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This volume consists of a collection of papers presented at a Conference held in 2004 to celebrate the inauguration of the Cambridge Centre for Economics and Public Policy, Cambridge, UK. There are fourteen papers most of which deal with the ‘New Consensus Monetary Policy’ (NCMP). What is meant by the NCMP has now been outlined in detail by Goodfriend (2007). 
Thus, although many of the issues covered by the papers in this volume have been widely discussed since this conference there are several issues that central bankers and academics will find of interest; particularly now that the inflation targeting framework faces its stiffest test with several factors driving global price shocks to energy and food. The papers by Charles Goodhart (formerly at the Bank of England) and Charles Freedman (formerly at the Bank of Canada) should be of particular interest to central bankers.  
Broadly speaking, the academic contributions draw attention to the risks associated with the doctrine of neutral money and the consequent too narrow a focus of monetary policy on inflation targeting.  The practitioners, Goodhart and Freedman, focus more on the operational aspects of inflation targeting outlining the process that led to the successful implementation of monetary policy under ‘constrained discretion’.  The remainder of this review will trace these themes through some of the papers and relate them to challenges currently facing inflation targeting (IT) regimes.
Arestis and Sawyer open the volume with a critical assessment of the theoretical and empirical properties of the NCMP. The model underpinning the NCMP is familiar from the literature and consists of a ‘dynamic’ aggregate demand or IS equation, an interest rate rule of the Taylor-type and the expectations augmented Phillips curve. Of the criticisms raised by Aretsis and Sawyer the more substantive is the continuing belief in the neutrality of money that underpins the NCMP. One of the consequences of this doctrine is the belief that inflation targeting makes the best possible contribution to output stabilization. Unfortunately there is no basis in economic theory for such a belief; uniqueness of equilibrium is always a special case. Nevertheless, the European Central Bank seems to be the leading exponent of that belief with all other macroeconomic objectives treated as secondary to the inflation target. Many believe this to be a dangerous vision.
The academic authors, in particular, point to the obvious link between monetary policy and growth in the capital stock. How is it possible, several ask, for monetary policy to be neutral in the long run, in a world where the central bank, a monopolist, sets the real rate of interest?  The chapters by Arestis and Sawyer, Arestis and Karakitsos, or Allington and McCombie then highlight the difficulties for monetary policy that arise when attention is focussed exclusively on IT.  All these chapters deal with aspects of asset-price inflation and how it should be dealt with from an IT policy perspective. They all suggest that the neutral money belief underlying the theory IT distorts the assessment of this issue. In particular, regulation and stability of financial markets is an important part of monetary policy and needs another ‘instrument’ beside the interest rate to tackle it. The recent surge of interest in financial market regulation recognises this fact but a theme of the papers in this volume is that analysis of the issue is not helped by the belief in neutral money and always efficient financial markets. 

Turning to the practitioners, Goodhart is supportive of the IT policy framework on the grounds that it has provided a nominal anchor via a more transparent and effective policy framework. There is some merit to this view but doubts linger about how effective the framework will be in dealing with future shocks. The point here is that the low inflation outcome during the ‘great moderation’ of the 1990s was a global phenomenon unrelated to IT per se. Goodhart provides some support for that view by pointing out that the movements in the Bank of England’s interest rate during this period could account for only a fraction of the improved inflation performance. Nevertheless, he also attributes some of the additional improvement in inflation performance to superior monetary policy as a result of the increased effectiveness in ‘anchoring’ expectations by announcing a credible inflation target. 
Freedman is largely in agreement with Goodhart’s vision but from the perspective of the Bank of Canada’s search for an effective operational approach to IT. Of particular importance here is his explanation of the Bank of Canada’s use of the IT framework to deal with supply-price shocks. As this is an issue that it now facing central banks around the world it is worth stressing a key element of the Bank of Canada’s approach to  dealing with supply shocks without raising interest rates. In Freedman’s (p. 183) words: 

“Indeed, there may be circumstances in which the central bank can cope with an unfavourable price shock without having to raise interest rates. If the [inflation] target is credible, with expected inflation well anchored by the target, and if the central bank has gained widespread understanding and acceptance by the public of its position that it is willing to accommodate the first- round price-level effects of a price shock but not the second-round or ongoing effects of inflation, there would be a possibility of absorbing the price shock without having to move below capacity, and therefore, without interest rates having to rise”.
This is important advice about the operational challenges currently facing the global IT framework.  

To sum up, this book provides a useful overview of the challenges facing the IT policy framework, both by pointing to the limitations of the underlying theory but more importantly, by outlining the importance of a transparent policy framework for anchoring expectations.  The importance of this point cannot be overstated because it highlights the operational need for clear communication by the central bank of its analysis of specific price shocks if it is to retain credibility. Simply announcing and enforcing an inflation target will not be sufficient to anchor expectations. For this reason alone the book should be of interest to all central bankers and students of monetary policy.  
References: Marvin Goodfriend, 2007. ‘How the World Achieved Consensus on Monetary Policy, Journal of Economic Perspectives, 21 (4) 47-68.

PAGE  
1

