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Motivation

Motivation

Develop measures of policy effectiveness that are

1. are summary statistics

2. have strong theoretical foundations

3. are not dependent on country-specific features of monetary
institutions

4. have simple intuitive interpretations

Proposed measures:

1. inflation pressure,

2. the degree to which inflation pressure is alleviated, and

3. the overall effectiveness of monetary policy in reducing inflationary
expectations.
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Definitions

Definitions

Inflation Pressure (IP): “change in the inflation rate that would have
been observed in a given period if the monetary authority
had held its monetary instrument constant at the previous
periods level.”

Ex post inflation pressure: “change in the inflation rate that would have
occurred under the monetary policy actually implemented
in a given period, if the policy authority had unexpectedly
maintained its policy instrument at the same level as in
the previous period.”

Effective Price Stabilization index (EPS): “the proportion of ex ante
inflation pressure that was relieved by the monetary policy
that was implemented in a given period.”

Index of Policy Effectiveness (PE): “measures degree to which inflation
pressure was reduced by the implementation of monetary
policy.”
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Definitions

Monetary authority

I faces trade-off:
πt = h(it , x

e
t , et , ut)

(xe
t : expectations about t + k variables based on history up to t)

I picks it by a deterministic Taylor rule ⇒ πt determined.

Curves:

I IR0: {(i , π)|π = h(i , xe
t−1, et−1, ut−1)}

I IRz : {(i , π)|π = h(i , xe
t−1, et , ut)}

I IR1: {(i , π)|π = h(i , xe
t , et , ut)}
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Definitions

Counterfactuals

πt = g(yt, x
e
t , et), g′y > 0 (2)

where yt is the output gap in period t, it is the interest rate in period t, xe
t is a vector

of private agents’ expectational variables, and πt is the inflation rate in period t. The

arguments ut and et represent random disturbances to the economy.

Equations (1) and (2) are general, though simple, representations of the aggregate

demand and Phillips curve equations that are typically employed in the monetary

policy literature. Together, (1) and (2) imply a negative relationship between inflation

and the interest rate
πt = h(it, x

e
t , et, ut), h′

i < 0. (3)

From (3) it is evident that if central banks can control it, then interest rate changes

can be used to offset the impact of xe
t , et, and ut on inflation. This inverse relationship

between inflation and interest rates is the basis for the counter-cyclical interest rate

policies that form the cornerstone of modern monetary policy.

π
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Figure 1

According to (3) there is a trade-off between inflation and the interest rate, for

given xe
t , et, and ut. This trade-off is illustrated graphically in Figure 1 by the curves

IR0, IR1, and IRz. The lowest curve, IR0, represents the trade-off that existed in

period t− 1. The difference in the position of IR0 and highest curve, IRz, represents

5

ex-post IP
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Definitions

Counterfactuals (2)

counterfactual:

I put it−1 (or any other value i∗) in IR instead of value prescribed by
Taylor rule (∼ monetary policy shock).

I specify what happens to expectations

I “ex ante inflation pressure therefore measures a fully-anticipated
one-period deviation from the observed (average) interest rate rule”
(when is the deviation: at t or t + 1?)

I π0
t such that (it−1, π

0
t ) ∈ IRz

I “ex post inflation pressure in period t is measured as the change in
inflation that would have been generated by it−1, given the
expectations that were formulated under the policy actually
implemented (i.e., under it)”: it is fully anticipated that the
deviation in t is one-period

I πw
t such that (it−1, π

w
t ) ∈ IR1
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Indices
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Definitions

Indices (2)

IPt = π0
t − πt−1

EPSt =
π0

t − πt

IPt

PEt =
πw

t − πt−1

IPt

I EPS and PE unbounded above and below

I meaning of PE depends on sign of IP:

IPt > 0 PEt > 0 “indicative of policy ineffectiveness”
IPt < 0 PEt > 0 “effort on the part of the policy authority to

bring about a long-run reduction in the mean of the
price level.”
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Implementation

