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The behavior of the macroeconomy and monetary policy is heavily influenced
by expectations. Recent research has explored how minor changes in expectation
formation can change the stability properties of a model. One common way to alter
expectation formation involves agents’ use of econometrics to form forecasting
equations. Agents update their forecasts based on new information that arises as the
economy progresses through time. In this way agents “learn” about the economy.

Previous learning literature mostly focuses on agents using a fixed data size
or increasing the amount of data they use. My research explores how agents might
endogenously change the amount of data they use to update their forecast equations.

My first chapter explores how an established endogenous learning algorithm,
proposed by Marcet and Nicolini, may influence monetary policy decisions. Under
rational expectations (RE) determinacy serves as the main criterion for favoring a
model or monetary policy rule. A determinant model need not result in stability

under an alternative expectation formation process called learning. Researchers



v

appeal to stability under learning as a criterion for monetary policy rule selection.

This chapter provides a cautionary tale for policy makers and reinforces the
importance of the role of expectations. Simulations appear stable for a prolonged
interval of time but may suddenly deviate from the RE solution. This exotic
behavior exhibits significantly higher volatility relative to RE yet over long
simulations remains true to the RE equilibrium.

In the second chapter I address the effectiveness of endogenous gain learning
algorithms in the presence of occasional structural breaks. Marcet and Nicolini’s
algorithm relies on agents reacting to forecast errors. I propose an alternative,
which relies on agents using statistical information.

The third chapter uses standard macroeconomic data to find out whether a
model that has non-rational expectations can outperform RE. | answer this question
affirmatively and explore what learning means to the economy. In addition, I
conduct a Monte Carlo exercise to investigate whether a simple learning model does,
empirically, imbed an RE model. While theoretically a very small constant gain

implies RE, empirically learning creates bias in coefficient estimates.
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CHAPTER 1

INTRODUCTION

Expectations form a cornerstone of modern macroeconomic research. For
many decades a particular form of expectations, called rational expectations (RE),
has served as the standard assumption. More recently researchers have considered
ways to relax the RE assumption since it relies on agents acquiring more
information than one might think reasonable.

One group of researchers have assumed that agents use econometrics to form
forecasting equations instead of RE. In this framework as the economy generates
new data, agents incorporate the information in their forecasting equations. In this
way agents “learn” about the economy. There are many different assumptions one
can make in a learning model, and this dissertation explores one set of those
assumptions.

Researchers can differentiate learning models by changing the influence of new
information. One particular formulation assumes that agents use all available
information equally. Another assumes agents use only a fixed sample size of the
newest data. In both of these cases the algorithm forces agents either to continually
increase the sample size, or use a fixed sample size. My research explores the effects
of allowing agents to endogenously change the amount of data they use. This

dissertation finds that even small changes in expectation formation can lead to



significant changes in the dynamics of the economy and estimation of

macroeconomic models.

Marcet and Nicolini (2003) suggest an endogenous learning algorithm that has

agents switching between a fixed sample size and letting the sample size grow. They

argue that this type of algorithm would function well when the economy exhibits

occasional structural breaks. My first chapter explores monetary policy and

endogenous learning of the form of Marcet and Nicolini.

In macroeconomic theory a monetary policy rule closes the standard New
Keynesian model. Under RE certain parameterizations of some policy rules can lead
to indeterminacy. Under other parameterizations policy rules might result in
determinacy, but might not be able to learn the equilibrium. Researchers have used
stability under learning as a criterion for monetary policy rule selection. The
endogenous learning algorithm produces some startling dynamics, and provides a

word of caution in choosing a monetary policy rule.

In the second chapter I evaluate the forecasting ability of endogenous-gain
algorithms. In addition to Marcet and Nicolini’s version, I propose my own
endogenous learning algorithm. I find little evidence that Marcet and Nicolini
provides significant improvement to a standard gain, but my proposed algorithm

seems to perform well under the circumstances for which it was designed.

My third chapter estimates a New Keynesian model and compares RE to two
types of learning. 1 find that the data prefer the endogenous learning model and
explore some implications of the learning behavior. This suggests that either RE
does not accurately describe the expectation formation process in the economy or
that the assumed learning rules capture some higher order dynamics that exist in
the data. I also show that a learning estimation does not nest an RE model in an

empirical sense.



1. Literature Review

In the wake of the formalization of rational expectations, by Muth (1961),
economists attempted to ascertain whether rational expectations equilibria were
“learnable.” Blume et al. (1982) provides an overview of the literature, which
essentially finds that if agents fail to make specification errors, the rational
expectations equilibrium (REE) is “learnable” via econometric learning. Initially
econometric learning assumed that agents have the correct model of the economy,
but are uncertain of the parameter values. Consequently, agents estimate those
coefficients using standard econometric techniques.

Naturally, the same resistance to rational expectations rose against the
learning literature, since agents were still assumed to have a significant amount of
information about the economy that economists themselves could not claim to have.
Bray (1982), and Frydman (1982) provided the basis of the current learning
literature by showing for specific cases that agents were capable of learning the REE
even when their model was misspecified. Evans (1985) provided further analytical
tools by developing a concept called expectational stability (E-stability). He defines
a model as E-stable if the model returns to the REE when expectations are
perturbed slightly.

The final component that provides the foundation for the contemporary
learning literature is Evans and Honkapohja (1998), which defines the E-stability
principle. The E-stability principle is a correspondence between the E-stability of an
REE and its stability under adaptive learning.! This principle has guided much of
the learning research in recent years and is the cornerstone of the learning literature.

The learning literature as a whole has remained mostly confined to the

theoretical side of the discipline. One of the main theoretical contributions has been

!Evans and Honkapohja (2001) p41.



the ability to refine the number of equilibria in a rational expectations model by
only considering those that are locally stable under learning. Given the large
theoretical literature there have naturally been some forays into empirical
estimation of models with learning, however, many of the early attempts were
constrained by a lack of computing power. Thus many of these empirical works
relied on calibration, that is, attempting to find parameter values that generate data

that match the stylized facts of the data.

Current computing power has relaxed these constraints, which allows an
econometrician to estimate DSGE models. These models allow for the researcher to
impose some structure to the data and thereby identify the “deep” parameters of
interest. Previously scholars used ad hoc, and sometimes contentious, identification
strategies. The advance in technology has led to the ability for some researchers to
relax the assumption of complete rationality and estimate DSGE models with

learning behavior.

The component of learning that has econometric interest is the gain
parameter, which governs the weight placed on updates to prior estimates. When
agents use a constant-gain the econometrician can estimate it, whereas a
decreasing-gain has no parameters to estimate since it is a function of time. A
constant-gain applies more weight to the most recent data, which scholars associate
with agents who are concerned with structural breaks. Considering the vast
structural break and Markov switching literature, assuming agents worry about

time varying parameters seems appropriate.

Milani (2007a) is the first to have estimated a small DSGE model that had
agents updating estimates with a constant-gain. In particular, Milani (2007a)
estimates a New Keynesian model whose stability properties have been well

documented in Bullard and Mitra (2002). Now that econometricians are able to



- estimate these models, it is important for them to be cognizant of whether the

model is stable. Stability of a model may provide natural parameter limits thus
constraining the search space. In addition, previous identification techniques relied
on the assumption of long-run stability, thus it seems unwise to estimate models
that are unstable.

As mentioned above, a constant-gain can be associated with potential
structural breaks. While this is beneficial on one hand, on the other, a constant-gain
produces greater volatility. Consequently, Marcet and Nicolini (2003) suggest an ad
hoc gain structure that switches between a constant and a decreasing-gain.
Essentially, they assume that agents believe that parameters may be constant for a
while, in which case a decreasing-gain would “stabilize” the economy, but every
once in a while there might be a change in parameter value, in which case a
constant-gain would allow agents to adjust to the new value more quickly.

Milani (2007b) shows that endogenous switching can have significant impacts
on time-varying volatility, which he claims may help explain the Great Moderation.
Recently debate has arisen over the way Milani incorporated Marcet and Nicolini
(2003).2 Specifically Marcet and Nicolini propose a rule for determining which type
of gain to use that is based on recent forecast errors. While they choose to compare
recent forecast errors to some arbitrary constant, Milani compares recent forecast
errors to the historical average of forecast errors. Both of these is inherently
backward looking, as it might take several periods for agents to realize a break has
occurred, but the historical average adds further problems, which I discuss in
Chapter II1.

Murray (2008b) mimics Milani (2007b), but neither reports the stability

properties of the switching-gain. Consequently, I contribute to this literature by

2See Bullard (2008).



examining the stability properties of this type of gain structure. Further, given
some of the problems with the switching-gain, I suggest an alternative that is more
forward-looking, and has some other favorable characteristics. Using the knowledge
gained from examining these gain structures I analyze, in depth, what taking a
learning model to data might reveal to the econometrician.

The rest of the dissertation unfolds as follows: the next chapter explores
monetary policy and endogenous-gain learning. Chapter III introduces my
alternative endogenous-gain and compares it and the Marcet and Nicolini gain to a
constant-gain. The fourth chapter presents preliminary results from an estimation
using my alternative endogenous-gain and compares it to the alternatives using

Bayesian analysis. Chapter V concludes.



CHAPTER I

ADAPTIVE LEARNING, MONETARY POLICY AND INSTABILITY

Recent research on monetary policy has examined the stability of the rational
expectations equilibrium (REE) of a standard New Keynesian (NK) model in the
context of learning. Since determinacy does not guarantee stability under learning
researchers suggest that policymaker should favor monetary policy rules that result
in stability under learning. Learning relaxes the rational expectations assumption
by allowing agents to use econometrics to forecast the variables of the economy. As

new data appear over time agents “learn” by adjusting their forecast equations.

Most of the learning literature concerning monetary policy assumes that
agents use a particular type of learning called decreasing-gain learning, which
assumes agents utilize all data available. Evans and Honkapohja (2009) show that
many of these interest-rate rules are unstable for plausible parameterizations of the
so called constant-gain learning algorithm, which is akin to agents using a rolling
window. It is common to assume constant-gain learning in the presence of
unobserved structural breaks, since a decreasing-gain performs poorly under these

circumstances.

In addressing the issue of hyperinflation, Marcet and Nicolini (2003) suggest a
potential improvement to a constant-gain by creating hybrid of constant- and

decreasing-gain. This “switching” gain seems reasonable when agents believe



coefficients exhibit occasional structural breaks.! Marcet and Nicolini argue that
during a hyperinflation episode the “tracking,” or constant-gain, algorithm perform
better than a decreasing-gain. This results from the constant-gain algorithms
placing more weight on recent data instead of treating all data equally as is the case
under a decreasing-gain. Since a decreasing-gain results in stability, the ability to
switch to a decreasing-gain could plausibly aﬂow monetary policy rules that were
previously unstable at small values of the constant-gain.

In this chapter I show that this reasonable, switching-gain rule leads to some
startling dynamics. I find that some values of the constant-gain portion of the
switching mechanism can lead to a prolonged period of temporary deviations from
the REE. In the very long-run these occurrences disappear and the REE is attained
(a result also found by Marcet and Nicolini (2003) in the context of their
hyperinflation model). T find that the switching-gain leads to significant increases in
variance of the aggregate variables, specifically 4 to 6 times more output volatility,
but does not lead to higher or lower means relative to the REE.

I consider several policy rules that have been suggested in the literature. I
extend Evans and Honkapohja (2009) by exploring commitment rules that result
from policymaker concerned with deviations from target interest-rates. Specifically,
I compare an expectations based rule in the flavor of Evans and Honkapohja (2006)
to a commitment rule from Duffy and Xiao (2007). In addition, I reexamine a
Taylor-type discretionary policy and commitment rules suggested by Svensson and
Woodford (2005) and McCallum and Nelson (2004). I find that the switching-gain
has a slightly higher cutoff for stability for all the monetary policy rules. Only the

expectations based rule with commitment is robustly stable.

Miliani (2007b) provides support for the switching-gain with some empirical evidence that this
type of switching-gain may help explain some of the great moderation.



The rest of the chapter proceeds as follows. First [ present the standard NK
model and introduces the learning framework. The second section describes the
exotic dynamics present with the endogenously switching-gain under a Taylor-type
rule. Then I examine various rules under commitment. The penultimate section
explores multiple gains and how policymaker might make stability more likely. The

fifth section concludes.

1. A New Keynesian Model

The following NK model, presented in section 3 of Evans and Honkapohja

(2009), describes the economy,?

Ty = $§+1 — P4y — 7r756+1) + Gt (1.1)

Ty = Bmi )+ Axy 4y, (1.2)

where xz; deviations of output from potential, 7; is inflation, and u, and g; are

AR(1) processes. The following equations govern these processes:
Uy = puy—1 + Uy, and gy = pgi—1 + gi,

where g, ~ iid(0, 02), 1, ~ #d(0,07), and 0 < |u|, |p| < 1.> The Buler equation for
consumption generates the output equation (1.1), while (1.2) describes the New
Keynesian Phillips Curve. The notation zf, ; refers to an expectational value,

specifically Ef ;z;,1, where the star indicates that expectations need not be rational.

2Gee Woodford (2003) for derivation.

3= p=0.8 for all simulations.
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The model is closed by specifying an interest-rate rule. Duffy and Xiao (2007)
suggest an optimal policy rule based on policymaker minimizing a loss function that
includes interest-rate stabilization in addition to output and inflation stabilization.

Specifically policymaker minimize the following loss function.?
Ey Z BHr? 4 apa? + il (1.3)
t=0

where the relative weights of interest-rate and output stabilization are c; and ay,
respectively. Using the first order conditions of this loss function Duffy and Xiao

(2007) derive the following interest-rate rule,

A 2
it = w_ﬁt + (,O(Yxxt' (14)
(0% (07

Throughout this chapter I maintain a focus on operational monetary policy
rules in the sense of McCallum (1999). Since policy rules that use current values of
endogenous aggregate variables are untenable, I follow Evans and Honkapohja
(2009) by using expectations of contemporaneous (or future) values of output or

inflation. This assumption changes the interest-rate rule slightly,

A ,
iy = g o e (1.5)

4 4

By substituting (1.5) into (1.1) the model can be rewritten in matrix form as,

ye = Moy; + Miyy,, + Py, (1.6)

4All the targets have been set to zero for convenience.
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where y; = (x;, m)" and vy = (g, u¢)" and where,

_asel ¢ 1 o 10
My = 12 27'2 , My = and P =
az P A A
aadh A B+ er .

