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From the Canadian Experiment of the 1990’s:
A New Consensus on Monetary Policy

EpwiN LE HERON*

With the end of the Bretton Woods fixed exchange rate system and the
increasing inflation and monetary problems after 1973, monetary policy
became self-governing. Monetarist regulation was adopted in place of the
Keynesian framework at a time when the only internal objective was
the control of inflation. Floating exchange rates, however, stabilized
neither the exchangerate nor the balance of payments. External constraints
on monetary policy had always existed.

The globalization of trade led to the development of Optimal Currency
Areasaccording to Mundel I’ sdefinition. However, therewas discord between
dominating countries, who arefreeto chooseinternal objectivesin monetary
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policy, and dominated countries, who are forced to seek external objectives.
Strong regional economic integration like North American Free Trade
Agreement (NaFTA) and the European Monetary Union made the choice of an
exchange system even more difficult. The autonomy of national monetary
policieswas questioned under Mundell’ striangle of incompatibility.

At the end of the 1980s, the instability of monetary aggregates and the
rising importance of financial marketswith recurring crises accompanied
with a confident liberal ideology led to the gradual adoption of a“New
Consensus’ (Nc) on monetary policy: the inflation targeting. Numerous
countries adopted a unique and direct objective of inflation control and
abandoned other intermediate targets such as monetary aggregates. New
Zedand was the first country to do thisin 1989 followed by Canada in
1991, the United Kingdom in 1992, Finland and Sweden in 1993 and
Australiaand Spainin 1994.

Consequently, since the early 1990s, monetary policy has changed
extensively from money targeting to inflation targeting. Historical,
institutional and theoretical reasons havejustified these evolutions. Change
waslimited for countriesthat dominated aparticular areaof currency like
the United States, Germany and Japan while these changes were much
more widespread for dominated countries such as Mexico, Canada or
France. While the new Classical and Keynesian theoretical approaches
are well known, the evolution of the institutional frame is much less
understood. An attempt to clarify the following questions will be made:
What are the differences between the New Consensus and the Keynesian
or Monetarist system that preceded it? What part do financial markets
play in the determination of present monetary policy?

The Canadian experiment of the last ten years will be analyzed. This
country was aprecursor to the New Consensusinthe 1990'sand its close
relationship with the dollar is particularly interesting to study. The
conventions of the Central Bank of Canada (BofC) (response function,
backgrounders and communications) will be examined in order to
understand its behavior. The objective is not to judge the efficiency of its
monetary policy but to clarify itsdefinition, itsfoundationsand itsinnovations.
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Initialy, therewill be an examination of the Central Bank of Canada and
its monetary policy. Subsequently, an attempt will be made to define the
New Consensus by comparing it with those that preceded it.

CANADA IN THE 1990s:
AN ATTEMPT AT AuTONOMY FOR MONETARY PoLicy

Inthe 1990s, Canadaand France were monetarily “ dominated” countriesin
their regional area. But, contrary to France, who chose fixed exchange
rates and the renunciation of autonomy initsmonetary policy to alow for
the construction of the Euro, Canada preferred floating exchange ratesto
maintain a relative autonomy in its monetary policy. This obliged its
Central Bank to innovate after 1991.

Target, Strategy, | nstrument and Transmission of M onetary Policy

With avery open economy (85% of itsforeign trade being with the United
States), Canada chose floating exchange rates' to preserve autonomy inits
monetary policy. AsMundell showed, in aglobalized economy wherethere
isafreeflow of capita, it isimpossibleto pursue an external, exchangerate
objectiveaong with theinterna objectivesof inflation control and economic
growth. Presently, theonly availableinstrument for central banksistheinterest
rate. Thetriangle of incompatibility isthen strengthened.

Theimportant differencein the production structure between Canada
and the United States justifies floating exchange rates. This difference
explains and requires separated evolutions for each currency. According
to BofC, the monetary policy follows these seven stages:

1Thereisan existing tradition in Canada: only developed countries do not stay in the
system of Bretton Woods' fixed exchange rate. According to Gordon Thiessen, Bw's
release in September 1950, is aready partialy inspired by the ideas of Milton
Friedman. Only the period of the triumphant Keynesianism leads it to choose fixed
exchange rates (1962-1970). On this subject, see Bernard Elie, 1993, pp. 49-66.
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1. In1991, Canadawas oneof thefirst countries?, which adopted an inflation-
control target. The target range currently extends from 1% to 3%
(established for 5 years 2001-2006). The secondary objectiveisto minimize
the output gap which ismeasured by the difference between the economy’s
actual output and the level of production it can achieve with existing
|abor, capital, and technology without putting sustained upward pressure
oninflation. It isahierarchical mandate. An inflation-control target aims
at the expected inflation and attempts to influence the anticipations of
economic agents.

At our fixed announcement dates, we are not trying to affect today’s
inflation. What we are aiming at isfutureinflation and acting preemptively
to achieve a balance in supply and demand going forward. (Dodge,
2002.)

Inflation target is defined by the Central Bank. Measuring inflation allows
for the efficiency of monetary policy to be calculated directly. The global
Consumer Price Index (cpi) serves as a benchmark for comparison. To
assessthetrend of inflation, the BofC usesthe“ corecr”, which excludes
the eight most volatile components (fruit, vegetables, gasoline, fuel oil,
natural gas, mortgage interest, intercity transportation, and tobacco
products) aswell asthe effects of changesin indirect taxes on theremaining
components.

2. The Central Bank anticipates the actual output and the potential output to
measure the expected output gap, as in Taylor’s policy rule. The output
gap isthen referred to as spare capacity or excess capacity. To determine
the level of potential output, the function combines with the concept of
Nairu and so accepts the Monetarist conception. However, both the level
of potential output and the output gap are estimated numbers and,
consequently, thereisamajor uncertainty intheir calculation. Asaresult,
the BofC now weights more heavily a range of indicators in order to
assess the degree of pressure on the economy’s production capacity
(movementsininflation rel ative to expectations, the growth of money and
credit, wage pressures, and evidence of supply bottlenecks). The Central

2 1n 1991, the target midpoint fixed by the Bank of Canada was 3% for the end of
1992, then 2% (target range from 1 to 3%) for the end of 1995, renewed twice for
three years, before being fixed for five years, 2001-2006.
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Bank claimsto be equally concerned with both the negative and positive
output gaps. It isasymmetric strategy.

3. The BofC calculates a path of inflation over two years for monetary
conditionswhich are the combined effects of thelevel of short-term interest
rates and the exchange rate for the Canadian dollar. To keep inflation
withintherange of 1%-3%, monetary policy needsto aim at the 2% target
midpoint over the six to eight quarters that are required for monetary
policy to have most of itseffect. The Monetary ConditionsIndex? (mci) is
at the center of the device and of the response-function of the Central
Bank (diagram 1).# Theindex, however, isbuilt on nominal interest rates
and has no theoretical meaning for the New Keynesians who use real
interest rates. According to Marc Lavoie, the mcl is the residue of the
previous periods when the Bank will have looked for simple alternatives
in M1’s growth rate.

Themci ismeant to provide ameasure of the degree of ease or tightness
in monetary conditionsrelative to abase period. Themci capturesthe effect
that monetary policy has on the economy both through interest rates and
the exchange rate. Following empirical calculations, the interest rate
receives a weight of 1, and the exchange rate receives a weight of 1/3.
Theserepresent the relative effect that changesin short-term interest rates
and the exchange rate have on output.

Thewmci formulais:

mct = [(CP90 —7.9) + (100/3)] [(In (C6) —In (91.33))]

With: CP90 = Canadian 90-day commercial paper rate; C6 = Canadian
dollar index.

