Review of “Is Old Money Better than New?  Duration and Monetary Regimes” by Ilian Mihov and Andrew K. Rose

This is a persuasive paper addressing an interesting question in a way that I clearly associate with papers (co-)authored by Professor Rose – the motivation is clear, the lit review is succinct (and in this paper readers are even advised they can skip it without serious loss), the econometrics thorough and the conclusions well articulated.
  

The paper puts forward two key conclusions:

1. An inflation targeting regime, while only a recent addition to the spectrum of monetary regimes available to policy-makers, is likely to be more durable than the alternatives.

2. Durable regimes such as inflation targeting perform better at keeping inflation at reasonable levels.

The relative durability of regimes is beyond question, and amply demonstrated in Section 4 of the paper.  

The key issue, to my mind, is whether this durability matters (Section 5 onwards).  Simplifying the analysis presented, the authors ask whether country X is more likely to keep inflation within the range 0-4% (or 1-3% in a robustness analysis) in period J than country Y does during period K.  If so, then the regime used by country X in period J is deemed to be “better” than that used by Y in K.  

There are three components to this analysis we might question:

1. Is country X really comparable with country Y?

2. Is period J really comparable with period K?

3. Is keeping inflation between 0 and 4% (or 1-3%) the appropriate measure of regime performance?

The authors do a good job on issue 1.  The panel of countries is relatively homogeneous and control variables are used whenever possible.  This can never be perfect but a convincing attempt has been made.

Issue 2 is more problematic.  A regime can do well because it is the best regime or because it wasn’t really tested as much as the alternatives.  In a qualitatively similar exercise Bordo (1993)
 evaluates the performances of the Gold Standard, Bretton Woods and the recent float.  He concludes that the Gold Standard was durable but performed badly while Bretton Woods performed well but was fragile.  He also noted that the shocks hitting the Gold Standard were much larger than those felt during Bretton Woods.  Perhaps this pattern of shocks explains the high and volatile inflation rates seen under the gold peg.  Bordo needs further explanations for why this per was durable.  Perhaps the pattern of shocks seen in the periods analysed in the Mihov-Rose paper explain the performance and/or durability differentials across regimes.  Personally, I don’t think they do, but it would be nice to have the issue addressed.

Issue 3 is inspired by the frequent cries of my children that “It is not fair!”  Comparing regimes only according to inflation performance is fine if each regime in each country in each period is only interested in maintaining low and stable (0-4% or 1-3%) inflation.  It seems pretty obvious than any country following an inflation targeting monetary policy is at least primarily concerned with, well, targeting inflation.  To the extent that other regimes are less concerned with inflation and, perhaps, more concerned with growth (or preserving financial stability), the comparison is biased in favour of inflation targeting.  As we are seeing now, monetary policy is not always exclusively driven by inflation control issues.

� I have no doubt that there is a substantial input from Professor Mihov too, but I am more familiar with the works of Professor Rose.


� "The Gold Standard, Bretton Woods and Other Monetary Regimes: An Historical Appraisal," in Dimensions of Monetary Policy: Essays in Honor of Anatole B. Balbach. Federal Reserve Bank of St. Louis Review. Special Issue. April-May (1993).





