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The third test is scheduled for Wednesday, December 15th from 8am to 10am – you should only need an hour or a bit more, so we can negotiate the starting time (8:30am or 9am?).  The format will be similar to that of the two previous tests and include the following material considered since the second test:
From the Handa text:


Chap. 10 – Money Supply, Interest Rates and the Operating Targets of Monetary Policy:  Money Supply and Interest Rates

Chap. 11 – The Central Bank:  Goals, Targets, and Instruments

Chap. 12 – The Central Bank:  Independence, Time Consistency, and Credibility
The Federal Reserve documents on monetary policy, the FOMC, open market operations, the discount rate, reserve requirements, and other credit facilities; these can be accessed through the hyperlinks in Unit Three on the course web-page or directly under “Policy Tools” at http://www.federalreserve.gov/monetarypolicy/default.htm
The four parts of “U.S. Monetary Policy – an introduction”  in SF FRB Economic Letters, Jan./Feb. 2004 at 


http://www.frbsf.org/publications/economics/letter/2004/el2004-01.html  

http://www.frbsf.org/publications/economics/letter/2004/el2004-02.html  

http://www.frbsf.org/publications/economics/letter/2004/el2004-03.html  

http://www.frbsf.org/publications/economics/letter/2004/el2004-04.html 

I have also added links to two items to the course web-site on the Taylor rule – one is a simple explanation of it, while the second is a short excerpt by Taylor on his reasoning for such a monetary policy rule.

You should also review for background, although you will not be directly tested on it, the material in Handa:


Chap. 2 – The Heritage of Monetary Economics (re-read for background)


Chap. 13 – The Determination of Aggregate Demand

Chap. 14 – The Classical Paradigm in Macroeconomics


Chap. 15 – The Keynesian Paradigm
The bulleted points below are from the end of the chapter “Summary of Critical Conclusions” in Handa.  See/study the appropriate chapter sections of the text for details.  I have inserted annotations (and some potential test questions) in italics and you should be able to explain the economic reasoning underlying those conclusions and annotations.
Chapter 10 – Money Supply, Interest Rates and the Operating Targets of Monetary Policy 

Because the FED has only the ability to influence (and not directly control) the money supply through the use of its policy tools, the policy process is a bit more complex than heretofore presented.  The FED uses its policy tools to directly affect operating target variables which, in turn, affect intermediate target variables which are then related to the ultimate policy goal variables.  This requires setting policy goals, understanding and applying the theoretical and empirical relationships among the goal, intermediate, and operating variables, and appropriately using the policy tools.

 As well, one should see that the macroeconomic processes are affected by many things outside of the FED’s control – which can make policy-making very difficult.  And there is, of course, the problem of “politics” in a democratic society where priorities in goal-setting can be quite contentious.

· Successful interest-rate targeting, in comparison with monetary targeting, increases the impact on aggregate demand of investment, net exports, fiscal deficits and other disturbances in the commodity markets while eliminating the impact of shocks emanating from the financial sectors.

Interest-rate targeting produces a horizontal LM curve – shifts in the money demand or supply (arising from either the public or banking system) curves are offset by monetary policy actions to keep the interest rate at the desired target level.  Thus, those changes in financial markets are isolated and do not get transmitted to the commodity markets through changes in interest rates and AD.  On the other hand, changes in the commodity (goods) market will result in shifts of the IS curve which have larger effects on AD because of the horizontal LM curve – monetary policy in such situations is “pro-cyclical”.
· Monetary targeting eliminates the impact of fluctuations in the money supply induced by the private sector and moderates the impact of fluctuations emanating from the commodity market.

Targeting a monetary aggregate (the money stock), in effect steepens the LM curve so that changes in the commodity (goods) market – shifts of the IS curve – cause only small changes in AD, output, and employment.  Monetary policy in such situations is “counter- or anti-cyclical”.  A disadvantage of this targeting strategy is that it can produce volatile interest rate levels.