8 Pierre Duguay conceived the mci. However, it is necessary to say that with the
replacement of Gordon Thiessen by David Dodge in 2001, the importance given to
the mci isless, though it appears to us that its use is unquestioned. Gordon Thiessen
was the governor of the Bank of Canada from 1994 till 2001. Prior to him, it was
John Crow (1987-1994). If John Crow introduced the new consensus by inflation
targeting, it was Gordon Thiessen who theorized and implemented it after 1995.

4 The author built all the diagrams from the data available on the BofC web site,
managed by Eades, <webmaster@bank-banque-canada.ca> and the Bank of France
web site.
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DiaGram 1
Monetary Conditions Index
(in Juanary 1987, the mci = Q)
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Itisanindex of the trade-weighted exchange val ue of the Canadian dollar
against six major foreign currencies (us$, Euro, Yen, £, Swiss franc,
Swedish krona) (1992 = 100).5 Theweights are cal cul ated using the trade
flows between Canada and the countries in the index to measure the
relativeimportance of their effectson globa demand. Themc isconventionally
calculated to be equal to 0 in January 1987.

Evidently, the compounding of the monetary conditionsisnot mastered
by the Central Bank and some combinations are preferable to others. It's
better to have low interest rates and a high exchange rate than theinverse.

This allows for the Central Bank of Canada to have an autonomous
monetary policy thanks to floating exchange rates while integrating the
exchangerate channel of transmission. Thisisimportant for such an open
country becausethe value of theus dollar strongly influencesthe demand
of goods and services.

5 C6=100[1/((us**0.8584) (Japan**0.0527) (uk**0.0217) (Sweden**0.0035)
(Switzerland**0.0043) (emu**0.0594))]/1.046294; ** means exponent.
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4. The Bank of Canada determinesthe Target for the Overnight Rate® i; (the
BofC’s official rate or key policy rate). There are only eight specified
dates during the year when the bank may announce a change to the bank
rate. Monetary policy is implemented in a regime with zero reserve
requirements.” The reserve requirementsare replaced by financial penalties
when the amount of the bank’ reserves moves away from zero.

In afloating exchange system, policy transmissionis shaped by the medium
and long-term interest rates channel [i,-, i,;] and the exchange rate channel
ewhich areinthemci formula. The morethat theincrease of the short rate
seems established, the moreit echoesin thelong rates. The changesin the
long rates are a function of the evolution foreseen in the real rates, risk
premium and the anticipated inflation rate. The changesin the exchange
rate depend on the expectations of the market concerning national policies
and on external effects such asAmerican policiesaswell astheevolution
of prices on raw materials or the relative cyclical position. Interest rate
changes can take from 18 to 24 months to work their way through the
economy and have asignificant effect on inflation. A dynamic process of
adjustment takes placein the economy in the following stages:

Ai; = Ay, iir and e = Amcl = ASpending and Sales =
AProduction, Employment = APrice

6 The Target for the Overnight Rate is the midpoint of the Bank’s operating band for
overnight financing. The official rate was formerly the bank rate, which is the upper
limit of the operating band.

The Bank of Canada operates a system to make sure trading in the overnight market stays
within its ‘ operating band.” This band, which is one-half of a percentage point wide, always
has the Overnight Rate Target at its centre. For example, if the operating band is4.25t0 4.75
per cent, the Overnight Rate Target would be 4.50 per cent.

Since the institutions know that the Bank of Canada will always lend money at a rate
equal to the top of the band, and pay interest on deposits at the bottom, it makes no sense for
the institutions to trade overnight funds at rates outside the band. The Bank of Canada can
also intervene in the overnight market at the target rate, if the market rate is moving away
from the Overnight Rate Target. (Bank of Canada, July 2001.)

7 On this subject, see (Clinton, 1997). Clinton and Howard examine the effect of
eliminating reserve requirements on the linkages between the one-day interest rate,
over which the bank has the most influence, and other rates of interest.
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Evidently, the Central Bank doesnot try to react to the daily variations of the
exchangerate. To determinethe right moment for itsintervention, the Central
Bank should take into account the situation of financial markets. It should
distrust extrapol ative anticipations on the exchange market and thus, eliminate
the necessity of systematically explaining the current situation and monetary
policy. The bank’ sactions should not be misinterpreted.

Because of the lag, monetary policy must focus on the future, rather than
the present. By always acting in a forward-looking manner, the Bank of
Canada aims to forestall future inflation and keep it within its inflation-
control target range. (BofC, 2001.)

5. It supposes that there are no supplementary shocks. The trajectory
correspondsto that projected for the given monetary conditions.

6. Other scenarios, including risk scenarios, are modeled to see how the
Monetary Conditionswould react.

| would note that we are very aware of the uncertainty surrounding both
the projection and the transmission mechanism that links our actions to
demand and inflation. (Thiessen, 1998, p. 33.)

7. Monetary conditions must be constantly re-evaluated and adjusted to
respond to shocks of one sort or another ensuring that the economy remains
ontrack for theinflation-control objective.

Stages|[2] to [7] form an iterative process.

Uncertainty, Transparency and Accountability:
General Philosophy of the Canadian M onetary Palicy

By referring to Nairu, Canadian monetary policy remains inspired by
Monetarism. Nonetheless, in practiceitisnow radically removed fromit. At
the start of the 1980's, the instability of the relationship between money
supply and inflation led to the abandoning of this simplistic quantitative
correlation. AsaBofC director remarked at the time: “We did not abandon
M1, itisM1whoabandoned us’. Consequently, the fundamental concepts of
the new monetary policy became the importance of a non-probabilistic
uncertainty, the complexity of anticipations, transparency, communication
and credibility and games theory. Uncertainty was the major obstacle put
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forward by the directors of the BofC for the definition and conduction of its
monetary policy. Theoptimism of Monetarismfor inflation control disappeared
completely. AsDavid Laidler (2001, p.iii) asserts:

The academic economist can very easily, and very often does, neglect such
uncertainty, but the economist in a Central Bank does not have that luxury.

Two kinds of uncertainty can be seen. Thefirst kind includes unexpected
events, external and internal shocks and errorsin forecasting which can
set monetary policy off in abad trgjectory. The second kind arises when
the private sector does not clearly understand thelong-term objectives of
monetary policy. Gordon Thiessen warnsthat these two uncertainties can
combine when markets do not know how to interpret the reaction of
monetary authorities to a shock. A different perception of the situation
between the Central Bank and markets creates problems and increases
the uncertainty. When markets are “nervous and volatile”, the Bank of
Canada prefersto stabilize them by targeting exchange rate stabilization
before returning towards the internal objectives of inflation and growth.

The Central Bank can take action concerning uncertainty. According
to Thiessen (1995, 2001b), the Central Bank essentially hastransparency,
information and credibility. To reduce uncertainty, Thiessen gives six
suggestions:

1. Keeping inflation low and stable is the best way to keep the economy on
the smoothest possible track for long lasting growth and job creation®

2. Anexplicit inflation-control target should be declared becauseit gradually
influencesthe anticipations of economic agents

3. Inthe case of Canada, with afloating exchangerate, it isnecessary to definean
intermediate objective such asthemci, which takesinto account the exchange
rate. Thiessen insists on the fact that to change the discount rate is not to
change monetary policy, but rather an adaptation to current and anticipated
monetary conditionsand addsto the credibility of theaction

8 On the price stability as guarantee of the productivity, see, for a critical point of
view (Lavoie and Seccareccia, 1996).
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4. To provide more transparency in its actions, there has been atarget range

of 50 basis pointsfor the one-day rate. The BofC hasintervened actively
through its operationsin the money market to hold the one-day rate within
that range and make the limits of that range clear to the market

. This can reduce the uncertainty of the public and financial markets by

clarifying the longer-term goals of monetary policy, the shorter-term
operational targets at which it is aiming its policy actions and its own
interpretation of economic developments. The Central Bank should openly
reveal al thisinformation

