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A NEW APPROACH TO MONETARY POLICY

The main objective of this paper is to explain a new approach to monetary policy. In mone-
tary policy the choice is shifting from money supply to interest rate and nominal GDP targets. The
perspective is that by maintaining the aggregate demand, deep recessions could be avoided. An
alternative version of the Taylor rule, the Keynes's model of GDP revived through Krugman's
stance, Mankiw formula and Mishkin equation have been examined in a certain period of time.
The result shows the possibility for their application in the actual economic conditions in the US.
Keywords: monetary policy; interest rate; GDP; public spending; the USA.

Bopuc CiabkoBuu, Bopucinas Pagesnu, Hikona ITaBiosuy
HOBUMU IIIAXIA 10O MOHETAPHOI ITOJITUKN

Y cmammi nadano noscnenns Ho6omy nioxody 00 MoHemapHoi noAimuKu, 6 AKili cb0200Hi
cnocmepizacmoca nepemMiuieHHs aKueHmy 3 2pouloéoi macu Ha 6i0COMmKo8y CHMAeKy ma
Hominaavhuii picenv BBII. Y nepcnexmugi niompumka cCyKynnozo nonumy 00nomoxice YHUKHynu
2aubokux peueciii. Y danomy docaioncenni npasuay Tetinopa npomucmasaeno mooeaw Keiinca oasn
BBII, wo nepezasnyma Kpyemanom, a maxosc nioxkpenaena gpopmyaoro Mankiea ma piensaunam
Miwxkina. Pesyibmamu ananizy 6Kazyromv Ha pPeaibHy MONCAUGICHIL 3ACHOCYBAHHA OQHOT
Mmemodoaoeii ¢ ymoeai exonomixu CILIIA.
Karouoei caosa: monemapua nosimuxa; eiocomxosa cmaexa; BBII; depucasni eumpamu; CIIA.
Tab6a. 6. Puc. 5. Dopm. 4. Jlim. 17.

Bopuc Cuibkoua, Bopucinae Pagesnu, Hukona ITasiosny
HOBBIU I1OJIXO/1 K MOHETAPHOU ITOJIMTUKE
B cmamve daémcs o6ssacnenue nHogomy nooxody kK MoHemapHoi noiumuke, é KOmopoi
ce200Hs Habarodaemcs nepemeujenue aKueHma ¢ OeHelCHO Maccol Ha NPOUEHMHYI0 CHABKY U
Homunaavnotii yposenvo BBII. B nepcnexmuge noooepicka co60OKYNH020 CHPOCA NOMOMCEm
usbexcamo 2ayboxux peueccuii. B dannom uccaedosanuu npasuay ITeiinopa npomusonocmasaena
modeav Keiinca das BBII, nepecmompennas Kpyemanom, a maxice nookpenaénnas gpopmyaoii
Manxuea u ypaeénenuem Muwmkuna. Pe3yabmamol anaiuza ykaszoléaiom Ha peaibHYIO
603MONCHOCHb NPUMEHEHUS OAHHOU Memodoaozuu 8 ycaosusnx sxonomuxu CILIIA.
Karouesvie caosa: monemaphnas noaumuka; npouenmuas cmagxa, BBII; eocydapcmeentole
pacxoowt; CIIA.

1. Introduction

Monetary policy as a result of the development of academic thought, in its long
evolution, has been constantly changing. Throughout the monetary history to date,
constant changes in monetary policy of central banking have led to improvements in
monetary strategies in the world, especially in the world's largest economy. The finan-
cial crisis of 2007 around the world indicated a change in the approach to monetary
strategy and the policy that would accommodate newly arisen circumstances.
Influential economists of our time have suggested that money, more or less, should be
no longer a relevant category as prior to the outbreak of the global financial crisis. In
contrast to them, influential academic circles in the US are even more precise, as they
point out that monetary policy strategy should include the so-called loose monetary
policy that would be applied in the future.
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The current monetary strategy of the US is the application of monetary policy
which involves targeting projected inflation rates. Such strategy implies the modern
version of monetary policy through the creation of the so-called "policy on the fly"
according to circumstances. The monetary policy of the US FED over that last 5
years has been the policy of "lender of last resort” in the national financial system.
However, popular ideas have started with a change in the objective of the so-called
projected targeted inflation and therefore projected nominal GDP (most commonly
used measure of national production, expressed in current prices) have been pro-
posed. Hence, the monetary policy of the FED may be at a turning point as the glob-
al financial crisis is coming to its end.

