Taylor rule replication lab

Student Instruction Sheet

Miles B. Cahill

College of the Holy Cross

Worcester, MA

Read the Taylor (1993) paper.  This lab will simulate the results of the policy rule in Taylor (1993), now known as the Taylor rule.  Our goal is to simulate the equation written in this way:


[image: image1.wmf](

)

(

)

****

12

/

T

tttttt

irYYY

pappa

=++-+-


where i is the federal funds rate, T denotes target, ( is the inflation rate, (* is the inflation rate target, Y is GDP, and Y* is potential GDP, and (1 and (2 are the policy parameters.

Initial questions
1. What are the parameter values for r*, (*, (1 and (2 chosen by Taylor?

2. What data series are needed?  What time periods?  (What options do we have?)

3. What is the frequency (time interval) of the data needed, or possible?  (Are there choices?)

4. What units should be used for the variables?

5. What adjustments must be made to the data (to adjust for inflation, etc.)?

Goals for the lab

1. Collect necessary data from FRED II (Federal Reserve Economic Data version 2) from the Fed-St. Louis (http://research.stlouisfed.org/fred2/)

2. Format the data for the study
- choose appropriate time period 
- put in appropriate units (decimal, percent, etc.; nominal or real with right base year)
- choose appropriate frequency time interval
- make appropriate calculations
- collect on single sheet
- also calculate summary statistics (mean, standard deviation) for all variables 

3. Use Excel to calculate Taylor rule interest rate target for each time period

4. Chart results – TR rate vs. actual rate over time

Do correlation analysis
- chart and analyze scatter plot of TR rate vs. actual rate, create “trendline” regression line
- calculate correlation (r) (using =CORREL function) for different time periods

Analysis Questions

· Compare results for the different Fed regimes.  Which seemed to set a fed funds rate too low or too high?  Why?

· Taylor (1993) suggested that the early Greenspan period closely followed the Taylor rule.  Did the later period closely follow the Taylor rule?

· Some have blamed a loose monetary policy in the 2000s for keeping interest rates too low.  Were they low relative to the Taylor Rule target?
· Experiment with different parameter values for different time periods.  Do any yield better results?
Short paper assignment
1. Write up summary of Taylor (1993) paper, focusing on the rule itself

2. Describe your analysis:  equation, data used, etc.
- type equation in Word
- construct table to describe summary statistics (mean, std. dev., min., max.) in Word

3. Present results
- incorporate nicely formatted chart into Word
- present correlation results in text

4. Draw conclusions
- can you think of any other tests or variations that could be performed?
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