VIlIl. MONETARY POLICY
IN A CHANGING FINANCIAL ENVIRONMENT

Introduction

Across the OECD area, many central banks are in the process of monetary pol-
icy tightening. Current high asset values are an additional and important part of the
information set for policy decisions. In several countries, despite recent setbacks,
equity market prices have reached heights that would have been considered most
unlikely several years ago. More recently, real estate prices in some countries have
also started to rise. The increase in asset values has brought forward the issue of how
changing financial structures affect the impact of monetary policy on the real
economy and therefore the way in which monetary policy should be implemented.*

Monetary policy directly affects activity, and ultimately inflation, through its
effect on interest rates and hence on the demand for goods by households and firms.
However, monetary policy can aso influence activity through its impact on the value
of assets that, in turn, will influence the behaviour of households and firms; e.g. by
changing wealth and, through an impact on balance sheets, borrowing costs. Recent
financial market developments may have made these effects of monetary policy
more important but at the same time less easy to predict. In particular, the size of
financial markets has risen relative to real activity and readily tradable assets are
becoming increasingly important relative to other financial assets.? Prices of such
assets tend to be sensitive to shifts in market expectations about the future course of
genera economic developments and in particular interest rates. These developments
have implications for the functioning of the economy and monetary policy.

Financial structures have
changed...

... with potential effects
for the functioning
of monetary policy

Changesin financial marketsand implicationsfor balance sheets

Theincreasein financial market size and composition

Financial markets have witnessed substantial growth in size and scope over the
past two decades. Between 1985 and 1998, the value of total credit and equity out-
standing has risen significantly from around 150 per cent to about 250 per cent of the
GDPs of the largest OECD economies (Table V111.1)%. Though bank credit remains the
dominant source of finance in most countries, there has been a shift in the form of

1. Theimportance of taking account of asset prices has been recently emphasised by Greenspan (1999).

2. The szeof financial markets refers to the value of assets provided to ultimate borrowers (e.g. firms and
households) by the origina lenders (e.g. households); layers of intermediariesin-between are excluded.

3. Market capitaisation gives a distorted impression of the extent of financing through equity markets
because the increase in stock market capitalisation could represent valuation effects (measures of
expectations of future earnings) as well as larger capitd issuance. In the United States, for example,
market capitalisation has increased quite markedly, though net issuance was negative during 1994
to 1999, withdrawing approximately $150 billion from the market.

Financing hasincreased as a
share of GDP, with a greater
shift towards direct financing
through capital markets
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United States
Japan
Germany
France

Italy
United Kingdom
Canada

Belgium
Netherlands
Sweden
Switzerland

G10°
G10-Japan®

Table VIII.1. Credit and equity intermediation

Values at end of the year, in per cent of GDP

Of which:
Bank credit to the non-bank Private sector Market capitalisation
private sector domestic debt securities? Financial Corporate of equity markets®
institutions  issuers
1985 1990 1995 1998 1985 1990 1995 1998 1998 1998 1985 1990 1995 1998
68 70 64 69 50 56 71 43 27 52 58 82 123
99 122 118 118 33 30 40 22 18 58 125 72 57
93 98 103 118 39 42 53 53 Y 21 24 22 48
76 96 87 80 41 39 33 27 6 12 29 32 65
51 56 58 60 26 32 31 30 1 10 15 18 46
47 116 116 120 16 17 28 19 8 62 86 119 169
68 78 79 88 9 9 14 6 8 41 47 61 94
25 36 75 7 49 52 46 34 12 21 36 35 93
61 80 94 107 16 16 11 8 3 35 49 81 146
87 129 103 .. 55 57 50 43 7 31 47 67 121
141 168 168 167 68 59 50 37 13 68 73 117 150
75 88 84 86 39 42 52 35 17 44 63 67 98
70 81 78 80 41 45 54 37 17 41 49 66 106

a) Amounts outstanding by country of issuer.

b) Datarefersonly to listed shares.

c) Weighted by PPP-adjusted GDP.

Sources: IMF International Financial Satistics; BIS International Banking and Financial Market Developments, various issues; International Federation of Stock
Exchanges; and OECD.