Rewriting the exogenous shocks in matrix form yields,

vy = Fugy + 0y,

where

As in Evans and Honkapohja (2009) T obtain parameter values from Table 6.1
of Woodford (2003), with «, = 0.048, ¢ = 1/0.157, A = 0.024, § = 0.99, and
oy = 0.077. Further, since I assume an operational monetary policy, agents form
expectations at time ¢, which means that they use current exogenous shocks to form
expectations. Under these assumptions, agents’ perceived law of motion (PLM)

takes the form of the minimum state variable (MSV) solution,

Yr = a + cuy (1.7)

and expectations can be written as y; = a + cv; and y;7, = a + cFv;. Substituting

these expectations into (1.6) yields the actual law of motion (ALM),

y = (Mo + My)a + (Moc + MyicF + P)uy. (1.8)
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There exists a mapping of perceived coeflicients to the actual coefficients,

which the literature refers to as the T-map. In this particular case the T-mapping is,

T(a) = (Mo + M),

T(c) = (Mpc+ M cF + P).

The set up of this model implies that if agents start at the REE then they never
deviate. However, a small, one time perturbation from the REE may cause agents’
expectations to either diverge or reacquire the REE. E-stability exists if the model

returns to the REE.

1. Recursive Least Squares

The learning literature uses a recursive form for two reasons. First, it satisfies
certain properties for theoretical results and, second, it is mathematically
convenient for time series simulations. The standard recursive least squares (RLS)

updating equations for a regression of Y; on X, are,

Cgt = Cgt—l + WRt_lXtI(Yt - thqgt—l)a

Ry = Ry + (X, X{ — Ry 1),

where qAét are coefficient estimates and R, is the moment matrix.

For a univariate system < is usually a scalar. Frequently, the decreasing-gain
version + is the simply ¢t7!. Decreasing-gain implies that the weight of each
observation is the same for a particular set of estimates, but decreases over time as

the sample size grows. For the constant-gain version «y is fixed at some value
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between zero and one. Under this algorithm the oldest data has virtually no weight,

which means one can think of constant-gain learning as a rolling window.®

A simple extension to this framework is to have multiple univariate RLS
algorithms each with a distinct gain. A clever use of Kronecker products allows for
a one step update of the coeflicient estimates. Suppose the multivariate model of

the economy can be written in matrix notation as,

wy = Wz + Quy + &y, (1.9)

where w; represents an m x 1 vector of dependent variables, 2, represents an n x 1
vector of independent variables, ¥, and ) are m x m matrices of coefficients, and &,
is a m x 1 vector of white noise error terms. As an example suppose that z is an
exogenous VAR(1).6 Following the MSV solution, agents would estimate the
following model,

Wy = bZt—l—EN't, (110)

where b is an m x n matrix of coeflicients, and &; are the corresponding error terms.

Examine the second equation in the RLS algorithm, which updates the
moment matrix. Clearly, even though they have the same data creating the moment
matrix, if each equation has a different gain parameter, then the moment matrices
differ for each equation. With n different explanatory variables the moment matrix
for a single equation is an n x n matrix. Since there are m equations, R; is a mn X
mn matrix. In order to create this matrix, define X; as I,, ® z;, where [,,, is an m x
m identity matrix, ® denotes a Kronecker product, and 2; is an n x 1 vector data

for period t.

5The window size can be found by taking the inverse of the value of the gain.

6This framework can be easily modified to accommodate alternative models.
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The updating equation for the coefficient estimates must now conform to these
matrix dimensions. Define dA)t as vec(l'), which stacks the columns of ¥/, and Y; = wy,
where w; is an m x 1 vector of data for period t. Assuming ~ is a scalar, this setup
generates the exact same results as setting up a different algorithm for each
equation.

If one desires to incorporate multiple gain learning then 7y must be redefined
as an mn x mn diagonal matrix where the values on the diagonal are the gain on
each coefficient. The first n are associated with the first equation the second n with

the second equation and so on.

2. Endogenously Switching-Gains

Evans and Honkapohja show that under constant-gain learning this model
achieves E-stablity if the constant-gain parameter takes values less than 0.024.
Figures II.1 and I1.2 depict a particular realization of the NK economy described
above under constant-gain learning. Figure II.1 displays instability, while Figure
I1.2 displays stability.

Evans and Honkapohja refer to the result as not being “robustly stable,” in
the sense that it implies that if agents use less than 42 periods of data the model is
unstable under learning. Most estimates of constant-gain values imply that agents
use approximately 10 to 35 periods of data.” The next section allows agents to use
an endogenous-gain, which potentially decreases the number of periods of data that
results in stability.

The switch in Marcet and Nicolini’s (2003) hybrid gain sequence is
endogenously triggered by forecast errors. Large errors cause agents to suspect a

structural break and therefore they would prefer to use a constant-gain to remove

"See Milani (2007a, 2007b) and Branch and Evans (2006).
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the bias of the older data. Once forecast errors fall below a cutoff agents switch
back to a decreasing-gain. In Milani (2007b) this cutoff is determined by the
historical average of forecast errors. Here I use the Milani variety switching-gain

where the historical volatility is a moving average,

1 if EE:pJ |zi—25]| < EE:t—lei_zﬂ
Yoy = 32 Ltk J w ’ (2 1)
S ¢ St gl o Syl '
Yz 1 7 = W .

where £ is the number of periods since the last switch to a decreasing-gain, z
denotes a particular variable (7 or y), J is the number of periods for recent
calculations, and W is the number of periods for historical calculations.® Thus, the
possibility for the output equation to have a decreasing-gain in the same period that
the inflation equation has a constant-gain, and vice versa, exists.

In order to compare directly to Evans and Honkapohja (2009), I use the
Woodford parameterization and use the same constant-gain value, 4,, for both
equations, but I allow agents to use the switching-gain described above. In my
baseline case I set the constant, 7,, equal to 0.025, which lies just outside the stable
range found by Evans and Honkapohja (2009). I set the historical window length,
W, to 35, which suggests that agents use about nine years of past data for the
historical volatility indicator. The window length for recent data, J, is set to 4,
which is the estimated value found by Milani (2007b).

The RLS algorithm requires a small burn in period to establish a history of
error terms. In order to create a seamless transition, I set the burn-in to equal the
inverse of the gain. During this period agents use the constant-gain. Given the

constant-gain value of 0.025 this implies a burn in length of 40 periods. This ensures

8In Milani (2007b) W was set to 3000 for very long simulations.



17

no discontinuity at agent’s first opportﬁnity to switch; agents choose between
keeping the constant-gain or allowing the value of the gain to decrease.

In the initialization period agent’s expectations do not have an effect in the
economy. Thus, the coefficients driving the simulation will be a small perturbation
away from the RE values. When the initialization period ends agents use the
switching-gain in (2.1).

Figure I1.3 displays deviations of learning dynamics from the RE solution for a
particular realization of the NK economy when agents use the switching-gain with
~, = 0.025 for 2 = z, 7.9 Convergence under learning typically occurs relatively
rapidly, however, with a switching-gain large deviations occur for a prolonged period
of time.!® This behavior appears as a general characteristic of the stability of this
type of model.

Figure 11.4 provides the values of the gain at each point in time. Notice that
right before the episode of instability, which occurs around 2400 in Figure I1.3, both
gains spend a significant period of time near 0.025, or the unstable constant-gain
value. Also note that sequences do not mirror each other. In the penultimate section

of this chapter I address the stability when gain values differ across equations.

The historical average suggested by Milani partially drives this result. Should
one use an arbitrary value in the switching rule as suggested by Marcet and Nicolini
(2003), then, for a given value of the constant-gain, there exists a value above which
the model is explosive and below which the model rapidly settles into a continuous

decreasing-gain regime.

9Though the last deviation may be in an indicator of instability, extending the simulation to
10,000 periods can show that this deviation is temporary and the future deviations remain close
to the REE. This example is meant to show that relatively large deviations can occur later in the
simulation.

10A Lucas model with a large impact of expectations may take an extended period of time to
converge.,
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Table I1.1: Examples of Temporary Deviations
Mean Variance
X m T m

Total 0.9755 0.9757 1.0996 1.0000

100 Periods 0.9843 0.9978 4.8917 1.0020

Total 1.0082 1.0133 1.1178 1.0000
100 Periods 1.0489 0.9955 6.3118 1.0003

Shows the mean and variance of output and inflation
of learning relative to RE. The Total row presents
statistics for 5,000 period sample in which at least one
episode of temporary instability occurs. The 100 Peri-
ods row presents statistics for the 100 periods surround-
ing the episode. I use the Woodford calibrated values
and set W=35, J=4, and 7,=0.025

Table II.1 provides a comparison of the economic significance of the temporary
deviations. I choose these examples from two independent simulations of 15,000
periods. After discarding the first 10,000 periods, I calculate the mean and variance
of output and inflation relative to the REE. I calculate these statistics for the entire
95,000 periods and also for a 100 period window around the largest temporary
deviation in that 5,000 period section.

These examples suggest that the exotic behavior leads to a large increase in
variance relative to RE. The top example shows that both inflation and output may
be lower than under RE, while the bottom example has both variables above RE.,
Thus, the only unambiguous result is the increase in variance.

Table I1.2 displays stability results for several different historical window
lengths.!’ These results are based on 5,000 simulations of 10,000 periods each. In
order to evaluate stability I compare the last value of the estimated parameters and
the T-map. If the coeflicients lie within 2 percent I say that the particular

simulation achieved stability. The values represent the percentage of simulations

1The constant-gain was set at 0.025, which is in the unstable region of a purely constant-gain
regime.
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Table I1.2: Switching-Gain Stability: Varying the Window Size
Hist. Window 15 25 35 45 55 65
Percent Stable 38.32 68.00 78.18 83.66 8546 &86.86

Hist. Window 75 85 95 105 115 125
Percent Stable 87.32 &86.92 &87.28 86.54 86.84 &85.12
Shows the percent of simulations in which the last value of the estimated
parameters lie within 2 percent of the T-map. The historical window is
the parameter the governs the number of periods used to calculate the
historical average MSFE.

that achieve stability.!? These results suggest that the relationship between the
historical window length and stability exhibits some non-linearity. This
non-linearity occurs because of the exogenous shocks that the economy happens to
face in a particular simulation. Appendix A provides probabilities for a different set

window lengths.

These results show that the intuition for stability under a Marcet and Nicolini
or Milani switching-gain may depend on the detailed structure of the constant-gain
portion of the algorithm. While Marcet and Nicolini (2003) find similar results in a
model with multiple equilibria, I have documented exotic behavior in model with a
single REE. Sargent (1999) uses a model in which agents temporarily escape a
self-confirming equilibrium as well, but examines government beliefs, not beliefs of
the entire economy. Cho et al (2002) examine the ordinary differential equations
(ODEs) in the system and find that the “escape dynamics” include an additional
ODE relative to the mean dynamics. policymaker should be concerned with the
potential in this simple NK model for exotic behavior that temporarily strays from

the REE.

12Tt should be noted that these percentages are most likely lower bounds since the arbitrary cutoff
may happen to occur in the middle of one of the episodes of instability.
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3. Optimal Policy with Commitment

Evans and Honkapohja (2009) postulate that the policy rule with commitment
in Duffy and Xiao (2007) suffers from the same instability that arises under
discretionary policy. As mentioned above, Evans and Honkapohja restrict their
examination of commitment to rules where o; = 0, which leaves Dufty and Xiao’s
rule undefined. In this section, I evaluate the stability of Duffy and Xiao’s
commitment rule, compare it to the expectations based rule similar to Evans and
Honkapohja (2003). I also investigate the cause of the temporary deviations by
using policy rules suggested by McCallum and Nelson (2004) and Svensson and
Woodford (2005).

As in Evans and Honkapohja (2009), I examine operational interest-rate rules,
which requires expectations of contemporaneous variables, or nowcasts. Using
nowcasts in the Duffy and Xiao optimal interest-rate rule under commitment (DX)
results in,

PA o

By = — w8+ (zf — zeo1) +

o o; B

A+B+1. 1,
whﬁl - —IB—Zt‘z' (31)

The system under commitment can be written as,

ye = Moy; + My + Noye1 + Nywg—1 + Py, (3.2)

where w; = (iy,4;-1)" and the appropriate matrices for, My, M1, Ny, N1, and P. The

MSYV solution provides the PLM, which also supplies the form of the RE solution.

Ye = a + boys_1 + biws 1 + cv,. (3.3)
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For this particular system, the ALM includes the interest-rate process. First,

note that the law of motion governing the exogenous variables, w;, can be written as,

wy = QoY + Q1Yr—-1 + Qawi_1. (3.4)

Given this, it follows that the ALM has the following T-mapping,

T(a) = (Mo + M;(I + by + b1Qo))a,
T'(bo) = Mobo + M1 (b3 + b1Qobo + b1Q1) + No),
T(b1) = Moby + My (boby + b1Qob1 + b1Q3) + N1),

T(C) = M()C + Ml(boc+ b1Q00+ CF) + P

Under the Woodford parameterization I find that the model achieves stability
for values of the gain of 0.008 or less. Using Milani’s switching-gain extends this
region to 0.009, but it does not display the transitory exotic dynamics found under
a Taylor-type rule. As predicted by Evans and Honkapohja (2009), the policy under
commitment does not fare well under large gains. In fact the instability is so severe
that even allowing for temporary switches to a decreasing-gain does not significantly
extend the range of values that result in stability

For comparison I turn to the expectations based rule of Evans and
Honkapohja (2009). Their rule applies when o; = 0, however, I generalize their
expectations based rule to allow a; > 0.13 This generalization results in the

following interest-rate rule (EH),

iy = 01%y—1 + 02%5 ) + 037m; ) + Oguy + 059y (3.5)

13Note that when a; = 0, the EH rule is identical to the expectations based rule in Evans and
Honkapohja (2009).
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where,
01 = — O 5y = — Atow _ AB+ N+ aud
R R A A L SR D SRy
A A ta
z b = Ggtixigrans:

T w4+ NG+ g’

If the monetary policymaker follow the EH rule, the matrix form of the model
is,
Y = My;,y + Nys1 + Puy, (3.6)
where M, N, and P are the appropriate matrices. The following MSV solution

serves as the PLM,
Yr = @+ bys—1 + cup. (3.7)

Consequently the T-mapping is,

T(a) = M(I + b)a,
T(b) = Mb+ N,

T(c) = Mbc + McF + P,

Much like the result in Evans and Honkapohja (2009) all the eigenvalues of the
T-mapping under the Woodford parameterization lie within the unit circle. Though
the expectations based rule satisfies the E-stability condition, the lagged
endogenous variables imply that there exists a possibility for instability for

sufficiently high values of the constant-gain.

