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Overview

1) Suppose that the Great Moderation in the United States has
been exclusively due to improved monetary policy, with a passive
monetary policy regime in place before October 1979, and an
active regime in place thereafter.

2) Would structural VAR techniques be capable of uncovering the
authentic causes of the changes in the data-generation process?



The Model

Rt = ρRt−1 + (1− ρ)[φππt + φyyt ] + εR,t

πt =
β

1 + αβ
πt+1|t +

α

1 + αβ
πt−1 + κyt + επ,t

yt = γyt+1|t + (1− γ)yt−1 − σ−1(Rt − πt+1|t) + εy ,t

Shocks follow an AR(1) process with Normal errors.



Treat DSGE model as DGP

• No changes in the volatilities of the structural shocks

• No structural change in the nonpolicy parameters, α, γ, κ, σ

• Impose indeterminacy for the pre-October 1979 period and
determinacy for the period following the end of the Volcker
stabilization, by allowing for different values of ρ, φπ, φy

across periods





DSGE model:under indeterminacy can be mapped into VARMA(2)

• Variance of endogenous variables

• Variance of shocks

DSGE model:under determinacy can be mapped into VAR(2)

• Variance of endogenous variables

• Variance of shocks
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Can Structural VAR Methods Uncover the
Data-Generation Process?

Consider the VAR representation of DSGE models

Write both determinate and indeterminate cases as VAR(100)



Can Structural VAR Methods Uncover the
Data-Generation Process?

From the VAR representation of DSGE model consider

1) sum of the coefficients on the lagged interest rate

2) the long-run coefficient on inflation

3) the long run coefficient on output gap

Under indeterminacy

• 1) 0.76, 2) 0.85, 3)0.43

Under determinacy

• 1) 0.9, 2) 1.75, 3)1.15



Counterfactual

1) Write down both determinacy and indeterminacy as VAR(100)

2) Switch monetary policy rules

3) Convert the counterfactual structural VARs into corresponding
counterfactual reduced-form VARs



Under determinacy the true theoretical standard deviations are
equal to

• Rt : 1.72

• πt : 1.23

• yt : 1.88

Counterfactual 1:impose the structural monetary rule
corresponding to the indeterminacy regime onto the structural
VAR for the determinacy regime

• Rt : 1.21

• πt : 1.22

• yt : 1.92

”bring Arthur Burns into the post-Volcker stabilization era”



Under indeterminacy the true theoretical standard deviations are
equal to

• Rt : 16.84

• πt : 9.47

• yt : 2.12

Counterfactual 2:”bring Paul Volcker/Alan Greenspan back in
time”

• Rt : 1.65

• πt : 1.32

• yt : 2.11





Conclusion

” Changes in the coefficients of the monetary policy rule of the
DSGE model exert their impact on both

• the coefficients of the VAR representation of the model and

• the elements of the VAR covariance matrix of reduced-form
innovations

” Existing VAR evidence is difficult to interpret, and is in principle
compatible with the good policy explanation of the Great
Moderation”


