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Iraqi Monetary Policy: From Monetary
Aggregates To Interest Rate 2004-2011
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Introduction:

The monetary policy in Irag is aiming to use intedate nominal
anchor in order to achieve its goals with a lessiricial cost and time, as
well as its total suitability. It also trying to lsieve the goal of protecting the
economy from the volatility as considered it is ay the goal and the hinge
of the monetary policy.

It has been moving, since the 1990s, to use a sfeoyt-run interest
rate, installing a substitute to the monetary agates (Money Supply) for
theoretical and practical reasons relating to th&tability of the money
demand function, and the expansion of: the findnastruments and the
participants in the impact upon the money supphg &aylor rule has been
adopted as an approach targeted by the monetdrgrdigs of the developed
and developing countries or at least seeking getat as the Central Bank of
Iraq is announcing.

The problem with the Iragi economy is embeddedt®menter nature
which makes the money supply as endogenous varigiblewing the
changes in the public budget through waves of pubkpenditure by the
monetizing oil revenues process.

Therefore this research is trying to find out itaywthrough the
hypothesis that (there is a difficulty in transitidrom the monetary
aggregates to the policy interest as mediator blrian Iraq for the years
from 2004-2011, which also reflected by the hargliaption of Taylor
Rule).

1-1 LITERATURES REVIEW

1- (Michael Woodford 2001) entitled “The Taylor Rule as Optimal
Monetary Policy” concluded that Taylor Rule has madvantages which

make, applying the optimal monetary policy whichspends to the

fluctuation in inflation and the output, and tednake these variable stable
as much as possible. They also found that undendheal circumstances,

’
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Taylor Rule creates a fixed rule to the inflation gap’shpand the output by
the short-run interest rate which creates a typ¢hefoptimum balance to
respond to the fluctuations in the real activitiesd addressing these
fluctuations through moving the short-run interase.

2- The study (Woodford, 2001, 232-243yeals with Taylor rule as
differentiated approaches to build the monetarycpesd. Rule fully response
to inflation and output fluctuations, so it enhamtee macropolicy makers to
secure the stability.

The Taylor rule fanulate nominal anchor (interest rate policy)which

adapting for any changes in inflation and macredgti

3- The study of (Asso, et.al, 201QJealt with the practice of Taylor Rule
in the central banks. It found that the monetarjcganakers have to make
an organized respond to the price fluctuations aitd depending on the
available information of the economic status in toentry. It also clarified
about how the monetary policy makers have used I¢Fagule) which
requires increasing the interest rate more thanrbeease of the inflation

rate to reach to an optimum targeting that trigggethe economic growth.

2-1:- CONCEPT OF THE MONETARY POLICY:

The concepts of contemporary monetary policy canclaefied through

several definitions, the monetary policy has beéeniified as a set of
monetary measures which are seeking to achievetargrend non monetary
goals and non-monetary measures to achieve morgaly, it concentrates
on the link between the intermediate goals andfitied goals through the
control of the monetary policy upon a set of mongetaeasures like the
interest rate and rediscount rate. Beside non- taonemeasures like
restrictions on banking institutions and the legfisk and administrative
decisions (AL Said Ali, 1986, 369).
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It is a set of procedures depended by the goverhraerthe monetary
authorities responsible on managing the money supgkrest rate, in order
to make economy reaches the potential output gtéajé,1983,p465).

The monetary policy seeks within the economic goliamework to achieve
the general goals, called the (Magic square) wareh high growth rates, full
utilization, balance of payment equilibrium, ande timonetary stability
(Salih, 2011, 2). Even if these goals varied betwte developing and the
developedcountries due to the difference of the growth levend the
institutional efficient, it has become scientifigainore acceptable currently
for the monetary stability to head and to become iimain goal of the
monetary policy ones ( Michael Parkin, 2012, 348)35

3-1: MONETARY POLICY MANAGEMENT
THROUGH THE MONEY SUPPLY INSTRUMENT

The central banks of differerdeveloping and developed countries have
followed intermediate targets centered on the gnavfitthe Money Supply to
cope with price fluctuations in the seventies aigthtées of the 28 century.
This trend stemmed from strong convictions baseth@fnew QTM theory
by Milton Freedman which requirdsom the central banks to maintain a
small and constant growth rate for the money suppllgin the limits of the
growth rate of the monetary base around 4% perranifuS.Mishkin, 2004,
403).