Household balance sheets are
stronger dueto stock market

valuation gains...

credit financing from bank loans to securities (including through the securitisation of
loans, especially mortgages by banks). Reflecting these developments, financia wealth
has been shifting out of bank deposits towards institutional investors and direct hold-
ings of bonds and equities (Table V111.2), with this shift most pronounced in the United
States. Thus, the share of financial wealth that is both liquid and traded has increased
considerably, both in relation to GDP and as a share of tota financial assets (Vickers,
1999). As aresult, alarger fraction of total wealth may now be more sensitive to
market movements in general and vulnerable to abrupt shiftsin valuations.

Developmentsin household and corpor ate balance sheets

The increase in the overall amount of financing and its composition is reflected
in the balance sheets of households and firms. For households in some of the largest
OECD countries,* their net wealth is equivalent to five-to-six times personal dispos-
able income and has been rising somewhat over the 1990s, the striking exception
being Japan (Figure V111.1).5 The improving net wealth of the household sector is
mainly due to increased financial wealth. In fact, in several countries wealth in
financial assets now exceeds that in real-estate holdings.

4. A similar analysisfor alarger number of OECD countriesis contained in Mylonas et al. (2000).

5. Inthe case of Japan, thereal estate and equity bubblesin the late 1980s increased net wealth consider-
ably and helped fan an output boom. The subsequent collapse in these markets resulted in a prolonged
recession.
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TableVIII1.2. Vehiclesfor savings
Financial assets as a per cent of GDP

All ingtitutional investors Bank deposits

1985 1990 1995 1997 1985 1990 1995 1997
United States 93 114 152 186 50 49 41 43
Japan .. . 73 73 88 106 104 104
Germany 29 36 45 59 58 63 60 64
France 27 51 78 97 65 60 64 67
Itay .. 13 32 54 62 59 55 48
United Kingdom 92 104 164 185 38 91 99 101
Canada 44 57 83 101 61 72 75 75
Belgium 26 41 60 76 33 38 75 82
Netherlands 94 109 139 164 66 74 75 7
Sweden .. 80 103 .. 44 40 38 41
Switzerland .. .. 75 93 109 106 117 135
G107 .. . 110 134 60 67 63 64
G10-Jgpan® 73 86 117 145 54 58 55 56

Breakdown of institutional investors

Insurance companies® Pension funds® Investment companies and other®

1985 1990 1995 1997 1985 1990 1995 1997 1985 1990 1995 1997
United States 26 32 38 40 39 43 57 72 29 39 57 73
Japan . . 42 41 . .. .. 16 . 30 32 17
Germany 20 24 28 33 3 3 3 3 5 9 15 23
France 13 20 41 56 .. .. .. .. 14 30 36 41
Italy . 6 11 14 . 3 3 3 . 4 18 38
United Kingdom 37 43 74 80 44 50 69 79 11 12 22 26
Canada 20 24 28 29 22 28 37 43 3 5 18 28
Belgium 21 26 30 34 2 2 4 5 3 13 27 37
Netherlands 29 37 52 61 65 72 85 101 0 0 2 2
Sweden . 32 47 . . 2 2 . . 46 54 .
Switzerland .. .. 61 72 .. .. .. .. .. .. 14 21
G102 . . 38 42 . .. .. 49 . 27 39 47
G10-Japan® 24 29 38 42 33 34 44 56 21 27 40 53

a) Weighted by PPP-adjusted GDP.

b) Lifeand non-life insurance companies.

¢) Autonomous and non-autonomous pension funds. Autonomous pension funds separate funds established for purposes of providing incomes on retirement for specific groups
which are organised, and directed, by private or public employers or jointly by the employers and their employees. These funds engage in financia transactions on their own
account. Non-autonomous pension funds are schemesin which employers maintain specia reserves which are segregated from their other reserves even though such funds do not
constitute separate institutional units from the employers. For Switzerland, these data exist only for even years.