6. Contrary to Monetarism, surprisesin monetary policy should be eliminated.

Thus, the high short-term volatility of the discount rate, essential in the
monetarist method, would also disappear. To lessen speculation, bank
rates are maintained at the required level for as long as possible. The
graph of the discount rate takes a characteristic stairway pattern. Canadian
discount rates show this pattern after March of 1996, long after the United
States (diagram 2)

Diacram 2
Discount Rates of the Fed and of the Bank of Canada
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For this purpose, the Bof C introduced in 2000 a system of eight “fixed”
or pre-specified dates each year for announcing any changesto the officia
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interest rate it usesto implement monetary policy. Inintroducing the new
approach, the BofC joined many other central banks, including the Fed,
the Reserve Bank of New Zealand (al so 8 specified announcement dates
each year) or the Bank of England (12 fixed dates a year). The key
advantages and benefits of the new approach include:

¢ It reduces uncertainty in financial markets. With announcement dates
specified in advance, and with a press release, fixed dates allow market
participantsto plan and operate more efficiently

o It enhances focus on the Canadian context. Since the BofC's schedul e of
fixed announcement datesis different from the fixed-date schedul e of the
Fed, it allows more attention to be focused on Canadian economic
circumstances

+ Emphasis on medium-term policy (18 to 24 months) is greater

«+ It enhancestransparency, accountability and communication with the public

Regularly explaining the reasons for either changing or not changing interest
rateswill enhance the transparency of monetary policy and should help financial
markets to better understand and anticipate the bank’s actions. The eight new
occasions to communicate will also reinforce the bank’s accountability by
further enabling it to link the conduct of monetary policy with the achievement
of the inflation-control target. (Bank of Canada, October 2000.)

It is necessary to use the conventions of the market as much as possible;
on one hand, by conditioning to its expectations and on the other by
trying to respect them. Credibility gives some assurance when reacting to
shocks because a high degree of transparency makes the monetary policy
transmission easier:

As monetary policy has become more transparent, it has become evident that

it works more effectively when financial markets and the public understand

what the bank is doing and why. We no longer regard surprise as an important

element in monetary policy actions. We prefer to see private agents anticipate,
rather than respond to, monetary policy actions. (Thiessen, 2000b, p. 79.)

On the other hand, the aggregates of money and credits are not very
important any more. These are only indicators. For along time, credit
was seen as determined by financing demand and financial institutions
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were passively content to satisfy it. With Monetarism, the monetary
authoritiesbelieved inavertical curve of money supply. The control of
the Central Bank’s money was enough to control credit. Today, the
Bank of Canada must ask itself two questions. First, does monetary
policy implementation involve an automati c adjustment of credit? That
is, doesan increasein the short-terminterest rateinevitably imply afall
in credit demand (as with the 1s-Lm model)? If the answer is no, the
Central Bank should keep a sharp eye on credit. Second, are there any
shocks that stem directly from the credit market such as in a “ credit
crunch”? For the Bank of Canada, however, this approach hardly
explains global demand.

Obviously, theincreased power obtained by independent central banks
highlights the problem of their responsibility to the nation and that of
their relationship to ademocratically elected government.

| would argue that transparency and accountability give autonomous Central
Banks legitimacy in a democratic society. (Thiessen, 1998, p. 39.)

Inflation targets have made these performance assessments more
straightforward. Article 14 of the Bank of Canada Act represents not
only the announced objective but also an accountability arrangement.
Thisinstitutional design defines the nature of the bank’s relationship to
the Minister of Finance in the area of monetary policy.

The second part of the accountability arrangement for the Bank of Canadais
the directive power given to the Minister of Finance under section 14 of the
Bank of CanadaAct. With the new practice of agreed targets between the Bank
and the Minister, the directive power, which has never been used, now seems
even lesslikely to beused. Nonetheless, if there were afundamental disagreement
on the targets when they came up for renewal, the Minister could impose his
will viaadirective. That would likely lead to the Governor’s resignation and a
new Governor, who was prepared to accept the desired targets, would have to
be chosen. (Thiessen, 1998, p. 32.)

This is a power to be used only in extreme circumstances since the joint
statements of the BofC and the government show the degree of collaboration
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and agreement exi sting between both authoritiesand offer reassurance onthe
bank’scommitments.

The Bank of Canada has three conclusions from its experiment in the
1990s. First, regarding the aspect of uncertainty, monetary policy can not
be led in amechanical way. An automatic approach asin Taylor’sruleis
not applicable. One needs a stable, medium-term target (inflation-control,
mcl), that excludes the attempts at fine-tuning used for avoiding cyclical
fluctuations. The commitment to respect theinflation target must be understood
inthe medium term (18 to 24 months) and not in the short term.

Second, both the importance of speculation in financial markets and
the globalization of savings explain the high volatility of interest rates. It
isimpossible to control the whole range of rates. The main influence of
the Central Bank onlong-term rates proceeds according to the expectations
of the market concerning inflation.

Third, the more uncertain, global, and opened markets are requires for
greater trangparency inthebank’sobjectives, especidly intheimplementation
of monetary policy. An important feature of BofC's framawork is a strong
commitment to transparency and to the communication of monetary policy
strategy to the public. The Central Bank must implement not only “open-
market operations’ but also “open-mouth operations’. Thisinformation
is useful only if it is credible, hence the importance of adhering to
commitments. Because of Canada’s unique institutional arrangements,
the BofC has become more accountable to the public and the financial
markets rather than directly to the government (Bernanke, 1999).

Canadian monetary policy could be summed up as follows: inflation
target—commitment— transparency—accountability— credibility.

The Canadian results concerning inflation were very good, even better
than in the United States at the end of decade. Theinterest rate remained
high, notably in 1994-1995, but its progression was better afterwards
(diagram 3). On the other hand, growth and unemployment remained
very unsatisfactory; supported by declinesin the exchangerate. However,
thisdepreciation a so existsfor the European (Euro) and South American
currencies. Therefore, amore financial explanation should be made:
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DiaGRAaM 3
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The prospects of a New Economy attracted “hot money” to the United
States as well asthe sense of a*“flight to quality”. These, along with the
fact that it wastheworld’s chosen currency, werethe determining elements
for the dollar increase in spite of awidely unfavorable balance of trade
where an inflow of $1.5 billion isnecessary per day.

The autonomy of Canadian monetary policy, notably towards the United
States, isevident from 1991-2003. The adoption of mci givestheimpression
of a policy that alternates between fighting against inflation in a pure
floating exchange rate system (internal objective) and defending the
currency in flexible exchange rate system (external objective). With this,
there may be reason to wonder about the autonomy of monetary policy
towards financial markets which require a strong currency and weak
inflation. Some affirm that Canadian monetary policy triesto copy that of
the United Statesin terms of the“real” short-term interest rate. However,
diagram 4 showsthat thisis not true; particularly if we take the relevant
inflation rate for Canadian monetary policy: the “core consumer price
index” (four quarters). The diagram 4 showsthat the real discount rate of
the us is close to 2% (Taylor’s rate) between 1995 and 2001. It risesin
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1997-1998 to slow down the optimism of the financial markets and
becomes negative thereafter to prevent a deeper financial crisis. The
Canadian real short-term rate is much more volatile.

Diacram 4
Real Discount Rates for Canada and the United States
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An attempted judgment will not be made concerning the possible
deflationary effect of Canadian policy® which may lead to interest in the
Central Bank’s conventions and so in the devel opment of anew monetary
consensus. The Bank of Canada's speech and its numerous innovations
suggest anew strategy in monetary policy, whichwill now be characterized.