Similar to the expectations based rule when «; = 0, the EH rule is robustly
stable. I find that values of the constant-gain equal to or larger than 0.184 result in

the instability of the EH rule under interest-rate stabilization. Using the Milani
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switching-gain extends the stable range significantly. The EH rule remains stable
until values of 0.252 or higher. In these simulations the distinctive dynamics of the

Taylor-type rule simulations also does not occur.

. Alternative Commitment Rules and Temporary Deviations

The exotic behavior that arose under a Taylor-type rule does not appear in the
two forms of commitment rule found above. I also found that the range of values of
the constant-gain that yield stability increases under the switching-gain. Evans and
Honkapohja (2009) assess several other commitment rules, which may exhibit the
exotic behavior, or become robustly stable under a switching-gain learning. To
address these points, I set o; = 0 and check for exotic behavior and robust stability
under the Svensson and Woodford (SW) and McCallum and Nelson (MN) rules.

McCallum and Nelson (2004) suggest a rule based on the optimality condition
in the timeless-perspective. When ever this condition is above zero the interest-rate
should be above the inflation rate. Using nowcasts the interest-rate rule can be
written as,

; e e Oy e
i = my + 0[r; + —)\—(:L“t — Ty_1)] (3.8)

Evans and Honkapohja (2009) establish the region of stability for this rule
under constant-gain learning, which ends at 0.018. Under a Milani-type
switching-gain the stable region extends to 0.019.1* This value is not large enough
to be considered robustly stable according to Evans and Honkapohja (2009).*® In
addition, this rule does not exhibit exotic behavior either.

Similar to the MN rule, Svensson and Woodford (2005) also use the

timeless-perspective optimality condition, but also include a fundamentals based

14%With Woodford parameterization except that oy = 0 and 6 = 1.5.

15They suggest that a reasonable value for a constant-gain is 0.1 or less.



25

term. This hybrid rule arose because fundamentals-based rules without interest-rate
stabilization can result in indeterminacy and instability under learning.
It has been shown that under rational expectations one can obtain the

following fundamentals-based reaction function,
iy = YpTy_1 + wggt + 1y uy. (3-9)

where g, = bo[¢7 (b — 1) +byl, %y = ¢, and 9, = [be + ¢~ (b + 0 — Dy + cap.
Additionally, 0 < b, < 1 is the unique solution to 862 — (1 + 8 + A\?/a, )b, +1 =0,
be = (0/ (L = b2), ¢ = =\ + By + (1 = Bp) (a/ NI, o = —(cu/ Ve

Svensson and Woodford modify the rule by adding the timeless-perspective
optimality condition and introducing a new parameter, 8 > 0, that supplies the
relative weight of the fundamentals versus interest-rate stabilization. The resulting
interest-rate rule is,

Oy

3@ — @) (3.10)

iy = ¢x$t—1 + %gt + 'lﬁuut -+ H[ﬂ’f -+

As found by Evans and Honkapohja (2009), the stability region of this rule
ends at 0.018. Again, robust stability is not achieved under a Milani-type
switching-gain since the stable region only extends to 0.02.17 Despite this, I observe
exotic behavior when the gain equals 0.02.

It turns out that only the EH rule is “robustly stable,” that is, attains
stability for plausible values of the the gain parameter. The switching mechanism

increases the values of the gain parameter for all of the interest-rate rules yet that

16See Svensson and Woodford (2005) p34-35 for the derivation.

1"Same parameretization as the MN rule.
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increase is slight for most of them. This suggests that monetary policymaker should
place greater emphasis on the role of expectations on interest-rates.

The appearance of the exotic behavior under two distinct interest-rate rules
warrants further investigation. In order to establish the cause of this exotic dynamic
Table I1.3 displays the eigenvalues of the derivative of the T-mapping for each of the
respective interest-rate rules.!® From the table it is clear why the expectations
based EH rule does not exhibit the exotic behavior; all of the eigenvalues on the EH
rule T-mapping lie within the unit circle.

Evans and Honkapohja (2009) assert that the instability of large
constant-gains arises from the large negative eigenvalues found in most of the
interest-rate rules. However, this does not appear to be the case for the exotic
dynamics. The DX rule has the largest negative values, yet does not display the
same characteristics. In addition, the SW rule has smaller negative values and does
display the exotic behavior.

The MN rule provides a suitable comparison to the SW rule, since the large
negative numbers are approximately equal to each other. The clear pattern is that
the eigenvalues that lie within the unit circle are much larger under the SW rule
than under the MN rule. In order to test this hypothesis, I simulate the economy
using different values for 4, and check for temporary deviations under the SW rule.

When 6 = 1.75, the eigenvalues for DT, are -19.187, and 0.938, those for DT},
are -19.295, 0.833, -20.284, and -0.108, and those for DT, are -19.405, and 0.727. In
this case the exotic dynamics do not appear. However, when 6§ = 1, the eigenvalues
for DT, are -9.570, and 0.990, those for DT, are -9.672, 0.878, -10.604, and -0.118,
and those for DT, are -9.775, and 0.766. Under these circumstances the temporary

deviations remain present. Even though the eigenvalues outside the unit circle are

18 Appendix B supplies the analytical formulae for these derivatives.



27

Table I1.3: Eigenvalues of the T-Maps
Taylor DX EH SW MN
DT, -24.4349 -26.2047 0.0782 -15.9747 -16.1301
0.9841 0.6446 0.9169 0.9485 0.873
DT, - -25.3538 0.0350 -16.0818 -16.245
- -0.8794 0.9114 0.8423 0.762
- -26.0369 0 -17.0587 -17.2282
- -0.0000 0 -0.1104  -0.1718
DT, -24.6657 -25.6947 0.0715 -16.19 -16.3483
0.7864 0.689  0.7192 0.7353  0.6626
DT, - -26.3763 - - -
- -0.1009 - - -

Shows the Eigenvalues of the derivatives of the T-maps associated
with each of the different monetary policy rules. I use Woodford
parameterization, except that «; = 0, and 6 = 1.5 for SW and
MN.

smaller, those within the unit circle are closer to one, which leads to the exotic
behavior. Thus the evidence suggests that the exotic behavior arise when there

exists a large negative root and a root within the unit circle, but close to one.

The eigenvalues result from the parameter values, which suggests that the
exotic behavior may exist for different parameter settings and monetary policy rule
combinations. Since policymaker have control over some of the parameters, o; and
o, they may be able to avoid these episodes. The next section provides some

evidence for how policy may affect stability.

4. Multiple Constant-Gains

In this section I allow the gains to differ for each equation, but do not allow
agents to endogenously switch between constant- and decreasing-gain. Recall that
Evans and Honkapohja (2009) find that this particular model is unstable for a gain
value at or above 0.024, and depict an example of the stability with a gain of 0.02,

and instability with a gain of 0.04.
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In order to remain consistent I use the same values for the constant-gain as
bounds for the analysis. Instead of having the same constant-gain value for both
equations, I allow the gain parameter used in updating the coefficients of the output
equation to differ from that on the inflation equation. Using the Woodford
parameterization, I simulate the economy 100 times for each set of gain parameters.
Each simulation lasts 10,000 periods and I assess stability under learning at the end
of each simulation. Stability exists when the change in all coefficients differ by less
than two percent.!®

Table 11.4 displays the results of these simulations. I find that approximately
98 percent of the simulations were I-stable when the gain parameter on the output
equation is 0.02 regardless of the values of the gain on the inflation equation. If the
value of the gain on the output equations is greater than or equal to 0.024 then
none of the simulations are stable. This finding is striking since it implies that
stability depends on the pair of gain values and that one gain may exert greater
influence on the stability under learning.

So far I have explored how different monetary policy rules may affect stability,
however, policy parameters may also have a significant impact on stability under
learning. In order to assess the effect of policy I let «, = a,0.048 and «; = a;0.077,
and vary a; and a,. This allows for the examination of relative changes. Table I1.5
presents the results for simulations, where a; and a, take on values between 0.5 and
1.5.

When the ratio between ¢, and «; remains the same, i.e. on the diagonal of
the table, the greater the response by policymaker results in a greater probability of
stability. The upper-right triangle shows that whenever «, is larger than the

Woodford parameter ratio none of the simulations achieve stability. The lower-left

19There exist several numerical techniques that assess stability under learning which would not
significantly alter the results presented here.
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Values in the table are the percent of the simulations in
which the difference in estimated coefficients from the T-
map was less than two percent. -y, is the gain associated
with the output equation, and v, is the gain associated

with the inflation equation.

triangle shows that the opposite is true when policy response to interest-rates is

relatively stronger.
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This may seem counterintuitive, since the stability of the model reacts more to

changes to the gain on the output equation. A closer inspection of the set-up of the

model shows that a stronger reaction to interest-rates results in a reduction in the

effect of contemporaneous expectations, i.e the My matrix. Specifically stronger

interest-rate stabilization policy implies that policymaker react less to expected

inflation and output. Therefore, this analysis reinforces the notion that policymaker

should remain cognizant of agents’ expectations.

5. Conclusion

Researchers have debated the merits of monetary policy rules under learning

using two types of gain structures, decreasing and constant. A hybrid of these two
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Table 11.5: Policy Effect on Stability

Qg

05 06 07 08 09 1 1.1 12 13 14 1.5

05 29 0 0 0 0 0 0 0 0 0 0
06 100 41 O 0 0 0 0 0 0 0 0
0.7 100 100 &3 O 0 0 0 0 0 0 0
0.8 100 100 100 63 O 0 0 0 0 0 0
09| 100 100 100 100 64 O 0 0 0 0 0
a; 1| 100 100 100 100 100 68 O 0 0 0 O
1.1/ 100 100 100 100 100 99 70 O 0 0 0
1.21 100 100 100 100 100 100 99 75 O 0 O
13| 100 100 100 100 100 100 100 99 73 0 O
14| 100 100 100 100 100 100 100 100 98 76 O
1.5 100 100 100 100 100 100 100 100 100 97 76

The numbers in the table are the percent of simulations in which the difference in
estimated coefficients from the T-map was less than two percent. a; and a, scale
the parameters of the monetary policymakers loss function, a; and g, respectively.
~Ye = 0.022 and v, = 0.04.

types of gains provides a cautionary tale for monetary policymaker., policymaker
should realize the potential for a model that is stable in the very long run to
experience 4 to 6 times more volatility for a particular length of time. In addition,
though the switching-gain extended the stable region for all interest-rate rules, only
the expectations based rule remains “robustly stable” in the sense suggested by

Evans and Honkapohja (2009).

Up till now the importance of alternative gain sequences in the NK model has
not been studied. While stability of traditional gain parameters abound, the
stability results for alternatives, such as Marcet and Nicolini (2003) and Milani
(2007Db), have not been established. The analysis above shows that switching-gains
result in stability, but potentially develop exotic dynamics. In addition, the analysis
above provides evidence that under multiple gains the combination of gains
determines stability of the model. Stability results may be more sensitive to a

particular gain.
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While the choice of the interest-rate rule is important, policymaker may also
influence the stability of the model by changing policy parameters. The results
above suggest that monetary policy maker should pay close attention to
expectations and try to limit the impact of expectations on interest-rate

fluctuations.
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CHAPTER III

TIME VARYING PARAMETERS AND LEARNING

As models that incorporate learning behavior are brought to the data some
researchers have used endogenous-gain parameters to approximate agent behavior
under structural break uncertainty. A large empirical literature is devoted to
determining structural breaks, which suggests that expectation formation should
account for this potential strategy. Presumably when agents try to accomodate
structural breaks specifically their forcasting ability should improve.

Though intuition suggests that the type of modeling proposed by Marcet and
Nicolini (2003) should be superior to a constant-gain, the improvement has not been
documented. I show, using a simple model, that the ad hoc endogenous-gain
proposed by Marcet and Nicolini (2003) is indistinguishable from a constant-gain.
In addition, I propose an alternative, which performs well compared to a
constant-gain without expectational feedback. When expectational feedback exists
my endogenous-gain is a Nash equilibrium.

The motivation for the Marcet and Nicolini switching-gain relies on the
assumption that agents believe that coefficients may exhibit a structural break.
Under time-varying parameters, the optimal estimation technique is Bayesian
estimation using a filtering process. For example, random walk parameter variation

is optimally estimated using the Kalman filter.! However, the learning literature

'Each filtering process depends on the exact type of time variation.
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assumes that agents are boundedly rational, thus agents in these types of models
may not have the optimal tools available to them. In many cases, lack of
mathematical ability may be sufficient reason to dismiss agents’ ability to use
Bayesian techniques.

Several papers address time-varying parameters in a variety of contexts within
learning. For example, Bray and Savin (1986) present a model where agents
misspecify the model by assuming parameters are constant, when in fact
expectational feedback causes parameters to vary over time. They find that agents,
using a standard Durbin-Watson statistic, detect their misspecification error, which
suggests that agents should adjust their specification appropriately. Bullard (1992)
and McGough (2003) investigate the convergence properties of a model when agents
correctly identify the time-varying nature of coefficients. The condition for
convergence requires that agents believe that the conditional variance of the time
varying parameter (TVP) declines toward zero.