Thus, most of industrialized countries identifiegrgets for themselves
started from the middle of th&970sconcerned about different types of
money supply to control the inflation, and the igfcation of the monetary

aggregates is based on the money demand stabyitytineses and exist a

"
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close relationship between the ultimate goal ardstihecified money supply
(Alan Griffiths and Stuart wall, 2004, 287).

Under the floating exchange rates regime, the obnipon the monetary
base becomes the goal or the intermediate variasiiead of thestabilization
of exchange rates, and to be capable of achieulgjlisy in the prices
Central bank influence the money supply growth digfo directing its tools
like the interest price as considered has a clels¢ionship with the inflation
levels in the long run.

However,the growth possibility of the monetary base or ather selected
monetary aggregates become as intermediate taagdtst is the effective
element for achieving the price stability goal, &imel capability of the central
bank became subject to the extent of its experiahdmtowledge about the
effectiveness of these aggregatedll of these are followed by the
accumulated experiments of the central bank whiehtwhrough about the
nature of the monetary and the bank sector andtasmnomy ingeneral
(F.S.Mishkin, 2004, 403).

The belief waghat when an expansionary monetary polisyadopted this
will be accompanied by a certain growth in theatifin rate with keeping a
low level of unemployment and increasimgthe level of the GDPBut what
caused by this policy through the seventies andeigbties of the 20
century was a significant rise in the inflationerand decline in the rate of
economic growth besides increasing unemploymest hataddition, there
was a problem in the exact statistical determimatior the monetary

aggregates as intermediate targets.
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The solution of this problem became elusive inraurnstances distinguished
by the expansion of the monetary innovations deexoin the financial
market beside the lack of agreement about the sigisificant aggregate and
the correlation with the inflation ( Raja BandahelCentral Bank, B5This
lead to the changes on the structure of the fimdrsgctor beside creating
some financial tools, which contributing to weak®nithe traditional
relationship between the money supply, output, #rel prices, and that
motivated some central banks to reconsitheir applied monetary policy
(Lloyd B. Thomas, 2006, 578).

Thus the central banks in the industrial countries héaeed, since the
middle of the1980s a problem of the lag of using the variables a th
intermediate targets as exchange rate and monegyysup achieving the
monetary policy goals especially the contradictomgs as the increase of the
economic growth and decreasing the inflation rate.

Due to these circumstances, it is sureness nowtligafinal goal of any
monetary policy is represented by maintaining titalteconomy stability,
and keeping the price at a stable and relatively levels, so this approach
started looking at the monetary policy frameworlokn as (interest rate
targeting) as one of the most important new devatns at the central
banks works, and then the idea, of giving the edtianks the independency
in managing the monetary policy, started, to raaehstability goal (Jwartny,
448-446 — AL Toni, 2000,6).

The monetary aggregates targeting has neglectecsidesimg it as
endogenous variable affected by many bodies lilkke dbmmercial banks,

individuals, as well as having a contradictory amdhe monetary policy

L
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goals which create a lack of trust to the publgareling the priorities wanted
to be achieved, also the weakness of the link anttomgnonetary aggregates
and its effect on the final goal of the monetaryliqgo Under the
circumstances of the instability of the demand fiamcbecause of the shocks
which the financial markets have faced and not ngjvisubstantial
independency for central banks, it became difficaltmanage the money
supply by the central bank as it is not controllibglirectly and it should
have looking for a substitution (Daghir, 1988, 151)

4-1. MANAGING THE MONETARY POLICY
THROUGH THE INTEREST RATE.
Most developed countridsft monetary aggregates as a target and moved to
short-run interest rate instrument and used inaatarmediate and
operational goal to target the inflation since bleginning of ninetiesf 20"
century There was many reasons lead to adopt the inflétiaeting like the
rise of the inflation rate which affected negatweh the economic growth
rates, and on economic resources allocation.
As well as the new innovations in the financial keds and the development
in payment systems, and also the lack of stalbulitthe relationship among
the monetary aggregates lead to create a problaietaonetary policy in
decreasing the rate of inflation toward its tarddevel.

