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Motivation

The project aims to deal with monetary and fiscal policy issues for developing countries well-endowed with natural resources and, in particular, for Russia. The project will involve analysis of issues such as monetary policy rules, real and nominal exchange rate targeting, money demand estimation, optimal taxation of oil sector and optimal use of fiscal revenues from this sector, macroeconomic policy design aimed at curing “Dutch disease” syndrome. These issues are of utmost importance for Russia and other transition countries endowed with natural resources, which have been subject to episodes of high inflation and large exchange rate volatility as well as great swings in terms of trade, which may lead to overall instability of macroeconomic performance and distortions in the structure of the economy.

Background information

Issues concerning macroeconomic policy in countries subjected to large terms of trade shocks are numerous, and have been already subject to massive research. Both theoretic and empirical research has been conducted on the matters related to monetary policy (recipes for the optimal conduct of monetary policy, design and estimation of policy rules, by different monetary authorities at different times) and fiscal policy (optimal taxation of natural resources extraction sector, optimal intertemporal use of revenue from this sector, design of Stabilization Fund, aimed at smoothing public spending and output volatility etc.). An important issue on the matter is the design of macroeconimic policy mix which could mitigate the negative effects of so-called “Dutch disease”, when following positive term of trade shock the real exchange rate appreciates and the activity in the economy concentrates in the natural resources and non-tradable goods and services sectors. What follows is a description of various popular directions of research. 

Monetary policy rules    

Research on the optimal policy design has been focused around the issue of monetary policy rules. Theoretical research, well summarized in the excellent collection by John Taylor (1999) has since then exploded and produced a great number of papers. The idea is to find the optimal response of the monetary authority to the changing economic conditions, where the objective function is normally some measure of output volatility, or more directly, welfare of the representative household. The optimal policy rule has been studied in very different setting under various assumptions about the structure of economy. For example, sticky price models give a different prescription than flexible price models; open economies may have different optimal policy than closed one, etc. Papers consider different policy instruments, some claim that the government should be using the interest rate, others name the exchange rate, while others think of the money base as the optimal tool. Hence, a logical extension of this literature is to design optimal policy rules for Russia and countries with similar economic structure, where on the one hand major shocks shitting the economy are external terms of trade shocks, and on the other hand the financial markets are underdeveloped and the economy remains significantly dollarized, all of which place additional constraints on monetary authorities in design and implementation of the policy. 
These issues can be addressed by building general equilibrium models, either static or dynamic, determine the effect policy has on the modeled economy, and then establish which policy rule would generate the least volatility of the objective function. Determination of the optimal rule can be both analytical, where possible, or numeric, in situations in which computations are prohibitively complicated. 

Empirical estimation of policy rules used by different authorities has also been a popular topic. The primary goal of those investigations is to establish, how a monetary authority actually responds to different movements in the economy, independently on the rule the authority claims to be following. For example, it would be interesting to investigate, how the Central Bank of Russia has been responded to economic shocks since oil price increase in 2000, and compare this behavior to that of central banks in other resource-based economies.

Collections of papers on this subject can also be found in Taylor (1999) and on the internet. The empirical strategy would involve identification of the important variables that the central bank watches and, more importantly, identify the appropriate tool of the monetary policy. Once this identification is made, one can then estimate the response of the central bank to these variables. 

Fiscal policy issues

Another important component of macroeconomic policy is fiscal policy. Large dependence of Government budget on revenues collected from oil and gas sectors makes both public revenues and public spending vulnerable to great volatility in the presence of large oil prices shocks. At the same time the Government wishes to smooth the path of public spending or even make it countercyclical on order to reduce output volatility. The issues of particular interest with regard to the current Russian economic situation are the following. Some analysts claims that current taxation of oil sector extracts about 95% of revenues from the price exceeding 20$/barrel which makes investment and geophysical prospecting almost infeasible. Hence, research on the optimal taxation of oil sector which will both extract rent to the Government and leaves adequate profit to business is very important. Another important topic is the optimal structure of spending of these revenues – both inter- and intratemporal. In order to smooth the spending over time the Stabilization Fund was designed. The important question which is still at heart of the debate is the cut-off price, i.e. the price, starting from which all revenues goes to the Fund. The research of how optimal cut-off price should set looks very promising. Finally, the intratemporal use of the oil revnues is also an important issue – should the Government increase current social or capital expenditures? Both has pros and cons – increase in social spending will raise the welfare and may help combat poverty but has inflationary consequences, increase in capital spending may allow to increase growth rate and fight “Dutch disease” but the Government capital spending may be not as effective as private.
Additional issues
There is also a large set of additional issues concerning macroeconomic policy at large, which fall under the umbrella of this project. These include issues such as equilibrium real exchange rate, pro and cons of targeting real exchange rate at undervalued level, estimation of money demand with particular attention to dollarization dynamics, etc. Moreover, any research in macroeconomic area both theoretic and empiric may be incorporated into the project.
Potential paper titles. 

As one can see, this project can stimulate a plethora of both empirical and theoretical topics to be studied. The theoretical questions concern 

1) Optimal monetary policy rule in presence of terms of trade shocks

2) Optimal monetary policy rule in presence of liquidity constraints   
3) Optimal design of the Stabilization Fund

4) Design of macroeconomic policy to combat “Dutch disease”
Empirical questions concern 

1) Estimation of the monetary policy rules in Russia
2) Optimal taxation of the Russian oil sector

3) Investigation of money demand and dollarization dynamics in Russia and other CIS countries
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