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Central Bandlonpg in a complex Environment : j

I Intr&é%ction

'The :nviroameat 1o which ceatral banking is carried
on 1n & molarn, dsyveloped =sconomy 1s complex, Not only
are thers invalvei filancial and technical relatioons
among the pinaneial uclts of ;the economy but slso the poligy
obgecﬁives anich a cerntral bank serves have many not
neoaesarily compagible directions. In =3dition the
way/in shich hoqhehslis and buslness firms react could
chanées iﬂ the values of financial varlables relev=zant to
central can&éoperationsL The oompleimty of the environ-
ment within icih central bank declsions amrd-spercsisne
ars made aaﬁ:operations exé:uﬁed can bes examined unier

four healints. o .
gy

1l The :oals objecni ves and ar: as of responsiiciiities

/

of central nanxs

i

2. The struetures and praetices of Flaanclal markets
3. The inetruments of central bank poilcy

4The divisioh of laoor. arrangements for cooperatlion

among the varlaus units which det rxine and exscute
economlc anj flnancial policy.

As the ”inanuail and eoan)mle stracture and instltiutions

evolve ‘thers la another dlmenskon to the complex 'ty of

the environmud& within whioh 'a central tank as «ell as

the other ¢9Vernment policy qrganizatione function, The

/\



assignmahts and operations of -the policy ﬁgencies musq
always be responsive to chénges in the environment, We
wlll'attempt to make each of the dimensiohs to the complex-
i1ty of policy operations more precise., We will aiso
atteﬁpt to determlne whether the very‘complexity of
ths environment 1lndicate which of the altsrnatives, aims,
functions, aad operations of the central cank Es ba2st to

Wy Har Y hes
emphasize, tnat 1s,m8 the n:)mplexity of the 20aviroanment qw&d
it-as som=z blde lines as to how central banklng shoulid
be used.

Thers 18 stlll another element which adds to the com-
plexity O tne problem >f pollicy op=sratlons through the
financial esyetem. The standards by which the psrformance
of an econsmy as well as 'he psrformance of the flaanclal
markets are Judzed change as time passes and as Knowlelige
0od the system lncreases. Our current sensitlvity to
deviations from full smployment, price level changes, and
balance 5f paymant difficulties comblne-with varisus
attempts to control the terms and dirsctions of the flow
of "inancall resources add up to a mu&h more strlct
standard by Which-Amerigane performance 1ls Jjudgsd as well
as an lncredee in'thé jomaln which the cegtral banks and
other pblicf azencles are expectei to affect, It must =e
recoenized that a set of policy 1nstitutians, objlectives,
anﬂ operntlpn%:gay £be sufflclent to achleve an acceptablle

economic .aaﬁ financlal performance within a given set of



B e
institutionsé When Judged by one set of staniards may be -
Insufficient a}ter institutions and standaris changs, The
evolution of either institutions or the strictnéss of
staniaras may make partioular pollcy prescription oosolete
and a\purticular gset oI rul ;mbahavior for the central
bank out ot 3ate . The analysts of central banking must
taks both typse of posibble evoltutlonary devslopmants
into a:zount. Hence ths analysié of central bankling

-

must always conslder how the—prsTarroi—operationsor

the preqcribeﬂ aparations of a central bank are related to

feri ] fn.u.z('(a
£ particular Srephias of the economy and the pollgy’

' | b.s ius(ghhh,
prescriptions are coniltioned wpdn a partlcualr O e
of zoals and %hke 1hterpretat}ons of the significance
of particuiar attributes df £he economy. {

The institutional framework -within which the appro-
priate 5ahav£or regponsitilities of the central bank will
be discussed ia that of the U.S. The central bank under
iiscq'oiou will be the federal /ﬁeser\\ Jystem. Our

ob3=ctives are to describe the complez environment within

whlch the f;delal &9serve‘$ystem mqat operate J .Zsolate

those Pspects of the economic and finanuial world- for whﬂch

the feieral ressrve system has spaclal authority_and
responslpﬂlity)and determine the extent to wh'ch these

apecial factors limit the ability of thé~feierél reserve

PavA A :
system @o attain other objectives. The end result of
o
{

A
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the investi:atlon will be the -derivation of an appro-

prate d2vision of~laboyénd responsiblil ty afobg the federl

ressrve system , the fiscal authoritiesfrgae policy
makers who affect strqctural Qarlables.