Investment companies are atype of financia intermediary which obtains funds from investors and uses them to purchase financial assets. In return, the investors receive sharesin
the investment company, and thus indirectly own a proportion of the financia assets that the company itself owns. They include closed-end investment companies, managed
investment companies, open-end investment companies or mutua funds and unit investment trusts. Other comprises trust accounts of trust banks excluding investment trusts, etc.
Sources: OECD Ingtitutional Investors, Statistical Yearbook, 1998; BIS; IMF International Financial Statistics.

d

B’

Household debt accounts for a significant share of disposable income (exceptin ... and these have more than
Italy), but it remains, nonetheless, small in relation to the value of assets. However, matched households’ increased
more recent indicators suggest that over the past year or so (not shown in debt levels
Figure V111.1) household borrowing may have risen more rapidly in some countries,
and this appears to be partly due to enhanced facilities for borrowing. Examples are
the increased ease and reduced cost with which equity can be withdrawn from real
estate holding (e.g. through home-equity loans and cash-out refinancing) or with
which borrowing for the purchase of shares can be undertaken on margin credit. The
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FigureVIIl.1. Household assetsand liabilities
Per cent of household disposable income

Main assets Main liabilities
| Equities I Mortgages — Netwedth
Other financial assets Il Other liabilities === Net financia wealth
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Source:  See section at the end of the chanter.
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pace at which thisis occurring in both the United States and the United Kingdom
in 1999 and 2000 is especially rapid. In the United States, though balance sheets are
healthy on average, personal bankruptcies currently exceed the levels reached during
the 1991 recession, though they have now declined from their 1998 peak.

The share of enterprise financial assets (excluding the value of own equity) in  Similarly, corporate balance
GDP has increased in all the countries covered here except Japan (Figure VI11.2). In  sheets have improved
the case of the United States, this has been accompanied by an increase in indebtedness
that has risen to high levels as a share to GDP. Perhaps reflecting this trend, spreads
between rates on corporate bonds and government securities have started to widen
since 1997. Nevertheless, in all these countries, high asset values have provided firms
with an increased buffer against adverse market devel opments. The corporate balance
sheets in these OECD countries are also supported by net worth-to-market capitalisa-
tion ratios that have fallen dramatically due to rising stock market valuations. Firms'
net worth as a per cent of GDP (shown for four of the countries covered here) has
remained low in the United States, Japan and Germany, but not in France. However,
for France, this may be due to stock market valuation gains from cross shareholdings.

Implications of higher asset valuesfor the functioning of the economy

These changes in the firms and households' balance sheets may have implica- Monetary policy can influence
tions for how a change in policy-controlled interest rates affects output and the cen-  real activity in several ways
tral bank’s ultimate objective, inflation. Monetary policy affects the economy
directly through the influence of market interest rates on spending. But movements
in policy interest rates can have additional effects through the changes induced in
asset values and bal ance sheets.

Wealth effects and the structure of household wealth holdings

When long-term interest rates rise in response to atightening of policy, they will  Higher household wealth
tend to lower asset values and, with them, household wealth. As aresult of a(perma-  potentially strengthens
nently) lower level of wealth, saving should increase in the household sector and  the impact of monetary
thus lead to lower consumption. The growth in the size of household assets, not least policy...
as aresult of the recent surge in stock markets, islikely to imply a significant risein
the strength of the wealth effect. Quite simply, a given percentage increase in the
value of wealth, be it equity or real estate wealth, provides a bigger effect on
consumption as the size of wealth expands compared with that of income.

The role of the wedlth effect on consumption will also be strengthened by abroader ... especially asthe

pattern of asset holdings, the bulk of which hastraditionaly been in the handsof anar- pattern of asset holdings
row portion of the population. In the United States, the 1998 Survey of Consumer haswidened...
Finances indicates that half the households now own stock compared with one-third
in 1989 and that equity holdings as a per cent of income for the median household have
more than doubled to one quarter over the past decade. However, the distribution of stock
holdings across different income categories of households has not changed significantly
since 1989 (Starr-McClure, 1998; and Tracy et al., 1999). In most other countries, the
share of households holding equities is significantly smaller than in the United States
(e.g. about 13 per cent in France for 1998 but even lessin Japan and Germany).
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FigureVI1Il.2. Corporate sector balance sheet developments

Per cent of GDP
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1. Comprises only enterprisesin former West Germany.
Source:  See section at the end of the chapter.
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That being said, in the euro area anecdotal evidence suggests that share holding is
spreading quickly, spurred on by privatisation as well as the burst of initid public offer-
ings (IPOs) following the introduction of the euro. Change may come quickly in Jgpan,
aswell. Thereis likely to be at least a partial switch by households out of postal saving
bank deposits to the equities market, following the coming to maturity of substantial time
deposits at a time when interest rates are very low. The cross-country differencesin the
degree of equity holdings reflect in part structura conditions, inter alia, taxation systems,
accounting standards and other regulations. For example, tax incentives for housing and
pension savings in the United States and the prevalence of state-run pay-as-you-go pen-
sion systems in continental Europe have contributed significantly to the composition of
their current financia structures. But these features may change as well, in the face of
pressures from global competition and demographic change.

