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  Unprecedented Stability


  Transition


  Unexpected and highly adverse circumstances obliged Mexico to adopt a system of monetary policy using monetary aggregates. The decision had to be taken under pressure, with little time for thorough consideration and analysis. The focus was well known, both in theory and in practice, and there was no lack of literature on the subject. At least the a priori advantages of the focus were exactly known: the possibility of conducting domestic monetary policy with a level of inflation independent of levels outside the country and with accessible, easy-to-understand criteria for accountability: either achievement of goals as indicated by the monetary aggregates or the failure to achieve them. There had been no precedent in Mexico for the application of this strategy and international experience was inconclusive. The model Banco de México was about to implement had been used with varying fortunes in other countries two decades before. On the positive side there were some shining success stories, such as Switzerland and West Germany. On the negative side there were the examples of the United States, the United Kingdom, and Canada. The rather uncertain perspective had been summed up accurately enough by the Canadian central banker Gerald Bouey: “We didn’t abandon the supply targets of monetary aggregates, they abandoned us.”[bookmark: _ednref1][1]


  In the United States, the most distant precedent for the use of monetary aggregates was in the 1970s, when the Federal Reserve agreed on ways to track the M1 aggregate. The prevailing scholarly consensus, however, is that the Federal Reserve never considered fulfillment of their goals indispensable to the expansion of the monetary aggregates, and meanwhile it pursued other objectives such as bringing down unemployment and moderating the fluctuation of interest rates.[bookmark: _ednref2][2] The evidence reveals that in the 1979-1982 period, the Federal Reserve failed to meet its M1 targets for each of the three years. With inflation under control, the Fed began to minimize the importance of monetary targeting and in February 1987 it announced that it would not set any more M1 targets. The circle was finally closed in July of 1993, when Alan Greenspan declared, in an appearance before the U.S. Congress, that the Federal Reserve would no longer use monetary aggregates in the conduct of its monetary policy.
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    Central bankers of the United States and Mexico, Alan Greenspan and Guillermo Ortiz.
  


  The Bank of England also used monetary aggregates during the 1970s and 1980s in response to concerns over growing inflation. Unfortunately, this focus of its monetary policy revealed the same defects as in the United States: a lack of correlation between the objective behavior of the aggregate and nominal income. As a result, in 1983 British monetary policy began to minimize the importance of the M3 aggregate. The argument set forth was that financial innovation had blurred the correlation between this aggregate and the other variables. The provisional solution was to adopt a narrower aggregate (the monetary base), with first the temporary suspension (in 1985) and then the definitive abandonment (in 1987) of the M3 aggregate as a reference in monetary policy. The experiment, along with all the uncertainties it had caused, was interrupted when Great Britain entered the European Exchange Rate Mechanism.[bookmark: _ednref3][3]


  In 1975 the Canadian authorities also responded to an inflationary trend by adopting a system of monetary aggregates to set policy. The formula of monetary gradualism that was adopted tracked the M1 aggregate by fixing an interval around the target that would narrow little by little. According to Mishkin, however, the Canadian experiment was no more successful than those carried out in the United States and Great Britain. Although the Bank of Canada was able to meet the M1 targets and the growth of the aggregate gradually slowed, the economy saw a resurgence of inflation. The strategy began to be phased out in 1978 amidst serious concerns about the fluctuation of the exchange rate and uncertainty as to the reliability of M1 as a guide for monetary policy. In November 1981 the targets were definitively abandoned.


  In contrast to these cases of the unsuccessful use of monetary aggregates by the U.S. Federal Reserve, the Bank of England, and the Bank of Canada, the experiences of West Germany and Switzerland tell a positive story. For many, one of the keys to West Germany’s success in the matter was the flexibility with which the nonrigid settings framework was adopted, and which consisted of a constant growth formula for a monetary aggregate. Otmar Issing, chief economist of the Bundesbank, explained the matter thus: “One of the secrets of success of the German policy of money-growth targeting was that… it often did not feel bound by monetarist orthodoxy as far as its more technical details were concerned.”[bookmark: _ednref4][4] Another important factor was that in West Germany and Switzerland the focus on monetary targeting was also used for the purpose of communicating monetary policy.


  Efforts at monetary targeting ran into greater difficulties in Switzerland than in Germany. Two factors contributed to this outcome: the rapid rhythm of innovation in the financial sector and the strong trend toward appreciation of the Swiss franc in the second half of the 1970s. Monetary targeting was temporarily abandoned in Switzerland in the fall of 1978 in favor of an objective exchange rate system. It was reestablished in 1980, but shortly thereafter the central bank was obliged to substitute the M1 aggregate by the monetary base as a reference. Serious complications developed from 1989 to 1992, as the country faced a strong resurgence of inflation, attributed to the fact that central bank officials overestimated the growth of the monetary base in a context of rapid financial innovation. The result was that later in the 1990s the National Bank of Switzerland relaxed its dependence on targeting and even acknowledged publicly that the mechanism was of limited effectiveness.[bookmark: _ednref5][5]


  The Mexican experience with monetary targeting was very different from these briefly reviewed cases of the Federal Reserve, the Bank of England, the Bank of Canada, the Bundesbank, and the National Bank of Switzerland. For example, whereas in the United States, Great Britain, and Canada the monetary aggregates used as a reference to guide monetary policy were M1, M2, and M3, respectively, Mexico’s handling of the system, as we shall see, was the singular result of a process of local experimentation, based on the country’s own experience. For the purposes of contrast, we may recall that in West Germany there was a change from the use of M1 to M3 in 1988. Switzerland, for its part, began by establishing targets based on M1, but changed to a narrower aggregate in 1980. Things happened differently in Mexico: the authorities began by putting a limit to the annual growth of the monetary base and implicitly to the expansion of primary credit. When this formula proved ineffective, it was enhanced by quarterly ceilings on the expansion of domestic credit and the monetary base and minimum limits, also quarterly, on the accumulation of reserves.
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    The German Bundesbank, the very model of an autonomous central bank.
  


