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Abstract

This paper presents and estimates a dynamic stochastic general equilibrium (DSGE) small-open-economy
model for the Hungarian economy. The model features different types of frictions, real and nominal rigidities
which are necessary to replicate the empirical persistence of Hungarian data.

Bayesian methods are applied, and the structural break due to changing monetary regime over the studied
period is explicitly taken into account in the estimation procedure. A real-time adaptive learning mechanism
describes agents’ perception on underlying inflation. This creates an additional inertia in inflation.

We describe the properties of the estimated model by impulse-response analysis, variance decomposition
and the analysis of identified structural shocks. Our results are compared with that of estimated euro-area
DSGE models, and estimated non-DSGE models of the Hungarian economy. As a robustness check, a model
without real time adaptive learning is also estimated and it’s results are also compared to those of the original
model.

JEL Classification: E40, E50.

Keywords: New Keynesian models, DSGE models, small open economy, Bayesian econometrics.

Osszefoglalas

Tanulmanyunkban egy a magyar, kis és nyitott gazdasagot leird dinamikus, sztochasztikus altalanos egyensu-
lyi (DSGE) modellt mutatunk be. A modellbe olyan real- és nominalis ragaddssagokat épitettiink be, amelyek
sziikségesek a magyar adatokban meglévo perzisztenciak megfeleld leirasihoz.

A modell Bayes-i becslése soran figyelembe vettiik a monetaris rezsim 2001-ben tortént megvaltozasa miatti
strukturalis torést. A gazdasigi szerepldk altal ”érzékelt” alapinfliciét egy adaptiv tanulasi folyamat irja le,
ami az inflacio inerciajat tovabb noveli.

A modell dinamikus tulajdonsagait az impulzus valasz fiiggvények, a variancia dekompozicié és a struktu-
ralis sokkok elemzésével szemléltetjiik. Eredményeinket az eur6zonara becsiilt DSGE modellekkel illetve a
magyar gazdasigot leir6 nem-DSGE modellekkel is 6sszevetjiik. Ezen tilmenden, az eredmények robusztus-
sagat egy tanulasi folyamatot nem tartalmazd modell becslésének segitségével ellendrizziik.
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1 Introduction

This paper presents and estimates a two-sector dynamic stochastic general equilibrium (DSGE) small-open-
economy model for the Hungarian economy. The two sectors produce domestic and exported final goods.
Following Christiano et al. (2005) and Smets & Wouters (2003), our model features different types of fric-
tions, real and nominal rigidities which are necessary to replicate the empirical persistence of Hungarian
data. The model incorporates external habit formation in consumption, Calvo-type price and wage rigidity
complemented with indexation to past prices and wages, adjustment costs of investments, adjustment cost
of capital, labor and import utilization and fixed cost in production. The model also contains liquidity-
constrained rule-of-thumb consumers introduced by Gali et al. (2007). We follow the approach of McCallum
& Nelson (2001) which considers imports as production input.

In the past years a disinflation process occured in Hungary. In such an environment one cannot disregard
how inflationary expectations were formed. Thus, as a special feature we incorporated an inertia in agents’
perception on underlying inflation. It is assumed that price and wage setters index their prices to lagged
cyclical component of inflation. Moreover, all agents always use an indexation to a measure of past inflation.
This measure of past inflation is, in contrast to other models with inflation ineria, not observed aggregate
inflation, but a measure of their inflationary perception. We describe the evolution of this perception of
underlying inflation rate by a real-time adaptive-learning algorithm.

As now becomes standard, the model is estimated by Bayesian method described in An & Schorfheide (2005).
The method based on maximization of the likelihood function, derived from the rational-expectations solu-
tion by the Kalman-filter, combined with prior distributions. To characterize the posterior density function
of the estimted parameters the random-walk Metropolis-Hastings (MH) algorithm is applied.

There were two different monetary regimes in Hungary over the estimation sample: between 1995 and 2001
a crawling-peg regime, and since 2001 an inflation-targeting regime. This structural break is explicitly taken
into account in the estimation procedure: we formulate two slightly different models for the two subperiods.

The main results are the following. The estimated values of the Calvo parameters for consumer price set-
ting are close to the ones usually estimated for euro-zone. On the other hand, the Calvo coetficients for
wage setting are generally estimated lower than euro-area estimates. Unlike Calvo coefficients, the monetary
regime shift is mostly felt in the indexation of consumer prices as it is estimated to be significantly lower in
the inflation targeting regime.In contrast, wage indexation parameters are estimated to be stable across the
two regimes and generally lower than in the eurozone. Adjustment cost of investment is found to be high
compared to other DSGE models.