In contrast to the narrow distribution of holdings of equity, well over half the house-
holds in the mgjority of the OECD countries own their homes, suggesting a potentia for
much larger wealth effects resulting from increases in housing prices compared with
equivalent increases in equity prices (Table VI111.3). Notable exceptions are Germany,
Sweden, Switzerland and the Netherlands. Nevertheless, even in these countries, house-
holds' real property holdings are equivalent to two or more times their disposable
income. Moreover, the unrealised equity of a home (defined as the value of the property,
net of the mortgage) represents the bulk of net wedth for the median income household.
For the United States, for example, it is near 90 per cent (Tracy et al., 1999).

Table VIII.3. Home owner ship
Owner-occupation ratio in per cent

1970 1980 1990 1995
United States 65 68 64 67
Japan 59 62 61 ..
Germany 36 40 38 41
France 45 51 54 54
Italy 50 59 67 67
United Kingdom 49 56 68 67
Canada 60 62 61 ..
Belgium 55 59 62 66
Netherlands 35 42 44 47
Sweden 35 41 42 43
Switzerland 28 30 31 ..

Sources: Oswald, A (1999), “The housing market and Europe's unemployment: a non-technical paper”, mimeo, May;
European Mortgage Federation; and OECD Economic Surveys, Denmark (1999).

Balance sheet effects

Households and non-financial firms

Monetary policy also influences activity through its impact on the health of
households’ and firms' bal ance sheets. Changes in the market value of assets, while the
re-payment of existing liabilities remains unchanged, will influence the creditworthi-
ness of potential borrowers and, thus, their ability to obtain the financing they desire.

... and thisis expected
to continue, particularly
in Europe and Japan

Large wealth effects
can emerge fromreal
property which
represents the bulk of
households net wealth

Balance sheet effects are likely
to be more constraining

in Europe and Japan, than in
the United States

© OECD 2000



232 - OECD Economic Outlook 67

United States 1995
Japan 1997
Germany® 1996
France 1997
Italy 1995
United Kingdom 1997
Canada 1995
Belgium 1997
Netherlands® 1996
Sweden 1996
Switzerland 1995

TableVIll.4. Distribution of enterprisesby size?
Szedistribution by number of employeesin per cent

Employment Turnover/production®

0-9° 10-19 20-99 100-499¢ 500+ 0-9° 10-19 20-99 100-499¢ 500+
11.8 7.7 18.4 14.6 475 10.8 6.1 17.0 131 53.0
11.7 6.0 12.3 70.0 7.1 6.8 23.2 63.0
284 20.2 111 40.3 134 17.9 234 453
19.9 8.3 214 191 313 . .. . . .
47.0 10.7 17.0 10.3 151 29.2 10.4 217 152 235
28.8 7.2 12.7 12.6 38.7 12.8 5.6 16.0 21.6 4.1

182 16.2 453 . .. . . .
16.7 8.9 211 17.9 354 28.3 8.6 22.0 17.4 23.6
243 17.0 194 39.2 17.6 21.6 24.3 36.5
221 9.1 18.6 174 32.8 19.9 8.2 19.0 19.1 339
29.0 10.0 20.6 16.8 235 . .. . . .

a) Doesnot comprise all sectors for Japan, Germany, Italy, United Kingdom, Belgium and the Netherlands.
b) Production for the United States, Japan and Germany, turnover for other countries.
c) 4-9for Japan, 1-9for Italy and Switzerland, 1-19 for Canada. France 0-9 includes unknown.

d) For Japan: more than 100.

€) Germany and the Netherlands: the breakdown is 0-9, 10-49, 50-249 and more than 250.
Sources. OECD database on SME Statistics, and Commission of the European Communities.