  Banco de México documentation from 1995 to 1998 seems to reflect certain doubts on the part of the authorities about the effectiveness of monetary targeting and applying the de facto regime, especially from 1995 through 1997. A good example is the apparent ambiguity of a paragraph in the “Monetary Policy Statement for 1995”:


  
    Most central banks have ceased to adopt quantitative targets as concerns the evolution of their own credit or monetary aggregates, such as notes and coins in circulation, currency, and others. Owing to the technological changes and financial regulation of recent decades, this means that the more or less stable relationship which used to exist between these aggregates and nominal GDP has been largely lost.


    In spite of the foregoing, the present crisis of confidence in the national currency makes it advisable for the Central Bank to adopt a policy of extremely strict primary credit. It has done this by imposing a limit on the growth of its domestic credit for the year.


    This formula may bring the inflationary expectations of economic agents into line with the price forecasts contained in the economic program adopted by the Federal Government, which meet the stipulation of the Unity Agreement to Overcome the Economic Emergency.[bookmark: _ednref6][6]

  


  In the 1995-1997 period the formula of setting targets for the monetary base, primary credit, and the accumulation of international reserves was an important component of Banco de México’s monetary policy, though by no means the only one. Other tools were also used: 1) yearly inflation targeting; 2) a commitment to provide a monetary base proportional to demand; and 3) the use of the “short position,” commonly known as a corto in Spanish, as a discretional measure to soften or intensify a restrictive monetary stance until inflation was eradicated. As for the formula of monetary targets, an important change was incorporated in the monetary program for 1997: an estimate of the evolution of the monetary base, an element to which a great deal of weight was given for a time:


  
    By attempting daily to match the monetary base provided to demand, Banco de México could potentially find itself satisfying a demand for money consistent with higher inflation than it wishes. In order to avoid this situation, the Bank constantly compared the evolution of the base with what would in principle be consistent with the inflation estimate for the year.[bookmark: _ednref7][7]

  


  In the forecast of the monetary base for 1997 there is a clear pattern of seasonal movement that is repeated every year in the case of this monetary aggregate. The marked seasonality of monetary base demand, especially toward the end of each year, led to the erroneous perception that in certain periods monetary policy tended to be highly expansionary. For this reason, in the monetary policy programs for the years from 1997 on, it was decided to publish both the end-of-quarter and daily forecasts of this aggregate. This was apparently an attempt to convince public opinion that seasonal increases were consistent with the demand for the monetary base and therefore did not reflect a more expansionary monetary policy. Nevertheless, by shortening the forecast periods, the authorities increased the probabilities that goals would not be met, owing to the possible effect of transitory phenomena or fortuitous events. In short, the absence of a correlation between the behavior of money and price levels is more likely over the short term.[bookmark: _ednref8][8]


  Owing to the great uncertainty created by high inflation, results in this area for 1995 and 1996 were far from their targets: 51.2% in 1995 compared to a target of 42% and 27.7% in 1996 against a target of 20.5%. In 1997, however, inflation of 15.7% was only seven decimal points off the forecast. In any case, it would be hasty to draw conclusions about the effectiveness of monetary targeting from these results, since other monetary instruments also contributed to them, particularly the application of discretionary measures such as the modification of the so-called corto. Through modifications of the corto, conditions of stability were restored to disturbed financial markets and inflation forecasts aligned with goals.


  The key results on the basis of which Banco de México decided to abandon monetary targeting came in 1998 and 1999. In 1998, while the growth of the monetary base was 20.8%, relatively close to the target of 22.5%, the divergence between the inflation target (12%) and observed inflation was very large, 6.5 percentage points, to be precise. Results for 1999 showed even greater divergences, though in the opposite direction this time. Inflation came in lower than the target, though very near to it (12.3% compared to the target of 13.0%), while the target for the expansion of the monetary base more than doubled the observed figure (43.5% compared to 18.1%). A study carried out by Banco de México offered the following explanation of the phenomenon:


  
    In the 1998-2000 period the importance given to the growth of monetary aggregates for the purposes of forecasting inflation continued to diminish. Although the estimates made of monetary base demand indicate the existence of a stable long-term function, short-term instability makes it inadvisable to use the aggregate as an intermediate objective in monetary policy. Recent studies… have shown a stable long-term monetary base demand for the period 1982-2000. Moreover, estimates of long-term elasticity are consistent with a demand for money of the Baumol-Tobin model. Nevertheless, divergences between short-term and long-term demand are pronounced (almost 7.9%), gradually disappearing over prolonged periods (50% over four quarters and 95% over sixteen quarters). Therefore, although the relation is maintained over long periods, periods of a single year can still show considerable divergences.[bookmark: _ednref9][9]

  


  [image: ]


  
    Guillermo Ortiz, who has had a long professional career at Banco de México.
  


