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First, let me thank SEACEN and the BIS for asking tmlead off
the discussion on this important topic. For théSEN economies, | think
two important questions stand out. The fistwhat went wrong with
monetary policy and what can we learn from it? Ahd seconds what
more can we do to improve our understanding of nargepolicy so that
long-term price stability can be assured whilerible of financial instability

IS avoided?

Although the current global financial crisis haseh a dramatic
experience for central banks, it also offers anooiymity to reassess both
the intellectual underpinning and the practical lengentation of monetary
policy. As we all know, monetary policy in the tdfteen years did cover
almost the whole of a global business cycle, sigritom the period of the
so-called “great moderation” when there was a peedeend to economic

volatility with interest rates remaining low for axtended period, to the
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current global financial crisis that saw aggressise of monetary policy by
the major central banks to combat economic condmr@etwith near-zero
interest rates and the use of unconventional measurhis reassessment,
therefore, is important and will provide a useftdreang point for a better

deliberation of monetary policy going forward.

For this morning, | want to focus my remarks ore¢hissues._first
the lessons we can learn from the crisis; sedomd to move forward to
strengthen monetary policy framework in light oé tbrisis to ensure long-
term price and financial stability; and thirthe relevance of inflation-

targeting as a monetary policy framework in thetyooisis era.

From the crisis, there are a number of importasgdns that can be
drawn. The_firstis that monetary policy remains the right instrame&
maintain a low inflation environment which is craicifor sustainable
growth. But the most important lesson from theisris that low and stable
inflation alone is not sufficient for ensuring fim@al stability. This is
because the risk to financial stability can conmmfrmany sources other
than domestic inflation. In the current crisiswais the housing bubble and
excessive risk-taking by the financial institutichait precipitated the crisis
in the environment of stable prices. Thereforem@ntain economic and

financial stability, in addition to price stabiljtattention must be paid to all
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the key sources of risk and imbalance that can Isgggemic implications

for the economy’s growth and stability. This i firstlesson.

The secondesson is the inadequacy of the current approach i
monetary policy analysis that focuses over-extesigion macroeconomic
analysis and models. In the period leading ujpéoctisis, what was missing
clearly was the recognition of the implications ttlza stable growth and
inflation environment could have on developmentthm financial sector in
terms of its impact on risk perception and on tBk-taking behavior. As it
turned out, the reduced volatility of growth andlahon did not tell a
complete story. In addition, the intellectual urpdening of central bank’s
approach to policy, based on efficient market higpsis, did not encourage
policy makers to look beyond the focus on inflatiigk. As a result, the
interaction and feedback between the real econardytize financial sector
were not given the needed attention in the deltmraof monetary policy.
A case in point is the typical absence of the faransector, especially
banks, in the macroeconomic models used in theysisabf monetary
policy. This absence leaves a big gap in our stdeding of the
Interactions between the financial side and the seke of the economy
which, as a result, can lead to an underestimatfamsk in the good time,

and an overestimation of risk in the bad time.
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The third lesson is that monetary policy is a powerful témi
managing growth and stability, but it can also loable-edged sword. In
the current crisis, monetary policy is said to hgWayed a role in
contributing to excessive risk-taking behaviorhe period leading up to the
crisis, but monetary policy is also powerful in dang the economic and
financial downturns through aggressive actions wierest rate and the
provision of liquidity. This shows that it is ciat to get the stance of
monetary policy right early by formulating monetaglicy in a forward-

looking manner. This, of course, is easier saaah tthone.

And the lastlesson is communication. One lesson we learnt
clearly from the crisis is that policy actions atorannot ensure a successful
outcome without the support of an effective comroation strategy. In this
crisis, the Fed has demonstrated the importandbi®fto the highest level
through its ability to articulate its understandiod the situations, to
communicate the rationale for the use of unconwveati measures, its
approach to making the results of the stress-tp&tkercise public, as well
as its ability to manage market expectations wimlaintaining policy
credibility. All these have been instrumental @ tsuccess so far of the
Fed’'s policy response. It is, therefore, cleamirthe crisis that well-

executed and credible communication can help antiaoket expectations.