The modern developments have led to weaken or giveinor role for
monetary aggregates, and giving the importanchdashort-run interest rate
which responds to the variables of the inflation #me output, and it is one

of the most important variables in the Macroecormmi
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When the central bank targeted interest rate rtlis, more realistic than
targeting themoney supply. Where the central bank is following teal
short-run interest rate rule, i.e. it works to make real interest acts in
certain way as a function with economic variablks the inflation and the
output, and this approach is a description of thecedures followed by
many central banks in the developed countries. Wwiace following the
short-run interest rate rule with the interban&anis, its making to the short-
run monetary policy, and building a concentratedjtoun policy on the most
important economic variable which is the long-rurce stability.

The interest rate rule is being built through ragsihe short-run interest
among the banks when raising the current inflatrmm the targeted, and
this is making the commercial banks decreasingahding. So this leading
to decrease the overnight credit in a liquidity ré@sing image, then to
control the inflation rates, and also to decreasd kwing the price
fluctuations.

The inflation targeting by the short-run intereater has lead to a wide
success since being applied by many of the developentries, note that the
first country that targeted the inflation is NewaZandin the lateof eighties
of the 20" century, followed by many of the developed and tEpiag
countries at the same level like Brazil, Chili, Ukermany, and other
countries.

The approach of the IT through is considered asntiost flexible one
regarding responding to the unexpected shocksanay, if economy is in
deflation, the central bank can respond, throughketong the interest for

stimulating the economy for preventing it from reiag the recession level.



2011 —2004 525l Jara slaily A8l cdlanall Gy :ddial) Ll Al

For instance the central bank has some freedommémeuver and to respond
flexibly to face price fluctuations which happenetiether that was by the
increase or the decrease on the overall level ®fptices (Alan Griffiths -
Stuart Wall, 2004, 389).

The real interest rate rule considered simpler miysis from LM where
the rule of the real interest price is a directuagstion of the central bank
behavior, while we have to derive LM from the as#yof the monetary
market.

The bottom line is under the interest rate rule,dope need to analysis the
money market, and we can get the result in a marekcand simple way
(especially the instability of demand function ahdving a relationship
between the interest changes and the money velsp#gd is experimentally
acceptable).

Targeting the interest rate clarifies the link betw aggregate demand and
inflation and output, in case of no inflationaryosks, inflation rises when
output is highest than its potential level (or tmatural level of
unemployment: overheating), and the inflation slaesvn when the output
Is less than it potential. There are two hypotheie direct effect of the
aggregate demand increase is all happen to thetoartd then start to absorb
it, and that’s because of the output is respondingker from the inflation to
the positive demands shocks. The second one isutpait on its potential
level and there are no inflating shocks, which nsetiiere is a low rate of
inflation and cannot get lower more than natura¢érevime passes with
output less than its natural level (David RomefQ@@055-161).

Le!
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The stability of the money demand function is sidared as an
essential point for the central banks to be ableuitdl up their policies as the
targeting of interest rate or money supply, if éhé an unstable demand
function on money, and then the money supply islinked or close to the
economic activity, this lead to the instability imioney velocity speed, and
then it will become hard to be estimated or to bedjgtable, and this what
the experience has proven: the level of the inter@® which the central
bank set will be the best tool on its expressingualihe monetary policy
compared to the money supply as a target ( Mist#oh2, 241-242).

5-1:- INFLATION TARGETING IT (TAYLOR RULE)
The Keynesian monetarist controversy was based wsbomg economic
policies to combat against the economic problenpeaally the inflation
problem However, the Monetarists called for using the constant w@ite
money supply growth ruleon behalf of affecting and controlling the
inflation, while the Keynesians were calling foingsthe discretionary of the
monetary policy intervention for the economic todilee the interest to
control the price fluctuations.