  In the Banco de México monetary program for 1998 it is already possible to detect certain clues to doubts, not so much about the viability of monetary targeting in principle as of the feasibility of making reliable forecasts of the monetary base. Nevertheless, the program employed the quarterly periods that had been used since 1996 for the purposes of forecasting the growth of primary credit and the monetary base and the minimum accumulation of international reserves. The document clearly states that, in spite of the central bank’s commitment to adjust the money supply to demand daily, “the growth of the monetary base could be validating higher inflation than desired, either because the aggregate in question is growing at an excessive rate or because the relation between the monetary base and prices has changed.” The monetary policy program for 1998 describes a procedure for ensuring that the money supply does not grow above demand. It consists of comparing daily


  
    …the behavior of the actual base with what in principle would be consistent with the inflation target for the year. This hypothetical behavior is very difficult to determine in such a way that it remains valid for the entire year, owing to the following factors: (a) the relation between the base and inflation can change over time; (b) the assumptions on the basis of which the forecast of annual monetary base demand is made (growth of GDP and interest rates) may not materialize; and (c) the relation between monetary base demand and the variables that explain its behavior may also change over time.[bookmark: _ednref10][10]

  


  The year of disillusionment with the use of a forecast of the monetary base for the purposes of setting policy was 1999. At the end of that year, the divergence between the forecast and the observed figure was 100%. In its monetary program for the year 2000 Banco de México offered a detailed explanation of the phenomenon. Exactly seven factors were identified, some of a purely circumstantial nature, as determining causes. At the end of this account, there was an explicit mea culpa on the part of the central bank authorities which deserves to be recalled. It referred to “Banco de México’s underestimation of the process of remonetization taking place in the Mexican economy.”[bookmark: _ednref11][11] The main point was the repercussions of remonetization on the economic policy model to be followed, in which forecasting the evolution of the monetary base lost almost all significance.


  
    As inflation diminishes, the relation between money and prices becomes more uncertain, giving rise to situations such as that of 1999. As is well known, while the monetary base grew ever faster during the last part of that year, there was at the same time a significant drop in the inflation rate. This disconnection highlights the fact that movements in the growth of the monetary base provide imprecise information concerning inflationary trends, present and future. This is why the usefulness of tracking the monetary base as a reliable indicator of inflationary pressures has recently diminished. As a result, the analysis of these pressures should be based on a careful study of an entire series of indicators that provide information about the phenomenon of inflation.[bookmark: _ednref12][12]

  


  The epilogue to this process of abandoning monetary targeting was written by Guillermo Ortiz, the Governor of Banco de México, in a speech delivered at the Bankers’ Convention in March of 2000. On that occasion, Ortiz spoke explicitly about the system of objectives toward which Banco de México had moved, which would make it possible to apply a fundamental idea: “for monetary policy to fulfill a preventive function with respect to rising prices and for central bank actions to have an anticipatory character.” Alluding to the events that had led to this change of focus, Ortiz first mentioned the “formula of a floating exchange rate” and then the advisability of setting “a highly visible intermediate target: the monetary base.” Nevertheless, he explained, “as inflation came down it became evident that the short-term correlation between the growth rate of the monetary base and inflation is unstable.” This phenomenon was clearly displayed in 1999, when the base grew more than expected and the inflation rate closed below the forecast.[bookmark: _ednref13][13]


  The Inflation Targeting Framework


  The inflation targeting framework was gradually adopted in Mexico.


  Before describing the milestones of this process, from a theoretical point of view, the conditions to attain a framework of this nature deserve mentioning. First, an inflation targeting (IT) framework can be implemented when inflation becomes a stationary process, while at the same time the IT framework is a necessary condition for inflation to remain as a stationary process.


  There are two other conditions that are also relevant in order for this framework to be successful. First, it is very important that the economy is not under “fiscal dominance” or, in more positive terms, that the economy has sound and orderly public finances. Second, special consideration must be given to the horizon under which monetary policy will operate and its function in building and strengthening financial stability. Having mentioned the essential conditions for an IT framework to operate, we can describe how Banco de México adopted it.


  The first important step on the path toward inflation targeting was taken in October 2000, when the Board of Governors of Banco de México agreed to a medium-term inflation target: a 3% rise in prices by the end of 2003. As for intermediate targets, 10% was established for 2000 and in September of that year a target of no more than 6.5% was announced for 2001. The target set for the end of 2002 was no more than 4.5%.[bookmark: _ednref14][14] This policy of announcing inflation goals was given an important development in June of 2002, when the figure of 3% inflation was announced as the permanent target of Banco de México’s monetary policy.[bookmark: _ednref15][15]
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    Vicente Fox Quesada being sworn in as President of Mexico.
  


  An importantly preliminary circumstance was Banco de México’s decision to launch a new quarterly publication to report on inflation, announced in its monetary program for 2000. The first issue of the report, which dealt with 1Q00, went into circulation in April.[bookmark: _ednref16][16] The purpose of the publication was to improve Banco de México’s communications and the explanation of its policies to the general public.


  The final step was taken in January of 2001, with Banco de México’s official announcement of its adoption of the inflation targeting framework. The operational reasons for this reform have already been explained: the impossibility of conducting monetary policy by using monetary aggregates to set intermediate targets. The underlying reason was to increase the effectiveness and transparency of monetary policy “in the face of the changes the Mexican economy is undergoing” in the course of recent years. This declaration highlighted the fact that Banco de México’s monetary policy was based on “continual analysis” of all those variables that “influence the behavior of inflation” and can be useful to forecasting future price level trends.[bookmark: _ednref17][17]


  In the Inflation Report for the second quarter of 2001, published in July, three additional measures were announced. One of them, already mentioned, was the setting of a long-term monetary policy goal. The second was an official indicator for that long-term goal, the National Consumer Price Index. And the third was the creation of a fluctuation band, of one percentage point on either side, around the long-term inflation target. In other words, there was a margin of variability of 2% around the long-term inflation target of 3% annually.[bookmark: _ednref18][18]


  Worth recalling, if only in synthetic fashion, are the reasons given for implementing these three measures. Four considerations went into the establishment of the long-term goal. First, the bank included studies showing how the methodologies of the inflation indexes tend to overestimate annual inflation by 1.5% or 2.0%. For this reason, and because of the practical impossibility of the nominal interest rate approaching its natural limit of zero, it was not advisable for the goal to be set too near to that minimum. Finally, international experience suggested that an inflation target in a developing country should be somewhat higher than in a developed country.