The estimated value of the interest-rate smoothing parameter is significantly lower than various euro-area
and US estimates. It is important to note that this result is not driven by the choice of the accompanying
prior distribution. A relatively uninformative Uniform prior is imposed on this parameter.

Estimated impulse-response functions replicate qualitatively the behavior of other New Keynesian models
quite well. The main difference is that investments react much less to most shocks than it is common in
similar models. The model features a hump-shaped effect on both output and inflation to a monetary tight-
ening. A positive productivity shock results in increasing output and production, but decreasing inflation
and employment as documented in Gali (1999). The response of cyclical inflation and wages are less per-
sistent than those adjusted for agents’ perception on #nderlying inflation (the response of original price and
wage inflation).

The crowding-out effect of a government-consumption shock is also observable, however, due to the presence
of rule-of-thumb consumers the estimated model is able to replicate the co-movement of government and
private consumption. It is important to note, that in general short term reactions are highly affected by the
presence of non-optimizing consumers. The relatively high adjustment cost of investment implies a generally
smoother reaction of investments to shocks.
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We compared our estimated impulse responses to an interest-rate shock with that of other estimated non-
DSGE models of Hungarian economy, presented in Jakab er al. (2006). The models are quite similar in
replicating the short run adjustment of the real exchange rate. On the other hand, consumer prices are found
to be less responsive in the longer run than in other models. On the other hand, the reaction of consumption,
investments and net exports is different in our DSGE model than in the others. This results is due to the
different structure of the models.

Variance decomposition reveals that both cyclical and permanent (’perceived underlying’) component of in-
flation can be explained by productivity, investment, consumer preference and markup shocks. That is,
the endogenous learning process in this DSGE model was able to capture longer term inflation movements
without introducing an additional exogenous shock.

To show this, an alternative model without endogenous real time adaptive learning of “underlying inflation’
is also estimated. We conclude that the inclusion of adaptive learning is not really responsible for creating
an ’intrinsic’ inertia in inflation. However, according to variance decomposition long-term movements of
inflation are mostly captured by the shock to *underlying’ inflation’. This reveals that the approach of the
baseline model was necessary to explain long term disinflation in Hungary.

In the long run real variables are heavily influenced by both the external demand and the productivity shock.
These shocks are the prime source of output fluctuation in a small, open economy like Hungary. Real effect
of the financial premium and the monetary-policy shock is found negligible, which is in sharp contrast with
the finding of Smets & Wouters (2003). This finding is, however, in accordance with Vonnak (2007) and
Jakab ez al. (2006) that monetary policy has a rather limited effect on output in Hungary.

This model may serve as a basis for policy simulations at the central bank of Hungary (Magyar Nemzeti
Bank). Natural directions would be the refinement of labor market (by inserting search and marching fric-
tions as in Jakab & Koénya (2007)) or the research on optimal monetary policy rules in a more detailed
manner.

The paper is structured as follows. Section 2 presents the estimated DSGE model. Section 3 describes the
applied estimation method, and presents estimation results. In Section 4 the evolution of shocks is described.
In Section 5 and 6 we analyze impulse responses and forecast error variance decomposition of the model. In
Section 7 we present results from an alternative model where the real time adaptive learning mechanism on
the underlying inflation was switched off. Section 8 concludes.
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2 The model

Our model is a simple open-economy extension of the DSGE model presented in Smets & Wouters (2003).
To open their model it assumed that beyond labor and a capital an additional imported input is needed for
domestic production. On the other hand, some part of domestic production is exported.

A further complication in our model, missing from that of Smets & Wouters (2003), is the presence of non-
Ricardian rule-of-thumb consumers, as in Gali et al. (2007), in order to replicate the empirical co-movement
of private and government consumption. There are two types of rule-of-thumb consumers in the model. The
first type spends her entire labor income for consumption. However, since labor hours are relatively volatile
it induce two much consumption fluctuation. To mitigate the volatility of aggregate consumption input
adjustments cost is introduced. Furthermore, the income of the second type of rule-of-thumb consumer,
representing pensioners, is independent of labor-hour movements, which decreases further consumption
volatility. The assumption of input adjustment cost also helps to replicate the empirical behavior of imports.
To simplify wage setting mechanism in the model it is assumed that both Ricardian and active rule-of-thumb
consumers belong to unions, which set wages such a way that maximizes the weighted average of welfare
functions of the two different types.

Domestic and exported final goods are produced in two different sectors. The structure of the sectors are
identical, however the input requirement of production in the exports sector is higher. This assumption is
necessary two reproduce the empirical co-movement of exports and imports. Price formation mechanisms
are similar in both sectors, they are captured by the sticky-price model of Calvo, however the exporters set
their prices in foreign currency.