The papers described above all assume the same TVP structure, namely, a
random walk. Consequently, the use of a Kalman filter seems quite natural. Beck
and Wieland (2002) and Wieland (2000) examine the performance of optimal
Bayesian learning and alternative decision rules in a TVP world. However,
alternative TVP processes are not compatible with the assumptions needed for
using the Kalman filter.

Evans and Ramey (2006) use a model of TVP that is complex enough to make
devising the optimal filter rather difficult. Thus, it is more natural for agents in
such a setting to use an approximation or an ad hoc rule to capture the variation
over time. Specifically Evans and Ramey (2006) examine agents choosing between a

constant and a decreasing-gain.
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My contribution extends and, in some ways, combines Carceles-Poveda and
Giannitsarou (2007) and Beck and Wieland (2002). These papers assess the
performance of various gain structures under different conditions. Carceles-Poveda
and Giannitsarou (2007) examine initialization of decreasing-gain, constant-gain and
stochastic gradient learning in models where the underlying parameters are
constant. Beck and Wieland (2002) examine various decision rules in a model with
TVP. T extend these papers by including endogenous-gain structures, and by
investigating an alternative TVP process.

For the sake of simplicity, I use a Cobweb model with TVP, which I modify
along two dimensions.? First, I compare a process similar to a random walk and an
alternative TVP setting similar to Evans and Ramey (2006). Second, I examine the
Nash equilibria in the presence of expectational feedback.

In addition to a constant and the Marcet and Nicolini ad hoc endogenous-gain,
I propose an alternative endogenous-gain that includes the standard deviation of a
potential estimate to derive the gain value. I use the mean squared forecast error as
a benchmark.

Under occasional structural breaks I find that the Marcet and Nicolini gain
rarely improves on a constant-gain. Statistically significant improvement is only a
0.5 percent improvement in mean squared forecast error over a constant-gain. My
endogenous-gain has greater improvement, as much as 4 percent, and also is a Nash
Equilibrium relative to a constant-gain. This 8 fold improvement over Marcet and
Nicolini suggests that my endogenous-gain algorithm provides significant
improvement. The endogenous-gain does not fair as well under a random walk type

scenario.

2This model adopts the same framework as Bray and Savin (1986).
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After describing the endogenous-gain processes used in the analysis, I
demonstrate the stability of my endogenous-gain in a simple NK model. The third
section presents the Cobweb model and results without expectational feedback.
Section 4 examines the Nash equilibria of the model with expectational feedback.

The fifth section concludes.

1. Endogenous-Gains

Econometric learning is a bounded rationality exercise that assumes that
agents have some idea of what the economy looks like mathematically, but do not
know the values of the parameters. Therefore, agents use recursively least squares
(RLS) to update their coeflicient estimates when they receive new information. The

following is an example of a typical RLS algorithm:

&t = qgt—l + VRt_l-Xt(Yt — qugt—l)» (1.1)

Rt = Rt~—l —f—’Y(XtXZ - Rt——l)' (12)

The first equation updates the coefficient estimate, qgt, using the new data, Y,
Xy, and the second equation updates the moment matrix, ;. An important
component in constructing the RLS algorithm is the gain parameter ~y. This
parameter governs the weight assigned to each observation. For example, the value
of decreasing-gain decreases as each new observation is incorporated in the estimate.
This means that recent data have little effect on the estimate value.

Another standard gain parameter choice, is a constant-gain. This type of gain
gives each new observation the same weight. This means that the weight on each
observation geometrically declines backwards in time. A constant-gain generally is

used when one believes that the underlying parameter values vary over time.
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Marcet and Nicolini’s endogenous-gain combines these two concepts, allowing
agents to switch between a decreasing-gain and a constant-gain. Agents take
advantage of the lower volatility that a decreasing-gain provides when agents believe
a parameter remains constant. Yet they realize that parameters might change by
switching to a constant-gain when appropriate. While this makes sense in theory,
the rule used to govern this choice is inherently backward looking.

Specifically agents will switch if an average of forecast errors over the last J
periods are above some arbitrary value, v. If the recent forecast errors fall below
that value, then agents decrease the gain gradually by keeping track of the number

of periods, k, the recent forecast errors are below v.

1 B S I 1
i J <Y
Yy = (13)
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Ny if ———"zt“JJ LB >,

The rule Milani (2007b) uses is based on Marcet and Nicolini (2003), but sets
the arbitrary value, v, equal to the historical average of absolute forecast errors.
The historical average is updated as each period provides new information. The
historical average can either use all information available or have window size larger
than J.

These mechanisms rely on forecast errors of outcome variables when agents are
concerned with coefficient movement. Therefore, I propose an alternative
endogenous-gain. The motivation behind this gain is that agents should use
coefficient estimates to determine whether there has been a change.

The alternative gain uses the standard deviation of a hypothetical estimate for
the current parameter value using an average of the mean and variance of the past
w periods. If the potential estimate lies several standard deviations away from the

mean then agents should suspect a change in parameter values. Such a gain must
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increase with the standard deviation and have bounds of at least zero and at most

one.

I propose using a function that also allows for modulation depending on the

type of model an agent faces,

Et _Et

Yo = Oup + Ouf (1.4)

1+

be=b; |’
Tb

where b, is the potential estimate, by is the average of the past w estimates, and &y, is

the average variance of the estimates.

The parameters, ay, and oy, (that may be empirically testable) temper the
potential values the endogenous-gain can take and adds to the generality of the
model. The lower bound, oy, and the scaling factor, a,y, define a range of gain
values that the agent will use. Note that if agents set a,; = 0, this endogenous-gain

becomes a constant-gain.

The following procedure updates agent’s coeflicient estimates. (1) use the value
of the previous gain parameter to find the potential estimate value (b;). (2) Then
calculate, based on the potential estimate, the value of the current gain parameter.

(3) Last, update the estimate using the gain parameter provided by step two.

There are several reasons why one might prefer this type of ad hoc
endogenization of the gain parameter. First, it makes a clear distinction,
statistically, why one might suspect that there is a structural break. Second, most
macroeconomists would agree that agents do not only look backwards to form
expectations. My endogenous-gain uses an initial estimate of the current parameter
as the crucial piece of information for the decision mechanism. Lastly, this

endogenous-gain nests the possibility of a constant-gain.
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2. Stability of the Alternative

In the previous section I proposed an alternative endogenous-gain. In order to
assess the stability properties I use the following NK model, presented in section 3

of Evans and Honkapohja (2009),?

Ty = $t6+1 — p(ir — 7T5+1) + s, (2.1)

Ty = ﬂﬂ-tz-l + Aﬂft + uy, (22)
A .

iy = Pone 4 P2 (2.3)

A A

where u; and g, are AR(1) processes. The following equations govern these
processes:

Uy = pus—y + U, and gy = pge—1 + Gi,

where g; ~ iid(0, 02), 14, ~ #id(0, 02), and 0 < |ul, |p| < 1.

Note that if there are six coefficients there are six different gain processes.
This means that the agents assess the potential for a structural break in each of the
coefficients separately.

Since the endogenous-gain requires previous information, I begin all
simulations with a 40 period burn-in. During the burn-in each equation receives an
additional exogenous error each period for each equation. This allows for enough
variability in the data to generate variance covariance matrices necessary for the
construction of the endogenous-gain. After the burn-in, the additional exogenous
variation shuts down and the simulation continues without any extraneous noise.

Similar to Evans and Honkapohja (2009) I use the calibrated parameter values
1 from Table 6.1 of Woodford (2003), with «, = 0.048, ¢ = 1/0.157, A = 0.024,

38ee Woodford (2003) for derivation.
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B =0.99, and o; = 0.077. In Evans and Honkapohja (2009), they find that this
particular parameterization results in instability if agents use a constant-gain
greater than or equal to 0.024. In order to demonstrate the stability properties of
my endogenous-gain I set oy = 0.005 and o,y = 0.035.

Figure III.1 provides an example of the stability of the endogenous-gain. The
temporary deviations from RE continue indefinitely. In addition, I find that two of
the coefficients do not converge to their REE values. Since the temporary deviations
from RE occur more frequently, the standard methodology for assessing stability
does not provide useful results.

Therefore, in order to asses this type of stability I use the average deviations
in the last 100 periods of the simulation to determine a model stability. I define a
simulation as stable, if the average of the deviations in the last 100 periods are less
than 0.01. T find stability in approximately 75 percent of 1000 simulations.

These results suggest that an endogenous-gain may provide several useful
properties. This particular examples shows how an endogenous-gain can extend the
range of gain values that result in stability, perhaps resulting in “robust” stability in
the sense of Evans and Honkapohja (2009). In addition, the temporary deviations
occur in a standard NK model, which suggests that recurrent irrational behavior

may arise naturally with appropriate expectation formation modeling,.

3. Evaluating the Endogenous-Gain

A Cobweb model serves as the basis for the analysis performed below. This
type of model has been used from early on in the learning literature.* In order to
examine the expectation formation in its purest setting, I first eliminate

expectational feedback. I assume that agents know the structural process, except for

“See the pioneering work of Bray (1982), Bray and Savin(1986), and others.
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Figure II1.1: Stability of optimal Taylor-type rule with alt. endogenous-gain.

the parameter values. Therefore, they estimate coefficients using RLS. For the
analysis below I assume that agents have no knowledge of the process governing the
TVP.

The most simple representation of this model would be one with exogenous

data. In this case the data generating process is as follows:

Yo = Tio1 + PYs + M, (3.1)

where y; and z; are data, y; is the TVP, ¢ is the coefficient on expectations, and 7
is an 42d, mean zero, variance 0727 white noise process. The superscript e represents
the expected value of current data and is referred to as a “nowcast,” i.e.

y; = E;_1y:. Nowcasting implies that people may not have access to current data.

Since I first examine the case where there is no expectational feedback I set ¢ = 0.
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Setting ¢ = 0 is desirable because it eliminates the possibility of game
theoretic behavior. Note that if ¢ = 0, this equation also represents the actual law
of motion (ALM) since expectations are not included. The perceived law of motion
(PLM) is very similar, reflecting agents basic knowledge of the system, and lack of
knowledge of the parameter p;. Below, I discuss the relevance of the ALM and the
PLM to E-stability.

The TVP process of the coefficient, p;, is based on Evans and Ramey (2006).
The motivation for this particular process is that it suggests that parameter values

are stable for the majority of time, but every once in a while they change.

Hi—1 with Prob. (1—5),

I
—~

&0

[\
~——

Mt
Uy with Prob. .

where v, is an #id, mean zero, variance o, white noise process, and ¢ is the
probability of switching to a new parameter values. I choose this particular process
because the initial intuition behind using a switching-gain such as Marcet and
Nicolini was that agents believed there was potential for structural breaks.

While a parameter following a random walk changes value each period, the
Evans and Ramey process exhibits properties akin to random structural breaks.
Since the Bayesian filter associated with this process requires significant expertise, it
stands to reason that agents would use an approximation in this case. Kven the
Kalman filter requires a fair amount of knowledge, thus an approximation of the
Kalman filter when the parameter follows a random walk seems appropriate as well.

When the underlying parameter changes one would hope that the
endogenous-gain places more weight on recent observations the switch to the new

parameter value to occur more quickly. The Marcet and Nicolini variety only
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switches once the forecast errors were “bad enough,” whereas my endogenous-gain
reacts if statistically significant change in coeflicient estimates occurs.

I consider a rigorous test of these gains. I generate rational expectations data,
which then is used in algorithms for each type of gain. Fach gain structure has a
parameter or several parameters which can affect the forecast error. 1 optimize over
these parameters to achieve the smallest mean squared forecast error (MSFE) for
the given length of simulation.

For the standard constant-gain there is only one dimension with which to
optimize over, namely, the value of the constant-gain itself, v. Marcet and Nicolini
requires three parameters, the value of the constant-gain #,, the recent window
length, J, and the arbitrary value, v. Finally, my endogenous-gain has three
parameters, the lower bound oy, the scaling factor oy, and the window size w.

After optimization I conduct out-of-sample simulation using the optimized
values for each gain. The optimization simulation lasts 50,000 periods. Using the
optimized parameter values, I conduct 100 independent simulations of 40,000
periods. I drop the first 20,000 periods to eliminate any influence of initialization of
the learning algorithm and any other initial conditions.

In performing this optimization routine on the Marcet and Nicolini gain, I
found two surprising results. First, there were no cases where Marcet and Nicolini
dominated a constant-gain, and second, the optimization routine performed
inconsistently. In order to mitigate this I expanded my search of the parameter
space and looked for optimal constant-gain values that could be improved by
allowing for a switch.

For this process I first optimized for a constant-gain over 50,000 periods. Then

conducted 100 independent simulations of 40,000 periods where agents follow the
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Marcet and Nicolini rule for different values of the arbitrary cutoff. The results are
provided in Table II1I.1.°

I find that over the space where Marcet and Nicolini theoretically should not
perform well, it does not. Under conditions that one might expect Marcet and
Nicolini to perform well, it does so only marginally. While the average MSFE of
some of the simulations fall below one, only one is statistically different from one. In
that one case two standard deviations away from the mean only results in a 0.7
percent improvement. The additional tables in the appendix show that other ratios
of standard deviations do not show significant improvement.

Table I11.2 displays the results for simulations with no expectational feedback,
i.e. ¢ = 0. The upper panel shows that the endogenous-gain has a lower MSFE
when the ratio between the standard deviation is less than one half. The percentage
improvement increases as the ratio gets smaller. At the same time the value of the
optimal constant-gain gets larger. The estimates of the relative MSFE is two
standard deviations away from one for all the chosen parameter settings, except
when the ratio is two-thirds.

In the lower panel the structural breaks occur less frequently, and
consequently there is less improvement on the constant-gain. It takes a much larger
ratio (one-eighth) for the relative MSFE to be more than two standard deviations
from one. The optimal constant-gain values are significantly higher when the
structural breaks occur more frequently.

Finally, looking at the optimal endogenous-gain parameters a particular
pattern appears. In each case the optimal constant-gain lies between the lower and

upper bounds of the endogenous-gain. The upper bound of the endogenous-gain

5Additional tables for other parameter settings are included in the Appendix.



