
more checks on the ability of government to manipulate theflow of information, the less
likely isit that investors will be suspicious of the government’s intentions, the greater the
flexibility of policy to react to real crises and the easier it is to build aconsensus for difficult
decisions.

Thisprincipletakes uspart, but not al of theway, to credible discretion. It helps guard
against the hubris trgp. And by making moreinformation available to the public and the
markets not only about long-term objectives, but the short-term sate of the economy and
policy, it makes"cheating' on policy mistakes less likely, and more costly - so helpingto
ease the time inconsistency problem. But it does nat alone solve the problem. Indeed, cynics
would arguethat the more the government does to persuade the markets and the public that it
can betrusted, the moreit has to gain in the short term from cheating. Which is why we have
to turnto afurther grand of economic theory, implicit in the preceding discussion of
credibility and discretion, which underpins thefind principle.

V. credibility through pre-commitment
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The existence of asy mmetric information about the government's motives explains only half
of the problem which centra bank independenceis designed to solve. The second is that we
livein adynamic world in which reputation matters. Thetragedy of theprisoner's dilemmais
not simply that they choosethe second-best outcome, but that they cannot learn from their
mistakes. Each timethey are offered the opportunity to gamble on mutua co-operation, it isa
gamblethey dare not takefor fear that the other will continueto chest. If only therewas a
way in which they could both pre-commit to plead guilty, then the dilemmawould be solv ed.

The same applies to governments. Theproblem is that the government can get away with
cheating once, by claimingthat discretion is needed to respondto ashock when dl that is
intended is a short-term pre-dection dash for growth. For it does so at the cost of its
reputaion in the future. You can only fool people once. But onceyou have, thepublic and
markets expect it again. And again.

The problems which continued to undermine the credibility of economic policy after the UK
left the ERM make thispoint. The government tried to focus on thelongterm - by setting an
inflation target against which it could be judged. It tried to be more open in the provision of
information - the minutes of the new monthly meetings between the Chancel lor and Governor
were published, and the Bank produced anew, quarterly Inflation report which provided
much more information about the state of the economy and the sance of policy. Yet, oncethe
Governor and the Chancel lor began to disagree, therewas widespread suspicion that thiswas
simply pre-élection politica manipulation of interest rate policy - certainly enough suspicion
to keep long-term interest rates high and make companies morewary about investing.

Theanswer istoput in placeinstitutiona mechanisms which mean that it is clearly the
government's intention to dothe right thing - to make, in thejargon of gametheory, a
strategic pre-commitment. Part of the solution, asprinciple 3 suggests, isto gve so much
information about the government’ s objectives and whether it is meetingthem, that it makes
falureto takealong-term view too costly to contemplate. But it is dsopossibleto go further
- to pre-commit not to cheat and dash for growth while retaining the discretion which is lost
with fixed policy rules.

Which is, of course, the heart of the casefor centra bank independence as asolution to the
time inconsistency problem, as made by Robert Barro and Robert Gordon in the early 1980s
and more recently and most doquently by San Fischer, M anaging Director of the IMF.* The
government, by legslatingto makethe central bank independent in setting policy to ddiver
low inflation, can strategically pre-commit policy to meetingthat objective whil e still
preserving the discretion for monetary policy to regpond flexibly to shocks. Certrd to the
ability of the Bundesbank and the US Federd Reserveto use discretion in the late 1980s, as |
outlined earlier, was thefact that they could do so without suspicion that they were
manipulating information or policy for short-term politica reasons.

And so wereach thefina principle- credibility through pre-commitment: the more
institutiona arrangements can demonstrate that policy istruly tryingto achieveits declared

*Barro R J & Gordon D “Rules, Discretion and Reputation in aM ode of M onetary Policy”,
Journa of M onetary Economics 12, 1983; Fischer S“M odern Central Banking’ in The
Future of Centra Banking, Capie F, Goodhart C A E and Schandt N (eds.), Cambridge
University Press 1994
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objectives, and the more difficult it is for the government to cheat by bresking promises or
amingfor different objectives, the more the public and investors will believe that decisions
are beingtaken for sound long-term reasons.