Strong balance sheets can
provide buffers against a
monetary policy tightening

These effects are likely to be large to the extent that borrowers are dependent on financial
ingtitutions for which it is costly to ascertain borrowers' risk characteristics.®

The strength of balance sheet effects will be different across economies. They are
generaly less important in countries with better-developed and diversified financial
markets which provide borrowers with alternative sources of funds. For households, in
view of their small size and short track record with financial institutions as far as bor-
rowing is concerned, balance sheet effects are more likely to be important. For firms,
sizemay serve as an abeit imperfect proxy for the importance of this component of the
balance sheet effect, since smaller firms are more likely to face financing constraints. It
appears that countries in continental Europe and Japan have a greater share of small
firms measured by employment (those with less than 100 employees) and the United
States a greater share of large firms (those with more than 500 employees)
(Table V1I1.4). This would suggest that the balance sheet effect would be stronger in
the former countries than in the latter ones. However, looking forward, a trend towards
consolidation among firms would work to reduce financing congtraints.

Where they are important, balance sheet effects will tend to reinforce the busi-
ness cycle, as borrowers' net worth and cash flow generally increase along with
activity. Moreover, the impact of monetary policy will depend on the condition of the
balance sheets. For example, a monetary policy tightening will work towards reduc-
ing the value of borrowers’ collatera. If balance sheets are strong, as is the case in
many OECD countries now, a monetary policy tightening may have to be more

6. Baance sheet effects can thus limit households and firms' funding for consumer durables and investment
goods to the extent that lenders are not satisfied with their creditworthiness; e.g. the value of the collatera
on their balance sheets. In this situation, banks will either raise the lending premium or ration lending
(Bernanke et al., 1998; Bernanke and Gertler, 1999). Though there is general agreement that the balance
sheet effect exigts, its magnitude, at the aggregate level, remains an open question, and the micro data
evidenceis mixed (Gilchrist and Himmelberg, 1998).
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significant since areduction in collatera will be less constraining than when baance
sheets are already weak.

However, arise in the share of actively traded assets (including those denomi- Firms' balance sheets have
nated in aforeign currency), as has occurred in most countries, has increased the poten-  become more liquid and thus
tial for significant and sudden shifts in the valuation of the balance sheet following more susceptible to sudden
changes in expectations for monetary policy or other developments. Price reversals valuation changes
may leave a larger number of borrowers in situations with an unwanted imbalance
between assets and liabilities (unintended leverage), in some cases requiring a need for
additional collateral. The larger the size of the gross asset and liability positions com-
pared with the net asset position, the greater the potential impact of interest rate shifts
or changes in other expectations on the health of the balance sheet. As monetary policy
influences asset prices, these developments are likely to have increased the importance
of the transmission of monetary policy through balance sheets.”

Assessing the prevalence of these effects is difficult, largely because of prob-
lems in ascertaining the balance sheet positions of various sectors, especially enter-
prises. Data are not very reliable in most countries and sometimes do not exist and/or
are produced with long lags.®

Banks

The health of bank balance sheets can also influence their borrowing capabili- Healthy bank balance sheets
ties and, thus, their capacity to on-lend to households and firms. The transmission of  likely limit the impact
monetary policy to activity in this manner is contentious. In the event, the major of monetary policy on bank
countries’ bank balance sheets, capital adequacy and profitability are generally lending...
strong, with the exception of Japan where both capital and profitability ratios are cur-
rently low (Figure V111.3). This suggests that in aggregate, changes in monetary pol-
icy are unlikely to have strong effects operating via bank balance sheets and
associated restrictions on the supply of credit (Favero et al., 1999 and de Bandt and
Davis, 1999). Moreover, in countries where such balance sheet effects could be the
strongest — where the loan market comprises many relatively small banks and there
is a more bank-centred financial system — banks have other assets on their balance
sheet with which to buffer amonetary policy contraction. In these countries, a signif-
icant inter-bank market is an additional source of funds for banks. The country that
has the least amount of assets for buffer purposes appears to be Japan where banks
have undergone exceptional difficulties due to the need to restructure.® But even in
the case of Japan, banks hold overseas assets that they can sell.

Looking forward, however, the pick-up in competition in European financial ... and additional competition
markets following the introduction of the euro is likely to reduce these buffers. But  may further weaken balance
perhaps more importantly, these developments may provide alternative non-bank  sheet effects
sources of finance to households and firms, as well as accelerate the pace of financial

7. Inthe case of enterprises, an important new source of risk is off-balance sheet positionsin derivatives
markets.

8. Changes in national accounting standards are another source of data gaps. For enterprise accounts
there are three main problems. First, except for afew cases, it is difficult to obtain market valuations
for al the individual categories of the balance sheet. Second, balance sheet and net worth compari-
sons are often distorted by individual countries’ accounting practices. Third, no account is made of
off-balance sheet activity, where the degree of leverage is usually higher, or for implicit liabilities,
such as under-funded pension schemes.