The American economist John Taylor gathered betviberso called rules
VS Discretionary, by the rules, it means the cartstate of money supply
growth, and the Keynesian Discretionary with ingtion in order to correct
the short-run imbalances, reaching the final gdaictvis the price stability
which is almost the same macroeconomic stabilitgyldr has gathered
through a simple rule known as (Taylor Rule) foclisa the very short run

interest rate (Overnight interest), and the shantinterest rate is interacting
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with the price fluctuations and the output by amatmn which its formula
can be described as follow:

i=R+mwtoc (m—mn®)+ B(RGDP — PRGDP)........ (1)
Where:
i: the short — run targeted interst rate.
R:the real interest rate.
m: the actual inflation .
«, B: a constant growth level for each the inflation and the 6 DP which should be
constant in the shortand the mid.
(=-m%): the inflation gap, i.e. the difference betweka teal inflation and the
targeted one.
(RGDP-PRGDP): the GDP gap, i.e. the difference betwwhat achieved
and what is potential (Woodford,2001,1&Daghir, 2082D).

The operational goal is the very short-run intenede (Overnight
interbank) and to be changed successively and mesfmothe price changes
and the output whether by increase or decrease.

Taylor Rule has been designed as an organizedioeatt the economic
fluctuations and emphasis on the very short-ruer@st rate as an operational
target for formulating a policy. Taylor Rule hasobght a revolution in
monetary policy making and its administrations iany of the developed
and developing countries, and Taylor has as assudarneithie USA that the
Federal Fund Rate is 2% and the targeted inflatae is 2% alsoBut in
case ofa deviation happened between the real and targetidion (the
Inflationary gap) or between the achieved and titergial output (the output

gap) then the short-run interest rate will respondhtese changes, if having
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an increase on the inflation rates, and the imftagjap was 1 percent, then
the interest rate will go up to respond to the griluctuations (Bernanke
et.al, 2005,47 & Cochrane, 2007, 1-5).

6-1: THE SPLITTING OF THE FINANCIAL
BEHAVIOR FROM THE REAL BEHAVIOR AT THE
POLICY OF THE TIRAQI CENTRAL BANK

The central bank has announce that it is commitbed monetary
frame based, for its organizing, on the Nominal Waercto Taylor Rule,
regarding to its apply to the monetary frame warkT (Iragi Central Bank,
2008, 43).

Building the monetary Frame to organize the polegrk has the
proportionality indication with the inflation tartyeg (IT), comparing with
the state where the policy is in total commitmenthe taken policy rule. and
the wanted flexibility by the policy makers whick also fit with their
discretionary powers, but under organized mecharegarding the
proportional respond (the Nominal interest ratbe-tominal exchange rate)
which is founded by Taylor Rule that fits very mutth monetary policy
frame design and especially to the frames basethrgeting the inflation.
but it is not without difficulties represented bgrdeting the interest rate
through the output gap and it is an obstacle whkiehcentral bank’s policy
makers are suffering from, as it is hard to measheeeconomy potential
output away from the economic shocks and the Strakcthanges especially
the country lacks to policy making centers andstatprovisions as well as

the growth of the GDP is so much far from the ineasircular flow pattern.
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It is so much associated with the growth of thérgbeum sector
which shows that the process of targeting the @sterate through the real
gap (the output gap) is unrealistic formula regagdpolicy designing and
making.

And it is the same for targeting the interest tHouglationary gap although
the fact is less difficult as it depends on priegiables, and these difficulties
were cleared by Taylor by his description to hie on a potential way, and
this result which Taylor reached has supportechbypractical experiences in
the central banks which ended up with dependinghenbasic relation in

targeting the interest price represented by thepdttmnal exponential

between the targeted interest rate and the aatflation rates which is so
called ( Taylor Principle) to distinguish it frorhe Basic rule (Taylor Rule)

which is described by this movement which ruledhwsy effect of Taylor rule

to reach the short-run equilibrium nominal intereste of the monetary
stability makers (Yousif 2012, 114-120).