In what falloﬁs the view 1s Jevelopsd of the central
bange functlons can b2 considered under thrse headings:
1l The lender of last resoré .
2, The opsrator of monetary policy
3.\The determ.nant o5f financlal practices’

A central bank is the organization which nas the
priﬁary responslpliity to preventing unstat .e monetsrp
and financlal condlitions and developing.It 1s the only
orgadiz;tlon 1dan economy which has the weapons wh;oh can
be us=d to prevent financial criséva;nﬂeveloping-énd to
offset any destablilzing events that occur in the finan-
‘¢clal markets: 1e a central bank must be a lender of last
ressbpt . HoweverX&’lender of last resort functions of
the central bang zust not be restricted to any narrowly
defined set df'monetary or banrking ln%titutions but rathepr
the cezntral bank has to be a lender of las£ resort to the
flnanclal markets as they exist. We‘must not confusg® the
lender 0fllast resort funotlons of the oeniral bank and
those operations which a central bank must undertake in
order to equallze iestdbillz;ng facrops Wwhich arlse from

the ‘technical characterisitics of the banklng eystem, A
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lender of last resort function 1s an econowle¢ rather than

a iechnical banking functlon of the central banﬁ. |
A central bank can aifeot the quintity of money and

in a fractional reserve banklng system this means it can

affects the amount of finaﬂcing which 1s avallable, Hence

the bank can affect the minestary emvironwment 1n which the

‘economic decisions of the priVate ssctors and the other

‘éju;ic:policy azencles are made. The central bank 1s
réébgﬁélblé for maintaining a monetary environment which:
is approprizte to the achlevament of economic objectives
glven the oper=2tlions »f the economlc policy agencies,
The malatsnance of an appropriate monetary environment
has raqgired that the centrai banks operations should d
lar.sly pe tased on short run economloc stabllity objlectives,
ft will be ‘argued that as financial markets ani the fiscal
systema;;'now operating,this short run-stab;lizing ob=
Jective 1a not of primary slgnificance., It is best for
the geniral bapks market operations longer run considerat-
ions . . ’ ‘

The third functlon of the centrdl bank 1s really
an outgrawth of its lender of last resort\respons;bilities.
The oentral bank has the power to protect or to penalize
particular flnanclal practices and institutions, The se
powers eanable a central bank ﬁo affect the .erms on

_ Which particular activities are financed, that is to
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affect relative prices. 3uch qualitative powers ashich
afa ac out.rowth of its responsicility for financial
stabllity caa be uszd to affect the overall _shavior of
the economy as well as the allocation of resources,

;f% %éAinteresting to noﬁe that many of the spaclal
a;éncies set up o; 5overnménts‘oo v€nerate flnancial
practices Ior particulaf 5bject1ves of the goverament

s hl Carry ow
‘such as housing et farm credit, buslenssg é%ntral
Banxiné anctions ;aai/& propetly or_anizei and aimin-
istratlive ceatral bank would by its guaranteein, and
endoreing have male eamgispeclal arencles quite unnece sg=
ary.

The lender of last resort functlons of the central
bank must bDe so organlzed that they can respond to
chang2s in flaoanclal marxets, fn,particular tuls func-
tlon has préventafilve as weleas resgue aspsects. Thé
malntenance of an approp;iate monetary enviroament canast
be defined 1ndependently of the structural and floancial

attricutes >f an economy and o>f ths ﬁulina /r»?fb"i"‘“

among 2conomic objectives, In additlon £ central

banks actlons whigh protect ani pravént finaaclal prac-

tices also affect the conditions For a staole monetary

eavironmegt, The third function:,td affect flnanclal
: Al oo ; Nea hot

market;practicegand%%%%%%.depeai?,upon wiadah fipances are

availaﬁ;g to different sectors, has often been vested in
T N

/
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special purpose authoritles which usually are guldsd
by preciée legislative rules. It would be better if
such functions were ceniralized and if 'the lezislative

‘ prescriptions took the form of spsclfylag gulde lines
L‘IM' oMo )\\‘M—\

W

and objectives the preclese _
terms upon wWhich financing.is to be ‘made avallavle to
cartain sectors, On all three accounts the 1l2ndsr »>f
last resort , the malntenancs o% apptrapriasts monetary_
coniitiané/ and the regulator of fﬂécial practices the
central nank should ce granted ﬂiscreiioaary powers
rather than be ordered to conform to a rulewhether

1.0 s ' decision of the ¢~
the rule oe legislative or dus to the, banks aiministrators,
Is that the present treatment of iepreciation ailowances
distorts the investments chosen aand put in place by the
.priVate sector., It is a serlous distortion of the pay-
0ffs of invastments in favor of those lnvestments wlth
a relatively short 11fe of thbse invactments with rela-

tively favorable deprefclation allowances

)
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