2.1 PRODUCTION

Production has a hierarchical structure: at the first stage labor and imported inputs are transformed into an
intermediate input in a perfectly competitive industry. At the second stage the intermediate input and capital
are used to produce differentiated goods in a monopolistically competitive industry. Finally, a homogenous
final good is produced by the differentiated goods in a perfectly competitive environment. There two sectors
in the economy: a domestic production sector and exports sector, labeled by d and x, respectively.

Final good y; in sector s (s = d, x) is produced in a competitive market by a constant-returns-to-scale technol-
ogy from a continuum of differentiated intermediate goods y’(7), € [0,1]. The technology is represented
by the following CES production function:

1 6-1 -1
y;=<fo yt<i>wz‘> , 0

where € > 1 measures the degree of the elasticity of substitution. As a consequence, the price index P is

given by
! 1-6 rlg
P = <JO Pi(i)'~ dz> ; @)

where P(i) denotes the prices of differentiated goods y;(7), and the demand for y°(7) is determined by

s \?
(1) = d 5. 3
v, (7) <P;(z‘)> y; 3)
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2.1.1 Cost minimization

The continuum of goods y;(#) is produced in a monopolistically competitive market. Each y;(z) is made by
an individual firm, and they apply the same CES technology. Firm z uses technology

Y (i) =4, (&?/é;a)%l +<1—o‘zs>%z:<z'f??l>F 7, @

where k°(7) is the firm’s effective utilization of physical capital, k;(i) = u,k;(i), where u, is the degree
of capital utilization explained in detail in the next section, £:(7) the firm’s utilization of the homogenous
capital good. z;(z) is the firm’s utilization of a composite intermediate input good z; . Variable A, is a uniform

exogenous productivity factor and £, is uniform real fixed cost of the industry. The parameter 0 < o measures

the elasticity of substitution between k; and z; and 0 < @ < 1. Good z;(i) is composed by composite labor
and imported inputs,

Solution of firms’ cost minimization problem implies that their marginal cost is
1
s 1] - 1-p _ N\1-07 1=
MC* =A7! [as (RF) "€ +(1-a,) (W) }“—’, )

where R]: is the rental rate of capital and W7?* is the price of z;. Solution of cost minimization also provides
demand for inputs, represented by

e . -
S me, \ " () +

kt(l) =a; Vtk Ai“@ ’
| _ ((me\E v+,
Z;(l):(l—&'J Zt - 1— ’
w, Az €

where mc; = MC} [P,. Let us defined the following sectoral aggregate variables.
1 1
k;:L k() di, Z;:fo 2(i)di.

Aggregating individual demand functions and using equation (3) result in

P B}
mc; ;DP5+f5

uk’=q L ) 6
t™v s yk Al_@ ()
t ¢
mes\ € SDPS—i-f;
zf:(l—ds)< > ik %
‘wt At

where variable DP} represents price dispersion,

1 P 0
= ! di.
pr;= | <Pt<z'>>

The composite intermediate input is produced in a competitive industry by the following CES technology,

Lz

) T z,®, <z;> . ®)
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where [’ is labor and 7 is the imported input good ;. Furthermore 0 < o, and 0 < 4; < 1, and the

adjustment cost function
¢ 75 2
_P (%
QZS (Z;) = 25 <; — 1> ; ¢Z > 0.

Properties of this function are @ >0, @, (z°) =@/ (z°) =0. z° is the steady state level of the composite
input. The price of composite input W?** is equal to the marginal cost of its production. In Appendix A.1 it
is shown that marginal cost is given by,

1
- wl-e, - N\ 1-e, 76
W = [“SW,; € +(1—as)(etptm ) :| e [1+<I>Z§ <z;>+z;<I>/ZS <z;)], ©)
where W, is the nominal wage, P/** is the foreign-currency price of imported inputs and e, is the nominal
exchange rate. Furthermore, demand for production inputs are given by the following equations,

I =a, <w—f>e z[1+2,, ()], (10)

W,

WZS

&
m=(1-4,) <qt1;‘?*> z[1+9,(2)], (11)

where

1
_ o, ] N1, 176
W = [asfwt e +(1—as)(thtm ) i|1 £

t

and w, = W, /P, is the real wage, g, =e¢, /P, is the domestic component of the real exchange rate.