  The National Consumer Price Index was chosen as the ideal indicator for the long-term goal for three reasons. It was the indicator best known to the general public, traditionally used as a reference in contracts and negotiations. Also, it was announced every two weeks and it was the most complete and representative price index in Mexico. Finally, there were also three reasons for establishing a margin of variation around the long-term target. It was realized first, that monetary policy does not have a direct and immediate effect on prices and second, that there was a group of prices in the economy with little or no relation to the actions of the monetary authority, such as prices set by other authorities or prices of fruits and vegetables, which are essentially determined by variations in the weather. Third and last, unanticipated variations of the exchange rate and of wages influenced inflation in a way impossible to predict.[bookmark: _ednref19][19] Experience was the main factor in deciding on the width of the band: it was determined on the basis of the historical variations in inflation as measured by the core price index and the sub-indexes not included in the core index.


  A definitive operational format was given to the inflation targeting framework in October 2002. In the Inflation Report on the third quarter of the year, the Board of Governors of Banco de México announced its decision to issue a calendar of monetary policy measures. This was done in order to “offer the public greater certainty regarding the [central bank’s] stance on monetary policy” and the behavior of interest rates. The measure also addressed the need to emphasize “the medium-term perspective” within which it framed monetary policy and to improve communication. These purposes would be well served by a predetermined calendar of monetary policy actions. In any case, Banco de México reserved the right to carry out actions not scheduled on the calendar under extraordinary circumstances.[bookmark: _ednref20][20]


  Table 1 shows a chronological summary of the process leading to the definitive adoption of the inflation targeting framework by Banco de México. In chronological terms, the process went through three basic stages. The first stage extended from September 1999 to October, with the announcement of the creation of a quarterly publication on inflation and of the core inflation index, and the setting of the course to achieve an inflation rate of 3.0% by the end of 2003. The second stage was the official adoption of the framework in January of 2001. In a third stage, extending from July to October of 2002, the long-term inflation goal was announced, the National Consumer Price Index was chosen as the official benchmark for inflation, the band of variation was created around the long-term target, and the decision was taken to publish an annual calendar of monetary policy measures.


  Table 1

  Banco de México

  Transition to an Inflation Targeting Framework


  
    
      	
        No.

      

      	
        Measure

      

      	
        Date

      

      	
        Source

      
    


    
      	
        1

      

      	
        2000 Inflation Target (10%)

      

      	
        Sept. 1999

      

      	
        Press release

      
    


    
      	
        2

      

      	
        Quarterly Inflation Report

      

      	
        Jan. 2000

      

      	
        Monetary Program for 2000

      
    


    
      	
        3

      

      	
        Core Inflation Index

      

      	
        April 2000

      

      	
        January-March 2000

        Inflation Report

      
    


    
      	
        4

      

      	
        2001 Inflation Target (6.5%)

      

      	
        Oct. 2000

      

      	
        July-September 2000

        Inflation Report

      
    


    
      	
        5

      

      	
        2003 Inflation Target (3%)

      

      	
        Oct. 2000

      

      	
        July-September 2000

        Inflation Report

      
    


    
      	
        6

      

      	
        2002 Inflation Target (4.5%)

      

      	
        Oct. 2000

      

      	
        July-September 2000

        Inflation Report

      
    


    
      	
        7

      

      	
        Official adoption of inflation

        targeting framework

      

      	
        Jan. 2001

      

      	
        Monetary Program

        for 2001

      
    


    
      	
        8

      

      	
        Long-term Inflation Target

      

      	
        July 2002

      

      	
        April-June 2002

        Inflation Report

      
    


    
      	
        9

      

      	
        Price index as reference

        for the long-term target

      

      	
        July 2002

      

      	
        April-June 2002

        Inflation Report

      
    


    
      	
        10

      

      	
        Band of variation around

        long-term target

      

      	
        July 2002

      

      	
        April-June 2002

        Inflation Report

      
    


    
      	
        11

      

      	
        Calendar of monetary

        policy measures

      

      	
        Oct. 2002

      

      	
        July-September 2002 Inflation Report

      
    


    
      	Source: Banco de México.
    

  


  Many of the characteristics of the inflation targeting framework had been part of other focuses of monetary policy, but perhaps what makes this model stand out is the combination of so many elements in a single formula:


  
    	Stability as the priority of the central bank.


    	Floating exchange rate.


    	Central bank autonomy.


    	Setting of medium and long-term inflation goals.


    	Analysis of all economic variables to detect inflationary pressures.


    	Monetary policy actions with a preventive purpose.


    	Transparency and an effort to communicate with the public in order to gain credibility for the monetary authority and its actions.


    	Rendering of accounts to legitimize the autonomy of the central bank.

  


  The foregoing list merits several comments. First of all, the autonomy of the central bank is indispensable to its priority of ensuring monetary stability, especially if there are going to be annual inflation goals to be met. The rendering of accounts is the necessary counterpart of autonomy. If the central bank is an autonomous entity, it must inform the public in orderly fashion of what it does and of how and why it does what it does. The preventive aspect of monetary policy can be justified by the need to minimize costs in combating inflation. This is also achieved through transparency and effective communication, whereby the central bank earns credibility and the public trust.
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    Mexican President Vicente Fox Quesada with Guillermo Ortiz, Governor of Banco de México.
  