An essential point from these two previous items is that if the primary source of macroeconomic disturbances arises in the goods market (fluctuations in the IS curve), then monetary aggregate targeting reduces their impact on AD, while interest rate targeting magnifies them.  Alternatively, if the primary source of such disturbances are in the money markets (causing fluctuations in the LM curve), then interest rate targeting absorbs them (and prevents AD from being affected), while monetary aggregate targeting magnifies them.
Of course this then “begs the question” of what if the disturbances do not originate on the AD-side (IS and/or LM curves) of the economy, but occur as shifts in AS or as price shocks?  As monetary (and fiscal) policy largely works on the position of the AD curve, such AS-side disturbances create a policy dilemma.  In the face of a negative (leftward shift) of AS or a positive (increased, inflationary) price shock, there are three choices –1) do nothing and suffer both higher inflation and unemployment, 2) stimulate AD which would reduce unemployment and accommodate the inflation, or 3) reduce AD which would reduce inflation and increase unemployment further.  A more detailed analysis would show that monetary aggregate targeting in the face of such AS-side disturbances exacerbates the unemployment situation, while interest-rate targeting exacerbates (or accommodates) the inflation situation.  Thus, a very difficult dilemma for monetary policymakers!
· The public and the banks affect the money supply by changes in the currency ratio and free reserves, so that the central bank must be able to predict these ratios if it is to offset them and control the money supply in the economy.

Free reserves are excess reserves minus borrowed reserves.  Basically, this conclusion is a simpler re-statement of the money supply process captured in the relationship of the money multiplier and monetary base.
· Empirical studies support a behavioral approach to the money supply and indicate that the money supply depends on the interest rates in the economy.  The estimated money supply functions are sensitive to monetary policy and target regimes.

In addition to decisions about the appropriate choice of goals and targeting strategies for monetary policy, there are some practical concerns regarding lags – recognition, decision, implementation, and impact – in conducting policy actions.  These are discussed below.
Chapter 11 – The Central Bank:  Goals, Targets, and Instruments
· Historically, most central banks have had the mandate to pursue a number of macroeconomic goals, including price stability, low unemployment and high growth.  Achievement of multiple goals is only possible if the economy does allow such a possibility and the policy maker has enough tools.

That is, to achieve multiple goals either the goals need to be consistent with each other and/or you need to have a sufficient number of policy tools to achieve the multiple goals (at least one tool per goal).  The FED really has only one tool – an ability to affect the supply of reserves through either open market operations or the discount rate (providing borrowed reserves).  Other concerns or requirements are that the variables subject to the policy goals need to be measurable in a timely manner, as well as have a theoretical and empirical relationship to the FED’s tools or instruments.  Further, because the goal variables are likely to be influenced by other macroeconomic phenomena, the FED has to know (predict?) and account for effects these other forces will have.

· Since the early 1990s, many economists have recommended – and many central banks have followed – inflation targeting.  However, the Taylor rule, embodying a trade-off between deviation of inflation and output from their desired long-run levels, better describes the current pursuit of monetary policies.

The Taylor rule provides a procedure to establish a target interest rate (federal funds rate).  If the primary macroeconomic disturbances originate from AD, then the Taylor rule yields an endogenous policy feedback mechanism to facilitate restoration of macroeconomic equilibrium.  Note that more explicit formulations of the Taylor rule make distinctions between the nominal and real interest rate, involving an estimate of expected inflation, as well as measures of target inflation and potential (full-employment) GDP.
Another occasionally mentioned goal is price stability; that is, achieving and maintaining a particular price level.   While doing so lowers the inflation rate and its variability, it also increases the fluctuations in output and unemployment under AS shocks.  If the FED is trying to keep the price level stable (a non-accommodative policy) as the economy is subject to supply (or price) shocks, that policy creates greater fluctuations in output and employment.  They could stabilize output with an accommodative policy, but then the inflation rate would become volatile.

· While the interest rate was historically the operating target of monetary policy, a diversion to monetary aggregate targeting occurred during the late 1970s under the impact of St. Louis monetarism.  The experiment was not considered to be a success in most countries.
There are several competing interpretations about the character or nature of this experiment in the U.S.  Some argue that it was an honest (albeit less than successful) attempt to employ monetary aggregate targeting.  Some others view the effort was not a complete commitment to such an operating procedure – that the FED was not fully devoted to the procedure.  And others view that the FED’s announcement of the switch in policy procedure was a “smoke screen” to reduce political complaints inherent from announcing a much more restrictive policy (higher interest rates) needed to control accelerating inflation.
· Most Western countries have reduced percentage reserve requirements on commercial banks to levels that are close to zero, which eliminates changes in these requirements as a tool of monetary policy.

In the past when reserve requirements were higher or in force, they had potential to be an exceptionally powerful tool – far too powerful for the typical magnitudes of necessary monetary policy adjustment.  (My “sledgehammer-to-drive-thumbtacks” analogy.)
· Since the early 1990s, the most common tools of monetary policy in developed economies have been changes in interest rates, supported by changes in the money supply induced by open-market operations and borrowing from the central bank.

Chapter 12 – The Central Bank: Targets, Conflicts, Independence and the Time Consistency of Policies

· If the economy does allow short-run tradeoffs among multiple goals, there is a high potential for periodic conflicts among policy makers in the goals attempted and the policies pursued.