2.1.2 Price setting

Let us consider how firms in the domestic production sector set their prices. To simplify notation we drop
index d of the sectoral price index. It is assumed that prices are sticky: as in the model of Calvo (1983), each
intermediate good producer at a given date changes its price in a rational, optimizing, forward-looking way
with a constant probability of 1 —y,. Those firms which do not optimize at the given date follow a rule of
thumb. Rule of thumb price setters increase their prices by the expected underlying rate of inflation, as in
Yun (1996), and to some extent by the difference between the past actual and perceived #nderlying inflation
rates, similarly to Christiano et al. (2005) and Smets & Wouters (2003). Formally, if firm i does not optimize
at date ¢

m,_,\ %
Pt(i) =Pt_1(i)Hi_1 :Pt—l(i) < = t_1> I,
Ht—l

where II,_, = P,_,/P,_,, 11, is the perceived underlying inflation ¢, measures the degree of indexation
according to past inflation. The above formula implies if a given firm does not optimize between ¢ + 1 and
T its price at date 7 is given by

Py(i) =P, ()T}, = P,(i)T} 1T}, _ - TI.. (12)
If P,(7) is the chosen price of a firm at date ¢, then its profit will be at T
V(P (1)) = y4G) (t¢ Py (i) - MCF) — /.

=y7P] [(Pt(i)H[T’t)l_e —~ (Pt(i)H’T’t)_eMcg] — £
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THE MODEL

where the second equation is a consequence of formulas (3) and (12). If firm 7 sets its price optimally at date
t it solves the following maximization problem.

o0

max =E, > () T Dy V(P (0))
i\? T=t

where D, is the stochastic discount factor,

A% /Py
AT/P,

Tt:/BT_

and A? is the marginal utility of consumption of optimizing consumers, who owns the firms. It is explained
in detail in the next section.

The first order condition is

d
Pr Ayl 6 Prmeq

- T—t d
y; E DT,y —_— Unpi) | (— . =0,
270 B | Pt g | | e

where mctd =M Cﬁ /Py is the real marginal cost. Rearranging it yields

6-1
) - ia| Pr
Z(Vdﬁ)T tEt A;“ T =
t T=t . PtHIT,t
G i P ’
T—t o,.d T d
—Z vaB) ~'E, ATy — | mcl|. (13)
0—1%- “\ I,

Equation (13) implies that all irms choose the same P,(z). Let us denote this uniform price by P/. Define
P, =P} [P,. In Appendix A.1 it is shown that condition (13) can be expressed in a recursive form,

P o 2 (14)
t:—_z’
(9—1&1
where
o, \% ]
o.d 1
Z' =AY me + By E, <r1—§> ZL (15)
t
II 6-1
d d 1
Z2 =1l + By, <r‘1—§> zh | (16)
t

Equation (1) and the price-setting assumptions imply that the evolution aggregate price index is given by

Pt =1y (P) ™y (Pl )

rearranging it yields

(17)
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In export sector price setting is similar to that of domestic production sector, however prices are set in foreign
currency That is, firms set PJ* = P /e,, where e, is the nominal exchange rate.

The price indexation scheme of the sector is

Pi(i)=Pr (i)}, = P,(i)ITF I - TIL%,

N\
e\ %
e () 5,
Hl‘

and ITY* = P** /P* , TI7* is the perceived underlying inflation, @, represents the degree of indexation accord-

ing to past inflation.

where

If P¥*(7) is the chosen price of a firm at date ¢, then its profit will be at date T
VP (i) = y3() (tFer PR (i) = MCY) = £,
x X[ x \1-0 X[ 2\~ x r
=32 | (erPr Gz, ) ™ = (erPyimty, ) baCE | - 1.

The maximization problem of firm i is

Pxx(l) =

t

max =E, [Z(Vx)T_tDr,tvﬁ(Pf*(i))] :

The first order condition is

- T—tE D x P;* xHI* _ 0 ETP;*WZC;* -0
Z}/X t T>tyt X[ Ix TT T,t 9 1 px* . -
T=t Pt (l)HT,t - t (l)
where wer  p .
mc
me" = T* =7 *T (18)
€TP;C~ eTP;f

As in the previous case, all firms chooses the same P¥*(i)/P}*. Its common value is denoted by #2*. In
Appendix A.1 it is shown that the above first-order condition can be expressed recursively as,

g 0 2 (19)
-1
where
X Xk 6
X 0,X Xk t+1 x
&ptlzLAtyt mc’+ B E, <H[" > .fZ’tJ:l , (20)
q: ¢
X X 61
x2 __ _x_t 0,x t+1 x2
Z =1 —ANAy’ + Br.E, <H[" > Z - (21)
q: :

As above, it is possible to show that

(22)