9. One of the reasons why Japanese banks have suffered from low capitd adequacy is that regulations per-
mitted them to hold 45 per cent of unrealised capita gains on equity holdingsintier Il capita. Following
the large and sustained stock market correction in the late 1980s and early 1990s, banks' baance sheets
weakened markedly (Kato, Ui and Watanabe, 1999).
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sector consolidation. This could potentialy increase the overall supply of finance to
households and firms. The situation in Japan is changing rapidly as well, encouraged
by the exceptional problems currently faced by banks. These have resulted in consol-
idation within the banking sector, and are providing incentives for the development
of non-banking sources of borrowing

Senditivity of asset pricesto interest rate developments
and other shocks

There are several developments that may have affected the way long-term  Asset values may be more
interest rates, and asset prices more generally, are influenced by monetary policy. sensitive to monetary policy
Market integration and the increased use of techniques that are designed to reduce actions dueto...
risk for investors may be raising the sensitivity of asset values to monetary policy
actions, while greater predictability of monetary policy may have strengthened the
impact of policy moves.

Increased asset market integration

The greater integration of capital marketsis generally considered to be amplify- ... asset market integration

ing the sensitivity of asset prices to monetary policy and other interest rate move-
ments, originating in other markets and regions. Bond and equity markets have
become more integrated, and the ratio of gross foreign portfolio liabilities to GDP
continues to rise in all major countries. For example in the United States and
Germany it has risen by 30 per cent of GDP between 1985 and 1998. Reflecting
these developments, pricesin markets for both bonds and equities have become more
correlated between the United States and Europe.

Therolefor derivatives®

The greater use of derivatives has two important ramifications for the functioning of  The greater use of derivatives
financia markets (BIS, 1995). Firgt, they may have speeded up the transmission of mone-  is helping to speed up the
tary policy from short-term interest rates, which are most sensitive to monetary policy  transmission mechanism
developments, to the price of assets in other markets. This has been achieved, in part, by
raising asset price subgtitutability across financial markets (Cohen, 1995). For example,
the use of an interest rate option contract, based on government securities, can be used to
protect againgt achangein the interest rate on a corporate security. This practice increases
the link between government and corporate securities markets. Second, the greater use of
derivatives may help the financial market reaction to monetary policy be less abrupt
because they are designed to insulate firms, at least temporarily, from unexpected
changesin their revenues and/or their debt-servicing costs.

10. Derivatives are financia instruments that can provide market participants with a degree of insurance
against asset price or interest rate changes. For example, investors that are holding securities that they
need to sell a some point in the future can buy an option contract or a futures contract. The first gives
them the right, but not the obligation, to sell the securities at afixed price until a certain date. The sec-
ond type of contract is an obligation to undertake the transaction at a pre-determined date in the
future. In this sense, their position is hedged in both cases.
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At the same time, monetary
policy may have been
strengthened by itsincreased
predictability

Increased predictability of monetary policy

Markets have come to understand better the strategies followed by central
banks and this may affect the sensitivity of long-term interest rates to movements
in short-term ones. Many central banks, for some time now, have followed a
gradualist policy strategy — moving rates in consecutive small steps in the same
direction (Figure V111.4). Reflecting this more systematic and predictable central
bank behaviour, markets may now expect a small initial move to be followed by
additional ones in the same direction. As aresult, even a smal move in short-term
rates may generate, or even be anticipated by, a significant response from long-
term rates.!! In the event, it appears that the reaction of long-term to short-term
rates has changed in the United States, and possibly Japan, but not to any marked
extent in other major countries.’?

——— Figure VIIl.4. Policy rate changes during the 1980s and 1990s' ——
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Size and number Japan 90
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1. The 1980s comprise 1980 up to and including 1988; and the 1990s, 1989 up to and including 1999.

2. Average duration, measured by the number of days, including weekends and bank holidays. A longer duration is equivalent
to asmaller number of changes during the period under consideration.