There are, of course, arange of types of “indgpendence’” depending on how the bank is
constituted, whether the government or the centra bank sets thetargets for policy andthe
degree of openness in its ddiberations. The arguments | have made tonight point do nat
necessarily makethe casefor one particular modd over al others but they certainly gvea
steer. In paticular, credibility through maximum transparency applies, in my view, a least as
much when the centra bank is independent. Putting aside the more politica arguments about
the need for democratic legitimacy, and the need to ensure that the government and centra
bank are seen to be united on obj ectives, the argument for maximising discretion by
explainingto the markets and the public why decisions are beingtaken and for what purpose
strengthens credibility of policy whether in the hands of the government or the central bank.

The sameinstitutional arguments apply aso to fisca policy - but necessarily to alesser
extent. The goal of monetary policy is reatively easy to codify: governments can sensibly set
theinflation target but then devolve decision-making over interest rates to an arms length
monetary agency which is charged with achievingthat goa. But settingtargets for public
borrowing and then asking afiscal agency to make the necessary decisions to meet those
targets would be much mor e difficult. Thereason, of course, is that public borrowingis the
difference between two much larger variables - taxes and public spending And decisions
about how much and who to tax and how much and how to spend affect not simply the level
of public borrowing, but amuch wider set of economic and socia objectives, not least the
distribution of income and wealth across society and between generations. It is precisdy to
make these choi ces and trade-offs, about ends and means, for which Governments are elected
- trade-offs which, unlike the supposed long-run trade-off between unemploy ment and
inflation, are not spurious but red. But there are way s in which a Government can preserve
its ability to make thesefiscal choices and yet dso buy credibility by making pre-
commitments to long-run tar gets, open procedures and institutiona constraints, asthe new
Labour Government is demonstrating and to which | now turn.

3. PRINCIPLES INTO PRACTICE- THENEW UK MACRO ECONOMIC
FRAM EWORK
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Establishing and retaining credibility isimportant for any centra bank or government
- but particularly for anew government from apolitica party which has been out of
power for aimost two decades and which has seen substantia changesin its party
constitution and policy in ashort gpace of years. So in my find section, | will try to
use these four principles:

- stability through constrained discretion;

- credibility through sound long-term policies;
- credibility through maximum transparency ;
- credibility trust through pre-commitment;

to explain the motivation behind the government's different reforms to
macroeconomic policy making.

Thefirst, and certainly most important, economic reform that the new government has
introduced is operationa independence for the Bank of Engand and the
accompanyingreforms - the new monetary framework - which the Chancel lor
announced in his letter to the Governor of M ay 6th. Taken as awhole, this new
framework puts al theseprinciples intopractice, as | will explain.

The Bank of England will be charged, under thelegslation, to set monetary policy to
achieve price stability as defined by the government’ s inflation target - not afixed
intermediate tar get - of either the monetary or exchangerate target. So through this
institutiona reform, the government is now pre-committed to amonetary policy
which aims to keep inflation low and, without prgudiceto that objective, to support
the government’ s objectives for growth and employ ment. But this secondary
objective, combined with the precise formulation of the price stability objective as a
target of 2.5 per cent on average, isimportant because it makes clear that the Bank has
discretion to respond intdligently to supply-side shocks - adiscretion which is further
underpinned by the new “ open letter system” which ensures that this discretion is
exercised in an open and transparent manner.

Thereis no doubt about the government and the Bank’s sound long-term obj ectives.
Theinflation target makes clear that the objectiveisto achieve, on average, an
inflation rate of 2.5 per cent measured by the underlyinginflation rate. And it isthe
Bank’s primary roleto achievethat objective, without any government over-ride
except for very exceptiona circumstances. The separatefisca task of managngthe
government’ s debt will be the job of the new debt management agency, while banking
supervision will bethetask of thenew SB. Thereis now no risk of mixed motives or
reputaiona contagion between supervision and monetary policy making. Whilethe
Bank is responsible for “financia stability”. Aslender of last resort, regporsibility for
avoidingproblems in thefirst placeis SB’s and therisk of moral hazard is gone.