The Iragi monetary policy makers faced difficulty applying the
Taylor Rule due tdts dependency on two variablag.,the inflation gap and
the output gapWhen analyzing the Iragi economy, we face a $tiveen
the changes in policy rdteand the output Theywalks in a mysterious
relationship, and the output doesn’t respond toctienges happened in the
interest rate, because of the distortion of thé seator and being away from
the changes which happened to the interest ratieistsated by Table (1)

® The policy rate in Iraq is considered as the shamtinterest rate, and it is the anchor of the
monetary policy, and leading rate for various iestrates, and it is the interbank to influence the
liquidity.
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Table(1)
Years The output Annual inflation | Policy Rate
growth % growth% growth %
2004 79.9 26.9 6
2005 38.1 36.9 11.7
2006 30 53.2 56.7
2007 16.6 30.8 90.5
2008 40.9 2.7 -16
2009 -16.4 -2.8 -47
2010 21.6 2.5 -29.2
2011 15 5.6 -4

Table Sources: Hamzah Abid Yousif — Monetary potlapugh the inspective of
policies and goals: An Empirical Study of the CahBank of Iraq, "Institute of
Higher Studies of accounting and finance, Diplomaiealent to Master degree,
University of Baghdad, 2012

Table (1) shows the positive relationship betwdmninbterest rate and
the output, where a growth of output has been aeli@8% at 2005 in front
11.7% growth on the policy rat@&his proportion of unclear significant and
this opinion has been emphasized on 2006 whereGIb® growth has
decreased to 30.0%, and on the other hand theegtteate has increased to
56.7%.

Which means the relation has been transmittad thee positive trend
to inverse proportion, and if we suppose that thterest rate is the

independent factor in the relationship, so thiatrehship seemed deformed

14
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in 2009, where the interest rate got low in a largggin reached almost the
half versus another decrease in the output groftdbout -16.4%. And this
shows the split of the central bank behavior fréva teal sector behavior
represented by the GDP, and also shows the wealofetize effect of
targeting the interest rate in affecting the GDPiradicative tool which
responds to the changes in the output.

So this weak and irregular relationship betweenitierest rate and
the output fluctuation goes to inaccurate desanpwhich is: the policy rate
as anchor cannot be used to affect the fluctuatidribe output because of
the weakness between the two variables, and ats@sstihe non-targeting of
the Iraqi central bank to the GDP, and the interatst if was targeted, then it
is targeted to achieve the balance to the monetanket not the real market
as Taylor Rule shown, because of its targetindgpeéoitflationary gap and the
output gap.

While in related to the relationship between th#8ation and the
interest rate in the Iraqi economy, it is closereality when tracking the
inflation from 2004 till 2011. It is in the samendi with Taylor principle/
Rule as describing the positive relationship betwde inflation rates and
the interest rate as described on Table (1).

The interest rates at (2004-2011) started to takeoportional track
on its relationship with the inflation rates, in () the inflationary rate
reached 36.9% versus an increase in the intertegt that reached 11.7%,
and this coincidence between the inflation andpiblecy rate has continued,
where in 2009 when the inflation rates got low2d%, the policy rate has

been decreased as well for its growth rate to reéco.
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And this is what is clarifying the proportion ofetltwo variables with
positive relationship, but this is not enough tasider the policy rate which
affects the decrease of the inflation rate: ansligidue to the renter nature of
Iraqi economy and beside the weakness of the fiahnmarket structure, the
weakness of the local credit, beside many of remasshich prevent the
interest rate practicing its role as a tool to éarghe inflation in Iraqi
economy.

The nature of the lIragi economy and its connectwith the
international market beside the level of the ecaooexposure, which may
reaches to more than 90%: the external nominalar(the exchange rate) is
the most effective in the process of targeting itifation of an economy,
suffers from the extreme renter nature and the liggendency on what it
gets from selling the crude oil and getting thesign currencies.

Reflected through the intervention in the exclearage market by the
central bank through currency auctions which tolalkcg on daily basis.