John Maynard Keynes, the founder of Keynesianism (Keynes, 1936) explains
that when aggregate real income is increased, aggregate consumption is increased as
well, but not to the same extent. Thus, there must be an amount of current investment
sufficient to absorb the excess of total output over what the community chooses to
consume when employment is at a given level.

John B. Taylor (Taylor, 1993) has developed new approaches to monetary poli-
cy, he proposed the Taylor Rule which central banks have used since then to deter-
mine interest rates. The Taylor principle is widely credited with keeping economic
performance stable for the past two decades: raise short-term interest rates to cool
economies when inflation or output becomes too high, lower rates when either falls
too low. Afterwards, alternative versions have been derived from the original Taylor
Rule but with the same aim to provide central banks with a tool for conducting mon-
etary policy.

Many analysts claim that the best parameter for targeting could be the nominal
GDP. Namely, a downfall of previously stable relations between money quantity and
nominal GDP, made some economists during the 1980s propose the nominal GDP
for target variable. McCallum and Nelson (1999) argue that nominal GDP targeting
at a rate equal to the long-run average rate of growth of real output plus a desired
inflation rate, would result in the average inflation rate close to the desired value and
perhaps in reduced fluctuations of real output and unemployment.

Bernarke and Mishkin (1997) explained why they favor targeting nominal GDP
instead of targeting inflation. According to them, the stance that monetary policy is
neutral in the long run restricts the set of feasible long-run goal variables for mone-
tary policy, but inflation is not the only possibility.

Mishkin (2006) considers that fears of focusing primarily at inflation which
might lead to greater fluctuation in production, have urged some economists to pro-
pose a variant of the targeting inflation strategy in which central banks would actual-
ly target the growth rate of nominal GDP (real GDP multiplied by price level) rather
than inflation. As a typical proponent of the monetarist approach Mishkin (2012)
prefers savings. He rewrote the Keynes's equation: Y =C + [+ G + NX (Y — output,
C — consumption, / — investment, G — government spending and NX — net export)
and adjusted this equation to the conditions of goods market equilibrium in an open
economy and developed that saving (S) equals: S =Y - C - G =/ + NX. Alternatively,
it could be written as follows: NX =S - [.

Krugman (2013) states that it was a good thing that deficit was allowed to rise as
the economy slumped. The willingness of government to keep spending was one of
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the main reasons we didn't experience a full replay of the Great Depression. In 2010,
when the new government of the Prime Minister David Cameron turned to austerity
policies, it resulted in throwing the nation back into recession. Krugman considers
that lower prices induce lower demand for money which produces lower interest rates
causing higher spending. According to (Krugman, 2011) that process doesn't operate
when, as currently, short-term interest rates are zero. Sumner (2011) argued that the
Federal Reserve should engage in the strategy called "NGDP targeting” to lift the
economy out of its morass. Sumner explains that the concept of targeting interest
rates is almost prehistoric. He was very specific pointing out that the demand target-
ing and price level targeting are much better options. Thus, as an advocate of nomi-
nal GDP targeting, he believes that such a policy should be adopted immediately,
especially due to the lack of aggregate demand.

Paul Krugman and Greg Mankiw (2012) debated whether the US is exiting the
liquidity trap, an impossible state of affairs in which the Fed would have to drop rates
below zero to set the right balance in the fight against inflation and unemployment.
Some years ago, Mankiw had analyzed the Fed's interest rate actions and determined
they approximated the simple formula: FF = 8.5% + 1.4(l - U), where FF is the Fed
funds target rate, / is inflation (core CPI) and U is the unemployment rate. In other
words, if the rates of inflation and unemployment are equal, then the Fed would set
the rates at 8.5%. For every percentage point by which unemployment exceeded
inflation, the Fed funds rate would decline by 1.4%. If unemployment is high and
inflation is low, as currently, the Fed funds rate would logically be negative, but this is
not possible; hence, the liquidity trap. Mankiw formula:
Federal funds rate = 8.5 + 1.4x (Core inflation-Unemployment) is basically saying
there is a trade off between inflation and unemployment and, the only transmission
mechanism is via the Fed targeting interest rates.

Carney (2013) argues that if exceptional stimulus needed to be given, the best
method could be to adopt a (temporary) target for the level of nominal GDP. In
many respects this could be more powerful than employing thresholds under flexi-
ble inflation targeting. However, when policy rates are stuck at zero, there could be
a more favorable case for NGDP targeting. The exceptional nature of the situation,
and the magnitude of the gaps involved, could make such a policy more credible
and easier to understand. The benefits of such a regime change would have to be
weighed carefully against the effectiveness of other unconventional monetary poli-
cy measures under the proven, flexible inflation-targeting framework. Further,
Carney believes that when opting for targeting nominal GDP, the focus is not sup-
posed to be on the symptoms (i.e. inflation) but on the cause (e.g. change in aggre-
gate demand).

