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Rules vs Discretion

[f there 15 anything ahout which modern macroeconomis s clear
however—and on which there 1s substantial consensus—it is that policy rules

have major advantages over discretion n improving economic performance

John B. Taylor (1993)




Current Debate ini Monetary Policy.
Rules

A

John B Taylor Cars E O Svensson

Instrumenit Vs targeting rules

Propenents of former are Traylor, McCallum: andi Nelson;
while of the'latter are Syvensson, \Woeodierd anad Glanmnonl
among others.




Instrument vs Targeting Rules

ISSUES:

Simplicity,

Role off judgment
RokhUSstness
Internatienal practce
Technical ieasiniity,




Instrument rules

Menetary poelicy: Instrument (e:g. short Interest
[ate) respends to CUrrent ecenomic conditions

State contingent ruie

Meltzer (1987, McCalltumr (1988), IHendersen
and NVcKibhin (1993)), Trayier (1993)

Traylor (1993) rule




Characteristics of Instrument Rules

Very simple

Need veny littieramount of Information
Are ropust te) clianges In Moedels

Easily: veriiable se aie technically feasible
Nosrele of Judgement mechanical
Reguires little aunan capital

We need only “a clerk armed with a simjple
iermula and a hand calculator®. (MecCalllm:
2000)).




However, there Is often a conspicuous
asymmetry in many papers in that
central-bank behavior Is still often

modeled In a mechanical way, as
following an ad hoc instrument rule,
such as a Taylor rule.

Lars E O Svensson (2003)




Targeting Rules

I 1989 REINZ and inf 19905 some: ether CBs adopted a
framewerk that, at that time, had Iess academic Support

Inflatien targeting| strategy.
Infilation ferecast as intermeadiate targert.
hree steps

centralibanks announce a numencal inflation; target
(peint target or target range)

Moenetarny policy. has; legisiated mandate fier achieving
ihat Milation’ target

nIghr degree off transparency: and accountanility
Constrained Discretion (Svensson 1997)




Two types, of targeting rules

General largeting Rule:

A‘general targeting rulerspecities an: operational
0SS filRCteR, WhICH the moenetany pPolicy/ IS
committed ter minimize.

Specific Targeting Rule:

speciiies first erder Euler condition, likermarginal
lidte, off transtiemation; andi substitution Letween
e target Valianles is equalized. It gives an

Implicit reaction fiunction of the monetary
authoerity that needs not e anneunced:




Characteristics off Developing

Countries

IOV professionals’ capacity,

Weak Instittitiens

smallfinfermationrset

menetany policy having multiple eljectives withoui

clear prioertization

Calve and Mishkin (2008) Identify five: fitindamental
nstitutional preklems in develeping countres

Weak: fiscal institutiens), Weak financial Institutiens,
low. credibility” off menetary Institutiens), CUrrenecy
supstitutien and liability doellanzation and finally the
Vulnerability off the developing countries to sudden
stop In capital iniflews




Strategy. for Developing Countries
start with' simple mechanical rules that o, not
feguire mere pre-requisites and are: easy. to
fiellew

Once the'centrall bank Pecomes Independent
and transparent, a system: ofi acceuntapility Is

Set to) punishi the: cential hankers) il case: of
acting against seclalfinterest and central hamnkers
Improve thenfintellectualiand analytical capaciiy
10 make goeoed judgment, a develeping country
can easily: switch firon simple: mechanical rule te
more elanorate inflation targeting firamework




Ohjectives of the study

10 estimate the Taylor rule: fier Pakistan

to, Investigate: Whnether the: simplermonetary: policy
iules (Traylor rulernere) can imjprove

MACIOECONOMIC PErfermance given the censtraints,
mentioned alkoeve, faced by the moenetany. authorlty

10 Vel WhRether the: parameters: in erginaliayier
(1998)irule (the Welghts on outplt andiintiation
stabllizatieniinrthe rule, real interest rate and target
nflation: rate) are optlmal for Pakistan: or they.
shiould e changed hecause: the values fier these

parameters given by lrayler were suggested for the
Eederall Reserve




Methodoelogy,

Traylor (1993) rule

Coefficients Restrictions

Estimate by OLS — a requirement of the rule
Trade-ofifi between estimation efficiency and theory of the rule




Methodoelogy

Smallf nacre moedel by Rudenuschrand Svensson (1999).