These new institutiona arrangements aso maximise openness and trangparency . The
Bank’s new M ondary Policy Committee meets monthly to se interest raes to meet
that objective, the minutes of which are published with asix week delay and which, if
there were avote, would include the votes cast. The Bank publishes aquarterly
inflation report which explains its view of the economy and how it is setting policy to
meet that objective. The Governor and Deputy Governors will appear regularly before
the Treasury Sdect Committeeto explain ther actions. The reformed Court of the
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Bank will beresponsible for the Bank’s finances and there will be adebatein
Parliament each year on the Bank’s annud report. The forward book of the
government’ s forel gn exchange rate transactions will be published with alag, and the
Bank will follow similar procedures.

But, importantly, the new arrangements aso preserve discretion - constrained by the
inflation target. Policy is amed a achieving an inflation rate of 2.5 per cent. But if the
actud inflation rate were to go mor e than one percentage point either side of that
target, then the Governor would write an open letter tothe Chancdlor explaining
why this has occurred, how longit is expected to persig, the action theM onetary
Policy Committee has taken and is takingto get inflation back to thetarget and how
thisis consistent with its objectives. This“ open letter” is critical for two reasons.
First, because it makes clear that the Bank and government is at al times committed
to thelong-term low inflation policy. But second, it dlows the Bank, in full public
view with Government support and entirely consigent withthat long-term am, to
respond when necessary with discretion tothe kinds of supply -side shocks | gpoke of
earlier without paying ahigh pricein terms of lost output.

So the new arrangements arein linewith al the four principles. Sability through
discretion is preserved. The long-term, soundness of policy is unquestioned. Openness
and transparency are maxi mised. And this is enshrined in new and credible
institutiona arrangements, set out in legslation.

So too with fiscal policy. The government, in its first Budget set out afiveyear deficit
reduction plan to achieve sound public finances. Policy is set to achieve clear and
unambi guous fiscal rules: the Golden Rule and to hold theratio of debt-to-GDP & a
stable and prudent level over the economic cycle - rules which, unlike under the
previous Government, cannot easily be changed as the cy cle progresses. M oreover,
while the government is pre-committed over the cycleto deliver sound long-term
fisca policies, both the automatic stabilisers and the discretion to use fiscd policy, if
necessary, to regpond to an economic shock have been preserved.

In order to reinforce this long-term focus, openness and trangparency is being
increased in fiscal policy. July’s new Red Book aso included information that the
government has never published before which revea moreinformation about the
government’ s view of the state of the economy and the public finances. First, the
government published cyclica ly-adjusted estimates for the fisca deficit - designed to
avoid thekinds of errors made in the late 1980s by reveding publicly the
Government’s best view of the underlyingstate of the public finances. But in order to
introduce a bias towards caution, the government published two views of the output
oap - acentra case and amore cautious case, and cyclically adjusted deficit numbers
based on both scenarios. This was only abegnning. In a matter of weeks, the
Government will publish thefirst ever Nationa Asset Register which, aongsidethe
Golden Rule and eventualy the capita/current distinction which will be off ered when
resource accounting and budgeting begns, will break greater transparency and
rationdity tothe Government’s capita Budgeting. And afew days later, the
Government will, for thefirst time, publish a Pre-Budget Report which will encourage
adebate about the state of the economy and public finances and the government’s
economic policy agendain advance of the M arch Budget.
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Finally, the government has taken institutional steps to increase fiscal policy
credibility. The Naiona Audit Office was asked, before the Budget, to report on
changes in the conventions that the government was planning to ensure that decision-
making was based on sound assumptions which have not been manipulated. The NAO
will have acontinuingrolein future Budgets. And the government has committed to
publish, each year, the IM F' s conclusions of itsstaff visit to examinethe

government’ s economic policy, includingits Budget judgements.

4. CONCLUSION

Soinfisca policy, asin monetary policy, the government has acted early to boos its
policy credibility. Discretion has been preserved. A sound long term basis for policy,
with clear targets, has been established. Policy-making is more transparent than in the
pas. And ingitutional changes, a the Bank of Engand and with the new rolefor the
NAO, guarantee this long-term commitment to sability will be maintained.

Will this makefor better policy? Only timewill tell. Clear principles, sound
institutionda reforms, and a genuine commitment to trangparency and accountability,

create the conditions for better policy making. But, as | said a the begnning, it is
results tha count. Outcomes gpeak louder than reforms.

Ends
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