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Outline of the presentation
• Discuss some issues with mainstream analysis 

and the use of Taylor rules as measures of and the use of Taylor rules as measures of 
monetary policy stance

• Present monetary stylized factsese o e a y s y ed ac s
→ characterize the money/output/price 
relationshipsp
→ address criticisms
→ discuss role of short-term velocity and output→ discuss role of short term velocity and output 
gap movements in inflation dynamics 
→ discuss usefulness of money for monetary→ discuss usefulness of money for monetary 
policy

• Use monetary facts to interpret apparentUse monetary facts to interpret apparent 
changes in inflation dynamics



Mainstream monetary policy analysis y p y y
(New Keynesian models)

d l li i d d i fl ti t d• models linearized around inflation steady-
state…

• … or trend inflation: CBs objective?
– exogenously given (random walk)g y g ( )
– or estimated jointly with NKPC parameters
– in empirical work inflation is de-trendedin empirical work, inflation is de trended

• implication: monetary policymakers 
minimize small inflation fluctuationsminimize small inflation fluctuations 
around assumed changing target, which 
represents main observed inflation swingsrepresents main observed inflation swings
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Woodford, Michael, 2006. “How important is 
money in the conduct of monetary policy?”money in the conduct of monetary policy?

ECB conference on the role of money

“the trend inflation rate is also determinedthe trend inflation rate is also determined 
within the system: it corresponds to the 
central bank’s target rate incorporated incentral bank’s target rate, incorporated in 
the policy rule” (p.13)



Taylor Rule
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Taylor rule implied targetTaylor rule implied target
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Implicit equilibrium real interest rate
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Steady-state considerations have been y
overlooked in inflation dynamics and 
optimal policy empirical studiesoptimal policy empirical studies

e.g. Clarida/Gali/Gertler QJE 2000
calibrate an equilibrium real rate of 0 75%calibrate an equilibrium real rate of 0.75% 

over the 1960-1979 period, and an 
inflation objective of 4 25%inflation objective of 4.25%

and an inflation objective of 3.6% in the j
1980-1996 period



Equilibrium velocity adjustment – Reynard 
(2006) “Money and the great disinflation”(2006) Money and the great disinflation

Significant short-term dynamic 
relationship between money growth and 
subsequent inflation

One-to-one low-frequency relationship 
between money growth and inflationbetween money growth and inflation



Interpretation of graph: Increases in the money level (blue line) above the price level (red line) have been 
followed (cf. downward solid brown arrows), after a two to four-year lag, by positive output gaps (green line) 
and by proportional and persistent increases in the price level (upper-part black arrows). In contrast, when the a d by p opo t o al a d pe s ste t c eases  t e p ce level (uppe pa t black a ows).  co t ast, w e  t e 
money level has decreased or has been below the price level, it has been followed (cf. downward dashed brown 
arrows), again after a few years' lag, by negative output gaps and by decreasing inflation rates (black line).



Switzerland m*: adjusted money level (log)         p: price level (log)
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Switzerland m*: adjusted money level (log)         p: price level (log)
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Usual Criticisms
• Velocity “shocks” weaken the signal of 

money regarding future inflation
→ assumption: monetary policy affects p y p y

economy only via short-term interest rate
→ not supported by facts→ not supported by facts
• If money is used to offset other 

f d t l h k th li k b tfundamental shocks, the link between 
money and inflation disappears

→ not supported by facts
→ other fundamental shocks seem other fundamental shocks seem 

quantitatively small



Apparent changes in inflation dynamicsApparent changes in inflation dynamics

• Lower inflation volatility
• Flattening of the Phillips curve
• Lower inflation persistenceLower inflation persistence
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Switzerland m*: adjusted money level (log)         p: price level (log)
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mu*: (adjusted) money 
growth rate



Conclusions

• Practical issues with current monetaryPractical issues with current monetary 
policy modeling

• Useful information of money forUseful information of money for 
subsequent inflation trends & fluctuations 
around trendsaround trends

• Inefficiency of disregarding money in 
model building & policy makingmodel building & policy making


