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At a more general level, the basic idea of the life-cycle/pennanent-income hypothesis is a simple insight about saving: saving is

future consuinplion. As-long as an individual does not asve just for the sake of saving, he or she saves to consume in the future. The
saving may be used for conventional their consumption, or bequeathed to the individual’s children for their consumption, or even used 1o
erect monuments to the individuals upon his or her death. But as long as the individual does not value saving in itself, the decision about

the division of income between consumption and saving is driven by prefercnces between present and future consumption and

inforination about future consumplion prospects.
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This observalion suggests that many commimon statements about saving inay be in correct. For example, it is often asserted that poor
individuals save a smaller fraction of their incomes than the wealthy do because their incomes are little above the level needed 1o provide
a minitmal standard of living. But this claiin overlooks the fact that individuals who have trouble obtaining even a low standard of living
today may also have trouble oblaining that standard in the future. Thus their saving is likely to be determined by the lim;:. pattern of their
income, just as it is for the wealthy.

To take another example, consider the comimon assertion that individuals’ concem about their consumplion relative to others’ tends
to raise their consumption as they try to “keep up with the Joneses.” Again, this claim fails to recognize what saving is: since saving
represents future consumpiinn, saving less implies consuming less in the future, and thus falling further behind the Joneses. _Thus one can
just as well argue that concem about relative consumption causes individuals 1o try to catch up'wilh the Joneses in the future, and thus
lowers rather than raises current cnnsumpﬁon.

(=)

Inflation targeting is one of the operational {rameworks for monetary policy aimed at allaining price stabilily. In contrast to
altern.alivc strategies, nolably money or exchange rate targeting, which seek to achieve low and stable inflation through targeting
infennediate variables—-for cxamplé, the growth rate of money aggregates or the level of the exchange rate of an “anchor”

currency-—inflation targeting involves tarecting intlation directly. The literature ofters several different definitions of inflation targeting.

In practice, however, inflation targeting has two main characleristics that distinguish it froin other monetary policy strategies.

The central bank is mandated, and commits to, a unique numerical targe( in the fonn ot a level or a range for annual inflation. A
single target lor inflation emphasizes the fact that price slabilization is the primary tocus of the strategy and the numeric specification
provides a guide to what tﬁe authorities intend as price stability. | . | -.-

The inflation forecast Q‘.;ﬂr some horizon is lhé de facto intermediate farget of policy. For this reason inflation targeting is
sometimes referred to as “inflation forecast targeting” (Svensson, 1998). Since mnflation is partially ﬁredetennined in the short tenn
because of existing price and wage conlracts and/or indexation to past intlation, monetary policy can only influence expected future
inflation. By altering monetary conditions in response to new infonnation, central banks influence expected inflation and bring it in line
over time with the intlation target, which eventually leads actval inflation to the target.

(=)

Technology, deregulation and liberalization have reinforced market eompetition, locally and internationally. Banks now -have
significant operations beyond their domestic borders. In the process, large, intemationally active financial institutions with coinplex risk
protiles have grown in size. Other doinestic banks and institulions are also forging stronger cross-border linkages by acquiring customers
abroad. Three related changes have also been important.

One: in the past, it was frequently the regulators who directly limited banks’ bustness and risk-taking and---very often---shielded
banks form competition. Now banks across various jurisdictions are able to take most of their own decisions—and face the consequences.
They also have to withstand more competition. These developments have inevitably focused the minds of senior bank managements on
the significance of managing risks.

Two: the economic context in which banks operate has changed. There is an increasing emphasis on “shareholder value”, which
leads banks to focus on improving risk-adjusled profitability, rather than simply boosting business volumes. Banks are more aware of
fsks in their business and of the need to use their scarce capital resources effectively. They constantly develop and seek to ninprove
sophisticated tools for assessin g, moniloring and managing nsks. 3

Three: banks now face increased compelition from the alternative sources of finance that open capital markets provide. Al the same
time, varjous capital market instruments are now available to banks that can help them to manage their risk profiles in a more -ﬂcxible
manner. Banks not only need to price their produces based on a belter assessment of risks, but they also need to really understand the

advanced products that are available to mitigate or manage risks.
All these market developments are forcing banks to take a closer look at their risk management systeins and procedures as they

seek 1o better inanage their business in a changing global banking scenario.