Also Table (2) illustrates the approach of the @éfi exchange rate,
and its price in the equivalent market which emphtisat the central bank is
completely capable to control as external nomimadhar, maintaining the
local currency purchasing power and targeting thigation through the

external nominal anchor (Exchange rate)
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Table (2)
The exchange rate of ID on the central bank and itnarket price versus
the US $ in the Iraqi economy For the period from 2003 — 2011)

Years The The 2-1 The The
equivalent] auction (3) growth of | growth of
exchange| exchange the the

rate rate auction market
price price

2003 1936 1896 40

2004 1453 1453 0 -23.3 -24.9

2005 1472 1469 3 1.1 -0.2

2006 1475 1467 8 -0.13 0.2

2007 1267 1255 12 -0.14 -14.1

2008 1203 1193 10 -0.4 -5.1

2009 1182 1170 12 -1.9 -1.7

2010 1186 1170 16 0 0.3

2011 1196 1170 26 0 0.8

Standard
deviation 253.7 241.5

Source: Iragi Central Bank, Annual statistical askes 2004-2012 General
Directorate of Statistics and Research (2004-2012)

It could be noticed from the table (2) that thelamye rate in daily currency
auctions and its price in the alternative marketvaalking consistency which
make the central bank more credible, and makemtheetary policy capable
to transmit its effect through the tool of exchamge&e to the real market.
From 2006 to 2010, the rate of nominal exchange gabwth keeping its
regressive growth to raise the real exchange rafeevwithout sharp
fluctuations which lead to deviation out from thpesified margin, and

without a significant move between it and the aldive price which also

17
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retreated during the years 2007-2009, so made éhtrat bank capable to
achieve A relative shift for the effect of the mtarg policy to the real
policy. When targeting the inflation through theckange, it makes the
connection between the intermediate goals and pleeating ones to reach
the final goal which is the monetary stability, atméit means making the
inflation as less as possible to make economy eshite potential level i.e.
achieving the economic stability regarding the uplyment level and
building a competitive financial system if the resds’ chain continued
away toward real sector.
7-1 ESTIMATING THE INTEREST RATE IN THE
LIGHT OF TAYLOR PRINCIPLE

The main goal of the monetary policy is achievindation stability,
which conduct the monetary policy management tiofolTaylor’s principle.
It is insist the importance of increasing the nashirated of the interest with
more than the increase of the potential rate oftioh, so that the real

interest rate function by inflation as shown in tbem below:

Where i represent the nominal creditable interest ratéhatshort-run
(appendix 1)p presents the respond rates, if the inflation engle with only
one unit, the nominal interest rate changed3hynit. The results of Taylor
principle estimation:

i=9.1+ 0.9(@)....... (3)
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And it refers to matching the estimated form tod¢ksenomic logic. When
the inflation rate increases of one unit, this &&ol increase the nominal
interest rate of (0.9) and it correspond the ecaoadifmeory. In spite of
corresponding the equation to the logic and theorthébut this is not
consistent with Taylor principle, where Taylor mijple assumes that the
increase of the nominal interest is bigger from tha&ential inflation
increase.

In the Iragi economy, the nominal interest insemawith the increase
of the inflation but with a less rate than the atithn one. The weakness of
the relationship between the internal nominal anchaod the output
fluctuation leads to irregular description.

So we cannot say the interest rate satisfy Taplimciple, and this
specially because of two reasons, the first on¢hé central bank non
targeting GDP directly but through creating a digbior the local currency
value, the second one is: the interest rate wasangeted directly to achieve
the equilibrium between real supply and the reada®d but its targeting was
conducted straight to achieve the balance betweedémand and the supply
in money sector and the figures (1-2) clarifying ftath of the inflation and

the policy rate in one hand, and the output angtiiey rate respectively .
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Figure (1)
The path of the policy rate with the inflation ratein Iraq from
2004-2011
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Figure( 2)

The track of the policy rate and the growth of GDPin Iraq from
2004 to 2011

/\ -
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Source: Done by the researchers depending on theahbstatistical Bulletins of
policy rate, the output and the annual inflatidvg traqgi central bank, General
Directorate of statics and researches, the antatgtscal Bulletins for sporadic
years (2004-2011)
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Now we can say that the targeted interest ratehbymonetary policy
makers under Taylor principle has been organizeubsitive proportion with
the inflation rate as shown by the figure (1).

also the policy rate has not been consist withotlitput rate as shown by
figure (2) which reflected the move of the outpubwth away from the
policy rate and we can is translated to (splithe tnonetary behavior from
the real behavior of the Iragi central bank policy)

When applying the linear regression form betweennfation and the
real interest rate, the results were as below:

R=95-0.9 (m............ (5)

The results of Equation (5) indicate: there is i3eerelationship between
the inflation and the real interest rate, whenaitibin increases of one unit,
the value of the real interest rate decreases gbd@)tand this inverse effect
of inflation upon the real interest rate make thierest in the Iragi economy
negative from 1990 to 2007, and after this yeag, ititerest rate became
positive, i.e. after the decrease of the inflatiorthe one digit (Salih, 2010,
269).

