Answer keys for first mid-term examination Summer 2014 ECON 5/4880 R/B
Students are not expected to get all the points mentioned for each question. They are expected to refer to some of the points and to show understanding of the thrust of the argument.
Also, more complete and stronger answers are expected from 5880 students than from 4880 students. 
1. In the second half of the 1970s and the first half of the 1980s, many central banks used monetary aggregates as an intermediate target. What were they trying to achieve? How was such a framework expected to work? Was it successful or not? If not, why not?
(a) What were they trying to achieve? [25 points]
· Mid-to-late 1960s – US inflation increasing; and other countries facing same problem
· With inflation high, inflation expectations became unhinged and rose to levels not seen in advanced economies except for wartime periods
· Clearly something needed to help guide economy back to low rates of inflation
· Number of countries used monetary aggregates as their nominal anchor from mid-1970s to mid-1980s trying to get inflation down
· But inflation expectations were such that it took a long time to succeed in that endeavor 
 (b) How was such a framework expected to work? [35 points]
· Implications of theoretical model for likely patterns of output, inflation, and real interest rates during disinflationary period 
· Two interpretations to how targeting monetary aggregates works – first more monetarist, second more structural
· In first, central bank is treated as controlling monetary aggregate, M. Slowing in M growth leads to slowing in inflation
· In second, central bank is treated as controlling policy interest rate in such a way as to achieve the targeted track of money, and the result is the desired movement in M and corresponding appropriate movements in output and inflation 
· Given the initial high rate of inflation, the decline in the rate of growth of money initially requires a rise in nominal interest rates
· With inflation initially remaining high, real interest rates also rise, bringing about a decline in output and a rise in unemployment and consequently decreases in wage and price inflation
· The decrease in inflation feeds gradually into expected inflation, putting further downward pressure on inflation, and so on
(c) Was it successful or not? [10 points]
· Targeting monetary aggregates didn’t work out as well as expected in practice, in Canada and elsewhere
· After an initial decline, inflation began to pick up again
(d) If not, why not? [30 points]
· While there were a number of special factors that played a role in this re-acceleration, there were two more fundamental forces that worked against a satisfactory outcome 
· First and more important was the fact that demand for money turned out not to be sufficiently stable
· In some countries, this was result of deregulation. In other countries it was the result of financial innovation
· Examples of financial innovation in Canada  -- the spread of chequable savings deposits; a later spread of ways in which companies could move funds from non-interest-bearing chequable accounts to interest bearing accounts overnight
· The second problem was that M1 was more sensitive to interest rate movements  than had been believed as result of the initial empirical work
· Canada withdrew targets in 1982