  The first advantage of the inflation targeting framework is that it rests on a solid institutional basis: the autonomy of the central bank. Alex Cukierman, one of the most eminent authorities on central bank autonomy and its connection with the ability of monetary policy to reduce inflation, had written that the advantages of autonomy can be explained on a both a theoretical and empirical level.[bookmark: _ednref21][21]


  The theoretical argument is premised on the idea that public servants and politicians tend in general toward an inflationary bent in the performance of their duties. This is because persons elected or appointed to perform some task of government often have short-term goals, including even the nomination to another elected position. These persons tend therefore to incur in excessive spending to carry out public works or temporarily stimulate economic activity. Thus, the autonomy of the central bank constitutes the most effective bulwark against this inflationary bias of political activity.


  Many studies over the years have turned up empirical evidence that there is a strong inverse correlation between central bank autonomy —especially when it is robust— and permanently low inflation. On the other hand, a weak central bank has been proven to be associated not only with higher inflation but also with slower economic growth.
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    Guillermo Ortiz, Governor of Banco de México, and Secretary of Finance Francisco Gil Díaz.
  


  The second advantage of the inflation targeting framework is the flexible exchange rate regime which is one of its essential components. As we have seen, it was thought at first that the floating exchange rate would be a temporary measure in Mexico, for two reasons: first, because excessive fluctuation of the rate would force the adoption of a different kind of regime; and second, because Mexico had no experience in stabilizing in a context of high inflation with the exchange rate as an anchor. As it happened, however, the floating rate regime began to produce positive results.


  The floating rate regime did not lead to excessive fluctuation in the exchange rate, and the rest of the characteristics of the regime are positive virtues. First, there is the compatibility of a flexible rate with the possibility of successfully bringing down inflation through monetary policy. Although this has since ceased to be cause for concern in Mexico, it was not the case for several years, until the inflation targeting framework had been definitively established. Another virtue of the floating rate regime is its use as a preventive mechanism to avoid a balance of payments crisis.


  The floating rate regime provides mechanisms to discourage, though they do not provide absolute protection against, short-term capital inflows. The slightest adjustment in the exchange rate can cancel out profits expected from the difference between domestic and external rates. As a result, the floating rate acts, to a great extent, as a disincentive to massive speculative attacks on the domestic currency, as speculators risk finding themselves caught between two constraints: having to abandon peso positions at battered prices in order to purchase foreign currency at an ever higher rate.
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    President Felipe Calderón flanked by Banco de México Governor Guillermo Ortiz (to the left) and Secretary of Finance Agustín Carstens (to the right).
  


  Credibility and Monetary Policy


  A central bank has only indirect influence on prices through its monetary policy, and the connection is even more tenuous and imperfect if we consider that the effects of the measures it takes are necessarily delayed in time. Hence the importance of a current of thought that emphasizes the role played by the expectations of economic agents —producers and consumers— in effective monetary policy. Starting with the so-called revolution of “rational expectations,” and having as a premise that individual’s expectations on economic variables are, on average, correct, this model has emphasized that the result of an economic policy depends crucially on public confidence or lack thereof in its coherence and effectiveness.[bookmark: _ednref22][22] If monetary policy enjoys credibility among the public in general and especially the economic agents that set prices, its actions will have swifter and more effective repercussions on prices.


  Effectiveness


  The inflation targeting framework is not a tool of monetary policy but rather a strategy. This point must be insisted on. By repeatedly achieving its goals, the central bank gains credibility and by complementing this asset with transparency and trustworthy, convincing communication, it succeeds in aligning the expectations of economic agents regarding inflation with the targets it has established, in full visibility. The credibility of the central bank is therefore the key to this strategy. If the central bank earns and maintains credibility, its monetary policy actions will affect the price structure, that is, they will be transmitted more fluidly and directly. At the same time, if credibility is strong, occasional fluctuations of the exchange rate within the floating rate regime in effect will not affect prices immediately and automatically.


  It is not by chance that precisely this has been demonstrated in Mexico as inflation has been coming down since the year 2000, with the inflation targeting framework firmly in place. Inflation has been reduced and, at the same time, the effect of fluctuations in the exchange rate on prices has been less intense. These are encouraging signs. Nevertheless, the task of stabilization has not been finished. It is important that these efforts continue to be carried out at the lowest possible cost for the economy.


  Efficiency


  There is no use in a remedy that cures the disease but kills the patient. Heterodox stabilization programs —as for example “the Pact,” in its day— were adopted not only in order to extirpate inflation from the body of the economy (when the infection had already reached the bone marrow, however), but also to do so at an acceptable social cost. In a modern democracy, it would be terribly costly —and maybe even impossible— to take on inflation at the cost of the harmful stagnation that accompanies deflation; in the worst case scenario, inflation might be eradicated but at an unthinkable social cost. That is why it is so important to avoid the possibility that, for short-term political reasons, the central bank be obliged to adopt an expansionary monetary policy.


  It was precisely in order to buffer the costs of restoring stability that Banco de México had always insisted it be a gradual process. Gradualism is advisable in confronting inflation, though the effects of reestablished stability are also felt in a gradual way. As investors become convinced that stability will be permanent, real interest rates go down, propelling investment and productive activity.