A New CoNSENSUS ON M ONETARY POLICY

After wwii, themain social democrat project wasin favor of aliberal policy
in which man, through his statesman, was at the heart of the building

9See Pierre Fortin, 1996, The Great Canadian Sump, annual meeting of the Canadian
Economic Association, June 1.
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of institutions. If this policy criticizes the socialist utopia, it assumes that
“reason” is necessary for the progress of democracies. At the start of the
1970's, which mark the end of the Keynesian consensus, aradicalization of
liberal policy started; first, via Milton Friedman and the Chicago School and
then via the return of “New” Classical theses and Friedrich Hayek. The
collapseof thesocidist aternative a so reinforced thisprocess of radicaization.
However, one notesthat the new model of monetary policy haskept aliberal
position that is mildly similar to Friedman's and has rejected those of the
ultra liberals and Hayek. Ultimately, New Keynesians rather than New
Classicalshaveinfluenced the views and behavior of modern central banks.

Thus, since the early 1960s, three systems!® of monetary policy have
existed in succession: Keynesians until 1973-1974, Monetarist until of
the end of the 1980s, and finally aNew Consensus sincethe 1990’s. After
abrief review of thefirst two systems, aclearer definition will be given of
this New Consensus by relying mainly on Canada, which was one of the
first countriesto apply this system.

A Short Review of the Different Consensus
on Monetary Regime since 1960

The Keynesian Consensus

During the 1960’s, the Keynesian regime* was basically applied
everywhere. The socia democrat liberalism, politics, statesmen and
thereforereason”, were at the center of the economic views. Thenaturalist
or “spontaneous’ view of liberalism was rejected.

10'With M. Bordo and A. Schwartz, we can define amonetary System —or amonetary
regime— as follows: “[...]a set of monetary arrangements and institutions
accompanied by a set of expectations —expectations by the public with respect to
policymakers' actions and expectations by policymakers about the publics' reaction
about their action”.

1 One can find it in the Porter Report for Canada, which is the equivalent of the
Radcliff Report for the uk. The Porter Commission worked from October 1961 to



CaANADA: A New CoNnseNsus oN MONETARY PoLicy 29

For Keynesians, the statesman is the only one that can think globally
and hence must deal with macroeconomic problems. He is the only one
that can make global anticipations and envision an optimal situation.
Because of the anticipations of economic agents, particularly those of
entrepreneurs that do not lead spontaneously to social optimal market
equilibrium, the statesman must intervene in the market.

Monetary policy followsfrom this position since money isnot neutral
either in the short run or in the long run. Monetary policy is part of
economic policy and depends on the government. The Central Bank is
under political control and merely influences the decided policy. The
national dimension is privileged since it is the legitimate context of
economy policy. To deal with international monetary relationsin terms of
the Bretton Woods agreement, fixed exchange rates are preferable to the
market mechanism. It isbelieved that sufficient quantities of reservesin
foreign currencies and areasonabl e exchange rate are enough to maintain
the autonomy of monetary policy. International financial exchanges,
however, are currently still low.

Monetary policy is part of the general framework of standard
Keynesianism. If the Philips curveis accepted; it is necessary to choose
between inflation and unemployment. The 1s-Lm model is also widely
accepted, even with disagreements about the shape of the Lm curve and
the distinction between money and financial assets. Keynesian monetary
policy followsfour principles:

1. Monetary policy is an element of a macroeconomic policy trying to fulfill
four objectives: the “magic square”. Monetary policy, fiscal policy, and the
management of public debt must be coordinated tofulfill these objectivesalong
with onethat gives priority to employment and production. A lot of emphasis
isplaced on the short term. Internal and external objectives coexist

1964. By Keynesian, one means the Keynesian Synthesis represented by the 1s-Lm-sp
model of Hicks-Hansen-Mundell-Flemming. This paper will not deal with the Post
Keynesian model of Monetary Production Economy because it has never been
implemented by developed economies.
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2. Monetary policy isjudged to be ineffective and complementary to fiscal
policy. If credit conditions have astrong influence, monetary policy should
be avoided because of its potential negative consequences such as the
instability of monetary policy instruments, financial instability, volatility
of money demand via the specul ative motive, liquidity traps and impacts
on the balance of payments

3. The instrument is the money supply or the amount of liquidity and the
objective isthe interest rate. Stahilizing the interest rate is preferable so
that investment is not disturbed. The impact of monetary policy travels
through the interest rate channel and the credit channel by changing the
liquidity position of financial institutions. Thisimpact, however, isjudged
weak and slow to manifest itself: “ One cannot push a string” (Porter
Commission, p. 496)

4, Officia control of quantity is usualy preferred to price control in the
credit market (credit control) and the foreign exchange market. Thisis
particularly true in case of difficult short periods. Moreover, selective
policiesarejustified

ThePhillipscurveiscompleted avkwardly intheis-Lm model and originaly
did not integrate amechanism of price determination. Also, fixed exchange
rates are not really justified from atheoretical point of view. Finally, the
Horizontalist tradition, where demand completely determinesthe supply
of money, cannot fully take into account the behavior of banks. Thus,
Keynesianism was not able to give relevant answers to problems like
inflation and floating exchange rates faced by developed countriesin the
early 1970's.

The Monetarist Consensus

The Monetarist model imposed itself progressively during the 1970s and
signaled arenewal of anaturalist liberalism based on amodified quantitative
theory of money. The genera framework of natural laws leading a real
economy to general market equilibrium was again accepted. However,
following the dichotomous principle between monetary and real spheresand
contrary to growth or unemployment level (refusal of the Phillips curve),
money does not depend on natural laws. Money iscredit money and thus, as
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acreation of men, the market cannot manageit. Money isonly neutral inthe
long run and, therefore, it is the role of monetary authorities to neutralize
money intheshort run. Inflation isonly amonetary phenomenon.

Due to institutions like money, “reason” is useful to preserve natural
equilibrium. However, itisthe“reason” of anindependent Central Bank that
has the monopoly to issue high powered money. Since astatesman only has
short-term objectives, he disturbsthe market equilibrium. The use of money
for short-term objectivesmust be completely avoided asit isunnecessary in
thelong run because of natural equilibrium and would disturb the economy
by causing inflation. The national aspect should begiven priority.

1. Since money should not be regulated by the government and cannot be
managed by the market, an independent Central Bank and technicians of
money are entrusted with the aim of neutralizing money via a smple
quantitative rule. The money supply should grow at a rate equal to the
natural growth rate of production which isdependent only on real factors

2. Monetary policy iseffective and useful but only for onelong-term internal
objective: the control of inflation. Contrary to the discretionary policy of
Keynesians, Monetarists want astrict monetary discipline via the respect
of thisrule

3. The instrument is the short-term interest rate and the objective is the
stabilization of the money supply as measured by aggregates (monetary
base or monetary aggregates). Therate of interest can be changed rapidly
and abruptly. The surprise effect may work. The demand for money and
the velocity of money are assumed stablein thelong run. Thisstability is
reinforced if the money supply isstabilized

4. One hasto choose aflexible exchange rate system. The external stability
of money (exchangerate) istheresult of internal stability (no inflation)

Thismonetarist regime could be schematically summarized asrcc: Rule,
Commitment, and Credibility. Svensson (1999, p. 636) callsthismonetarist
policy rule monetary targeting or money-growth targeting.
Withtherational expectationsrevolution, the basic Friedmanian policy
has evolved, but it remainsin thisrcc framework. Kydland and Prescott
(1977) or Barro and Gordon (1983) provide new decisive argumentsin
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favour of Rule, and against Discretion. These are the famous dynamic
inconsistency, inflation bias, reputational equilibrium. The rational
expectations school also strengthens the binding commitments to the
natural equilibrium.

Initspursuit to systematically take the opposite view of Keynesianism,
Friedmanian Monetarism takes many characteristicsfromiit, alittle like
Marx with Ricardo. Macroeconomic analysis gives priority to economic
policy and through that: the national aspect, non-neutrality of money (in
the short term), institutional and historical approaches to money,
consumption function linked to permanent income, importance of the
interest rate, etcetera.