Table III.1: Forecast Ability of the Marcet and Nicolini Switching-Gain
v 1—¢
0.01 0.05 0.1 0.9 0.95 0.99
0.5 1.0000 1.0000 1.0000 0.9999 0.9999 0.9994
4.71E-08 1.37E-07 4.13E-08 0.0004252 0.000177 0.0004043
1 1.0000 1.0000 1.0000 0.9997 0.9997 0.9987
1.43E-07 9.91E-08 1.20E-07 0.001217 0.001272 0.000554
1.5 1.0000 1.0000 1.0000 1.0000 0.9998 0.9980
2.24E-07 1.54E-07 1.68E-07 0.0006277 0.000665 0.001087
2 1.0000 1.0000 1.0000 1.0030 1.0010 0.9965
2.37E-07 1.61E-07 2.53E-07 0.002593 0.002526 0.001466
2.5 1.0000 1.0000 1.0000 1.0070 1.0020 0.9967
3.51E-07 4.32E-07 3.03E-07 0.002864 0.002661 0.002924
3 1.0000 1.0000 1.0000 1.0100 1.0050 0.9951
4.67E-07 2.83E-07 3.57TE-07 0.003248 0.003667 0.003743
3.5 1.0000 1.0000 1.0000 1.0150 1.0080 0.9948
6.03E-07 4.20E-07 3.97E-07 0.003901 0.004053 0.003219
4 1.0000 1.0000 1.0000 1.0210 1.0120 0.9950
1.06E-06 4.66E-07 2.83E-06 0.005149 0.005139 0.003146
10 1.0000 1.0000 1.0000 1.1910 1.2020 1.1060
5.60E-06 3.08E-06 4.57E-06 0.01644 0.01195 0.01321

The first row indicates for each value of v indicates mean of the relative MSFE.
The second row reports the standard deviation. v is the value of forecast error
above which agents switch to a constant gain. ¢ is the probability of structural
break in the underlying coefficient. The variance of the exogenous shock to the
forecasted variable o, = 4 and the variance of the coefficient o, = 2.

increases as the ratio of the standard deviations decreases. In addition, as the

frequency of structural breaks increases the optimal window length decreases.

1.

assume that parameters follow a random walk. This assumption works in practice

An Alternative TV P Process

While some empirical work relies on structural breaks, it is also common to

because the data sets tend to be fairly short and/or the standard deviation is
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restricted to be quite small. The intuition behind assuming a random walk is that a

coefficient drifts around, but in all likelihood remains bounded given the small data

set and restrictions on the standard deviation.
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Table I11.2: Forecast Ability of the Endogenous-Gain in a Model with Occasional

Structural Breaks

e =0.01
o o, =4 o, =3
2 0.9878 (0.0048) 0.1981 1 (0) 0.1536
0.1149  0.3749 19 0.1536 0 20
1 09723 (0.0119) 0.3411 0.9793 (0.0087) 0.2756
0.1131  0.5350 19 0.1088  0.4440 19
0.5 0.9569 (0.0180) 0.5243 0.9685 (0.0134) 0.4457
0.1159 0.6524 18 0.0976  0.5578 20
€ =0.05
o o, =4 o, =3
2 0.9971 (0.0027) 0.3707 0.9995 (0.0014) 0.2920
0.2881  0.2856 11 0.2500 0.1704 11
1 0.9880 (0.0066) 0.5801 0.9927 (0.0046) 0.4939
0.3224  0.5043 12 0.3027  0.4081 11
0.5 09778 (0.0107) 0.7632 0.9831 (0.0099) 0.6922
0.3666 0.5559 11 0.3017  0.5703 11

The first row in each box displays the relative MSFE, the standard de-
viation of the relative MSFE, and the optimal constant-gain value. The
second row displays the optimal lower bound, scaling factor and window
size of the endogenous-gain. v is the value of forecast error above which
agents switch to a constant gain. € is the probability of structural break
in the underlying coefficient. o, and o, are the variances of the exoge-
nous shock to the forecasted variable and the coefficient, respectively.

Since a random walk by definition is not bounded, and since I perform long

simulations, I assume that p; is an AR(1) with a normally distributed error term.

pe = A1 + Wi,

(3.3)

where w, is an 4id, mean zero, variance o, white noise process and 0 < A < 1. I will

assign a large value to A so as to come close to a random walk.

I simulate the model under four different parameter settings. The results can

be found in Table II1.3. The simulations show that the endogenous-gain does not

improve over the optimal constant-gain in any economically meaningful simulations.
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Table I11.3: Forecast Ability of the Endogenous-Gain with a Random Walk Time-

Varying Coefficient

oy o, =1 o, = 0.5
1 0.9958 (0.0019) 0.5447 0.9992 (0.0006) 0.3502
0.4334 0.2252 17 0.3109  0.0938 14
0.5 0.9899 (0.0046) 0.7308 0.9961 (0.0020) 0.5447
0.5039  0.3361 17 0.4007  0.2297 18

The first row in each box displays the relative MSFE, the standard de-
viation of the relative MSFE, and the optimal constant-gain value. The
second row displays the optimal lower bound, scaling factor and window
size of the endogenous-gain. ¢, and o, are the variance of the exogenous
shock to the forecasted variable and the innovations to the time-varying

coefficient, respectively.

The specific values chosen highlight that the relative standard errors provide the

appropriate comparison and show the general pattern under these conditions.

When the endogenous-gain does significantly improve on the constant-gain,

the parameter values imply agents use too little data. Changing the ratio of

standard deviations to reduce the value of the constant-gain causes the

improvement of the endogenous-gain to vanish.

This result should not be surprising since the motivation for the

endogenous-gain was occasional structural breaks. This experiment, shows that the

endogenous-gain is tailored toward structural breaks and does not necessarily

improve on all time varying parameter possibilities.

4. When Expectations Matter

An obvious criticism of the models described above, is that agents form

expectations but do not use them and therefore are not included in the data

generating process. Most learning models have some sort of expectational feedback,

which leads me to generalize the basic model to include expectations. I do this by

allowing ¢ to take values other than zero.
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Restating the Cobweb model with purely exogenous data from above,

Vi = WTi1 + QYL + My, (4.1)

where ¢ # 0. With this formulation it is important to assess E-stability, so that
parameter values are chosen appropriately. In general, E-stability imposes

restrictions on some, but not all the parameters of the model.

Assuming that agents observe the parameter values at all points in time,
standard rational expectations yield the following result. This is not necessary for

determining E-stability, but it can provide guidance.

/) 1
thE — 1/_—t¢$t__1 + ﬂnt (42)

In order to assess E-stability, one starts with an assumption regarding agents’
beliefs over the data generating process. Following the literature, I assume that

agents use the minimum state variable (MSV) solution in determining their PLM,
Yy = bt.’l/'tﬁl + é4. (43)

With this assumption agents expectations are y; = b;z;_1, which yields the following
ALM,

Ye = (K¢ + Bbe)Ti—1 + 7. (4.4)

Clearly the ALM is quite different than the PLM, however, if agents are able
to learn the REE then the coeflicients on z;_; must be equal to each other. Thus,

there should be a correspondence between the PLM and the ALM, which is referred
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to as a T-mapping.” Given this particular ALM and PLM the T-map is,
T(b) = (1 + &by). (4.5)

For a univariate model assessing E-stability is straightforward. E-stability
requires that the derivative of T'(b;) — b; be less than zero. Thus, the following
condition must hold for stability: ¢ < 1. The intuition behind this result is that in

order to learn the feedback of expectations must be self reinforcing.

Table 111.4 displays the results of the simulations with expectational feedback.
Across the board I find that my endogenous-gain performs better with expectational
feedback. The same general patterns appear as without expectational feedback,
which suggests that smaller ratios of standard deviations maintain corresponding

improvements.

One cause for concern is the relatively high values of the optimal
constant-gain. Even the smallest optimal constant-gain value implies that agents
use three periods of data in forming their estimates. Most empirical work suggests
that agents have smaller gains, or use more data. When agents use the

endogenous-gain, the lower bound appears more plausible.

1.  Nash Equilibrium

Up till this point have assumed that agent’s use the social optimal gain.
However, in the presence of expectational feedback a single agent may do better,
relative to the rest of the agents, using an different gain value. Finding the Nash
equilibrium for a constant-gain is straightforward since there agents only control one
parameter. Under the endogenous-gain agents have two parameters to choose which

makes the process more difficult.
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Table II1.4: Forecast Ability of the Endogenous-Gain in a Occasional Structural Break
Model with Expectational Feedback

e =0.01
o o, =4 o, =3
2 09805 (0.0057) 0.3721 0.9881 (0.0040) 0.2972
0.1797  0.5685 18 0.1574  0.4756 15
1 0.9564 (0.0125) 0.5733 0.9701 (0.0099) 0.4894
0.1474 0.7672 17 0.1357 0.6847 19
0.5 0.9315 (0.0159) 0.7551 0.9418 (0.0139) 0.6834
0.1288  0.8286 19 0.1297  0.7975 20
e = 0.05
o o, =4 o, =3
2 0.9885 (0.0046) 0.6014 0.9943 (0.0030) 0.5065
0.3892 0.5163 9 0.3482  0.4258 12
1 0.9709 (0.0072) 0.7927 0.9790 (0.0060) 0.7208
0.4188 0.5610 14 0.3878  0.5551 11
0.5 0.9619 (0.0090) 0.9126 0.9645 (0.0079) 0.8715
0.5414  0.4457 14 0.4620 0.5179 14

The first row in each box displays the relative MSFE, the standard de-
viation of the relative MSFE, and the optimal constant-gain value. The
second row displays the optimal lower bound, scaling factor and window
size of the endogenous-gain. v is the value of forecast error above which
agents switch to a constant gain. ¢ is the probability of structural break
in the underlying coefficient. ¢, and o, are the variances of the exoge-
nous shock to the forecasted variable and the coefficient, respectively. 1
set the coefficient on the expectational term ¢ = 0.5

I focus on the economically relevant cases where the ratio between standard
deviations are one-half and two-thirds. I find that the Nash equilibrium of the
constant-gain almost matches the social optimal. Figures I11.2 and 111.3 displays the
fixed point of the equilibrium constant-gain value and the MSFE of the best

responses.

The exact intersection when o, = 4, 0, = 2 occurs at 0.3733 and at that point
the optimal response of the endogenous-gain results in a 1.5 percent improvement in
MSFE. For 0, = 3, 0, = 2, the intersection occurs at, 0.2977 and at the point the
optimal response of the endogenous-gain results in a 1 percent improvement in

MSFE.
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In addition if I generate data with agents using the endogenous-gain response
to the constant-gain, then a single agent using a constant-gain cannot improve.
That is, given what everyone else is doing the endogenous-gain is preferred.

These results illustrate that the socially optimal constant-gain value and the
Nash constant-gain are identical in this particular model. Since this result does not
hold generally, the movement due to the structural break process must dominate the
learning dynamics. Game theoretic behavior serves no purpose because the agents’

concern themselves with tracking the structural break process.

5. Conclusion

Given the explosion of empirical research involving assumptions of learning
behavior by agents, an in depth comparison of different gain structures seems
appropriate. While a constant-gain is frequently used when the underlying
parameters vary over time, alternatives have been postulate to more accurately
describe agents’ behavior. The switching-gain of Marcet and Nicolini intuitively
seems designed for potential structural breaks. I find that the switching-gain rarely
offers significant improvement over a constant-gain in the presence of structural
breaks.

As an alternative I have proposed an endogenous-gain that relies on statistical
information to determine the value of the gain. The stability properties of my
endogenous-gain closely relate to the dynamics found in Marcet and Nicolini (2003)
and warrant further research. I find that my endogenous-gain performs well under
occasional structural breaks, reducing the MSFE by at most 4 percent. In addition,
when agent’s expectations feedback into outcome variables, my endogenous-gain

dominates the Nash equilibrium constant-gain.



92

CHAPTER IV

DSGE ESTIMATION WITH LEARNING

Empirical macroeconomists spend a lot of time trying to explain, and in some
cases predict, output, inflation and interest-rates. Most estimations have used
reduced form time-series models. Bayesian techniques have allowed econometricians
to estimate structural parameters of dynamic stochastic general equilibrium
(DSGE) models, such as a simple NK model.! More recently, scholars have relaxed
the assumption of RE, by allowing agents to “learn” about the economy.?

A natural consequence of a learning model is that the reduced form
coefficients vary over time. This allows for a better fit of the data, which is why
learning models tend to dominate RE. In this chapter, I present my preferred NK
model, discuss the estimation procedure, and present some comparative results.
These results are based on data from 1989-2007, which one might suspect has no
clear structural breaks. I also perform a Monte Carlo exercise that shows that the
learning estimation does not capture an RE equilibrium.

Milani (2007a) provides one of the first DSGE estimations with learning.® The

model I present more closely resembles Milani(2007b), but differs in several

1See, for example, An and Schorfheide (2007), Fernandez-Villaverde and Rubio-Rameriz (2007),
and Justiniano and Primiceri (2008).

2See, for example, Milani (20072,2007b, 2008), Murray (2007a, 2007b, 2008), and Solobodyan
and Wouters (200R).

3There have been other attempts to empirically test for learning behavior using other identifica-
tion techniques. See, for example, Branch and Evans (2006), and Chevillon et al. (2010).
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dimmensions. First, I assume that monetary policymaker use “nowcasts” to inform
their decision over policy, whereas in Milani policymakers use lagged output and
inflation. Second, Milani’s agents fail to account for autocorrelation. I also assume
that agents perceive past structural shocks.

Many empirical projects , most notably Fuhrer and Moore (1995), have shown
that there is persistence in interest/inflation rates. Thus many researchers,
including Milani, include a lagged interest-rate term in the monetary policy rule.
However, Cogley and Sbordone (2008), have shown that time varying trend inflation
can provide acceptable persistence. Therefore, instead of using lagged interest-rates
I assume that there is trend component to interest-rates that follows a random walk.

My estimation strategy innovates on another dimension since most papers
with forward looking RE models do not solve for the RE solution to estimate the
coefficients. Instead researchers have incorporated the RE forecast errors as part of
the error terms.* Actual data is used as an estimate of the RE value. Applying the
same technique to learning would marginalize the contribution of incorrect
expectation formation.