Besides the debate/conflict about tradeoffs between inflation and unemployment, other goals relating to the level and stability/volatility of interest rates, encouraging economic growth, and relating to the level and stability/volatility of exchange rates are common.
· If the economy does not allow monetary policy to affect output and unemployment even in the short run – that is, money is neutral – the adoption of price stability as the single or dominant monetary policy goal becomes more clearly the optimal policy goal for the nation.  It also reduces the potential for conflicts between monetary and fiscal policies.

If money is neutral in the short-run, then of course monetary policy can only affect the price level and should be directed at goal.

· Central bank independence has been found to reduce the rate of inflation.

Why?  If the central bank is independent of the government (fiscal authorities), then the central bank is in a stronger position to fight inflation – it can deny financing (purchasing government debt – bonds) when the government wants to run a deficit (or does not have the political will to cut spending or raise taxes).  If the central bank has less independence, then it might have to buy the debt – bonds created to finance the fiscal deficit, which would make the deficit fiscal policy more inflationary (the money stock increases in addition to the fiscal stimulus).
· Time-consistent policies need not be superior to those derived from intertemporal optimization with an unchanging objective function and a long rolling horizon.
What does “time-consistent policy” mean?  How is this related to central bank independence, credibility, commitment, and discretionary policy?  
· The credibility of the central bank is essential to the successful reduction of inflation rates.  Credibility is also a factor in reducing the time lags in the adjustment of the expected inflation rate and of the actual inflation rate.

Time lags in policy can be a big problem – there are lags in 1) getting information and recognizing the problem, 2) making a policy decision, 3) implementing the decision, and then 4) waiting for the economic impact to work its way through the economy (the impact lag).  Monetary policy tends to have shorter lags in the earlier three steps (compared to fiscal policy) – the impact lag of monetary policy has been characterized as “long and variable”. That finding/characterization of the impact lag may be the consequence of varying credibility and expectations adjustment.  Fiscal policy, on the other hand, tends to have longer lags in the earlier three steps, but a much shorter impact lag.
· The credibility of a policy committed to keeping the price level stable imposes a requirement that the central bank must not try to achieve a target output higher than the full-employment level.

Why; that is, if the central bank tried to achieve a target output higher than full-employment, why would a policy of keeping the price level stable not be credible?
The following chapters (2, 13, 14, & 15) contain discussion of theoretical frameworks of the macro-economy.  You should find much of it familiar, either from previous reading in this course or in ECON 333 (IS-LM, AD-AS models).  The purpose here is to employ these frameworks in understanding the purposes and difficulties in conducting monetary policy.  There are some extensions of the basic models to take into account uncertainty or stochastic (probabilistic) events and the Ricardian equivalence (forward-looking behavior) proposition.
Chapter 2 – The Heritage of Monetary Economics (re-read and review as foundation for material in Chapters 13, 14, & 15)

· The quantity theory consisted of several approaches in its evolutionary history.  They asserted that, in long-run equilibrium, a change in the money supply would cause a proportionate change in the price level, but would not affect output and unemployment.

This assertion is the neutrality of money.  You should be able to discuss the perspectives of Fisher, the Cambridge approach (Marshall, Pigou), and Wicksell to the QTM. The neutrality assertion is also implied by the neoclassical, the modern classical, and the new classical approaches — which are among the current approaches in macroeconomics.
· In disequilibrium, the quantity theory allowed changes in the money supply to affect output and employment.

The QTM disequilibrium changes are, of course, short-run adjustment processes in moving to the new long-run equilibrium.  These disequilibrium adjustments are also consistent with the neoclassical approach, as well as being a fundamental aspect of Keynesian ideas.

· Wicksell shifted the transmission mechanism (from money to aggregate demand) from the direct transmission one to the indirect one.  Further, he envisaged the banking system as setting the interest rate, thereby making the money supply endogenous.

Wicksell noted the connection between the banking system’s creation of money and credit (and its price – the market rate of interest) and the real economy’s saving=investment equilibrium (at the normal rate of interest).  Explain the different concepts or views of the transmission mechanism (see the two next-to-last bulleted conclusions below).

· Keynes expanded the reasons for holding money to encompass the transactions motive, the precautionary motive and the speculative motive.

Keynesians subsequently provided distinctive analyses for each of these motives.  Present and explain the economic reasoning underlying each of the three Keynesian motives for holding money.  With regards to the speculative motive, what is the “liquidity trap”?