  The inflation targeting framework has not only proved effective in combating inflation, but seems to be more efficient than other schemes (although in light of the recent global crisis this statement deserves to be revised). By “effective” it is to be understood here that monetary policy requires lower interest rates to achieve its end: stability. One reason for this is that the framework weakens the effects of occasional inflationary disturbances. An essential element of the strategy is that it draws the attention of economic agents to the temporary nature of inflationary disturbances and so wards off the secondary, tertiary, and further round effects of such episodes on price levels. Without the confidence of agents in monetary policy, such random disturbances tend to provoke successive wage and price increases that demand a more restrictive reaction from the central bank.[bookmark: _ednref23][23]


  It should not be surprising, therefore, that the practice of “guiding expectations” has emerged in a stabilizing and also productive sense in the context of the inflation targeting framework. The practice of guiding expectations leads to less uncertainty, allows for better planning by market participants, attenuates ups and downs in interest rates, and makes monetary policy more effective and more efficient. As Jacob Frenkel has pointed out: “The new policies demonstrated that it was not necessary to maintain a low growth rate in order to apply a successful stabilization strategy.”[bookmark: _ednref24][24]


  From a broader historical perspective, it might be said that the stabilization efforts begun in Mexico in 1995 were simply not allowed to fail. Mexican society could not be disappointed on this front again. It was the third attempt to deal with inflation in twenty years and had to be carried through successfully. The new strategy would not be derailed by external events, as in 1985 and 1986, or fall victim to the internal flaws of the model and political instability in Mexico, as in the course of 1994.


  The disinflation program launched at the beginning of Ernesto Zedillo’s six-year administration managed to progress by overcoming difficulties. The reasons for its success can be divided into three groups. First of all, negative factors such as low oil prices and high international interest rates were offset in the current account by other positive ones. Second, great technical skill was demonstrated in designing and applying the policies to achieve stabilization. And third, but no less important, Mexico reaped the benefit of both theoretical progress in monetary policy and the practical experience of other countries in the same field.


  These three factors came together in such a way that Mexico, after much effort, was close to restoring price stability within its borders. The design and application of the strategy to recover stability deserve a special mention. Mexico’s experience has been instructive from this perspective. There was trial and error, there was hesitation, but what predominated was perseverance. As stabilization has been consolidated, the model has grown stronger and been still further refined.


  Toward a Future of Stability


  The inflation targeting framework represented an important technical advance in Mexican monetary policy. Nevertheless, observers who expected a steady march toward price stability over the following years would be mistaken. No one foresaw that awaiting Mexico was a price rise shakeup that would make its impact felt in a sequential fashion. Although the first pressure was felt during the second quarter of 2002, lasting until well into 2003, the most damaging aftershocks would be felt in that two-year period so fateful for the entire global economy, 2008-2009. In total, Mexico went through six inflationary episodes of differing kinds between 2002 and 2009.


  Already in Banco de México’s Monetary Program for 2003, the authorities had drawn attention to the fact that an important component of the inflation targeting framework was the emphasis on “the use (sic) of a systematic focus that seeks to identify the origin and characteristics of inflationary pressures.”[bookmark: _ednref25][25] As in other strategies, the identification of the origin of these pressures had a proactive purpose: so that monetary policy could intervene to counteract the effects of these pressures on prices. Implicit in this notion was a rule governing the reaction of Banco de México’s monetary policy which soon became explicit in official documents:


  
    [I]t is important to bear in mind the importance of identifying both the origin and characteristics of inflationary pressures. When these have a supply-side origin, they tend to reflect changes in relative prices that affect inflation temporarily. That is why it is advisable to ensure that such disturbances do not contaminate the process for determining prices in the economy, particularly wage negotiations, in order to avoid subsequent prices increases (second-round effects)… On the other hand, when inflationary pressures come from the demand side, the recommendation is that the monetary authority restrict its policy stance in order to avoid a generalized increase in prices.[bookmark: _ednref26][26]
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    President Felipe Calderón Hinojosa (2006-2012).
  


  The typical case of inflationary pressures originated by a demand shock outlined in the foregoing lines was not observed in the following years, which were characterized by supply shocks. One example occurred in the last three quarters of 2002 and in the first half of the following year. Starting in April 2002, as a result of a series of price rises episodes, inflation forecasts for the end of 2003 had begun to get higher and higher, reaching 4.4% annually in February of that year, though the official target had been set at 3.0%. The restrictive reactions of monetary policy began in September 2002, with two increments of the corto in the last quarter of that year and three more in the first quarter of 2003. As a result, expectations for both the end-of-year rate and rate for the following twelve months reversed their direction starting in February of 2003. Nevertheless, in spite of the restrictive actions, the inflation rate rebounded and closed at 3.98% at the end of 2003.


  In October 2007 Banco de México announced an instrumental change that cannot be left out of this account: the replacement of the corto as an operational goal by the one-day interbank interest rate, known as the “bank funding rate.” The corto had been a Mexican invention. No other central bank in the world had used as an instrument of intervention “the manipulation of the consolidated balance of the current accounts of the banks held by the central bank.” The corto had the disadvantage of affecting only a very small portion of the liquidity supplied by Banco de México and, for public relations purposes, it was very difficult to explain its mechanism and functioning.


  What occurred in practice was that, in circumstances of relatively low inflation and stable financial markets, the advantages of operating with a short position diminished. In such conditions greater specificity was required about the desired level of interest rates, especially short-term ones. A key precedent of this focus was when the central bank authorities decided to put a minimum limit on interest rates at Banco de México’s auctions. Starting in April 2004, with this precedent in mind, announcements of the amount of the corto began to be accompanied by more precise indications of the desired level of “the monetary conditions or interest rates.” Specifically, through press releases, Banco de México ensured that interest rates of “one-day interbank funding were adjusted in precise and orderly movements.” In short, the transition from the corto to an interest rate target was “a natural step” which was announced officially, as we have seen, in October 2007.[bookmark: _ednref27][27]


  Of much greater scope, harm, and importance were the price increases in some assets in international markets in 2008 and 2009. At its point of greatest severity, these events pushed annual inflation up to 6.5%, more than double the long-term target. The Mexican economy received two external shocks that caused intense inflationary pressures. The first, felt in the summer, was caused by a rise in the international prices of commodities. Later in the year, in September, October, and November, there was a sharp increase in risk aversion in the international financial markets, which translated into an intense run against emerging economies, Mexico included. Domestic inflationary pressures had a great deal to do with the dizzying depreciation of the exchange rate, which shot up to nearly 15 Mexican pesos to one US dollar.[bookmark: _ednref28][28]


