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The Zero Bound to nominal interest rates

1. Explain in your own words, step by step, using equations as appropriate,
how you would solve the nonlinear rational expectations model discussed in the
lecture.
2. Comment on the time-consistency or otherwise of different forms of

forward guidance.
3. Starting from the utility function and constraints in the McCallum

model of money-demand discussed in the lecture, derive the equation that tells
us whether or not there is a zero bound to nominal interest rates. You need
to derive the first order conditions for money and bonds, eliminate Lagrange
Multiplier(s), and get an equation in terms of the nominal interest rate and the
marginal benefits of holding real balances.
4. Putting the model aside: could the central bank decide to set nominal

rates? What would happen to private sector nominal rates if it did? Why?
5. Explain why Wallace and Woodford view quantitative easing as ‘irrele-

vant’.
6. Define ‘credit easing’as distinct from ‘quantitative easing’, and explain

the conditions under which credit easing would also be irrelevant.
7. Check the literature on quantitative easing and find a model that solves

the problem of Wallace/Woodford irrelevance.
8. Use the money demand equation that you derived from the McCallum

model to explain the optimal level of interest rates and inflation in a model with
no shocks.
9. Explain why this level of interest rates and inflation would not be optimal

in a model with shocks.
10. Explain what would happen to this optimal level of inflation if we added

in a proper production economy with sticky prices to the model.
10. Comment on the effi cacy of Forward Guidance by the US and UK

central banks.
11. Explain the fears of some conservative economists that QE will lead to

hyperinflation, and why these fears are (from the perspective of our models, at
least) unfounded.
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