If Monetarismwasrapidly accepted, it was subsequently rapidly rejected
also at least in its initial form. A strong instability between monetary
aggregates and inflation wasrapidly observed. These aggregates became
impossible to define precisely. Financial innovation evolved to avoid
rigorous monetary control. Moreover, flexible exchange rates did not
lead to equilibrium prices. On the contrary, crises become more and more
frequent. Regions under financial construction like in Europe cannot
accept this state of affairs. Inthe 1980’s, numerous research articles and
essays were written on the subject. However, they were mostly
unsatisfactory. It was not until the beginning of the 1990s that a new
system in monetary policy began to appear. It was more pragmatic than
Monetarism but kept the fundamental element of the latter.

Inflation Targeting: A New Consensusfor Monetary Policy

The New Consensus moved away from both Monetarism and standard
Keynesianism. However, it isan orthodox consensusthat takesalot from
New Keynesians. It can be summarized by the following three points:

«+ Inflation targeting isthe mainstream of the New Consensus. As Svensson
(1999) summarizesit: inflation targeting is an explicit inflation target, a
process of inflation forecast and a high level of accountability and
transparency
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«+ Inflation targeting must be implemented by an independent Central Bank

+ All expansionary fiscal policies lead to a higher inflation rate and to a
higher long-term interest rate. All restrictive monetary policies leads to
alower inflation rate without any effects on growth (otherwise positive) in
the long run (Romer, 2000)

This New Consensus was more precisely characterized through the
Canadian experience of the 1990’s, which followed the in-depth
transformation of the monetary and financial systems of the 1980’s. The
focus was mainly on the progressive realization that uncertainty matters
for monetary policy. This uncertainty pushed the disillusionment of the
newly independent Central Bank.

Uncertainty in Monetary Policy

The central problem of the new monetary policy is the incorporation of
uncertainty, notably on markets and through them, the expectations
of economic agents. The economy is much more internationalized since
financial markets have developed and fundsfor speculation have grown.
Thus, a national monetary policy cannot be implemented like it would
have twenty or thirty years ago. As Greenspan (2003, p. 1) claims:
“Uncertainty is not just an important feature of the monetary policy
landscape, it isthe defining characteristic of that |andscape”. Some of the
consequences of thisuncertainty are:

1. An efficient monetary policy must influence the long-term interest rate.
Theseratesarethe only onesthat arereally significant for growth and for
the financing of growth through loans. The link between short-term rates
and long-term rates is not unequivocal. Six expectations that have an
important influence on long-term interest rates can be suggested: 1) the
expectations concerning thelong-term productivity of capital, economic growth
and fiscal policy; 2) long-term expectations of inflation; 3) the current and
expected level of the short-term interest rate (“expectation theory”);*?

12 In this expectation theory (Artus, 1997) the long-term interest rate depends on
future short-term rates of interest.



TaBLE 1

Some others Definitions of the New Monetary Policy
Framework Known as Inflation Targeting

Aglietta (2001)
Bernanke (2003)

Goodfriend (2003)

Greenspan (2004)
Kohn (2003)

Meyer (2000)

Mishkin (1999)

NeumannVon Hagen
(2002)

Svensson (1999)

Taylor (1999)

Strategy/tactics. Institutional framework

Policy framework as a constrained discretion and the communications strategy
Commitment to keeping inflation low and stable

1. Announcement of an official target for the inflation rate

2. Acknowledgement that low inflation is a priority for monetary policy

3. Enhanced transparency of the procedures and objectives of monetary policy
4. Increased accountability of the Central Bank for attaining those objectives

Rule-like

1. The announcement of an explicit, numerical inflation target
2. The priority for price stability in monetary policy

1. Price stability as the primary objective, usually in the context of a hierarchical
mandate

2. Set an explicit target for inflation (as a point or as a range) and set a period
over which any deviation of inflation from its target is to be eliminated. The
time period prescribed for return to the inflation target is generally 18 months
to 2 years

1. Public announcement of medium-term numerical targets of inflation

2. Aninstitutional commitment to price stability as the primary goal of monetary
policy

3. An information strategy in which many variables are used for the setting of
policy instruments

4. High transparency of the monetary-policy through communication with
the public and the markets about the plans, objectives, and decisions of the
monetary authorities

5. High accountability of the Central Bank for attaining its inflation objectives

1. Inflation targeting served to structure internal monetary debates within the
bank

2. Inflation targeting matters to structure policy debates both within the Central
Bank and between the Central Bank and the public

3. Communication tools developed by inflation targeting central banks improve
the public's understanding of Central Bank intentions and stabilize inflation
expectations

Inflation targeting as a monetary policy rule:

1. An explicit inflation target

2. A process of inflation forecast

3. A high degree of transparency and accountability

Forward looking rules or forecasting rules
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4) risk premium as afunction of banks' liquidity preference; 5) the price
of financial assets, and finally; 6) the current and futurelong-term foreign
interest rates.

For example, if agentsare confident®® that the Central Bank will decrease
the short-term interest rate because of expectationsin the future of higher
growth and with that alower risk premium, low future short-term interest
ratesand of no inflation then thelong-term rateswill also go down. Onthe
contrary, if their confidence is low because of expectations of higher
inflation rates, higher risk premiums and stronger liquidity preferences
along with ahigh increase in short-term rate then long-term interest rates
will go up. Various scenarios show different evolutions making the
consequences of amonetary policy shock quite unclear.

2. The demand for money is very unstable** (Goodhart, 1993). Thus,
Monetarism loses one of itsfundamental hypotheses.

3. Thechannel s of transmission of monetary policy have becomevery complex
and uncertain. It is very difficult for monetary policy to anticipate the
most influential channel. The monetary channel isusually given priority.
The impact of a variation in a short-term interest rate can affect the
following: the cost of capital, expected inflation, the exchange rate, an
income effect and a substitution effect. However, avariation of theinterest
rate also influences financial assets. The channel of asset prices can
develop through awealth effect, the Q-Tobin ratio or areal balance effect
(Patinkin). Finally, most recently, the balance-sheet channel (Bernanke)
triesto integrate the devel opment of financial marketsvia theimpact of a
short-term interest rate variation on the bal ance-sheet structure of economic
agents: the effect on net wealth, the value of collateral, financial charges,
and therisk of liquidity and solvability crisesfor banks (LeHeron, 2002).
The links between monetary policy and systemic financial crisis can be
treated in the Minskian tradition (L.F. de Paulaand A.J. Alves, 2000) or
not (Mishkin, 1996). Of course, al these monetary policy channelslead to
completely different conclusions.

4. Today, liquidity crises are usually market liquidity crises rather than
banking liquidity crises. There is a liquidity crisis in the market when

13 One will see further why one talks about “confidence” rather than “credibility”.
14K eynes, Keynesians, and Post Keynesians have always put this instability forward.
See Radcliff Report.
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nobody isready to bid. Pricesgo down dramatically and all liquidity from
financial assets is withdrawn. Liquidity is defined as “ the capacity to
inverseadecision at any timeand at thelower cost possible’*® (Bernstein,
1998). Therisein the amount of marketabl e assetsin the balance sheets of
banks makesthe financial and banking system very sensitive to liquidity
crises. These new crises are far more dangerous than classical banking
liquidity crises. The impact of a monetary policy on asset prices (an
increase of interest rate automatically decreases the value of financial
assets) can itself generate a liquidity crisis on the market creating, via
the fall in the value of assets, a solvability crisis of banks and insurance
companies and a generalized financial crisis. The loss of confidence,
aong with a generalized preference for liquidity, explains the crisis of
the productive sector (Japan).

Fromthe Rule versus Discretion Dilemma
to the Credibility versus Confidence Dilemma

With the importance of expectations and the increasing role of financial
marketsat theglobal level, monetary policy haslost itscertitudes. Ruleshave
become irrelevant. The new credo is credibility. But the relation between
financial market and monetary policy isvery complex. Gametheory can be
used to understand the relationship. An important objective of monetary
policy isto reduce uncertainty in the markets by trying to influence them or
by using the expectations and conventions of thefinancial markets.