· Friedman, although ostensibly claiming to provide a ‘restatement’ of the quantity theory, in fact provided an integrated version of the neoclassical and the Keynesian ideas on the demand for money.  However, his replacement of current income by permanent income as the scale determinant of money demand belonged in neither the quantity theory nor the Keynesian traditions.

Friedman recognizes that money is both a transactions asset and a store of wealth asset – the former is classical/neo-classical, the latter is drawn from a more Keynesian perspective (although Keynes, too, recognized both).  Nonetheless, they have different perceptions about the character or nature of money demand and the economic variables affecting it.  Friedman and the monetarists also argue, in contrast to the Keynesian view, that the demand for money (and correspondingly, velocity) is predictably stable.
· Keynes and the Keynesians integrated the analysis of the money market and the price level into the general macroeconomic model, rather than leaving it as an appendage to the analysis of the commodity markets.  They also introduced bonds as an alternative asset to money in the demand for money and made the bond market a component of the macroeconomic analysis.

Recall that the classical view assumes there is no money illusion and money is primarily a transactions asset with few or no good substitutes.  Thus, there is the classical dichotomy between the real (commodity markets) and nominal (money) economies – the commodity (and credit) markets determine the real prices (and interest rates), while the money market determines the price level (and nominal values).  The Keynesian views lead to a macroeconomic model (IS-LM, AD-AS) where there is no such dichotomy – real and nominal macroeconomic variables are interdependently determined simultaneously.

· There are several potential transmission mechanisms through which the changes in the money supply impact on aggregate demand.  Their basic classification is into the direct transmission mechanism and the indirect one.

The Keynesians and the modern neo-classical (including modern classical and new classical) macroeconomic schools, following Wicksell and Keynes, have based their IS-LM analysis on the indirect mechanism, with the direct one being ignored for the modern financially developed economies.

· Whether the lending channel is distinct from the indirect one through interest rates and whether it is significant for the modern financially developed economies is still in dispute.

The lending channel’s role for financing investment in financially under-developed economies is likely to be much greater.
· While the money supply used to be the primary operating target of monetary policy, this target is now the interest rate, so the money supply becomes endogenous with respect to the set interest rate.

This is a bit of an over-simplification of the complexity of the conduct of monetary policy.

Chapter 13 – The Determination of Aggregate Demand

In this chapter, you are presented with a formal derivation of the IS-LM model and AD curve.  Modifications or variants of the model are made for a simple interest-rate targeting strategy and for Ricardian equivalence.

The IS curve represents goods market equilibrium, while the LM curve represents money market equilibrium.  (Note:  by invoking Walras’ Law, goods market equilibrium simultaneously implies credit – savings/investment – market equilibrium, and money market equilibrium simultaneously implies bond market equilibrium.)  Combining IS and LM conditions creates an AD (aggregate demand) curve – a negatively-sloped relationship between the price level and level of real expenditure (income, GDP demanded) in the economy.
· Under certainty, or with a stable and predictable money demand function, it does not matter whether the central bank chooses the money supply or the interest rate as its operating monetary policy target.  Under uncertainty and stochastic functions, it does matter.

This is just a re-statement of propositions addressed above in Chapter 10.
· For an economy for which it can be validly assumed that the money supply is the monetary policy instrument and is exogenously determined by the central bank, the appropriate model of aggregate demand is the IS-LM model.

· For an economy for which it can be validly assumed that the interest rate is the monetary policy instrument and is exogenously determined by the central bank, the appropriate model of aggregate demand is the IS-IRT model.

The IRT line/curve can be thought of as a horizontal LM curve, produced by the policy actions of the central bank to maintain the targeted interest rate (that is, adjusting the money supply to intersect the money demand curve at a targeted interest rate).
· The addition of Ricardian equivalence to both models makes aggregate demand invariant to fiscal policy, but does not qualitatively affect the scope and impact of monetary policy.

The theory of Ricardian equivalence is the proposition that the effects on nominal income of debt-financed vs. tax-financed increases in government expenditures are the same.  The proposition largely rests on the recognition by households that debt-financing is merely postponing a subsequent increase in taxes.  Thus, with an increase in current taxes, households reduce their current consumption to pay the current taxes or with debt-financing, households increase their saving (and reduce current consumption) to pay future taxes.

Chapter 14 – The Classical Paradigm in Macroeconomics

To complete the macroeconomic analytical framework from the Classical (and Neoclassical) view, a model of aggregate supply in the short-run and long-run is developed.

· In the long-run general equilibrium of the economy, the quantity of money is neutral and monetary policy cannot be used to increase or decrease the level of output or unemployment.  It can only change the nominal value of aggregate demand, the price level and the rate of inflation.