  These were the first manifestations in the Mexican economy of the severe financial crisis in the United States, which worsened dangerously with the failure of the Lehman Brothers investment bank in September of 2008. In Mexico the phenomenon caused expectations of inflation for the following four years to be revised upward to 3.52% at the end of 2007 and to 3.93% a year later. Monetary policy reacted as it usually did, pushing the one-day interbank interest rate to 7.5% in May 2008 and to 8.25% in August of the same year. Nevertheless, the Mexican authorities soon discovered that the inflationary movement of 2008 was qualitatively different from the others they had faced since 2003. The seriousness and variety of many of the repercussions were unprecedented, demanding innovative responses from the authorities.
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    The collapse of Lehman Brothers in 2008 caused a tidal wave of distrust and uncertainty in the global financial markets.
  


  Unlike other financial crises of the past, the one that began in 2008 originated in developed countries. Its severity can be explained by this fact and by the dimensions of the losses it caused. Its spread to emerging economies can be attributed to the financial globalization that had been taking place over the previous decade or so. It did not take long for prices of the securities issued by most emerging economies —and their stock market indexes— to begin to deteriorate. It also became increasingly difficult for these economies to obtain credit in international markets. In this context of intense uncertainty, risk aversion became even stronger and caused a wave of liquidations of investment positions in the securities of emerging economies, along with a strong supply of local currencies. This was Mexico’s experience at the time, as capital flight led to a severe depreciation of the peso.


  In this crisis situation, Banco de México and the Secretariat of Finance reacted quickly in order to keep the domestic financial markets in good running order. Not acting as required, and in a timely manner, would risk allowing the financial difficulties to be transmitted to the real economy, with harm to jobs and the general welfare. Thus, the measures taken had several purposes: to provide the exchange market with much-needed liquidity; to improve liquidity conditions in the financial markets; and to eliminate obstacles to the orderly functioning of these markets.


  The theory and practice of the central bank had long ago defined the function of “lender of last resort,” in the happy expression attributed to the celebrated English banker Walter Bagehot.[bookmark: _ednref29][29] The repercussions of the worldwide financial crisis of 2008-2009, however, gave new and hitherto unimagined significance to the phrase. In short, the experience was a watershed. In the classical conception of the role of lender of last resort, the central bank must provide liquidity to commercial banks that have suffered an unexpected run on their deposits. In Mexico, in its modern variant, this notion began to include the financial markets and other intermediaries. Interventions to relieve shortages of liquidity in the exchange market must also be taken into account. In order to achieve this, the central bank must have sufficient international reserves, as well as ready access to foreign currency in cases of emergencies.


  At the critical conjuncture of 2008-2009, Banco de México offered dollars to the market, with and without minimum prices, at extraordinary auctions and daily auctions. In order to ensure a sufficient supply of dollars, it negotiated a US$30-billion line of currency exchange with the U.S. Federal Reserve and a flexible credit line for US$50 billion (later renewed to US$70 billion) with the International Monetary Fund. Acting as lender of last resort, Banco de México also offered, in addition to its traditional mechanisms, new liquidity mechanisms on behalf of financial intermediaries. And it created an innovative mechanism for the interchange of interest rates, as well as other programs for repurchasing government paper in order to guarantee liquidity in the bond market.


  These operational experiences, conversations with international experts, and various cooperative efforts, especially in conjunction with the U.S. Federal Reserve, the International Monetary Fund, and the Bank for International Settlements, led to a reformulation of policy aimed at financial stability. In the Banco de México Law enacted in 1993 two of its objectives were stated: “to promote the sound development of the financial system and the optimal functioning of the system of payments.” For some time there had been elements in Mexico of a macroprudential policy, such as the long-standing provision to square foreign currency asset and liability positions in the banking system. Another step forward was taken with the rules for making the terms of these positions coincide in time. Later standards were also established for limiting credit to parties related with intermediaries and for interbank exposure. Nevertheless, it was the impact of the 2008-2009 financial crisis that gave macroprudential policy special importance.
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    U.S. President George W. Bush greets his Mexican counterpart Felipe Calderón.
  


  The so-called microprudential policies had traditionally been aimed at addressing liquidity risks and the solvency of individual financial intermediaries, as well as protecting the deposits of savers. The mechanisms of rating portfolio and constituting preventive reserves, along with the formulas for minimum capitalization of financial institutions, were all designed to serve these ends. In Mexico, there were also deposit insurance plans to protect users. Although it can be difficult to draw a line between microprudential and macroprudential policies, the ends of the latter have a special importance in the framework of financial globalization: to contain the dangers arising from liquidity and solvency problems in the entire financial system (system risk, as it is called in technical jargon) and to prevent their impact on the real economy.


  Without financial stability it is impossible to guarantee price stability, the leitmotif of central bank autonomy. In Mexico, as in the rest of the world, for different reasons, the central bank plays a key role in maintaining financial stability, not only as a lender of last resort but also for other operational reasons of considerable importance. These include its proximity to financial markets, the regulatory powers it exercises, its participation in the supervision of banking and financial institutions, and its role as a support for the markets and system of payments through its exclusive authority to issue banknotes. But there is another reason: financial instability erodes the channel through which monetary policy is transmitted. When there is financial instability the instrumental effectiveness of the central bank in meeting its inflation targets is diminished.