By uncertainty, one means a non-probabilistic, radical uncertainty,
notably becauseit integrates the expectations of private agents who base

15 The banking liquidity crisis corresponds to the intermediation risk. The monetary
liabilities of banks can go down rapidly while they are not able to sell assets at the
same pace. A lack of reserves (banking liquidities) leads banks to bankruptcy. By
being a lender-in-last-resort, the Central Bank can solve the crisis. On the contrary,
in case of liquidity crisisin the market, the Central Bank or the Treasury must act a
counterpart in last resort or a “market-maker-in-last-resort”. They can solve this
second type of crisis by buying at “whatever price” the financial assets that have
become illiquid. Then the risk of moral hazard is very high.
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their decisions on unstable conventions. These conventions, however, are
not only unstabl e but al so unpredictablein terms of when they will change.
This undetermined process explains the willingness of the Central Bank
totry toinfluencethem with the transparency of its objectivesand actions
and consequently the credibility of itsmonetary policy.

Changesin thisrate will be communicated to financial markets by a mixture of
convention and arbitrage. Initially, the impact will be felt in short term money
markets, becoming more remote as we move aong the maturity spectrum and
as expectations (interalia) play alarger part. In most regimes, the impact at the
short end will be very quick indeed. (Biefang-Frisancho Mariscal and Howells,
2002.)

Thus, inthis paper, itisargued that it is necessary to distinguish between
credibility and confidence. A Central Bank is“credible” when it “ shows
its determination to preserve the monetary system upon which it has
engaged itscredibility, in spite of deviationsthat it may consent to absorb
economic shocksin the best possible conditions” (Aglietta, 2001, p. 89).
In thisway, a Central Bank isjudged “credible’” when economic agents
think that the Central Bank will continue to follow the same policy
framework, making its reaction function stable, despite the necessary
adjustment to temporary economic conditions. That iswhy the monetarist
consensus could be characterized as follows: unconditional Rule—
Commitment—Credibility (rcc).

Thisrefersto*” confidence” when thereisamutual understanding between
the Central Bank and the economic agents, i.e., when the convention and the
strategy of the Central Bank are in accordance with those of the other

16 For example, when the ecs increased its interest rates in 2000 while the Euro was
in difficulty relative to the Dollar, the impact on the exchange rate was, contrary to
theory, negative. Indeed, the conventions of the market analyzed the weakness of
the Euro as a consequence of the negative growth differential of Europe vis-a-visthe
United States. However, an increase in the interest rate on an economy with a low
rate of growth, for which the market did not perceive any inflationary pressure
contrary to the views of the ecs, led the market to penalize a policy that increased the
problem instead of solving it.
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participants (actors in financial markets, political power, and firms).%
Therefore, it ispossibleto have credibility without confidence and confidence
may be limited. To over-simplify, one could say that the ece implements a
credibility policy (unfortunately in the opinion of some private agents), and
the Fed and BofC apply a confidence policy. Alan Greenspan (2001, p. 2)
definesthe optimal level of inflation asthelevel at which agents stop to take
inflation into account in their economic decisions. Statesman'’s “reason”
—either the government (Keynesians) or the Central Bank (Monetarist)—
cannot impose itself easily on financial markets. To be effective, the New
Consensus prefers confidence over thetraditional Monetarist credibility.®
In the New Consensus of inflation targeting, uncertainty isfundamen-
tal. Due to these unforeseen contingencies, there is no room for an
unconditiona rule: “[...]thereisno such athing in practice asan absol ute
rule for monetary policy” (Bernanke, 1999, p. 5). Abandoning the rule,
the New Consensusisareal turning point in monetary policy. Yet, it does
not reject the monetary discipline. The rupture with the unconditional
rule allows for more flexibility to respond to unforeseen shocks, but it
does mean full discretion. The New Consensus could be considered asa
synthesis, amix of rule and discretion. For Bernanke (2003, p. 2):

Constrained discretion attempts to strike a balance between the inflexibility of
strict policy rules and the potential lack of discipline and structure inherent in
unfitted policymaker decision.

This is the end of the Rule versus Discretion dilemma. This shift in
monetary policy theory is clearly pointed out by Bernanke (1999, p. 6):

17 For (Aglietta, 2001, p. 109), “[...]confidence is nothing but coordinating the
actors of the markets with the representation of the future proposed by the Central
Bank”.

18 Thisis all the more the case for the latter that credibility is founded on the respect
of an underlying model, which is considered asrelying on natural laws: the Walrasian
general equilibrium and the nairRu. Thus a Monetarist Central Bank thinks that it
knows the “true real model”.
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By imposing a conceptua structure, and its inherent discipline on the Central
Bank, but without eliminating all flexibility, inflation targeting combines some
of the advantagestraditionally ascribed to ruleswith those ascribed to discretion.

We should notice the New Consensus does not reject the all rRecc monetarist
regime. It keeps Commitment and Credibility. Indeed inflation targeting is
generaly identified as a “commitment to maintaining price stability”
(Bernanke, 2003, p. 6). The problem isthat inflation targeting i s supposed to
define price stability. Commitment means respecting the announced target, in
order to preserve credibility. Once again, uncertainty makes these two
conditionsuneasy. Conserving commitment and credibility, the New Consensus
does not avoid some problems of the previous M onetarist consensus: because
of uncertainty, the Central Bank does not automatically meet the inflation
target. A gap can appear between what Central Bank says (commitment to
price stability) and what Central Bank does (short-term deviation or economic
stabilization). Or assummarized by Blinder (2000, p. 1422):

A Central Bank is credible if people believe it will do what it says.

Moreover, commitment to price stability generates a hierarchical mandate
(Meyer, 2001, p. 1), systematically preferring price stability to economic
stabilization. Thisimpossibility of afull dual mandate makesbalance of risk
unfeasible. As a conseguence, monetary policy could be in disaccord with
the preferences of the public and the financial markets, and even with what
the economic environment requires. It reveal sthe credibility problematic of
theNew Consensus. A new dilemmaappears credibility versus confidence.
Subsequent to thisisthat thereisareal dilemma for the Central Bank
in its relation with markets. This dilemma is the difficult choice to be
made between credibility and confidence. The Central Bank hasto convince
themarketsthat itsactionisrelevant so that it can usetheir power. In order to
be credible, the Central Bank must show and respect a clear objective.
Its strategy must be transparent, announced, and each modification of its
instrument (short-term interest rate) must be explained dong withitsanalysis
of theeconomic situation. Thiseffort of communication (open-mouth policy)
aims at reducing not only uncertainty in relation to markets but also the
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uncertainty that the markets have regarding inflation, interest rates,
exchangerates, etcetera. The Central Bank hasto reduce therisk of banking
and financial crises by pretending to understand the markets, accepting
their conventions, and be willing to help them if there is a problem
(generalization of prudential rules, buyer inlast resort and stabilization of
financial asset prices). Thisis particularly true when financial markets
experience aspecul ative bubble and when the economy isheavily indebted.
Thisisaso important for the influence of the short-term interest rate on
the policy for the long-term interest rate. As Bernanke (2003, p. 4) so

rightly says:

Most inflation-targeting Central Banks havefound that effective communications
policies are a useful way, in effect, to make the private sector a partner in the
policymaking process.