2. Research hypotheses

1) An alternative version of the Taylor Rule serves as an efficient tool for deter-
mining federal funds rate in conducting monetary policy under present macroeco-
nomic conditions in the US economy.

2) GDP is determined by its components (C + / + G + NX) and an increase in
government spending will cause growth in GDP.

3) The Mankiw formula could be efficiently applied by the monetary authority
for setting interest rate under current economic conditions in the US.
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4) The Mishkin equation for calculating savings is applicable nowadays for the
economic conditions of the US and a stance that the saving induces GDP growth is
dependable.

5) The consumption as a share of GDP necessarily determine the wealth of a
country based on the empirical research of the leading economies.

3. Methodology

In terms of the monetary policy conduct, Miomir Jaksic (2003), a prominent
Serbian economist, deliberates that John Taylor has proposed a specific formula to
describe the FED policy which adjusts federal funds rate according to what happen-
ing with both inflation and GDP. An alternative variation of the Taylor rule is:

rs=2+0.5(m- 2) - 0.5(GDP Gap), (D)
where rg (real federal funds) rate is equal to nominal federal funds rate less inflation:
I =l - TG

where GDP gap amounts:
GDP Gap = 100X((y-y) /y)

If = 2 and output is at natural level, then monetary policy should target real
federal funds rate of 2% (nominal is 4%).

For each 1% of rrgrowth, monetary policy automatically becomes restrictive and
real federal funds rate increases by 0.5%.

For each 1% of fall in GDP, under its natural level, monetary policy automati-
cally becomes expansionary and decreases the federal funds rate by 0.5%.

ig=1m+2+0.5(m-2) - 0.5(GDP Gap) 2)

With regard to the close connection between nominal GDP targeting and the
Taylor's rule, (Koening 2012) explains the perspective on the example, if the FOMC
might announce a (log) target of n'y = p’; + Ey’; for T years from now, where Ey'; is
today's best estimate of future potential real GDP and where p'r=p + T * 1T extrap-
olates the current price level forward at the inflation rate 77. If policymakers succeed
in hitting this target (so that p; + yr = n'y) and, if potential output evolves as expect-
ed (y'r = Ey'7) and if output converges to potential (y; =y'y), the price level must con-
verge to p'rand, given the definition of p';, the average annual inflation over the next
Tyears [(pT - p) / T] will be equal to 77. None of these conditions is likely to be met.
However, each of them is likely to hold in expectation: Under nominal-income tar-
geting, policy is systematically adjusted, so that E(py + y7) = n'y; trivially, Ey'+ = Ey'y;
and with T > 5 years, output can usually be expected to converge to potential so that
Eyr = Ey'1. Therefore, while inflation won't typically average out to 77 over the next T
years, this version of nominal-GDP targeting ensures that:

(Elpr-p)=1)/T(3)

This equation implies tighter control of inflation expectations than is achieved
using the Taylor rule. Under the Taylor rule, policy is expected to drive inflation to
target over the next several years, whereas under nominal GDP targeting, policy is
expected to keep inflation equal to its target level, on average, over the next several
years.
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More generally, Epr = p'7: Nominal-GDP targeting pins down the expected
future price level. This result holds for any p’; choice that depends only on currently
available information. The specific implementation of nominal GDP targeting is
mathematically equivalent to setting n'y = (p + Ey’) + v * T, where
v=E(y't-y)/ T+ . In words: To obtain future target nominal GDP, extrapolate
current nominal potential GDP forward at a rate that equals the economy's estimat-
ed potential growth rate plus the long-run desired inflation rate.

On the other hand, there is the Keynes's model implying that Y = AD, where
AD = C + 1+ G + NXrevived through the Krugman's stance expressed through the formula:

GDP = C (consumer) + | (investment) + G (government) + (X - M)(net exports) (4)

If we transform this formula to the current conditions in the US economy using

figures from the forth quarter (Q4:2012), the outcome will be:
-0.1% =1.52% + -0.08% + -1.33 + -0.25

Yet, some economists are of the opinion that G is supposed to be removed from
calculations. When G is removed from GDP, a better picture of "health" of the private
sector in the US is obtained. The US GDP is closely linked to the amount of G.
Hence, defense spending is viewed as something what contributes to GDP. On the
other hand in Scandinavia, where defense spending is essentially none, per capita
GDP far exceeds that of the US. If G goes up then C and / have to go down to offset
it and keep GDP the same. It seems that the Keynesian model is that G going up
increases GDP, so deficit spending is a good thing. Austerity alarmists say then reduc-
ing G will reduce GDP.

