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Question 1: Math problem (30 points) 

 

Consider the following model (by Lohmann’s (1992)): 

 

Social loss:   

L =  π2  + χ(y − y*)2   π is the inflation rate (the monetary policy instrument) 

  y is output  

  y* is the output target  

  χ is the relative disutility of output deviations from its

   target 

The supply curve:  Eπ is the expected inflation rate  

 y =  π − Eπ + z  z is a supply shock 

    

Solve the model to find 

a) the inflation rate chosen by the central bank, given expected inflation 

b) the expected inflation rate as function of the exogenous variables (χ, y*, z). Interpret! 

 

Please show your calculations and explain briefly what you are doing and why!  

 

 

Question 2: Essay (25 points, maximum 1 page) 

 

Your first assignment at your new job at the Riksbank is to investigate whether monetary 

policy should react to the consumer confidence index, CCI (in addition to the standard 

reactions to inflation and the output gap).  Describe (in some detail) the different steps 

involved in investigating this question, using the method for normative analysis of 

monetary policy studied during this course. (We have applied this method to investigate 

whether monetary policy should react to exchange rates and credit expansions). 

 

 

Short question 3 (15 points) 

 

Describe three different solutions to the time inconsistency problem in monetary policy that 

are used in Sweden.  

 

Only very brief answers are required! 



Short question 4 (10 points) 

 

Since 2009, several central banks (in the UK, the US, and Japan) engage in a monetary 

policy called quantitative easing (QE). 

 

a) Describe this policy - what are these central banks doing?  (2 points) 

b) Why did they start quantitative easing?  (4 points) 

c) Which are the two main drawbacks of quantitative easing? (These are also the main 

reasons why the ECB and the Riksbank have chosen not to use quantitative easing). 

(4 points) 

 

Only very brief answers are required! 

 

 

Short question 5 (10 points) 

 

The Taylor rule can be used to calculate which interest rate an EMU country would have if it 

had not participated in the monetary union.  

a) What is the typical formula for the Taylor rule? (1 point) 

b) How is this formula modified when interest rate smoothing is incorporated? (3 points) 

c) Describe two problems that have to be handled when calculating a Taylor interest 

rate from data! (6 points) 

 

Only very brief answers are required! 

 

 

Short question 6 (10 points)  

 

Haldane and Reed show how forward interest rates can be used to measure central bank 

transparency and allow us to compare the degree of transparency, either between countries 

or over time. 

a) What is central bank transparency? (2 point) 

b) What are forward interest rates? (2 points) 

c) How can forward interest rates be used to measure central bank transparency? (6 

points) 

 

Only very brief answers are required! 