The problem isthat in order to have an effective and credible monetary
policy, central banks cannot alwaysfollow the expectations of the markets
because this generates a high degree of moral hazard. The history of
monetary and financial crises in the last 30 years shows that, without
doubt, a credit divisor system is at work.’®* The Centra Bank only
implementsatight liquidity policy whenitissureit will not endanger the
banking and financial system: i.e., when its “aggressiveness’ can be
supported by the system. The Central Bank notably avoids endangering
the most important banks (too big to fail principle®). Severa authors
have stated that the rapid decreasein the Fed ratesin 2001 wasled by the
desire not to “burst the bubble”. Indeed, a policy that tries to hold on to
the basicsis hopel ess except when the convention changes, i.e., whenitis

19 The credit divisor system was developed in 1952 and 1962 by Jacques Le Bourva
(Maurice Baslé, Marc Lavoie, 1996). The Mexican and Japanese crises as well asthe
Savings and Loans bailout in the us and the Crédit Lyonnais bailout in France, are
good example of the existence of this system.

2 |t is indeed usually difficult for a Central Bank to make a distinction between
liquidity crisis (that Central Bank has to manage) and a solvability crisis (that
private bank should manage by itself).
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too late. Thisis because if there is a disagreement between the Central
Bank and the markets, the latter always impose their view. The recent
example of the Euro and the NaspAQ isagood illustration of this state of
affairs.

Together these two types of signals create a kind of biofeedback or grading
system in which the markets first recommend or predict what the central
bankers should or will do, and then reward them for doing it. While | never
show a single case of central banker succumbing to the temptation that so
worried Kydland and Prescott, | often witnessed central bankers sorely tempted
to deliver the policy that markets expected or demanded. (Blinder, 1997, p.15.)

Thus independent central banks are like a statue with feet of clay. They
cannot impose their view via their own rule; they have instead to use the
expectations of the market as leverage to amplify the effect of their
actions. Inthisway, the expectations of the marketsmust be similar to that of
central banks. Itiscrucid to avoid bad interpretations. It leadsto systematic
pedagogical efforts. This educational role of the Central Bank restson a
large communication strategy.

Beyond such information, the inflation targeting Central Bank has a
responsibility to educate the public about, for example, policy tradeoffs and
what monetary policy can and cannot do. (Bernanke, 1999, p. 37.)

Thesearefar more complex than the simplistic insurance problem and the
surprise effect of the quantitative monetarist policy.

The bank tries to work with markets, rather than against them, to avoid
surprising them with unexpected actions. Greater transparency facilitates the
policy-transmission process by conditioning market expectations, and helps
avoid unnecessary confusion about the reasons for our actions. [...] We no
longer regard surprise as an important element in monetary policy actions. We
prefer to see private agents anticipate, rather than respond to, monetary policy
actions. (Thiessen, 2000b, p. 79.)

Some authors go further. Norman Cameron notes that:

The Central Bank should place more emphasis on private sector forecasts of
inflation when deciding how to respond to a shock. If private sector forecasters
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suggest that inflation is expected to rise above the target, the Central Bank
should tighten monetary conditions, and when private sector forecasts predict
that inflation will be below the target, monetary conditions should be relaxed.
(Summing up of a conference of the Bank of Canada, the 3 and 4™ of May of
1997, p. 76.)

The objective is not to affect the real conditions of the economy but
rather to directly shape the expectations of private agents which are
judged sdlf-fulfilling (Orléan, 2002). The Central Bank, by givingasignal
that it has understood the market, anticipates a change of expectations
and, accordingly, the behavior of economic agents. The Central Bank
then creates a condition of high moral hazard. If it follows the main
opinion in the market too closely (choice of confidence) then the
expectations of the market might determine monetary policy and thus put
into question its credibility. Indeed, if the Central Bank divulges its
reasoning in the name of transparency, the forecasters of the private
sector will be able to manipulate their expectations and make threats in
order to get the monetary policy that they want. For example, they will
insist on the necessity to decreasetheinterest rate and toinject liquidities
ahead of therisk of acrash or amarket liquidity crisis. Currently, thereis
a strong pressure on central banks to become not only lenders-in-last-
resort but also “counterparts-of-1ast-resort”. To put it another way, there
is pressure to ensure market liquidity when there are no institutional
buyers and when financial asset prices collapse. By not following the
view of markets in the name of credibility and moral hazard (refusal of
confidence), the Central Bank takestherisk of astrong financial instability
and anon-optimal economic situation (slow growth).

Therefore, we can seethat thewords, “transparency”, “ communication”,
and*“ credibility”, arisefrom the Central Bank’swillingnessto “manipulate”
the expectations of the private sector. In this game of cat and mouse the
problem isknowing if thisnew consensuswill be robust enough to fulfill
the objectives. Far from seeing an exogenous monetary policy fixed by an
independent Central Bank, one observesinstead an endogenous monetary
policy trying to maintain appearances. Thisismorethe caseif the country
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isdominated monetarily. If thefinal objectiveisstill alow leve of inflation,
the intermediary objectives can rapidly change to adapt to the most
influential expectationsinthe markets. Theseintermediary objectivescan
be the expected price level (ca”), the price of financial assets, or the
exchangerate. Consequently, the management of theinterest rate, which
istheinstrument of these different intermediary objectives, becomesvery
complex.

To sum up, thiscredibility versus confidence dilemmanhighlightslimits
in the theoretical foundations of the new consensus, based on arule-like
with acommitment to price stability to build credibility (rcc). Uncertainty,
asymmetry of information and adaptive learning tend to call for a new
paradigm, the 3C framework: Communication, Common understanding
and Confidence (ccc).

The Institutional Framework of the New Consensus

While the new monetary policy owesalot to the microeconomic studies
of New Keynesians (asymmetry of information, moral hazard, adverse
selection, etcetera.), it hastaken very little from New Classical and ultra
liberal views. Paul Dalziel (2002, p. 522) goes so far to say that “the core
theory of monetarism —the quantity theory of money— isirrelevant for
modern policy practice, which operateswithin aframework more closely
related to chapter 21 of the general theory”.

We are far from a renewal of Hayekian liberalism for which reason
(even that of an independent Central Bank) and instincts are the worst
enemies of the liberal order. The theories concluding with the end of a
Central Bank and the imposition of market law to money (free banking,
Hayek) are not established. Moreover, therational expectations, which have
heavily influenced monetary theory for the previoustwenty years, have not
aided this pragmatic monetary policy. The switch from apersonal element
to an automatic monetary rule, like that proposed by Taylor in 1993, has
actually not been implemented by any central banks; even if this rule
influences the determination of the real interest rate as an intermediary
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objective. | agreewith (Bernanke, 2003, p. 6) that: “inflation targeting is
apolicy framework, not arule”.

The Bank of Canada states, for example, that its Monetary Conditions
Index should be used pragmatically and should take into account the
state of opinion in the markets.

There are aso times when markets become particularly nervous and volatile
because of economic shocks or concerns about policies, and Central Bank
actions have to be directed to coping with disorderliness in markets [...]. In
such circumstances, the bank’s immediate task was to calm markets by helping
them to find new trading ranges with which they were comfortable. (Thiessen,
1995, p. 9.)

Three elements characterize the institutional foundations of the New
Consensus:

First, the independence of the Central Bank is greatly emphasized and
usually justified by the anchorage of monetary policy in the long run. It
meanswe move from aformal anchorage (rule) to aningtitutional anchorage
(independence). From an operational point of view, this independence is
absolute. A long mandate for governors confirms this pursuit for the long
term (7 yearsin Canada). Thus, a government, democratically elected on
a Keynesian agenda would not have the possibility of implementing it
today.?* Indeed, the autonomy of themonetary policy isatool used exclusively
by the Central Bank and not by governments. Thisinstitutional changeisnot
neutral becausethereisno symmetry. A government, democratically elected
on a Monetarist agenda, could implement the change with or without an
independent Central Bank (likeintheuk inthe 1980s).

