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ABSTRACT

I argue that it is useful to think about the optimal design of monetary institutions using the insights

from the theory of incomplete contracts. The core of the monetary policy problem is the uncertainty

about future social decisions resulting from the impossibility and the undesirability of committing

our successors to any given monetary policy strategy. The impossibility stems from the observation

that collective decisions cannot be enforced so that it is impossible to commit to future collective

decisions. The undesirability reflects the fact that we cannot articulate all possible future states of

the world. Monetary institutions expand the possibility frontier of the technology of collective

decisions by raising the costs of making inefficient deviationsng from pre-announced paths.

Institutions also become repositories of experience and knowledge to facilitate learning about the

economic environment and communication to society as a whole. I illustrate the importance of

institutional design for the operation of monetary policy by reference to three case studies: the

collapse of exchange rate regimes in Brazil and the United Kingdom; currency arrangements in Iraq

and their reform after the 2003 war; and the relationship between central banks and governments

when the zero constraint on nominal interest rates is binding.
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Chart 1:  Exchange rates and monetary policy in Brazil, Jan 1998-Dec 1999 
  

Source: JP Morgan and Banco Central do Brasil 
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Chart 2:  UK inflation and inflation  
expectations, Oct 1991- Oct 2003  
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(a )Implied average inflation expectations from 5 to 10 years ahead, derived from 
index-linked gilts.  Source: Bank of England, ONS



Chart 3:  Saddam/Swiss Dinar exchange rate, Jul 1997-Oct 2003 
 

 

Jul-97 Jul-98 Jul-99 Jul-00 Jul-01 Jul-02 Jul-03
50

100

200

400

Saddam/Swiss Dinars
(log scale)

 
 

Source: United Nations, Central Bank of Iraq 



Chart 4:  The Swiss Dinar/Dollar exchange  
rate, Jul 1997-Oct 2003   
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Source: United Nations, Central Bank of Iraq 



Chart 5:  Exchange rates and regime change  
in Iraq, Sep 2002- Dec 2003 
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Source: United Nations, Central Bank of Iraq, Tradesport Exchange Limited 
(a) Value in cents of a contract that paid 100 cents if Saddam is deposed by the end of June 2003, and 0 otherwise 
(b) Value in cents of a contract that paid 100 cents if Saddam was captured by the end of December 2003, and 0 otherwise 
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 Chart 6:  The Saddam/Swiss Dinar  
exchange rate, Jan 2002-Dec 2003   
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Source: United Nations, Central Bank of Iraq 