Let me now turn to my second remark on strengtigerihe
monetary policy framework. | agree much with whas been said about
the need to improve bank regulation and superviggmmg forward,
especially to reduce procyclicality in the finan@gstem. But for monetary
policy, the framework can also be strengthenedhtoeiase its effectiveness

in safeguarding price and financial stability.

The firstis that good macro-surveillance process is a naubelp
identify key risk that might be developing in thr@daomy. This surveillance
needs to cover both developments in the real ecgraod in the financial
markets so that any potential risk to financialbsiiy can be identified
early. Seconds the need for a disciplined decision-making psscthat
takes into account information from the surveil@nprocess in the
deliberation of monetary policy. One key commorakreess in the past has
been the limited use of information on the finahside in the formulation

of monetary policy.

Third, in order to deal effectively with both price afidancial
stability, the thinking now is to focus monetarylipp on its core function of

maintaining price stability, while financial stabyl objective is best served
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by ensuring a robust and efficient financial systdmough strong bank

regulation and effective supervision.

Nonetheless, to the extent that developmentsaritiancial sector
may have systemic implications, monetary policy &&ncombined with
macroprudential measures aimed at reducing riskamcial stability at the
source. An example of this is excessive creditvfnan a certain sector that
can be discouraged by tightening up the relevandihg standards. A
number of SEACEN economies have adopted this appraspecially for
housing loans. However, there is a concern tha #pproach is
judgemental and lacks a coherent framework; i@y ban we control both
the price of credit through monetary policy and tpgantity of credit
through macroprudential measures. Another unsgttissue is whether
monetary policy should lean against the wind oeapsice boom and credit
expansion at a cost of somewhat weaker growth ewerl inflation. On
this, | think our default position should be that should because the cost of

getting it wrong by not doing enough can be verstlgo

Finally, information on money and credit aggregates camaee
more useful in the formulation of monetary policip to now, a widely
shared so-called “best practice” in monetary poldtgt not pay enough

attention to monetary aggregates partly becausieedbelief that there exists
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no stable relationship between quantity of money @onomic activity. As
a result, prior to the crisis there was no attetopgounteract the rapid credit
growth even though, in most if not all cases, apset bubble was a direct

result of sustained excessive credit expansion.

This issue in my view is most relevant for emeggmarkets where
the financial sector is typically bank-based, wittedit being the major
source of funding for businesses, and credit riskadp the most important
risk to banks. Such factors make the credit chlarare important
transmission mechanism of monetary policy in emmggimarkets.
Therefore, information content provided in key bagkdata such as loan
demand, rate of loans approval, lending standawifsptad by banks,
delinquency ratio, and NPL could be useful in hadpio assess how risk and
activities are evolving in the macroeconomy, ancetivar the information
point to the need for monetary policy to react cumed above what the usual
price and output data imply, either by an interesgte action or by a

macroprudential action.

My final observation is on the relevance of inflattargeting as a
monetary policy framework in the post-crisis erdRecently, inflation-
targeting has come under a close scrutiny whetreframework is useful

given its narrow focus on inflation whereas riskemnomic and financial
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stability can come from many sources other thalateh. In this crisis, the
performance of the inflation-targeting economiessidiffer widely, but the
majority are those that have been more successfweathering the crisis.
Examples here include Australia, New Zealand, Caraadl a large number
of emerging market economies as opposed to a mbireuld experience

elsewhere.

My view is that inflation-targeting remains use@d a framework
for monetary policy, and experience of many infiattargeting emerging
markets in this crisis demonstrates clearly thatepstability and financial
stability can be preserved even under extreme ¢iahgircumstances. But
the framework could be further strengthened sottieaheed to pay attention
to financial stability concerns can be more formalddressed through a
flexible inflation-targeting regime. Combining maprudential measures
with inflation-targeting is one area that flexibylican be added. The Bank
of Thailand is one central bank that has pursuedlitie of flexibility since

2004.

Another approach is to have greater flexibilitytie setting of the
inflation targets, in terms of the choice betweerecand headline inflation,
as well as the level of the inflation targets itseb that monetary policy will

have greater room to maneuver in responding tokshotf done carefully,
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the room for flexibility can be added without unahéming the credibility of
the inflation-targeting framework. But whateveexibility we add, it is
most important that the long-term objective of ntang policy in sustaining
a low and stable inflation environment and in amgig inflation

expectations over the cycle is maintained and ootpcomised.



