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76. One of the lessons of this experience is that monetary policy decisions should be sensitive to the 
source of inflation. Increasing interest rates to counter the rising prices of tradable goods in an open 
economy or increasing government-administered prices is unlikely to have much direct impact on 
inflation. In some developing countries, these sources of inflation can constitute three-fourths or 
more of GDP. Hence, attempting to rein in inflation by raising interest rates in these cases imposes 
a high cost on the economy, and especially on interest sensitive non-traded sectors, without 
providing the desired stabilization of prices.  
  
77. The recent food and energy crisis also highlighted the problem of the choice of the appropriate 
target for monetary policy dedicated to price stability. Some central banks have focused on “core 
inflation,” a measure of goods price inflation that excludes the volatile energy and food sectors. But 
in developing countries this measure of inflation excludes the prices that have the highest impact on 
household purchasing power and are thus most important in influencing inflationary expectations.  
 
78. Monetary authorities should, at the same time, be sensitive to the consequences of asset price 
bubbles and other factors that might affect financial stability and thus economic stability and 
growth.  
 
79. Another lesson to emerge from this crisis is that the definitions of national and global 
macroeconomic stability need to be broadened. It is clear that central banks need to assess the 
impact of their policies on aspects of stability other than just price stability. In particular, the stability 
of the real economy and the financial system should also be taken into account. Macroeconomic 
policy has, of course, broader goals, including growth and employment.  
 
80. But because these objectives will also be influenced by the behavior of the real economy, 
including incomes and employment, better coordination of fiscal and monetary policy as well as 
social policy is required.  
 
81.  While high, accelerating levels of inflation impede expansion and have costs that are inequitably 
distributed across the population, there is little evidence that moderate, non-accelerating levels of 
inflation have similar consequences. Moreover, history suggests that deflation represents just as great 
a threat to economic prosperity as inflation. A gently rising price level can have the merit of 
speeding up the efficiency of the market process in reallocating resources, especially in the presence 
of downward wage and price rigidities. 
  
Risks and Policy Trade-offs 
 
82. Monetary policy has tended to focus exclusively on the stability of prices of real goods and 
services. Many central bankers claim that asset price stability is either not their responsibility or they 
do not have the capacity or instruments to control asset prices. Certain central bank governors, for 
instance, have claimed that they could not ascertain whether there was a speculative element present 
in market prices or whether there was a bubble, but that even had they been able to do so, they only 
had one instrument, the interest rate, to deal with two objectives. Using tight interest rates to 
dampen asset price inflation would have caused an unnecessary sacrifice of real output.  
 
83. While one cannot ascertain the presence of a speculative bubble with certainty, there are 
indicators that suggest the likelihood of its presence. But nothing in economics is certain. If policy 
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