Second, independenceimpliesgreater transparency and accountability.
We could define transparency as Faust and Svensson (2000, p. 5):
“Transparency is connected to how easily the public can deduce central -
bank goals and intentions from observables’. The bank must also be

2L “Neither the ecs, nor any member of its executive organ, can solicit or accept
instruction from institutions of the European Union, from governments of member
States or from any other organism.” (Statute of the ecs.)
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transparent about its objectives (explicit target of inflation), its methods
to reach these objectives and its view on the economic situation. In order to
maintain at least a flavor of democracy within central banks, their
accountability must be increased. Ferguson (2002, p. 2) adds that:

Such democratic accountability is even more important for central bankers,
because the voting populace does not directly elect them. In short, transparency
isaquid pro quo for independence.

It suggeststhat bal ancing independence and accountability isthe challenge
of a Central Bank in ademocratic society. Since central bankers are not
elected, they must be accountable.

Thirdly, independence, accountability and uncertainty forcethe Central
Bank to communicate more broadly. The announcement of the target of
inflation is supposed to define price stability and to anchor expectations.
Communication also matters for monetary policy effectiveness.
Communication could help the Central Bank to achieveitsobjectives (Kohn
and Sack, 2003), and to obtain better macroeconomic performances.

If effective communication can help financial markets develop more accurate
expectations of the likely future course of the funds rate, policy will be more
effective, and risk in financial markets should be reduced as well. (Bernanke,
2004, p. 2.)

Fixed dates of appointment, detailed regular reports, publication of the
discussions of the monetary policy council and clear procedures of
intervention are all part of this willingness to be transparent. However,
this paper has shown that this diffusion of information must be limited to
not going against the policy of the Central Bank. Playing with the market
isadangerous game. As Bernanke (2003, p. 8) says:

Although communication plays several important roles in inflation targeting,
perhaps the most important is focusing and anchoring expectations.

That is why for many writers (Goodhart, 1998) the development of
prudential regulation seemsto bevery fruitful. Thisispartly anadmission
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of failure. By not being ableto resolve the new crises, the central bankers
try to avoid them early on. However, no prudential rules will ever be
sufficient to avoid these crises since they are endogenous (Minsky, 1975).
Even if the New Consensus borrows more from Monetarism than
Keynesianism, itisdeeply different fromit, particularly initsimplementation.
One can sum up in atable our definition and the differences between
each system of monetary regulation.?

CONCLUSION

Therefore, it can be seen that the New Consensus on monetary policy has
been heavily influenced by the fundamental role played by uncertainty,
expectationsand credibility and more generally by theintellectual context
of New Keynesian economics. Because of uncertainty, rules have been
replaced by acombination of rulesand discretion: constrained discretion.
It means we |leave the theoretical framework of the monetarist regime
based upon Rule-Commitment-Credibility (rcc). But, the New Consensus
still considers commitment and credibility asrelevant conceptual tools. A
credible Central Bank fulfills its objectives more easily and a credible
Central Bank must be independent.

However, in addition to the restrictive bias—on which this paper will
present no opinion— one can see that this consensus rests on weak
democratic and economic foundations. Full independence of the Central

2 A monetary policy system is built out of the three levels of an Economic Policy
System. Firstly, there is the problematic, which expresses the philosophical and
moral options regarding the conception of man and society. It thus considers the
finality and the nature of economics, by clarifying the questions judged to be the
most relevant. Secondly, there is the analysis, which develops, via hypotheses, a
system that can answer questionsthat are asked. Thisanalysis explainsthe functioning
of the economy by specifying the given facts, the variables, and the functional and
causal relations. Thirdly, there is the analytical superstructure or economy policy
that develops some means of action. It aims at making the world closer to how it
should be.
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Bank (and not limited to instrumental independence), could generate a
lack of democratic accountability and economic growth. Indeed, inaddition
to the autonomy of the monetary policy, central banks meddleincreasingly
infiscal policy (which they try to neutralize) and even in income policy
(wagepolicy). Thus, economic policy isdetermined increasingly by central
bankerswho |leavelessand less spaceto democratically €l ected governments.
For numerous countries (Mexico, Argentina), the role and action of the
International Monetary Fund (imr) (particularly with the “Second
Washington Consensus’) accentuated this evolution.

Nonetheless, monetary policy seems more and more endogenous.
Instead of credibility, we should refer to confidence and shared strategy.
Several reasons call for thistheoretical turning point.

Firstly, there is ambiguity concerning the real control of monetary
power. Theimportance given to theincreasingly powerful psychology of
the markets could rapidly upset the fragile equilibrium of the banking
and the financial systems in our countries. Here once again, now more
than ever, thereisuncertainty. Beyond, confidence appears asthe challenge
of Central Banking in ademocratic society. It underlines the objectives
hierarchy of monetary policy ultimately which refersto ademocratic choice:
itisashared choice between the Central Bank and democratic authorities.
In this perspective, democratic accountability is the corollary of
independence. Communication isimportant but not sufficient. Confidence
means bal ancing independence and accountability.

Secondly, confidence supposes the combination of monetary policy
with other policies, i.e. apolicy mix. Even Paul Volcker (1994, p. 345)
emphasizes.

To put the point starkly, whatever the formal independence of a Central Bank,
itisabroad mix of policies, ideally a suitable co-ordination of policy, that will
count.

Thirdly, confidence emerges from the conjunction of democracy and
economy, legitimacy and efficiency. Confidence needs a mutual
understanding.
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In short, the confidence paradigm could be schematically presented asthe
ccc framework: Communication, Common under standing and Confidence.

TaABLE 2

Summing Up the Different Monetary Systems

Monetary System

Keynesian Consensus

Monetarist Consensus

New Consensus

Type of liberalism

Approach, foundations
Neutrality of money

Monetary and financial
environment of the
period

Foundational theory

Type of expectations

Financial markets
Financing of the State

Origin of inflation

Problematic

Social democracy,
importance of “reason”

and of normative choices

of man. Discretionary
action of the State

Macroeconomics
No

National. Strong
intermediation,

Naturalist liberalism,
general equilibrium of
market, rejection of the
reason of statesman
except for money

Macroeconomics

No in the short term
Yes in the long term

Deregulation,
disintermediation,

economy of capital market
indebtedness, economy
banking specialization

Analysis

1s-LM-BP model,
endogenous demand
of money, exogenous
supply of money

Extrapolative

Not important
Yes, budgetarism

Excess of demand and
costs of production-
Phillips curve

Quantitative equation,
exogenous demand
and supply of money,
NAIRU

Adaptive

Neutral

Without any foundations
because of the
neutralization of public
spending

Excess of money

Liberalism, partial
market equilibrium,
asymmetry of
information and of
power of agents,
the State interacts
whit markets

Microeconomics

No, but it depends
on expectations
and information

Globalization,
importance of
financial flows and
financial markets

Game theory and
theories of
expectations

Self-fulfilling and
others

Very important
Forbidden, but
fiscal policy is
possible in
certain limits

Expectations,
excess of demand
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Monetary System

Keynesian Consensus

Monetarist Consensus

New Consensus

Exchange rate system
Demand for money
Central Bank

Determination

Effectiveness of
monetary policy

Final objective

Policy targets

Instrument

Time-scale of
monetary policy

Transmission channel
of monetary policy

Fixed
Unstable

Depends on the
government

Government
Rather low

Magic square

Interest rate and
exchange rate

Adaptation of the supply
to the money demand

Short term

Interest rate r, loan
(financing of the
economy), exchange
rate e

Floating
Stable
Independent

Policy

Central Bank
Strong on inflation

Price stability

Monetary targeting,
supply of money

Short term interest rate

Long run

Quantitative theory,
wealth effect

Flexible
Unstable

Independent
+accountable

Central Bank
Strong if credible

Price stability, nominal
anchor

Inflation targeting so,
expected inflation,
financial asset
prices, output gap

Real interest rate,
transparency, information

Medium and long run

Multiple and complex
(r, e, loans, financial
asset prices, balance
sheet, expectations,
announcementeffect)

Strategy Discretionary and Rule, strict monetary Credibility and/or
contra-cyclical discipline and surprise  confidence, stabilization
effect of expectations,
transparency
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