Implementation

I Concepts remain vague without a model, because they are based on
counterfactuals

I Authors implement using Clarida et al. (2000)

I Model:

yt = −β1[it − Etπt+1] + β2Etyt+1 + ut

πt = α1Etπt+1 + α2Etyt+1 + et

it = ρit−1 + (1− ρ)[γπEtπt+1 + γyEtyt+1]
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Implementation

Solution

Solution:

yt = q1ut + q2et + q3it−1

πt = δ1ut + δ2et + δ3it−1

where qi , δi functions of the parameters βj , αj , γj , ρ

Expectations:

Etπt+1 = δ3it

Etyt+1 = q3it

Et it+1 = Λ−1ρit
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Implementation

Counterfactuals in the model (1)

What do you do about expectations? Taylor rule has interest-rate
smoothing

it = ρit−1 + expectations at t

= i(it−1, ut , et)

I let the original path be
{. . . , i(it−2, ut−1, et−1), i(it−1, ut , et), i(it , ut+1, et+1), . . .}

I the new path may be
I {. . . , i(it−2, ut−1, et−1), i

∗, i(i∗, ut+1, et+1), . . .} (impulse response)
I “assume that the interest rate in all other periods was generated by

the policy authority’s estimated interest rate response function”
I {. . . , i(it−2, ut−1, et−1), i

∗, i(it , ut+1, et+1), . . .} (one-time deviation)
I “given the expectations that were formulated under the policy

actually implemented (i.e., under it)”
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Implementation

Counterfactuals in the model (2)

I Counterfactual 1 (ex-ante inflationary pressure): set ρ = 1

π0
t = δ0

1ut + δ0
2et + δ0

3 it−1, δ0
j = δ1|ρ=1

I assumes a permanent change in the Taylor rule

I Counterfactual 2 (ex-post inflationary pressure):

πw
t = πt + α2β1(it − it−1)

I one-time deviation
I is that the right counterfactual to “measure the inflation pressure

that remains subsequent to the implementation of monetary policy”?
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Results
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Results

The indices
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Results

EPSt + PEt =
π0

t − πt

IPt
+

πw
t − πt−1

IPt

= 1− πt − πw
t

IPt

It turns out that:

EPSt + PEt ≈ 1 ⇒ πt − πw
t ≈ 0

because
πw

t = πt + α2β1(it − it−1), with α2β1 ≈ 0

E.g., in 1977:2 EPS = 21.85, PE = −21.09

ex-post inflationary pressure:

πw
t − πt−1 ∼ i.i.d.



Discussion of Weymark and Shintani

Results

EPSt + PEt =
π0

t − πt

IPt
+

πw
t − πt−1

IPt

= 1− πt − πw
t

IPt

It turns out that:

EPSt + PEt ≈ 1 ⇒ πt − πw
t ≈ 0

because
πw

t = πt + α2β1(it − it−1), with α2β1 ≈ 0

E.g., in 1977:2 EPS = 21.85, PE = −21.09

ex-post inflationary pressure:

πw
t − πt−1 ∼ i.i.d.



Discussion of Weymark and Shintani

Results

IP and EPS: autocorrelations

−15 −10 −5 0 5 10 15
−0.2

0

0.2

0.4

0.6

0.8

1

1.2
IP
EPS



Discussion of Weymark and Shintani

Results

correlogram of IP and πt
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Results

robustness: IP
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Results

robustness :EPS
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Results

robustness :PE
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Suggestions

Suggestions

I measuring inflationary pressures is an intriguing idea
I a-theoretical definition combined with model-dependent

implementation

I devilish problem of expectations: need to specify clearly
I what the counterfactual is
I why it makes sense

I robustness of resulting indices to alternative models
I does policy respond to IP? (Taylor rules seem to capture the

essential)

I beware of 1
0 . . .
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