8-1 TAYLLOR RULE ESTIMATION IN THE IRAQI
ECONOMY

Taylor rule will be clarified and applied in theati economy, and its

apply will be for showing the change of nominalergst rate ( internal
Nominal Anchor)within inflation gap and the outmadp, then to be applied
by the exchange rate variable ( external Nominaihim).

The Taylor rule will be estimated according to thkowing formulas:
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i=R+mw+almr—n®)+ B(RGDP — PRGDP)

EXC'=REXC+n+a(n—n")+ B(RGDP — PRGDP)
The first relation represent Taylor rule to estientite nominal interest raté
which the central bank affects the Iragi econonmmgulh it, while the second
relationship is Taylor base with the exchange ratagable used as a
substitution for the short-run interest rate (Pjoky and the estimation
results were as below:
i=R+m+0.94 (r— n") + 0.00007 (RGDP — PRGDP)..... For the interest
rate
EXC°=R+m+18.01 (m—n®) + 0.053(RGDP — PRGDP)......... for
exchange rate
Results shows that the relative responding for ezctine inflation and the
output was not significance, and has no influenoetle interest rate or
exchange rate in Irag economy. which prove thas iimpossible to apply
Taylor rule in Iragi economy at least at this tifioe many reasons like the
distortion of the banking system, the lag of finahcmarket and the
inactiveness of the interest rates, and despite féloe that the national
economy moved to the market mechanism, but thisemsvneffective one
because of the semi-complete absence of the ogtpuwth after the exclusion

of the petroleum sector.

" The internal nominal anchor ( the very shortinterest rate).
® many researchers used this variable, see more:
-Hernando Vargas H,” Exchange Rate Policy and lioflaTargeting in Colombiainter-American

Development Bank, working paper, Vol. 639, 2005, pg-15
- Orphanides, AthanasidsMonetary Policy Rules Based on Real-Time DaEfance and Economics Discussion Series
Board of Governors of the Federal Reserve SysteNp.03, 1997.pp 5-8.
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So these reasons make the output (the real sigg) rigid to respond for
the demand shocks in the macro economy.

Table (3)
The results of applying Taylor rule for the intereg rate and the
exchange rate in the Iragi economy from 1990-2011

Years Nominal interest rate Nominal exchange rate
1990 -124.3 -78.3
1991 -185.6 -7.7
1992 -76.7 4.4
1993 -166.4 104.3
1994 -242.5 2644.3
1995 -300.8 42500.4
1996 -34.5 24097.8
1997 -69.1 36484.7
1998 -42.3 45439.6
1999 -31.5 60946.2
2000 -18.5 60586.7
2001 -13.4 68540.8
2002 -14.5 81540.8
2003 -39.8 81679.6
2004 16.5 107026.6
2005 14.8 98014.3
2006 14.2 131780.7
2007 7.4 195619.8
2008 9.4 213780.7
2009 15.3 200642.5
2010 12.1 192466.4
2011 7.3 200819

Source: Researchers work depending on the followinigrmula

Where :

23

i=R+m+a(mr—mn®)+ B(RGDP — PRGDP)

i = nominal interest rate (policy rate)
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R = real interest rate
= actual inflation
° = targeted inflation
a: relative responding to inflation
B = relative responding to the output
RGDP = real GDP

PRGDP = Potential GDP

It is possible to get the hand of the core inflatisupposindg” it is the
inflation rate which the Iragi central bank targgti and after measuring the
supposed gap between the core inflation and tlaé itdtation for getting the
short-run nominal interest rate as in Taylor Ritldnas been reached to the

following results:-

I=R+m+0.95(m—n°) — 0.133(GDP — PGDP)