My results suggest that my endogenous-gain learning rule does the best job of
describing the data even though there is no apparent time-variation of the reduced
form coeflicients. Using three model comparison strategies constant-gain learning
clearly outperforms RE, and endogenous-gain learning outperforms both.
Examination of the actual time path of the reduced form coefficients shows little
time variation, which suggests that although learning allows for time variation in
coefficients this is not what causes the improvement.

I dive straight into the model in the next section. I explain in further detail

the Bayesian estimation strategy employed in the second section. The third section

4See, for example, Clarida et al. (2000) and Kim and Nelson (2006).
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presents the results. The fourth examines ALM implied by agents learning to a

simple TVP estimation of a VAR. Section five concludes.

1. Incorporating Trend Interest-Rates and Learning

As noted earlier, I depart from Milani (2007b) on several dimensions. Milani
assumes that the monetary policy rule is backward looking. I favor
contemporaneous expectations model of Evans and Honkapohja (2009) since I have
shown the stability properties of this model.

Thus the economy is described by the following NK model®

Tt :.’II§+1 —¢(it—7rf+1)+gt1 (11)
T = Pri + Az + g, (1.2)
i = b+ Opmy + 0,25 + &, (1.3)

where u;, and g; are AR(1) processes and (; is a time varying trend that follows a
random walk.® This addition follows the same line of reasoning of Cogley and
Sbordone (2008) and results in a model that does not involve lagged endogenous
variables. The following equations govern these processes, u; = pyu—1 + Uy, and
Gt = PgGt—1 + Vg .

Having a model without lagged endogenous variables allows for quick
calculation of the REE. Thus instead of pushing the RE into the error term, I can

solve the model at each step. Assuming agents observe lagged shocks is critical. 1

See Woodford (2003) for derivation.

6The AR(1) assumption could be expanded to an AR(2) for future work. The decision whether
agents then know the lag structure of the exogenous shocks becomes important. Misspecification of
agents may not just lie in what data agents use, but also in their beliefs over autocorrelation,
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propose two different information sets for agents to use, one which favors the

rational expectations agents and one that favors learning agents.

In this section I demonstrate the formulation of the model when agents do not
have access to the time varying trend. This specification benefits learning, since I
assume the learning agents estimate an intercept. This allows agents to capture

some of the trend.

I assume that agents perceive the autocorrelation and that they have some
way of estimating those coefficients of the autocorrelation and distinguishing past

shocks. Thus, they know the following equation and its coefficients:
Uy = F'Ut_l -+ 'Dt, (14)

where vy = (g4, us, &), Uy are the respective iid errors, and

pg 0 0
F=10 p, 0
0 0 0

I assume that agents see lagged exogenous shocks and that agents estimate an

intercept term. Thus, the PLM takes the following form,

Zy = ag + Vs + Uy, (1.5)

where Z; = (x4, 7t,1;)’, and a; and ¢; are coefficient vector and matrix of appropriate

dimensions, respectively. The agents learn the model coefficients according to the
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following RLS formulae:

1/37: = 1/;7:—1 + ’Yt,th—IXt(Zt - Xél/;tq) (1.6)

Rt = Rt—l + fyt,y(XtXé - Rt—l) (17)

. .
where 10y = (a1, c11¢, C12¢, C13¢, Qat, Coat, Cont, Cost, 3¢, C33t, C32t) csa) 1s a vector of

the estimated coeflicients, X; = I3 ® (1,v;_;)" is a matrix of the stacked regressors,

and 7y, is a matrix with the gain parameters on the diagonal. Using the PLM (1.7)

and the RLS equations, (1.6) and (1.7), we find the agents expectations:

Et—IZt = Q-1+ Ct-1Vt-1, (1\‘8)
Et~1Zt+1 = a1 + 1Py, (1.9)

where I3 indicates a 3x3 identity matrix. Rewriting equations (1.2) to (4.1) in

matrix form:

AZt = Trnd + BEt_th + CEt_1Zt+1 + v (110)
where
1 0 ¢ 0 0 O 1 ¢ 0 0
A=]1-x10 B=|0 0 0 C=10 g 0 Trnd= | Q
0 01 0, 0, 0 0 00 Lt

Substitution of expectations equations (1.8) and (1.9) into (1.1) and (1.2) results in
the Actual Law of Motion (ALM):

Zt = A_lTrnd -+ A_l(B + C)at_l + A‘l(Bct_l + Cct—IF)Ut—l + A*I'Ut. (111)
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When considering RE with agents not having the trend interest-rate
information I assume that agents make an error. Since the agents do not have
access to the trend interest-rate I calculate the RE coefficients assuming the trend
does not exist and then reincorporate it in the actual law of motion. I refer to this

as Pseudo-RE, and it can be written as,

Zt = AﬁlTT'TLd + cvi_q1 + A_I’Ut, (].].2)

where ¢ is the MSV RE solution assuming agents do not see the time varying trend.

¢ results from the vector, (Ig — (Is ® My + F' ® M;)) "' (F' ® I3)vec(P).

i.  Gain Structures

In my empirical analysis I differentiate the model on one dimension, namely
the expectation formation process. I compare rational expectations to two learning
processes, a single constant-gain, and my alternative gain. The implementation of a
single constant-gain is straight forward. All that needs to be done is set v, = v in

(1.6 and (1.7).

For my alternative endogenous-gain recall the formula,

Vo,p = CQup + Qgf (1.13)

where b refers to a particular coefficient. There are three parameters that can be
estimated, og, agp, and w, but for simplicity I assume the w = 10 and only estimate

the other two.” While this setup is certainly less restrictive than the constant-gains

"This choice reflects the results from Chapter III, which suggest that for the different data
generating processes the average optimal value of w is around 10 when changes in structure occur
every 5 years.
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it still forces the lower and upper bounds to be the same across all parameters.
Relaxing this assumption would nearly triple the number of estimated parameters.
While learning may appeal to some because it does not require as much
knowledge, on the part of the agents, as RE, learning also provides an additional
advantage. The ALM provides the DSGE structure of the estimation and it
contains agents coefficient estimates, which change over time. This means that
constant-gain learning incorporates time variation in the reduced form of the model.
In addition, Branch and Evans (2007) shows that learning can cause
endogenous volatility. Milani (2007b) shows that endogenous learning can help
explain some of the changes in volatility of the macroeconomy. Thus, my
endogenous-gain incorporates time variation in both coefficients and volatility while

only adding two additional parameters.®

2. Bayesian Estimation

In recent years there has been an abundance of papers that use Bayesian
methods to estimate DSGE models. An and Schorfheide (2007) provide general
guidelines for Bayesian estimation of DSGE models. Milani (2007a and 2007b) uses
this technique to estimate a model with learning similar to the one above. In
contrast, Murray (2008a, 2008b, and 2008¢) all rely on a maximum likelihood
approach. I favor the Bayesian approach, because it provides clearer model
comparison. Specifically, I use a single block Random Walk Metropolis-Hastings

(RW-MH) algorithm to sample the posterior distribution of model parameters.

8The time variation allowed is heavily restricted to the functional form of my endogenous-gain
and the learning algorithm. This restriction might improve forecasting ability.
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In order to conduct Bayesian estimation I rewrite the economy in state space

form:

& = Dy + Fibi1 + Gy (2.1)

Yi=H¢ (2'2)

where & = (Zy, us, gis €1, 1), wy ~ N(0,Q), and Dy, F;, G and H are the appropriate
matrices. Under RE F; remains constant, since the deep parameters are constant,
and D, = 0, since the RE solution has no intercept. Under learning, D; contains
A Y B + C)a;_; and zeros, and F; contains A (Be¢;_; + Ce;1 F'), and updates the
unobservables.

Once in state space form, the procedure is straightforward. Let the vector §2

contain the structural parameters of the model,

Q:{ﬁ’ ¢,/\,07”Qz,u,p,ag,au,ae,m,g}. (23)

To form the posterior requires evaluating the likelihood function, L(e), at the
candidate parameter vector. The Kalman filter combined with the state space
described above produces the likelihood value. Multiplying the likelihood by the
priors, p(e) detailed below, results in the posterior distribution.

I use the Metropolis-Hastings algorithm to generate 1,250,000 draws from the
posterior distribution. The first 250,000 are discarded as burn-in values. The
Metropolis-Hastings algorithm relies on a high volume of draws from a candidate
distribution. These draws are accepted or rejected based on the ratio of the
posterior of the candidate to the previous draw.

Suppose that the previous draw is defined as €2, and Q* is defined as the

candidate. A standard candidate distribution is a random walk through the
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parameter space,

Q" =0+ X%, (2.4)

where ¢ is a scaling term, and ¥ is a covariance matrix. For certain algorithms
3 = [ for simplicity. I opt for simplicity, but modify some of the diagonal elements

to match the scale of the parameters.

In order to determine the acceptance probability, «, for each draw I use the

following equation,

o {P210)
o= { L) ’1}' (25)

Thus if a candidate draw has a higher posterior value, then the previous draw the
algorithm accepts the candidate with probability 1. If the candidate has a much
lower posterior value, then the probability of acceptance is low. This ensures that
the algorithm ranges over some of the unlikely parameter values while fully

exploring the peak of the posterior.

Averaging the acceptance probabilities of each draw over all the draws results
in the acceptance rate. Geweke (1999) suggests calibrating the candidate

distribution to achieve acceptance rates between 25-40 percent.

1. Priors

Table IV.1 reports the prior distributions for each of the structural parameters
in the model. 1 use the analysis above to form the prior over the constant-gain.
Similar to Milani (2007b), I impose a dogmatic prior on §, namely, I set £ equal to
0.99. Gamma distributions form the priors for all the standard deviations and the
slope of the Phillips Curve. The monetary policy parameters have a normal prior,

and the correlation coefficients of the autocorrelated errors have uniform prior.
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Table IV.1; Prior Distributions

Description Param Distr. Stats. Mean
Discount Rate I’ - - 0.99
Elas. of Subs. ) IG 1.5,1 1.5
Slope of PC A IG 0.25,1  0.25
Feedback to Infl, 0, N 1.5,0.5 1.5
Feedback to Output 0, N 0.5,0.25 0.5
Corr. of g, 7 U 0,0.97 0.485
Corr. of u, 7 U 0,0.97 0.485
Std. g; g, IG 0.5,3 0.5
Std. g Ou IG 0.5,3 0.5
Std. e Oe IG 0.5,3 0.5
Std. ¢ o, IG 0.5,3 0.5
Gain Params v U 0,04 0.2
Alt. Params O, Otg § U 0,0.8 0.4

Note: 1G stands for Inverse-Gamma with scale and shape val-
ues given, N stands for Normal with mean and variance values
given, and U stands for Uniform with upper and lower bound
values given.

7. Data

The data come directly from the Federal Reserve Bank of St. Louis economic
database, FRED, and the Congressional Budget Office, CBO. The quarterly data
begin in 1984:11T and ends in 2007:IV. I use the first twenty periods to initialize the
learning algorithm, thus the 1989:111-2007IV sample is used for the actual
estimation. Previous literature has shown that structural changes occurred prior to
1984, which would lead to further complexity of the model and estimation

technique.”

I define inflation as the annualized quarterly rate of change of the GDP
deflator. The output gap is the log difference between GDP and potential GDP (as

defined by the CBO). And finally, for the interest-rate I use the federal funds rate.

9For example see Fernndez-Villaverde and Rubio-Ramirez. (2007), Fernndez-Villaverde et al.
(2009), Justiniano and Primiceri (2008), and Milani (2007).



Table IV.2: Estimation Results of a Model with Limited Information

Description Param Pseudo-RE Constant-Gain Endog-Gain
Elas. of Subs. @ 0.674 0.0344 0.0987
Slope of PC A 0.200 0.0986 0.238
Feedback to Infl. 0. 1.134 1.0897 0.499
Feedback to Output 0, 0.0172 0.299 1.198
Corr. of ¢; w 0.945 0.789 0.469
Corr. of u; p 0.954 0.722 0.823
Std. g¢ ag 0.0932 0.968 0.843
Std. wy Ou 0.243 0.651 0.628
Std. e; Oc 0.0985 0.133 0.1289
Std. g, 0.856 0.671 0.618
Gain 07 - 0.000698 -
Lower Bound o - - 0.000349
Scale Factor Qg f —~ - 0.0496
ML(CJ) -332.2 -303.9 -262.7
ML(Harmonic) -300.7 -283.0 -264.2
BIC 774.2 739.4 667.3

Results presented here represent the mean of the posterior distribution of each pa-
rameter. I calibrate the values of ¢ to ensure acceptance rates between 25-40%. All of
these estimations have the same starting values, except for the learning parameters.
ML(CJ) is the marginal likelihood value calculated according to Chib and Jeliaskov
(2001). ML(Harmonic) is the marginal likelihood using the modified harmonic mean,
as suggested by Adolfson et al. (2007). BIC is calculated at the median value of the

posterior distributions.

3. Results

Table 1V.2 displays the results of estimations that differ in the assumptions
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over expectations. I use three different criteria for model selection. Bayesian model

comparison relies on obtaining the marginal likelihood. Chib and Jeliazkov (2001)

provide one method of approximation that relies on the same Markov Chain Monte

Carlo methodology used in sampling from the posterior. However, Adolfson et al.

(2007) suggest that in conjunction with RW-MH a modified harmonic mean reaches

the approximate marginal likelihood value more quickly. In addition, T use the
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Bayesian Information Criterion (BIC).!° In each case numbers closer to zero
indicate a better model.

Looking at the estimates of the RE model the results seem consistent with
other literature. The data suggest that the model does not obey the Taylor rule,
but over this time period Fernndez-Villaverde et al. (2009) find similar results.
However, under learning these estimates get even smaller.

According to each of model comparison methods the data clearly favors the
learning models. Of the learning models the endogenous-gain version still provides
significant improvement even though only one additional parameter is estimated.
This comparison does not do the RE model justice, since under the learning
assumption the ALM coefficients vary over time.

