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Abstract

This paper reports estimates of monetary policy reaction functions for two sets of
countries: the G3 (Germany, Japan, and the US) and the E3 (UK, France, and Italy). We
find that since 1979 each of the G3 central banks has pursued an implicit form of inflation
targeting, which may account for the broad success of monetary policy in those countries
over this time period. The evidence also suggests that these central banks have been
forward looking: they respond to anticipated inflation as opposed to lagged inflation. As
for the E3, even prior to the emergence of the ‘hard ERM’, the E3 central banks were
heavily influenced by German monetary policy. Further, using the Bundesbank’s policy
rule as a benchmark, we find that at the time of the EMS collapse, interest rates in each of
the E3 countries were much higher than domestic macroeconomic conditions warranted.
Taken all together, the results lend support to the view that some form of inflation
targeting may be superior to fixing exchange rates, as a means to gain a nominal anchor
for monetary policy. © 1998 Published by Elsevier Science B.V. All rights reserved.
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1. Introduction

This paper characterizes empirically how the major central banks of the world
have conducted monetary policy since 1979. Specifically, we estimate monetary
policy reaction functions for two sets of countries: ‘the G3°, which includes
Germany, Japan, and the US; and ‘the E3’, which consists of Germany’s major
economic partners in Europe, the UK, France and Italy.

Two sets of issues motivate our investigation. First, after nearly a decade of
high inflation, a number of important central banks began in 1979 a concerted
effort to reign in inflation. The net effect was transition from a global environ-
ment where inflation seemed a virtually intractable problem to the current era
where the major economies of the world enjoy relative price stability. While
world monetary policy was largely viewed as being out of control during the
1970s, it is now, for the most part, held in high regard.! For this reason, we first
study the G3. Here the motive is to assess how policy was conducted in the
post-1979 era by the central banks of the world that not only have the greatest
influence over global monetary conditions, but also the greatest autonomy in
policy management. By doing so, we can identify the features of monetary policy
that prevailed during an era where policy-making was considered effective. This
exercise will not only supply lessons for future policy-making in the G3, it will
also provide insight for how the new European Central Bank should manage
policy.

Second, though inflation is under reasonable control in the current environ-
ment, international monetary policy has not been free of turmoil. Exchange
rate management in Europe has not proceeded smoothly. A manifestation
of this tension was the collapse of the EMS in late 1992. The inability of the
major European central banks to sustain the existing exchange rate system
raises issues about how the planned monetary union will fare. For this reason,
we study the E3. Here we try to understand how the constraints of EMS
influenced the policies of these countries. We use the policy rules estimated for
the G3 as guidelines to evaluate policy-making in the E3. The purpose of the
exercise is to shed additional insight for the future of monetary-policy making in
Europe.

Section 2 below describes the methodology. It first presents an estimable
policy reaction function. The baseline specification has a central bank adjust the
nominal short-term interest rate in response to the gaps between expected
inflation and output and their respective targets. It is essentially a forward
looking version of the simple backward looking reaction function popularized
by Taylor (1993). It is the kind that Clarida and Gertler {1997) have argued

! The recent decision of the Labour party to grant the Bank of England independence is
a symptom of this change in attitude.