  
    An important element to bear in mind in order to ensure a stable price environment in the medium and long term is the proper functioning of the financial system. The accumulation of economic and/or financial imbalances can affect, among other things, the evolution of economic activity, through a wealth effect that disturbs aggregate demand and, consequently, the inflationary dynamic. This is why, in order to ensure price stability, monetary policy must be applied in a time frame sufficiently large for the risks inherent in the evolution of financial variables, such as credit aggregates and economic solvency indicators, to be identified.[bookmark: _ednref30][30]

  


  Since financial stability involves both monetary and non-monetary questions, there is need for cooperation among various authorities to maintain it. For this reason, a multi-institutional forum for collaboration and cooperation was created in Mexico in mid-2010. Along with the Secretariat of Finance, the regulatory body, and other authorities in various aspects of the financial sector, Banco de México participated in this forum from the time it was established, serving in the capacity of secretary, while the Secretariat of Finance presided. Thus, according to its founding decree, the Mexico’s Financial Stability Board is designed to “evaluate, analyze, and coordinate authorities in the financial field,” with a view to “promoting financial stability, preventing interruptions or substantial alterations in the functioning of the financial system, and minimizing their impact when they do exist.”


  The specialized area created at Banco de México to deal with financial stability has participated since its establishment in the following tasks: the analysis and measurement of systematic risk and the design of macroprudential policies aimed at reducing systematic risk, preparing the financial system to deal with shocks of different kinds, and, most importantly, preventing such shocks from materializing in the first place. These are tasks with many technical implications, for which both inventiveness and considerable practical sense are required. Systematic risk is a variable that will always be stalking among other reasons because the links between domestic and international financial markets are tight and evolve over time, and therefore the risks of contagion also change. Another aspect of this department’s work is to coordinate its activities with the other authorities on the Financial Stability Board. For Banco de México, part of the challenge of this coordinated work is the maintenance of its autonomy. The idea is that the members of the Stability Board formulate policy guidelines together but each of the participating entities is responsible individually for their implementation.


  [image: ]


  
    President Felipe Calderón exchanges impressions with central banker Agustín Carstens.
  


  While all the progress just described was being made on the financial stability front, on the monetary policy front Banco de México continued to persevere in its stabilization efforts. The actions were carried out in a context slightly more favorable to stability and the achievement of the long-term goal was within reach, if not quite definitive. In mid-2012 medium and long-term inflation expectations were just above the target of 3%. In 2010 two important steps were taken in the area of monetary policy. The first was the decision to publish the minutes of the sessions of the Board of Governors, “in the aim of increasing still more the transparency of the Central Bank.” The second measure was to modify the format for forecasts of the main macroeconomic variables through the use of graphs showing the central forecast and divergent projections with a probabilistic criterion.[bookmark: _ednref31][31]
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    Governor Carstens speaking at Banco de México’s auditorium.
  


  Price stability is not an end in itself. It is pursued as the necessary condition for achieving the ultimate ends of any economic strategy worthy of the name: sustained and sustainable growth with a constant rise in real wages (that is, in terms of their purchasing power) and increasing wellbeing for all sectors of society. Higher levels of inflation render the evaluation of investment plans much more risky and uncertain. As a result, in an unstable environment they are put off or carried out elsewhere, or the resources reserved for them are channeled into speculative investments with no social benefit or simply disappear in flights of capital. In other words, in an inflationary environment investment risks go up, and with them credit risks for intermediaries. This leads to a shortage of long-term financing for projects aimed at expanding productive capacity. In short, an essential advantage of stability is that it offers greater certainty, fostering the confidence indispensable to strong investment, enterprise, employment, and the general welfare.


  Also of great importance are the causal connections between price stability and economic and distributive equality. When inflation exists, there are disorderly rises in prices, the exchange rate, and nominal wages, all racing against one another. Prices and the exchange rate tend to rise more quickly than nominal wages, leading to a virtually irreversible trend toward impoverishment for wage-earners, who always represent the majority in the country. At the same time, inflation tends to destroy savings in the domestic currency held by the middle class and majority of savers in the population. This threat exacerbates the atmosphere of uncertainty and provokes capital flight. The contrary happens when stability prevails.


  Robust financial stability also strengthens confidence and certainty. The recent global experience has confirmed the damage that can be done by a financial crisis of wide scope. Nations must continue to establish policies and measures that will reduce the possibility of new financial crises and of their virulence, when they do occur. As a task that needs to be carried out in an orderly and coordinated way, international cooperation is key here. In the light of events since 2008, however, developed countries may be said to have a special responsibility. It was in the United States that the great subprime mortgage crisis developed, with all its contagious implications for developing economies. Governments must establish the indispensable foundations for the prevention of new crises. Leaving various circumstantial factors out of account, all financial crises have their origins in a common fundamental cause: excessive spending relative to revenues, financed in an unsound way.[bookmark: _ednref1][32]


  An integrated policy with a solid institutional framework, a set of sound and coherent strategies, designed with prudence and responsibility, and clear communication that transmits the message that there is consensus on how to avoid future financial crises would all be basic contributions to the creation of confidence, certainty, and credibility. Virtuous circles tend to feed on themselves, no less, unfortunately, than vicious circles. At the base of the virtuous circles of continuous progress to which we all aspire there is monetary stability and financial stability. It is necessary to preserve these conditions with all possible energy. Other economic strategies can also be consistent with this constructive end. Without consistence and compatibility among economic policies it is impossible to induce in economic agents the attitudes fundamental to material progress: confidence, certainty, and credibility. In the specific case of the central bank, transparency and accountability are essential in this regard. Central bank autonomy is a concrete legal and institutional expression of the democratic system of government, with separation of powers and the assumption of responsibilities before a sovereign people. Like any human creation, the democratic system cannot be perfect, but as the statesman Winston Churchill so truly said, it is superior to any other system conceived by civilization.
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