4. Empirical research results

The Taylor rule is a guideline for central banks how to adjust real interest rates in
response to changes in inflation and output. The primary inputs for the Taylor rule
formula are CPI inflation and the output/inflationary gap. If we try to apply the alter-
native Taylor rule under current economic conditions of the US (the data as of
December 2012) and calculate the real federal funds rate, the result will be:

r=2+0.5(1.7-2)-0.5*6=-1.15.

We consider that the Taylor rule can't be applied under the actual economic con-

ditions in the US due to the existence of liquidity trap-zero bound constraint.

Table 1. Actual FFR & FFR based on the alternative Taylor's rule

2009 Ot 2010 O1 2011 Ot 2012 Ot
Actual FFR 0.16 016 0.10 0.09
Alternative FFR Taylor rule -1.35 -39 -3.7 -1

Source: Authors’ calculations based on the data from http:/ fesearch.stlo uisfed.org.

—e— Actual FFR

—m— Alternative FFR Taylor

rule

%
N e

Source: Authors' calculations based on the data from http: / /research.stlouisfed.org.
Figure 1. Actual FFR and FFR based on the alternative Taylor rule
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If we transform the formula (GDP = C + | + G + NX) to current US conditions
using the figures of (Q4 2012), the outcome will be:
-0.1% =1.52% + -0.08% + -1.33 + -0.25
We have explored the components of GDP and their changes on the quarterly
basis in 2011 and 2012 in the US. By the above equation we have calculated the % of
change in GDP in each quarter (see Table 2).

Table 2. Change in GDP and its components (expressed in %)

Variables | 2011 Q1 | 2011 Q2] 2011 Q3 | 2011 Q4] 2012 Q1| 2012 Q2 | 2012 Q3 | 2012 4
GDP 0.1 25 13 il 2.0 13 34 04
PCE 2.22 07 118 145 1.72 1.06 1.12 1.52
GPDI | -0.68 14 068 372 0.78 0.09 085 008
NX 0.03 054 002 -0.64 -0.06 0.23 0.38 025
G 149 -0.16 -0.60 043 -0.60 -0.14 0.75 133

Source: Authors’ calculations based on the data from http:/Avwwbea.gov.

20000
15000 | | | l | | |
- em 0G
10000 ONX
5000 B GPDI
O PCE
0 T T T 1
2012 Q1 2012 Q2 2012 Q3 2012 Q4

5000 Q Q Q Q

Source: Authors' presentation based on the data from http: / /www.bea.gov.

Figure 2. GDP in the US by its components on the quarterly basis in 2012

Through our empirical research we worked out that GDP would grow if more of
its components increase or if those that are increasing can offset the other compo-
nents that are declining. The government spending was declining in most of the quar-
ters but for Q3 2012. In that quarter all the components of GDP were rising. Thus, we
ponder that an increase in government spending will certainly induce GDP to grow if
associated with the increase in other GDP components. A rise in government spend-
ing large enough to offset decline in other components could induce GDP growth as
well. If we look into the last quarter of 2012, we consider that decline in GDP was pri-
marily caused by the declines in government spending and private investments. The
government component declined for 1.33% and this was crucial bearing in mind that
government spending helps providing income that consumers can spend while paying
off their debts. In the end the increase in all the components will certainly contribute
to GDP growth (as happened in Q3 2012). As it is the case in the Keynes's model, the
response of the total production to changes in consumption, investment, government
spending and net export is outlined in Table 3.

Table 3. The response of total production (GDP) to changes in its components

Variables Change in variables Change in total production (output)
Personal consum ption n "
Investment N n
Government spending " "
Net Export N N

Source: Authors.
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The Mankiw Rule is a monetary policy rule developed by the economist Greg
Mankiw. It is designed to provide a recommendation on how central banks should set
short-term interest rates. It is similar to the Taylor Rule in terms of the results, but the
inputs are slightly different. The primary inputs for the Mankiw Rule are core CPI
inflation and unemployment. If we apply the actual Mankiw formula under the cur-
rent US conditions using the data as of December 2012, the result will be

FFR=85+1.4x(1.89-7.8)=8.5-8.274=0.22.

The obtained result is quite close to the actual federal funds rate in the USA in
December, 2012, which was 0.16. We applied the Mankiw's formula using the figures
on the US unemployment rate and core inflation rate through certain quarters from
February, 2011 to December, 2012 and compare the acquired results with the effec-
tive federal funds rate.