) For reaching to the estimation of Taylor rule aettigg the monetary side of it,
they have been used the core inflation supposiatitls the targeted inflation rate
excluding fuel, lights, and the transportation whaonsidered the most expresser
about the Iragi economy fact instead of accountiegtargeted inflation by the time
trend (Smoothing ) to reach more accurate resulid @xpressing about the
economical condition in Irag.
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Table (4)
The results of applying Taylor Rule in Iragi econony
Year Total core Inflation | Policy rate| Interest
inflation inflation gap rate

Taylor rule

2004 26.9 39 -12.1 6 -65.5

2005 36.9 30.8 6.1 7 1012.3

2006 53.2 31.7 21 10.42 -561.4

2007 30.8 19.3 11.5 20 -341.2

2008 2.7 13 -10.3 16.75 -201.7

2009 -2.8 7.1 -9.9 8.83 -355.7

2010 2.5 2.9 -0.4 6.25 -579.9

2011 5.6 6.5 -0.9 6 -560.9

Source: for the columns (1), (2), and (4) — CentrdBank “the annual statistical
Bulletins, General Directorate of statics and resaahes, several bulletins
(2004-2011). The Two columns (3) (5) are calculatéy the researcher.

It shows that the relative responding for eachhefihflation and the

output whether by using the smoothing way to caleuthe targeted inflation

or depending the core inflation as a hypothetiaadeted inflation, it is not

significant and has no effect upon the interes mairaqi economy.

which proves that it is impossible to apply TayRule in the Iraqi

economy, at least at the current time for manyaesdike the distortion of

the banking system, the lag of securities markeit the inactiveness of the

interest rates, , and despite the fact that thmateconomy moved to the

market mechanism, but this move is ineffective one.

25
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Figure (3)
The Total inflation, the core inflation, and the pdicy rate path in the
Iragi economy
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The summary after applying Taylor rule in Iragi Bomy: the gained
results are not corresponding the economical lagithe central bank policy
in particular, where the monetary policy makers amd/arious occasions
stated that the Iraqi central is committed to a etary frame depending on
Taylor rule in its organizing (Iraqgi central BanRD08, 43) targeting the
inflation, and this results shows the incapabibfyapplying Taylor rule by
the inflation gap and the GDP gap as the finartmedlavior is away from the
real behavior for the monetary policy maker, argbahe interest rates in

Iraq has a weak effect in monetary variables, amlis due to the weakness
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of the financial system structure in the countrgite the weakness of the
domestic credit, also the achieved results in TgBleproved and when
applying Taylor Rule for the exchange rate variabléh the inflation gap
and the output gap, the results are not coincideniminal rate announced
by the central which prove the non-commitment of ttentral in using
Taylor Rule whether with the short-run intereseratr with the exchange
rates (Nominal Anchors), so the central has notlefigonly to use Taylor
principle with the potential inflation rate withothe output level ( macro
activity) for splitting the monetary behavior fraime real one of the central,
and cannot considered the interest rate as aneatiol in the country
economy for creating a monetary stability, fightthg inflationary pressures,
and driving force for output growth.

And in relates to the exchange rate tools and usiag a tool to Kkill
the inflation, it considered as the most effectval to influence the national
economy variables, whether they are real variabtesmionetary ones as the
statistical tests proved the major role played hy éxchange rate to affect
the inflation, and the output unlike what the statal tests of interest,
inflation, and the output showed, that cleared weakness effect of the

short-run interest rate upon the inflation anddabtput.
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APPENDIX

Source: CBI — Annual statistical 1990-2011(Baghdsaitistic and
researches department).

For columns: 2-4-7-8 researcher calculated depgnaiin(Eviews.6) output,

also used smoothing method by (Hodrick- Prescdigryi

INF: Actual inflation.

IT: Inflation targeting.

GDP no Oil: Non oil GDP.

PGDP: potential GDP.

R: Creditor interest rate(6 month).
EXC: ID Exchange rate.

INF Gap: Iraqi Inflationary Gap.
GDP Gap: Iraqi GDP Gap.