Backcasting Using estimated parameters and shecks and
TFaylor rule as monetan/ policy: strategy.

Bootstrap simulatien




Einding Optimal Parameter Values
for Pakistan

MiRimizingl vamranility in inflatien and
output
Minimizatien ef the 1ess function

One time estimates
Beotstrap simulation




Results

Estimation; Results

(4.28)  (-2.28) (4.17)

Adjustedl R2' =10.22, PW= 0.869

(Hanfi’'s peried)
(Yagular'si period)

(Ishrat’s period)




Estimation Results-----

Actual and Taylor Rule Induced Short Interest Rate

\

actua rule induced




Estimation Results

Actual and Rule Induced Short Interest Rate

Actual Rule Induced=

viean 0. 24 10.42

Viaxamum 15,42 200510

Minimum 1.05 0.51

RaANgE 14.37 19.79

\/ariance 11.80 32.96

St. Deviation 344 oL 14

*\We used actual data en’ output gap and nflation te
calculate this rate.




Macroeconomic Performance

Simulatien with Tayler Rule andl Estimated Vodel

Actual

Rule Based

One-time

Bootstrap

*

P-value**

IntErest AVerage

8.26

0.24

Feite St. DeV

3.53

3.18

Outpuit AvVerage

-0.24

-0.68

gap St. Dev

2.47

1.72

1.80
(0.22)

Inflatien: | Average

7.36

7.00

St. Dev

4.31

3.50

3.70
(0.47)

0.10

* Average ofi 1000 values, of standard deviations in beetstrap simulation. Standard

errors in parenthesis

** probability of standardl deviation withi rule being greater than that of actual data




Optimal Parameter Values for
Pakistan




Comparison ofi Strategies

Loss Associated with Different Parameter Values for the Rule

\/ariance

LSS ter Society

Y-Gap

Inflation

One-lime

Bootstrap

*

P-values**

Actual

6.10

18.54

12.32

Rule-|

2.40

13.11

7.76

6.09
(1.40)

0.00

Rule-ll

2.60

12.15

(.48

7.82
(1.92)

0.02

Taylor Rule

2.94

12.25

7.60

8.26
(1.72)

0.02

* Standard errors in parenthesis.
** prokability’ of'loss associated with rule being greater than that of actuall data




Diagnestic Trests

Impulse Respoense Eunctions

s Output gap Must CORVErge. toi ZEro 1IN FrESPONSE
Lo shock

s Inflation must converge te target level in
response to shock

Constrained Optimization

s Minimization of the less fiunction sulbject te
different constraints




Diagnoestic Tests
Impulse Respoense EUnctiens

Response of Output to One Standard Deviation Shock in
Output

7 10 13 16 19 22 25 28 31 34 37 40 43 46 49 52 55

quarters
e A ctual Taylor Rule Rule-| —e— Rule-llI




Diagnoestic Tests
Impulse Respoense EUnctiens

Response of Inflation to One Standard Deviation Shock in

1 4 7 10 13 16 19 22 25 28 31 34 37 40 43 46 49 52 55

quarters
Actual Taylor Rule Rule-l —e—Rule-ll




Constrained Optimization

Less Minimizatieon sulject to Dififerent

Constrainits

Constraints

Infiation
Jlarget

Coefficients

Y=Gap

|nflation

Loss

Case-I|

13.74

0.42

0.56

(.42

Case-lI|

3.11

0.42

0.58

(.47

Case-l11

7.96

0.41

0:59

.47

Case-1V

7.9

0.99

0.01

7.76

Case-V

7.96

0.71

0:29

5.14*

* Thisivalue is not comparable te) others hecause It isihased on standard
deviations while ethers are based on variances.




Constraints

TWe equations Inmacroe moedel
Case-|

m Sum ol coefficients of output and nflation equals 1.
Case-11

s | case: ofi only ene peried shock output gap converges te a level inrthe
range of -0.1-0.1.

Case-l111

s |n case ofi only ene pered shock inflation: converges to a levelin the
range of target+-0.25.

Case-1V

s |n case off only ene pered shock inflatien converges to a leveliin the
range -0.50-target-0.50.

Case-V

s Less Isicalculated as the sum ofi standard deviations of eutput and
Inflatien.
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