A simple reduced form TVP would increase the number of parameters
estimated by five, which makes it unlikely to outperform a learning model. A
preferred model would allow the deep parameters to vary over time. Unfortunately,
allowing the combination of agents using the shocks as data and time varying deep
parameters seriously complicates the estimation. While the non-linearity in the
reduced form could be managed with a block sampling method, an estimation of the
structural equations would require non-linear techniques suggested by
Fernndez-Villaverde, J. and J. Rubio-Ramirez (2008). Therefore, 1 save this
comparison for future work.

While the results from the RE model are consistent with previous research,
the data seem to favor the learning models. The estimation results from the
learning models, however, run counter to past empirical work.

Figure IV.1 displays the posterior distributions of each of the endogenous-gain

parameters. The data is clearly informative as the posterior distribution appear

0Tn calculate the BIC I use the likelihood calculated at the median values of the posterior distri-
bution.
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quite different than the prior distributions. Some were so different that I chose not
to include representations of the prior distributions in these graphs.

Clearly the inter-temporal elasticity of substitution, the lower bound, and the
exogenous structural shocks clearly favor certain values of the distribution. The
other parameters have narrowed the prior distributions to a range of the parameter
space, but the data does not speak clearly for a particular value. The inter-temporal
elasticity of substitution is centered on 0.1, which is quite different than the prior.
The posterior of the lower bound parameter, which governs the lowest value that
the endogenous-gain can take, places a lot of weight near zero, which matches the

constant-gain estimation.

i.  FEzpanding the Information Set

As noted earlier, the model above favors learning. By including information
about trend inflation in agents data set swings the favor toward rational
expectations. The estimation strategy remains the same, but the underlying
matrices change.

I assume that agents observe the random walk time varying trend in much the
same way they observe the autocorrelated errors. This implies that agents know the

following,

Vg = FUt_l + ’Dt, (31)

where v, = (g4, uy, ¢, 1¢)', Uy are the respective #id errors, and

pg 0 0 0

0 w 0 0
F= P

0O 0 00

(e}
=

0 0
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Rewriting the NK model in a convenient form,
Zy = MoEy, 1 Z, + M By, 1 Z, + Puy, (3.2)

where My = A™'B, M, = A~'C and

1000
P=A"1010 0

0011

This change in formulation implies that the coefficient matrix in the MSV solution

is now a (3x4), the intercept terms, if any, remain the same.
Zy = (My + My)ay_1 + (Mocy—y + Myey 1 F + PF)u,_y + Py (3.3)
In contrast, the Law of Motion under rational expectations is,
Zy = evi_q + Py, (3.4)

where ¢ results from the vector, (l1o — (I ® My + F' @ M) Y {(F' ® I3)vec(P).
Table IV.3 presents similar results to when agents had less information. Both
learning models outperform the rational expectations model, and the
endogenous-gain model improves upon the constant-gain specification. In this case,
the improvement on rational expectations appears to be much greater.
The information used clearly has an effect on policy parameters. Assuming
RE, monetary policy followed the Taylor rule without the time varying trend

information, but did not with the information. Constant-gain learning obeyed the
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Table IV.3: Estimation Results of a Model with Trend Interest-Rate Information

Description Param RE Constant-Gain  Endog-Gain
Elas. of Subs. ) 0.456 1.0516 0.942
Slope of PC A 0.000144 0.0724 0.133
Feedback to Infl. 0, 0.519 1.475 1.449
Feedback to Output 0, 0.612 0.482 0.465
Corr. of g 1 0.956 0.964 0.961
Corr. of u p 0.782 0.854 0.886
Std. g, Ty 0.454 0.616 0.558
Std. o 0.262 0.568 0.588
Std. e, o 0.787 0.545 0.512
Std. ¢ o, 0.631 0.527 0.521
Gain y ~ 0.0000398 ~
Lower Bound agp - - 0.000177
Scale Factor Qgf - - 0.0974
ML(CJ) -350.4 -267.8 -256.2
ML(Harmonic) -343.5 -342.9 -315.6
BIC 827.5 701.7 674.0

Results presented here represent the mean of the posterior distribution of each
parameter. I calibrate the values of ¢ to ensure acceptance rates between 25-40%.
All of these estimations have the same starting values, except for the learning
parameters. ML(CJ) is the marginal likelihood value calculated according to Chib
and Jeliaskov (2001). ML(Harmonic) is the marginal likelihood using the modified
harmonic mean, as suggested by Adolfson et al. (2007). BIC is calculated at the
median value of the posterior distributions

Taylor rule in both scenarios, and endogenous-gain learning followed the Taylor rule

with the information.

In terms of comparing across the endogenous-gain specifications, I find that
the scale factor, a4y, doubles when agents incorporate the time varying trend in
their information set. This might result from agents using smaller time windows to

follow the random walk behavior of the trend.

One concern one might have is that some of the posterior means (specifically,
Or, 84, 04, 0w, 0c and o,) remain close to the prior means. Figure IV.2 shows that
this is not the case. Only in one case does the mean of the prior did receive any

weight in the posterior distribution.
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1. Perceptions vs. Reality

If one takes the learning hypothesis seriously then the learning estimation
provides a convenient by product, the agents’ perceptions. By backing out the PLM
and the ALM for the coefficients of the reduced form model that agents estimate,
one can interpret what agents react to, and how their reactions change over time.
Since, in terms of model comparison, the endogenous-gain estimation is preferred

the analysis below uses the results from the endogenous-gain learning estimation.

Figure IV.3 displays graphs of all twelve coefficients that agents estimate when
they do not have information on the trend of inflation. Each column represents each
equation for output, inflation and interest-rates respectively. The first row
illustrates the constant component of the forecasting equation, the following rows
represent the coeflicients on the errors, g;,u;, and e;, respectively. The black line in

each graph represents the ALM and the gray line the PLM.

Looking at the ALM I find evidence of structural breaks in four of the
coeflicients, which justifies the use of the endogenous-gain. The break in these four
coeflicients indicate that something the inflation process has changed. Though
agents do not follow the ALM very closely, they do react to the break. The
structural break occurs at the beginning of the new millennium, right before the
2001 recession.

This period also saw a change in perceptions about reactions to interest-rate
shocks. Prior to the break agents perceived that output and interest-rates
responded to past interest-rate shocks. After the break the perceived inflation
responded the most to past interest-rate shocks.

While agents, in general, do not perceive the ALM well, they do the worst job
following the intercept for inflation. Recall that I hypothesized that not allowing

agents to have trend interest-rate information would benefit the learning model.
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This result shows that learning does not pick up the trend inflation as a part of the
intercept. This inability to track the trend of inflation probably causes the
differences between PLM and ALM.

Figure IV.4 displays the graphs of all 15 coefficients that agents estimate when
they do have information on the trend of inflation. The extra row supplies the
coefficients on the lagged trend of inflation.

In these graphs we see much less movement of the actual and perceived
coefficients. There are still a few indications of a structural break around 2000, but
not nearly as significant as when agents use less information. In addition, agents do
much worse in following the ALM. It does not appear that the large gain in BIC by
learning results from time variation of the parameters, since coefficients exhibit

fairly stable dynamics.

4. Rational Expectations Data and Learning

One result in Milani (2007b) asserts that if agents are learning and there is no
conditional heteroscedasticity then an econometrician may be fooled into estimating
ARCH/GARCH models. However, no research to date has investigated the
converse: would a researcher observe learning dynamics when agents use rational
expectations (RE)?

Chevillon et al. (2010) investigate a similar question, but focus on
identification. They also use classical inference as opposed to the Bayesian
techniques favored here. Specifically, Chevillon et al. show that the Anderson-Rubin

statistic, with appropriate choice of instruments, can result in valid inference.!!

11 Appropriate instruments usually are predetermined variables.
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The economy is described by a similar NK model as above except I remove the

time varying trend of the interest-rate from equation (2.3).

iy = O] + 0,25 + €4, (4.1)

In order to derive the rational expectations solution used for the simulations I

rewrite the NK model in matrix notation,

ye = Moy; + Myy;,, + Puy, (4.2)

where vy, = (24, 4, %)", vs = (93, ug, €)', and My, Mi, and P are the appropriate
matrices. Assuming the MSV solution y/*¥ = év,_; one can substitute in and solve

for the RE coefficients & The substitution yields,

¢ = (Mo + MycF + PF). (4.3)

Using the following identity vec(ABC) = (C' ® A)vec(B), one can easily show that
¢ results from the vector, (Ig — (Is ® My + F' @ M;)) (F' ® I3)vec(P). Thus, the
RE law of motion is,

Y¢ = CUp_1 + POy (4.4)

For the learning estimation procedure I follow the same steps as above to

obtain the following ALM:

Zt = A-ﬁl(B + C')at_l + A_l(BCt_l + CCt_lF)F’Ut_l + A_l’Ut. (45)
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t. Monte Carlo Experiment

For simulations of the rational expectations model I use the same values for
the NK parameters as the previous chapter. Finally, I calibrate the parameters of
the error terms as u = p = 0.8 and 0, = 0, = 0, = 0.2. I conduct 100 simulations of
RE data of 120 periods each. This means that each estimation relies on 100 periods
of data.

In order to make an accurate portrayal I estimate the model assuming rational
expectations and assuming learning. Table IV.4 displays the results for the Monte
Carlo experiment.

The RE estimation naturally pins down all the parameter estimates within a
single standard deviations. This holds within each estimation and across the
estimations. The learning model, however, has small standard errors within each
estimation, and relatively large standard errors across estimations. This suggests
that particular realizations of the rational expectations model can fool a researcher
into believing that learning exists in the model. Not surprisingly, the model
comparison values overwhelmingly favor the rational expectations model.

Turning to the parameter estimates of learning estimation a striking pattern
emerges. The learning assumption cause the researcher to underestimate the deep
parameters and the correlations and overestimate the standard errors of the shocks.
The learning process subsumes some of the autocorrelation, and as a byproduct it
alters the parameter estimates.

Another interesting point is that the learning estimation does not nest the
rational expectations solution like one might suspect. In the theoretical learning
literature an extremely small constant-gain is typically considered consistent with

rational expectations. Even though the constant-gain term is not statistically



Table IV.4: RE and Learning Monte Carlo Experiment Results

Description Param Actual RE-Est Learning-Est
Elas. of Subs. ® 6.369 6.355 6.425
(0.210) 0.243
(0.252) (0.335)
Slope of PC A 0.024 0.0234 0.022
(0.0050) (0.0037)
(0.0060) (0.0002)
Feedback to Infl. 0, 1.5 1.810 1.130
(0.333) (0.0752)
(0.858) (0.0628)
Feedback to Output 0, 0.5 0.736 0.252
(0.253) (0.0574)
(0.267) (0.0348)
Corr. of g, i 0.8 0.799 0.783
(0.0064) (0.0169)
(0.0073) (0.0052)
Corr. of u I 0.8 0.793 0.852
(0.0580) (0.0450)
(0.0521) (0.0109)
Std. g, g, 0.2 0.206 0.253
( 0.0170) (0.0257)
(0.0174) (0.0065)
Std. Oy 0.2 0.201 0.467
(0.0163) (0.0637)
(0.0157) (0.0710)
Std. e Oe 0.2 0.201 0.243
(0.0149) (0.0217)
(0.0150) (0.0095)
Constant-Gain y 0.010
(0.0033)
(0.0001)
ML(CJ) -146.1 -286.2
ML (Harmonic) -46.3 -118.5
BIC 372.1 662.5

Note: Results presented here represent the mean of each parameter. Regular
parentheses indicate average standard deviation within estimations. Itali-
cized parentheses indicate standard deviation across estimations. ML(CJ)
is the marginal likelihood value calculated according to Chib and Jeliaskov
(2001). ML{Harmonic) is the marginal likelihood using the modified har-
monic mean, as suggested by Adolfson et al. (2007). BIC is calculated at

the median value of the posterior distributions
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different from zero, all the parameter estimates of the learning estimation do not

contain the actual parameter values in a 95% confidence interval.

5. Conclusion

Using a simple NK model I show that endogenous-gain learning provides
significant improvement on both RE and constant-gain learning. I use a different
approach than other DSGE estimations by using the lagged, filtered estimates of the
residuals as the regressors. I find that, conditional on the specification, agents
perceptions do not align with the actual path of the reduced form coefficients.

One reason why learning might fit the data better than RE is because it
allows for time-variation in the reduced form coefficients, however, analysis of the
reduced form coefficients shows little variation over time. In addition, I have shown
that if the underlying data generating process resulted from RE learning would
perform poorly. The Monte Carlo experiment also underscores that a learning
estimation does not nest the rational expectations result. Further research is

necessary to determine why this is the case.
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CHAPTER V

CONCLUSION

Macroeconomic models are heavily influenced by expectations. The learning
literature provides an excellent opportunity to relax the assumption of rational
expectations. My research explores a particular version of learning where agents are
allowed to change the amount of data they use to forecast future variables.

Marcet and Nicolini (2003) provides one of the first learning rules in economics
that allows agents to adjust the size of the data set they are using. The second
chapter showed that this particular form of learning exhibits some exotic dynamics.
These dynamics are a direct result of the tension between the instability of learning
under “large” constant-gain values and stability of decreasing-gain learning. I find
that during the episodes of temporary instability learning results in 4 to 6 times
more output volatility.

Chapter three focused on the forecasting ability of the Marcet and Nicolini
switching-gain and an alternative endogenous-gain. I find little evidence that the
Marcet and Nicolini switching-gain provides significant improvement over a
constant-gain. The alternative endogenous-gain can have up to eight times the best
improvement of the Marcet and Nicolini switching-gain.

The penultimate chapter uses a Bayesian estimation strategy of a NK DSGE

model to compare RE, constant-gain learning, and endogenous-gain learning. I find
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compelling evidence that the DSGE model with endogenous-gain learning fits
macroeconomic data better than RE and constant-gain learning.

The Monte Carlo exercise from the fourth chapter suggests that the properties
of a learning estimation deserve further investigation. Specifically, exploration of
how learning reacts to ARCH/GARCH dynamics and time-varying parameters.
Constant-gain learning with fixed deep parameters may be able to capture unknown
time-variation in parameters. Endogenous-gain learning might fit a model with
ARCH/GARCH dynamics, since that learning process generates endogenous
volatility.

