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Conditional inflation forecast
SOLUTIONS – Exercise 1

1. how is inflation related to the CPI evolution?

A the inflation rates are the growth rates of the CPI in percent between
one quarter and the same quarter of the previous year (y-o-y inflation
rates with quarterly data).

2. the published forecast is a so-called ‘conditional forecast’, what does
it mean?

A a conditional forecast assumes a given path for the interest rate; in
Switzerland the path is constant during the whole forecasting period.

3. how realistic are the assumptions behind the inflation forecast?

A although a constant interest rate is assumed it cannot be expected
to remain unchanged over the forecast horizon; moreover, the condi-
tional forecast assumes an international scenario, which is the most
likely.

4. which profile of interest rates is behind the inflation forecast?

A the underlying interest rate for the inflation forecast is the SNB
policy rate. (XXX)

5. why does the SNB use the SNB policy rate?

A (XXX)

6. would a longer-term interest rate be better?

A longer-term interest rates are harder to steer as the longer the in-
terest rate the more insecure the expectations that influence the
development of the course of the interest rate.

7. explain the profile of the inflation forecast! Look at the short, mid,
and long term.

A the short end of the inflation curve is mainly driven by indicators
relating to economic developments, exchange rates and the price path
of oil. In the medium and long term, however, inflation depends
partly on the supply of money.

8. why does the SNB publish a quarterly inflation forecast and not a
monthly one?
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A the SNB publishes a quarterly inflation forecast because the SNB’s
monetary policy assessments are also on a quarterly basis. The avail-
abilty of data and the time lag of monetary policy actions partly
explain this frequency.

9. what is the difference between the two forecast curves?

A a curve corresponds to the forecast one quarter ago, while the other
one depicts the latest forecast update. Different assumptions about
the international scenario as well as a potential change in the tar-
geted interest rate are possible influencing factors for the difference
between the two curves.

10. which probable course of future monetary policy can be expected
(XXX)?

A as long as the long-term definition of price stability is met and with
ongoing pressure on the CHF, monetary policy can be expected to
remain unchanged.

11. where does the definition of price stability appear in the graph?

A price stability needs to be met in the medium to long term as tempo-
rary deviations from the monetary policy goal are allowed. Therefore
a forecasted inflation below the targeted 2% (and above 0%) at the
end of the inflation forecast curve depicts the definition of price sta-
bility.

12. why does the SNB focus on the inflation development over the next
three years?

A a period of three years corresponds more or less to the time required
for the transmission of monetary policy stimuli to output and prices.

13. how do the models enter the published forecast?

A the published forecast is a consensus forecast among the different
models; besides, judgement is used to weigh the different models.
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Money market in Switzerland
SOLUTIONS – Exercise 2

1. what is the 3M Libor?

A the 3M Libor is the 3-month interest rate for unsecured money
market loans in Swiss francs to prime banks and corresponds to a
trimmed mean of the current interest rates fixed by 12 leading banks.

2. where are the monetary aggregates on the money market?

A the monetary base (M0) consists of the money in circulation as well as
the giro account balances of domestic commercial banks at the SNB.
The SNB has direct influence on M0 using its repo instruments. The
money stocks M1, M2 and M3 contain currency in circulation plus
sight deposits, plus savings deposits, plus time deposits, respectively.
The latter monetary aggregates therefore consists in comparison to
M0 mainly of money created by the banking system.

3. what are repos, reverse repos, and repo rate?

A a repo transaction is a securities repurchase agreement where a cash
taker (e.g. bank or any other admitted institution) sells securities to
a cash provider (e.g. SNB) with an agreement to repurchase these
securities at a later date. The interest rate applied in a repo transac-
tion is called a repo rate and is generally lower than the Libor as the
latter is for unsecured transactions. The reverse repo transaction is
the opposite where e.g. the SNB sells securities to banks in order to
absorb liquidity.

4. how are the 3M Libor and its target range related?

A the SNB announces a target range for the 3M Libor which is usually
1 pp wide. Additionally the SNB announces the targeted position
within the range, in general the middle of the band.

5. what are the monetary policy implications when the 3M Libor is
outside of the range?

A in case of temporary movements, there is no need for specific actions
from the SNB (e.g. in case of base effects in the wake of oil price
volatility). Otherwise depending on whether the 3M Libor is too high
or low, the SNB can adjust the repo rate upwards or downwards in
order to correct the course of the interest rate.

6. how are the Libor and the repo rates related?
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A the repo rates are the SNB’s monetary instrument in order to influ-
ence the operating target, the 3M Libor. As the latter is an unse-
cured transaction it should lie above the repo rates.

7. how is the stance of monetary policy in booms and recessions?

A the SNB’s primary goal is to ensure price stability while taking due
account of economic developments. Therefore, the SNB adjusts the
interest rate in order to achieve these goals while implementing fur-
ther measurements if needed. Moreover, an asymmetry can be ob-
served: interest rates are increased gradually, while they are de-
creased in big steps.

8. how does the SNB adjust interest rates in booms and recessions?

A with price stability as main goal in mind the SNB will adjust the in-
terest rate downwards in recession in order to stimulate the economy
and vice versa in order to prevent the economy from overheating.

Inflation targeting in Switzerland
SOLUTIONS – Exercise 3

The main elements of an inflation-targeting regime are the following ones.

i. price stability is explicitly recognized as the main goal of monetary
policy

ii. there is a public announcement of a quantitative target for inflation

iii. monetary policy is based on a wide set of information, including an
inflation forecast

iv. transparency

v. accountability mechanisms

This means that inflation targeting is a framework rather than a rigid set
of rules for monetary policy.

Thus, inflation targeting combines elements of both ‘rules’ and ‘discretion’
in monetary policy, and characterized as ‘constrained discretion’.

Put in other words, the inflation target provides a rule-like framework on
which the private sector can anchor its inflation expectations; within this
framework. Then, the central bank has discretion in reacting to shocks.

Is the SNB an inflation targeter?

i. yes → overriding goal
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ii. no → definition of price stability is a range (defined by the SNB)
and the time horizon after an inflationary shock to price stability is
not determined in advance and depends on the origin of the shocks.

iii. yes → publication of a conditional inflation forecast

iv. yes → subjective degree

v. yes → accountability report and hearings

Is the SNB an inflation targeter? Some comments

i. in a nutshell, the SNB is a ‘pseudo’ inflation targeter

ii. the inflation forecast is only used as the main indicator and not as
an intermediate target

iii. there is no commitment to systematically react to deviations with
the forecast

iv. there is no attempt to fine-tune the inflation rate but rather to follow
a medium to long-term stabilization

v. there is no obligation to keep inflation under all circumstances in the
range of price stability
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