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Summary of Main Points

Develop a methodology to better understand
forecast revisions. What is a result of data
revisions, conditioning information and expert
judgment?

Using IRIS they apply it to some historical
forecasts. Compare forecasts between IT
Report 111/2012 and 111/2013.

Results are based on linearized versions of the
model. Should look at more recent periods at
the effective lower floor for the policy rate.



The Transparency Check List

v" Announced numerical long-term inflation objective.

v" Clear about policy tradeoffs (use forecasts to provide
information about managing the output-inflation tradeoff).

v" Publish monetary policy report.

v" Press conferences explaining and answering questions
about monetary policy objectives, decisions, and the forecast
assumptions.

v Minutes describing differences in views using a consistent
staff baseline forecast as a reference point.

v" Endogenous policy interest rate path that is consistent
with the dual mandate.

v" Publish complete macro forecast with confidence bands
and description of the forecasting and policy analysis system.
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What is Inflation-Forecast Targeting?
* Emphasis on uncertainty and avoiding dark corners
(e.g., Czech Repubilic).
* C(CB’sinflation forecast is an ideal intermediate
target:

> used to communicate how central bank is
managing the short-run output-inflation tradeoff
(explicit or implicit dual-mandate).

> based on all available information and views
about how the economy works.

 Explicit long-term numerical objective (say 2%
inflation) to anchor long-term inflation expectations.
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CNB Monetary Policy, 2008-2009

Example of decisions/communications of CNB, and
market reaction.

Background: weakness in activity was expected as
per projections of CNB in mid-2008.

CNB published projections of growth, inflation, and
interest rates (all declining through the medium
term).

Decisions: after the collapse of Bear Sterns CNB
lowered policy rate in most meetings till mid-2009.

Market interest rates shifted down accordingly.

Next slides show projections of CNB for policy every
meeting.



CNB on Hold, Signals Risk of Activity
Weakness: May 7, 2008
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Further Expected Activity Weakness; CNB
Cuts Rate 0.25: Aug. 7, 2008
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CNB Cut Rate Before Lehman’s Collapse
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Some Analytics

* How asset prices can act as shock
absorbers under a credible IFT regime?

 And how they can act as shock amplifiers
when the central bank is at the zero
lower bound and there is a risk that
other policies might not be sufficient to
backstop conventional monetary policy?




Model for IFT Central Bank

==

N N
i /

i I

Shocks to Aggregate Demand:

Shocks to Inflation:

Financial Shocks: Credi.t Conditions Shocks.to Indirect Taxes
Foreign Interest Rates Foreign Demand Potential Energy Prices
Portfolio Shifts Commodity Prices Output

Fiscal Policy



Important Insights from Risk-Adjusted UIP

Expected policy Expected Expected foreign policy rate path
rate path depreciation adjusted for country risk premium
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Market Interest Rates and Exchange Rates
As Shock Absorbers

Negative demand shock reduces inflation in the short run. IFT
CB expected to reduce the policy rate sufficiently to steer
inflation back to target.

——————

Nominal exchange rate also depreciates today. Easier monetary
conditions coming from both interest rates and exchange rates.

An important assumption: nominal exchange rate in the long-
run does not change. Under what conditions will it happen?
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How is the CNB Dealing with Deflation
Risks at the ZLB?

CNB had not intervened in the FX market since
2002. Hit the ZIF in 2012. Because of concerns
about deflation risks and excessive
unemployment decided to weaken the koruna on
November 7, 2013 to support the real economy
and steer inflation back to the target (with
overshoot in baseline!).

Why use FX interventions as a complementary
monetary policy tool? Answer: Very credible tool
in this case to deal with deflation risks. What'’s
special about the Czech case?



CNB Scenarios: Nov. 7, 2013

e Consistent with an “artificial” baseline forecast was a significant
decline in policy rate below the effective floor.

e An alternative scenario with the exchange rate tool confirmed that
a sustained weakening of the exchange rate might be effective for
accelerating the return of inflation towards the target (with an
overshoot).
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CNB Scenarios: Nov. 7, 2013

Why overshoot on the inflation forecast? To support the real
economy and eliminate the slack faster, and to reduce the risks of
a bad deflation scenario.
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The End
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Figure 3: Scenario Comparison — Data
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Figure 5: Scenario Comparison — Contributions
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Figure 6: Forecast Evaluation — Trajectories
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Figure 7: Forecast Evaluation — Contributions
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Figure 8: Missing Structural Shocks
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