3. Average absolute vaue of change in basis points.

Explanation: Movements in central bank policy rates usually follow a pattern of a series of small moves in the same

direction, with few large moves or policy reversals. A simple measure of this pattern, often referred to as “gradualism”,

consists of calculating the average size of policy rate moves (horizontal axis) and the number of days between subsequent

moves (vertical axis).

Source:  OECD.

11. A larger impact from short- to long-term interest rates, as aresult of increased predictability of central bank
action, is not inconsistent with a credible commitment to price stability over the medium term. The exist-
ence of a credible policy requires that short-term interest rates several years into the future are relatively
unaffected by amonetary policy action. However, a policy rate move may increase long-term rates—which
are an average of current and future expected short-term rates— due to expectations of higher short-term
ratesin the near future.

12. Regression analysis by the OECD suggests that the reaction of long-term rates to a 100 basis point increase
in short-term rates hasincreased from 35 basis pointsin the 1980s to 60 to 70 basis points since 1992 in the
case of the United States. These results control for the short-term interest rate, aswell as for other possible
determinants of the change in the long-term interest rate, inter alia, industria production and inflation.
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Implicationsfor monetary policy

The previous sections argued that the significant development and growth of  In sum, financial market
financial markets relative to GDP is likely to have changed the way monetary policy  devel opments may be changing
affects rea activity, and ultimately inflation.®® The net impact on the potency of policy the manner in which monetary
interest rate changes, however, is uncertain. Overall, monetary policy may be more policy works
powerful through its effect on asset values which reinforce the traditional direct impact
of interest rates on demand. However, monetary policy may take longer to have an
influence on the economy, aswealth and bal ance sheet effects take longer to play out.

What seems critical at this current juncture is the pace at which monetary policy Uncertainty about their effects
tightening, currently underway, should proceed. When the monetary policy authorities may justify a gradual monetary
are confident in their knowledge of the amount of tightening that is needed, they can  policy
move quickly to the required higher level for interest rates. However, to the extent that
there is more uncertainty on the effects of monetary policy changes, inter alia, due to
the development of financial markets, it argues for implementing a more gradualist
approach. Such uncertainty could increase the risk that a strong policy action might
lead to undesirable outcomes. By following a gradualist strategy central banks sacrifice
the speed with which their (inflation) target is obtained in order to avoid overshooting
the target.* In some cases, the degree of gradualism will be dictated by other consider-
ations, such as central banks' anti-inflationary credibility. If it is poor, thereis
heightened risk that a gradual policy response would increase inflation expectations.

Following a policy of gradualism can create tension between pre-emptive and However, this strategy may
reactive policy moves. An increasing risk of “falling behind the curve” suggeststhat create more tension between
a gradualist policy may need to be followed by more aggressive moves, if events pre-emptive policy moves and
appear to be turning out differently than expected. For example, if healthy balance reactive onesasthereistherisk
sheets were to weaken the effects of higher interest rates, at the same time that of “falling behind the curve”
wealth effects were stimulating consumption, monetary policy would face an
increasing risk of “falling behind the curve”.'®

These tensions raise the importance of the monetary authorities' credibility and  In thisenvironment, the
transparency. If inflation expectations are well anchored, policy actions may be more credibility and predictability
effective and thus the size of any move to achieve a given objective islikely to be  of monetary policy can play
smaller. A credible commitment to low inflation thus provides some insurance against  a useful role
“falling behind the curve”. Transparency reduces the risk that policy changes will
destabilise markets, by alowing anticipations to adjust appropriately, thus helping to
avoid disorderly swingsin asset prices.

13. In addition, the functioning of economies may be more uncertain and prone to factors affecting spend-
ing, which subsequently often feed through to asset prices. For example, the United States has been
hit by alarge positive supply shock, and equity price increases are bringing forward to current
demand extrapolation of future output gains.

14. Uncertainty about the length of the lag in the monetary transmission mechanism also suggests that
centra banks may prefer to move more gradually (Haldane, 1997; and Ha, 1999).

15. A more aggressive policy stance may also be required in other cases. First, if the economy is subject
to persistent effects, such as from wage indexation, this could offset the initial bias towards gradual-
ism (Shuetrim and Thompson, 1999). Second, in a low inflation environment, a rule that reacts more
pre-emptively to deviations from the bank’s targets may reduce the likelihood that the economy hits
the zero bound for nominal interest rates — although, in practice, this has only been an issue for Japan
(Reifschneider and Williams, 1999).
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