Table 4. Effective US FFR and FFR based on the Mankiw rule

Indicators Feb. 2011 June 2011 Jan. 2012 June 2012 Dec. 2012
Core inflation rate 1.09 1.64 2.28 2.22 1.89
Unemployment rate 94 9 8.5 8.2 7.8
FFR Mankiw rule -313 -1.8 -0.2 0.12 0.22
Effective FFR 0.16 0.07 0.11 0.17 0.17
Source: Authors’ calculations based on the data from http:/4charts.com.
10+
8_
6_
41 O Core inflation rate
24 B Unemployment rate
01 O FFR Mankiw rule
21 O Effective FFR
-4 T T T T 7

Feb. June Jan. June Dec.
2011 2011 2012 2012 2012
Source: Authors' presentation based on the data from http: / /ycharts.com.

Figure 3. Effective US FFR & FFR based on the Mankiw rule

Basing on the empirical research and the obtained results, we have come to a
standpoint that with a decrease in the unemployment rate in the US the Mankiw for-
mula is more practical, and contrary — if the unemployment rate increases.

We have examined the data on investment, net export, saving, GDP in the
4 quarters (from October, 2011 to July, 2012) in the US and calculated the savings
basing on the Mishkin equation. Figures are shown in Table 5.

Table 5. GPDI, NX, S based on FRED data, S derived from
the Mishkin equation and GDP

Indicators 2011-10-01] 2012-01-01 | 2012-04-01 | 2012-07-01
Gross private domestic investments 1991,1 2032,2 2041,7 2080,1
Net export -594,8 -615,8 -576,9 -516,8
Mishkin equation 1396.3 1416.4 1464.8 1563.3
Saving based on FRED 1925,0 1945,6 19524 19751
GDP 15321,0 15478,3 15585,6 15811 0

Source: Authors calculations based on the calculations and the data from
http: //tesearch.stlouisfed.org.
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130001 O Gross private domestic investments
8000- @ Net exports
O Saving Mishkin equation
30001
O Saving based on FRED
-2000 T T

B GDP

1 Oct 1 Jan 1 Apr 1 Jul 2012

2011 2012 2012
Source: Authors' calculations on the data from http: / /research.stlouisfed.org.
Figure 4. Indicators’ dynamics

We can consider that GDP in the US was growing within the analyzed period
while its components (investment and net export) were rising with the exception of a
light decrease of net export in January, 2012. Thus, the saving calculated by the
Mishkin equation differs from the data collected from FRED. We are of opinion that
the Mishkin equation which favors saving don't provide exact results on saving in the
situation when net export figures are negative which is the case with the US for the
time being. An increase in saving can encourage GDP to grow but only if associated
with a rise in investments (see details in Table 3).

If we sum up the influence that saving has over the growth of social wealth based
on the empirical researches of leading economies in the world. The results are shown
in Table 6. Through the empirical research we have confirmed that government
spending as GDP share doesn't determine the wealth rank of a country in the world.
A typical example is France where government spending is 53% of GDP but the
country is ranked 23rd on the wealth list.

Table 6. Country’s wealth rank and government spending as GDP share, 2011

Wealth Rank Country Government spending as a share of GDP, %
7 Switzerland 32,0
9 Japan 371
11 USA 38,9
12 Canada 39,7
15 Germany 43,7
17 Britain 47,3
23 France 528

Source: Authors’ presentation based on the data from http: /Avww.themoneyillusion.com.

Switzerland,
32,00%

23) France,
52,80%
9) Japan,

17) Britain, 37,10%
47,30%
11) USA,
15) Germany, 12) Canada,38,90%

43.70%

Source: Authors' presentation.
Figure 5. Government spending as a share of GDP

39.70%

French model stems from Krugman's stance that favors government spending
and disapproves austerity measures supported by Mishkin. The government in France
is following the Kruman formula and in case of succees these ideas will be confirmed.
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5. Conclusion

Generalizing the empirical indicators of leading economies, we arguethat
regardless of monetarist or Keynesian approach to monetary policy, we proved that to
a certain extent we are all Keynesians. Certain rules of the authors such as Taylor,
Mankiw, Krugman, Mishkin which we have analyzed in the paper, could produce a
result and serve as guidelines for monetary policy conduct. Interesting is the finding
that favors only one component of macroeconomic policy could provide reliable
results if there is a consistency with other macroeconomic components. Moreover,
the acquired results could be effective only if they are complementary what requires
correlative relationships between them. We have analyzed these indicators within a
certain time period and set of economic conditions in the US economy. At other
times different correlations between macroeconomic indicators could be established.
Each period has its own peculiarities and therefore the above mentioned rules cannot
be used as universal at all times. Nevertheless, this completed analysis gives us the right
to consider it as a basis for further research and contemplation.
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