Other future research should include looking at alternative information sets for
different agents. For example Bullard and Mitra (2006) provides theoretic results
when the Central Bank has a different information set than the private sector. This
would be straightforward to implement in a learning estimation and may improve
prediction.

Continuing on the line of information sets, most structural break models
assume that the underlying coefficients change values. An alternative for DSGE
models could be to assume that the structural break occurs in the information set.
Agents might use lagged endogenous variables in certain circumstances and

exogenous shocks in others.



APPENDIX A

ADDITIONAL TABLES

Table A.1: Switching-Gain Stability: Varying Historical Window Length
Hist. Window 35 85 135 185 235 285
Percent Stable 78.18 86.92 84.18 78.568 72.26 67.18

Hist. Window 335 385 435 485 535 585
Percent Stable 62.06 58.44 54.12 5250 50.46 49.00
Shows the percent of simulations in which the last value of the estimated
parameters lie within 2 percent of the T-map. The historical window is
the parameter the governs the number of periods used to calculate the
historical average MSFE.
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Table A.2: Forecast Ability of the Marcet and Nicolini Switching-Gain: ¢, = 4 and
op = 0.5

v 1—e¢
0.01 0.05 0.1 0.9 0.95 0.99
0.5  1.0000 1.0000 1.0000 1.0640  1.0870 1.0310
6.73E-08 1.61E-05 1.40E-07 0.0146 0.01981 0.02547
1 1.0000 1.0000 1.0000 1.2380  1.2700 1.1380
2.93E-07 1.08E-05 2.36E-07 0.02539 0.03364 0.04417
1.5  1.0000 1.0000 1.0000 1.3370  1.3860 1.2410
4.23E-07 2.14E-06 4.15E-07 0.03095 0.04325 0.05617
2 1.0000 1.0000 1.0000 1.3880  1.4510 1.2970
6.82E-07 9.31E-07 5.54E-07 0.03356 0.04578 0.0535
2.5 1.0000 1.0000 1.0000 1.4310  1.5070 1.3610
8.26E-07 6.83E-05 7.55E-07 0.04187 0.0448 0.05789
3  1.0000 1.0000 1.0000 1.4880  1.5640 1.4220
1.15E-06 1.39E-06 &8.24E-07 0.03864 0.04678 0.05412
3.5 1.0000 1.0000 1.0000 1.5390  1.6350 1.5110
1.23E-06 2.97E-05 1.80E-06 0.03726 0.05384 0.05477
4 1.0000 1.0000 1.0000 1.5990  1.7000 1.5970
1.29E-06 3.09E-05 1.23E-06 0.04544 0.06223 0.08049
10  1.0000 1.0000 1.0000 2.4670  3.1310 4.1860
1.08E-05 &.89E-06 &8.23E-06 0.1092 0.159 0.4163

The first row indicates for each value of v indicates mean of the relative MSFE.
The second row reports the standard deviation. v is the value of forecast error
above which agents switch to a constant gain. ¢ is the probability of structural
break in the underlying coefficient.
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Table A.3: Forecast Ability of the Marcet and Nicolini Switching-Gain: ¢, = 2 and
op =2

v 1-¢
0.01 0.05 0.1 0.9 0.95 0.99
0.5  1.0000 1.0000 1.0000 1.0000 0.9999 0.9995
6.88E-08 8.14E-08 1.05E-07 8.61E-05 0.0002599 0.0003398
1 1.0000 1.0000 1.0000 1.0000 0.9995 0.9989
2.03E-07 1.80E-07 1.51E-07 0.001294 0.0008205 0.0004679
1.5  1.0000 1.0000 1.0000 1.0030 1.0000 0.9973
3.06E-07 2.08E-07 2.70E-07 0.001996 0.001665  0.001421
2 1.0000 1.0000 1.0000 1.0050 1.0020 0.9966
4.47E-07 2.73E-07 4.09E-07 0.002419 0.002391  0.001941
2.5 1.0000 1.0000 1.0000 1.0100 1.0060 0.9976
6.25E-07 5.24E-07 6.16E-07 0.003472 0.002709  0.002289
3 1.0000 1.0000 1.0000 1.0180 1.0130 0.9978
9.65E-07 6.60E-07 6.15E-07 0.003438 0.004086  0.002763
3.5  1.0000 1.0000 1.0000 1.0290 1.0210 0.9993
1.59E-06 1.05E-06 1.12E-06 0.004924  0.00509 0.003423
4 1.0000 1.0000 1.0000 1.0410 1.0350 1.0030
3.58E-06 1.40E-06 1.33E-06 0.005826 0.006158  0.004386
10 0.9999 0.9999 0.9999 1.2390 1.3470 1.3880
5.09E-05 3.46E-05 4.10E-05 0.02088 0.02318 0.04167

The first row indicates for each value of v indicates mean of the relative MSFE.
The second row reports the standard deviation. v is the value of forecast error
above which agents switch to a constant gain. € is the probability of structural
break in the underlying coefficient.
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APPENDIX B

DERIVATIVES OF THE T-MAPS

The derivatives of the Taylor-type discretionary policy rule T-mapping are as

follows,

DT, = My + My,

DT.=F @ M, +1& M,.

The derivatives of the Duffy and Xiao commitment rule are as follows,

DT, = My + M (I + ) + MibQo,
DTy =I® Mo+ by ® M; + I ® MibyQo,
l)Tb1 =] ® M, +[®M1Bo +I®M151Q01

DT, =F @M +1Q My+I® Mbg~+I® MbQ,.

The derivatives of the Evans and Honkapohja expectations based commitment

rule are as follows,

DT, = M(I + ),
DT, =V & M,

DT, =F @M+ 1® Mb.
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The derivatives of the Svensson and Woodford and the McCallum and Nelson

commitment rules are as follows,

DTa:Mo—l-Ml(I—l—[_)),
DT, =V @ M+ 1@ Mb+I® M,,

DT.=F QM +1QMb+1Q M,.



[1]

[10]

[11]

[12]

84

BIBLIOGRAPHY

Adolfson, M, J Lind and M Villani. “Bayesian Analysis of DSGE Models-Some
Comments,” FEconometric Reviews 26.2 (2007):173-185.

An, S and F Schorfheide. “Bayesian Estimation of DSGE Models,”
Econometric Reviews 26.2-4 (2007).

Beck, GW and V Wieland. “Learning and Control in a Changing Economic
Environment,” Journal of Economic Dynamics and Control 26.9-10
(2002):1359-1377.

Blanchard, O and C Kahn. “The Solution of Linear Difference Models Under
Rational Expectations,” Econometrica (1980):1305-1311

Blume, 1., M Bray and D Easley. “Introduction to the Stability of Rational
Expectations Equilibrium.,” Journal of Economic Theory 26.2 (1982):313-317.

Branch, W and B McGough. “Consistent Expectations and Misspecification in
Stochastic Non-Linear Economies,” Journal of Economic Dynamics and
Control 29.4 (2005):659-676.

Branch, W and G Evans. “A Simple Recursive Forecasting Model,” Fconomics
Letters 91.2 (2006):158-166.

——. “Model Uncertainty and Endogenous Volatility,” Review of Economic
Dynamics 10.2 (2007):207-237.

Bray, M. “Learning, Estimation, and the Stability of Rational Expectations,”
Journal of Economic Theory 26.2 (1982):318-339.

Bray, M and N Savin. “Rational Expectations Equilibria, Learning and Model
Specification.,” Econometrica 54.5 (1986):1129-1160.

Bullard, J. “Time-Varying Parameters and Non-Convergence to Rational
Expectations Under Least Square Learning,” Fconomic Letters 40.2
(1992):159-166.

——. (2008) “Discussion of Fabio Milani, Learning and Time-Varying
Macroeconomic Volatility.” International Research Forum on Monetary Policy,
2008, Frankfurt am Main.



[13]

[14]

[15]

[16]

[19]

[20]

[21]

[22]

[23]
[24]

[25]

[26]

85

Bullard, J and K Mitra. “Learning About Monetary Policy Rules,” Journal of
Monetary Economics 49.6 (2002):1105-1129.

Carceles-Poveda, E and C Giannitsarou. “Adaptive Learning in Practice,”
Journal of Economic Dynamics and Control 31.8 (2007):2659-2697.

Chevillon, G, M Massmann and S Mavroeidis. “Inference in Models With
Adaptive Learning,” Journal of Monetary Economics (2010).

Chib, S and I Jeliazkov. “Marginal Likelihood From the Metropolis-Hastings
Output,” Journal of the American Statistical Association 96.453
(2001):270-281.

Cho, I, N Williams and T Sargent. “Escaping Nash Inflation,” The Review of
FEconomic Studies 69.1 (2002):1-40.

Clarida, R, J Gali and M Gertler. “Monetary Policy Rules and Macroeconomic
Stability: Evidence and Some Theory*,” Quarterly Journal of Fconomics 115.1
(2000):147-180.

Cogley, T and A Sbordone. “Trend Inflation, Indexation, and Inflation
Persistence in the New Keynesian Phillips Curve,” American Fconomic Review
98.5 (2008):2101-2126.

Dufty, J and W Xiao. “The Value of Interest Rate Stabilization Policies When
Agents Are Learning,” Journal of Money, Credit and Banking 39.8
(2007):2041-2056.

Evans, G. “Expectational Stability and the Multiple Equilibria Problem in
Linear Rational Expectations Models,” Quarterly Journal of Economics 100.4
(1985):1217-1233.

Evans, GW and S Honkapohja. “Economic Dynamics With Learning: New
Stability Results,” Review of Fconomic Studies (1998):23-44.

——. Learning and Fxpectations in Macroeconomics. Princeton Univ Pr, 2001.

Evans, GW and Honkapohja, S. “Robust Learning Stability with Operational
Monetary Policy Rules” in Monetary Policy under Uncertainty and Learning.
Eds. Schmidt-Hebbel, K and Walsh, C. Santiago: Central Bank of Chile,
(2009). 145-170.

Evans, G and B McGough. “Monetary Policy, Indeterminacy and Learning,”
Journal of Economic Dynamics and Control 29.11 (2005):1809-1840.

——-. “Implementing Optimal Monetary Policy in New-Keynesian Models With
Inertia,” mimeo (2006).



[27]

[28]

[29]

[30]

[36]

[37]

[38]

[39]

[40]

86

Fernndez-Villaverde, J and JF Rubio-Ramrez. “Estimating Dynamic
Equilibrium Economies: Linear Versus Nonlinear Likelihood,” Journal of
Applied Econometrics 20.7 (2005):891-910.

——. “Estimating Macroeconomic Models: A Likelihood Approach,” Review of
Economic Studies 74.4 (2007):1059-1087.

Fernndez-Villaverde, J, P Guerron and JF Rubio-Ramirez. “Fortune Or Virtue:
Time-Variant Volatilities Versus Parameter Drifting in US,” mimeo (2009).

Frydman, R. “Towards an Understanding of Market Processes: Individual
Expectations, Learning, and Convergence to Rational Expectations
Equilibrium,” The American Economic Review 72.4 (1982):652-668.

Fuhrer, J and G Moore. “Inflation Persistence,” The Quarterly Journal of
Economics (1995):127-159.

Geweke, J. “Using Simulation Methods for Bayesian Econometric Models:
Inference, Development, and Communication,” Econometric Reviews 18
(1999):173.

Honkapohja, S and K Mitra. “Learning Stability in Economies With
Heterogeneous Agents,” Review of Economic Dynamics 9.2 (2006):284-309.

Justiniano, A and G Primiceri. “The Time-Varying Volatility of Macroeconomic
Fluctuations,” American Economic Review 98.3 (2008):604-641.

Kim, C and C Nelson. “Estimation of a Forward-Looking Monetary Policy
Rule: A Time-Varying Parameter Model Using Ex Post Data,” Journal of
Monetary Economics 53.8 (2006):1949-1966.

Marcet, A and JP Nicolini. “Recurrent Hyperinflations and Learning,”
American Economic Review 93.5 (2003):1476-1498.

McCallum, B and E Nelson. “Timeless Perspective Vs. Discretionary Policy in
Forwardlooking Models,” Federal Reserve Bank of St. Louis Review 86
(2004):43-56.

McGough, B. “Statistical Learning With Time-Varying Parameters,”
Macroeconomic Dynamics 7.01 (2003):119-139.

Milani, F. “Learning and Time-Varying Macroeconomic Volatility,”
Manuscript, UC-Irvine (2007).

——. “Expectations, Learning and Macroeconomic Persistence,” Journal of
Monetary Economics 54.7 (2007):2065-2082.



[41]

42)

[43]
[44]

[45]

[46]

[47]

[48]

49

87

—— “Learning, Monetary Policy Rules, and Macroeconomic Stability,”
Journal of Economic Dynamics and Control 32.10 (2008).

~——. “Empirical Significance of Learning in a New Keynesian Model With
Firm-Specific Capital,” mimeo (2008).

——. “Regime Switching, Learning, and the Great Moderation,” mimeo (2008).

——. “Initial Expectations in New Keynesian Models With Learning,” mimeo
(2008).

Muth, J. “Rational Expectations and the Theory of Price Movements,”
Econometrica 29.3 (1961):315-335.

Sargent, T. The Conquest of American Inflation. Princeton University Press,
1999.

Slobodyan, S and R Wouters. “Learning in an Estimated Medium-Scale DSGE
Model.,” mimeo (2007).

——. “Estimating a Medium-Scale Dsge Model With Expectations Based on
Small Forecasting Models,” mimeo (2008).

Svensson, L and Woodford, M. “Implementing Optimal Policy Through
Inflation-Forecast Targeting” in The Inflation-Targeting Debate. Eds. Bernanke,
B and Woodford, M. Chap 2. Chicago: University of Chicago Press, (2005).
19-83.

Wieland, V. “Monetary Policy, Parameter Uncertainty and Optimal Learning,”
Journal of Monetary Economics 46 (2000):199-228.

Woodford, M. Interest and Prices: Foundations of a Theory of Monetary
Policy. Princeton University Press, 2003.