Note that these are not assumptions, but theoretical conclusions resulting from a set of assumptions and economic reasoning.  What are those assumptions and what is the economic reasoning?

· In the short-run, the introduction of uncertainty and expectations into the neoclassical model by Friedman and Lucas produces a short-run equilibrium in which employment and output differ from the long-run levels due to errors in price expectations.
· The assessment of empirical evidence indicates that, in the short-run, output and employment do depend on monetary and fiscal policies.

· The major part of the observed impact of monetary policy does not first go through changes in prices nor occur because of errors in price expectations, as it must do in the modern classical model.

The observed impacts appear to first go through output and employment.  That is, the evidence appears to not support the reasoning of the Friedman-Lucas supply rules in the modern classical model.
· Consequently, the models of price/inflation misperceptions are inappropriate for explaining short-run deviations in output, employment or unemployment from their long-run levels, or the short-run non-neutrality of money.

Chapter 15 – The Keynesian Paradigm

To complete the macroeconomic analytical framework from the Keynesian view, the evolution of various models of aggregate supply are presented and/or developed.  Some of the earlier approaches (or reasons or assumptions) have been subsequently rejected based on empirical evidence.

· An abiding theme of the Keynesian paradigm, originating with Keynes’ The General Theory, is the failure of the economy to attain Walrasian general equilibrium.  Many of its models assert that his failure is especially symptomatic of the labor market, so that involuntary unemployment is a common occurrence in real-world economies.

Recall how the Walrasian view (classical and neo-classical) assumes the dominance of competition, flexible wages and prices, and the absence of money illusion.  How does the Keynesian view differ?
· Early (1940s and 1950s) Keynesian models were based on nominal wage rigidity or price illusion by labor.

· In the 1960s and 1970s, Keynesian models were often based on the Phillips curve.

The Phillips’ curve is, of course, the inverse relationship between the inflation rate and unemployment rate.  The classical and neo-classical views hold that such a relationship might exist only in the short-run; in the long-run the Phillips’ curve is vertical.  Why?

· The Keynesian effective demand model posits that the rational dynamic responses by firms and households to conditions of inadequate demand and involuntary unemployment do not always take the economy to full employment or do so within an acceptable period.

Why not – that is, why don’t these rational dynamic responses take the economy to full employment (or within an acceptable period)?  What prevents full-employment equilibrium from being restored?
· The neo-Keynesian theories rely on rational long-run behavior resulting in implicit contracts, staggered wage contracts, sticky prices and menu costs, etc.

Notice here that Handa is presenting and discussing a long-run view – how does this neo-Keynesian view differ from a neoclassical view in not only the assumptions, but also the conclusions?
· The new Keynesians base their macroeconomic model on the microeconomic foundations of forward-looking, optimizing economic agents holding rational expectations and with the economy operating in general equilibrium.  Their distinctiveness from the modern classical model, which has a similar methodology, lies in that they assume monopolistically competitive firms, sticky prices and the Taylor rule for the central bank’s monetary policy.

It is interesting and worth noting how the new Keynesian view has evolved to accommodate some of the Classical and Neoclassical elements, but still retains assumptions about imperfect competition and sticky (or rigidity) of some wages and prices.
A Postscript Note:

In the 1960s and early 1970s, both Neoclassical and Keynesian macroeconomic theories implied, and most central banks attempted to achieve, a trade-off based on the Phillips curve between unemployment and inflation.
Some Keynesian views presumed the Phillips’ curve trade-off (inverse relationship between unemployment and inflation) was a long-run relationship.
The Neoclassical and other Keynesian views produced a short-run Phillips curve with such an inverse relationship, which shifted with changes in inflation expectations (the inflation-expectations augmented Phillips curve).  However, they also held that theory and evidence establishes that the long-run Phillips curve is vertical; that is, there is no trade-off between inflation and unemployment in the long-run. 
Efforts to exploit the presumed long-run trade-off during the 1960s and 1970s proved to be problematic and were abandoned by the 1980s.  First, the Phillips curve appeared to be too unstable a relationship for policy.   Second, attempts to push the unemployment rate below the natural rate of unemployment created an accelerating rate of inflation; thus, as the natural rate of unemployment began to rise during the 1970s, the policies to reduce the actual unemployment rate had a bias to create additional inflation.  Finally, the underlying macroeconomic models of the period assumed the business cycle phenomena were the result of AD curve shifts – the primary exogenous macroeconomic disturbances of the 1970s are perhaps best understood and modeled as AS curve (or price) shocks.