2. In the early 1990s a number of advanced economy central banks began to use inflation targeting (IT) as the framework for monetary policy. What was the rationale behind the decision to use IT? How was it supposed to work in the face of demand shocks and supply shocks to the economy? To what extent and in what ways has it been successful? What difficulties did it run into?
(a)  What was the rationale behind the decision to use IT? [15 points]
· In early years, countries that chose to use inflation targets typically had three key characteristics in common
      -- history of relatively high rates of inflation
      -- floating exchange rates (voluntary or forced)
      -- monetary aggregates without sufficient stability to serve as intermediate targets 
· Since neither the exchange rate nor a monetary aggregate was available to serve as nominal anchor, decided to focus on longer-term goal of policy, low rate of inflation, as anchor for the system
(b) How was it supposed to work in the face of demand shocks and supply shocks to the economy? [35 points]
· Suppose there is a positive demand shock 
· With the economy becoming overheated and thereby putting upward pressure on inflation, the central bank would raise its policy interest rate and thereby cause market interest rates to rise
· Very short-term market rates would be affected directly, and medium-term and long-term market rates would be affected indirectly through expectations
· And exchange rate would tend to appreciate in response to higher domestic interest rates
· The higher interest rates would tend to reduce aggregate domestic demand via their effect on interest-sensitive spending (e.g., durable goods and housing) and the higher value of the domestic currency would reduce net exports
· Reverse if negative demand shock 
· Thus, in the case of a demand shock (whether upwards or downwards), the action of the central bank in trying to offset the upward or downward pressure on inflation also acts to offset excess or deficient demand for domestic output
· Supply shocks are a challenge to any monetary policy framework
· In such a case the central bank is faced with a dilemma – increasing interest rates would lead to an offset to the upward pressure on inflation but would weaken the economy; decreasing interest rates would help support the economy in the face of downward pressure but would validate or even intensify the upward pressure on inflation 
· As it turned out, IT allowed the authorities to respond more effectively to supply shocks than had been expected
· Once credibility was established, expected inflation became increasingly anchored and less monetary action was needed to offset the potential effect of a supply shock on inflation expectations and therefore on the rate of inflation itself 
(c) To what extent and in what ways has it been successful? [30 points]
  Yes, By and large it has been successful
   -- movement from higher inflation to low inflation
   -- volatility of inflation down
   -- persistence in response to shocks down
   -- output variability declined appreciably and avoided deep recessions
   -- inflation expectations converged to target, and lower nominal interest rates
   -- risk premiums declined
   -- labor and financial contracts lengthened
   -- quality of monetary policy discussions within CB improved
   -- quality of media commentary improved
   -- but no apparent improvement in sacrifice ratio during disinflation
(d) What difficulties did it run into? [20 points]
(a) Downward wage rigidity
 -- nature of problem – if wages in certain sectors needed to decline relative to those in other sectors as demand shifted and if there were a floor to nominal wages, relative wage movements would be harder to achieve if the overall rate of inflation were very low
 -- how serious is it? – there may be some wage rigidity but it is not likely sufficient to cause serious problems, and compensation can adjust in other dimensions (e.g., new hires get paid less)
(b) Zero lower bound (ZLB) on nominal interest rates
 -- nominal interest rates cannot be reduced below zero because of existence of an asset that yields zero (banknotes issued by central bank)
 -- with nominal interest rates at zero, real interest rates (nominal interest rates minus the rate of inflation), which affect spending, can be below zero if inflation is positive
  -- but if inflation is low, real interest rates cannot be very negative
   -- thus, targeting low rate of inflation puts constraint on the magnitude of negative real interest rates that can be achieved in context of large negative demand shock 
(c) Deflation 
-- Moreover, the fact that the zero lower bound may diminish the ability of the central bank to respond effectively to a large negative demand shock can lead to an interaction between real interest rates and price movements that results in costly deflation pressures
-- and risk of vicious cycle, with very weak economy leading to deflation, leading to rise in real interest rates, leading to even more deflation, etc., as central bank unable to lower nominal interest rates

3. In the later part of the 1990s, central banks in some developing and emerging economies began to use inflation targeting (IT) as the framework for monetary policy. Some economists argued that IT was suitable only for industrialized economies and not developing and emerging economies. What concerns did they have about the use of IT by developing and emerging economies? To what extent were these concerns legitimate? How did developing and emerging economies address these concerns and how successful has their experience been?
(a) What concerns did they have about the use of IT by developing and emerging economies? [30 points]
Concerned about preconditions that needed to be satisfied before introduction of IT
Examples of such preconditions
· Priority of inflation targeting over other goals
· Absence of fiscal dominance
· CB independence (and considerable degree of control over policy instrument)
· Reasonable methodology for forecasting
· Sound financial institutions and markets and resilience to changes in exchange rates and interest rates

(b) To what extent were these concerns legitimate? [20 points]
· There are some true preconditions should be met before IT is adopted
·    -- priority of inflation target
·    -- absence of fiscal dominance
·    -- instrument independence for CB and degree of control over policy interest rate
· Other so-called preconditions can be satisfied after adoption of IT and indeed may result from adoption of IT

(c) How did developing and emerging economies address these concerns and how successful has their experience been? [50 points]
Priority of inflation target
· Number of EE have chosen to have targets for both inflation and the exchange rate, especially in initial period after adoption of IT
· Some countries that began with both targets gradually reduced importance of exchange rate target and eventually abandoned it. A
Absence of fiscal dominance
· Some EE dealt with this potential problem by making direct financing of government deficits by the CB illegal
· Many IT countries have passed legislation giving CB power to set interest rates
Instrument independence for CB
· Many IT countries have passed legislation giving CB power to set interest rates
Reasonable methodology for forecasting
· CBs developed macro forecasting models 
Sound financial institutions and markets and resilience to changes in exchange rates and interest rates
· Worked to improve financial sector
Empirical studies suggest satisfactory outcomes by and large
· Convergence of EE economies towards the performance of best practice CBs
· Pass-through from exchange rates to inflation weakened
· Transparency and communications important in developing credibility
· More recent adopters of IT have been able to build on increased credibility of earlier adopters
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