1 e \ 01
x>1—6’ _ }/x H£i1

1_Vx
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THE MODEL

2.2 HOUSEHOLDS

2.2.1 Optimizing households

The domestic economy is populated by a continuum of infinitely-lived households. Fraction «° of house-
holds choose their consumption stream in the standard rational optimizing manner. These optimizing house-
holds have labor and capital income and they own domestic firms. The expected utility function of optimiz-
ing household ; is

ZﬁtEo[ {w(H ()= 7lo (LGN} (23)

forall j €[0,1]. HY(j)=¢?(j) - hct 1» Where ¢?(7) denotes the consumption of household ; at date ¢, ¢?_|

is aggregate consumption of optimizers at date t — 1, parameter b € [0, 1] measures the strength of external
habit formation, /,(;) is the labor supply of household j, 7¢ and ni are preference shocks. Furthermore,

w(H)=H'""/(1-0),and v(/)=1"? /(14 ¢), 0, ¢ > 0.

The intertemporal budget constraint of a given household can be written in the form
o o, BG)
Ptct(])_i'Pt[t(])"'rit: (24)
By (XA Wo(DLG) +Pyrf (ke () = W, ()Pok,(j) + Diw, = T,
where P, is the consumer price index, B,() is the household’s holding of riskless nominal bonds at the

beginning of time ¢, , is the corresponding one-period nominal interest rate, Div, denotes dividends derived
form firms. It is assumed that dividends are equally distributed among firms. &,(;) is the stock of physical

capital supplied by the household, #,(;) is the utilization rate of capital (k, = u,k,). 77 denotes the lump-sum
tax levied on optimizing households U is the cost of the capital utilization rate, it is ‘assumed that

U (n,) = ¢ [exp<”f¢_1> _1] .

This implies that at the steady state (# = 1) ¥(1) = 0, ¥, and ¢ = W/(1)/¥”(1). I,(j) denotes investments
in physical capital. W,(;) is the nominal wage paid to household ;. Households supply differentiated labor,
hence the wage paid to individual households can be different. On the other hand, X is a state-contingent
security which eliminates the risk of heterogeneous labor supply and labor income. Physical capital accumu-

lation is described by
1.(7) .
ko) = (1= )k <>+[1—<1>,<Z_1<j.)>]4<;>, 25)

where function ®; represents investments adjustment costs, and 7/ is an exogenous shock. It is assumed that

ngt(/) ¢1 n 4\ 2
q”(ft_l(f)) 2 <4_1<f> 1>’ #1>0

This implies that ) > 0, and in the steady state ®)(1) =&/ (1)=0.

An optimizing household chooses the trajectory of its consumption, bond-holding, investments, physical
capital and capital utilization. It is assumed that a certain household supplying type ; of labor belongs to
a trade-union representing the interest of optimizing and non-optimizing households supplying type j of
labor. The union determines the labor supply and the nominal wage of its members, all members accept its
decision.
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The formal optimization problem of the households is the following: they maximize the objective func-
tion (23) subject to the budget constraint (24), the investments equation (25), non-negativity constraints on
consumption and investments, and no-Ponzi schemes. The characterization of the solution of the above
optimization problem can be found in Appendix A.2.

Due to the existence of asset X the wage incomes of all households are the same. As a consequence, all
households choose the same consumption allocation. We, therefore, drop index ; from subsequent notations.

The path of consumption is determined by the following Euler equation.

A B(1+1,)E et (26)
Pt o Pt+1 ’
where A? is the marginal utility of consumption,
A0 =7nS(co = he_ ). (27)

The trajectory of investments is described by equation

I 1 1
Q [1_¢ <;7t]t> _¢/ <77t]t> nt[t]
1
‘ [t—l ! ]t—l It—l

I I 2
Nepierr \ Mepidi
1_ﬁEt |:Dt+1,1Qt+1q);< : b d 12 s
t

t

(28)

where Q, is the shadow price of capital. The portfolio choice between bond and physical capital is given by

Qt = Et [Dt+1,1 (Qt+1(1 - 8) + Hipq Ttk_H - \I](Mt+1>>] . (29)

Finally, the following condition describes the choice of capital utilization.

ri =W (n,(). (30)

2.2.2 Non-optimizing households

Fraction «”° of households are liquidity constrained. Their consumption follows a simple rule of thumb.

Poef(7) = X7(G)+ W ()LG)-
Due to the existence of asset X their wage income and consumption are uniform. As a consequence,

P! =W, (31)

Fraction ? of households are pensioners. We assume that they also consume their total income adjusted b

p Y ) y
the “Swiss indexation formula”. That is, it is assumed that their consumption proportional to the average of
price and wage level,

1
P,c! =clw 1 (W,P,)?, (32)

where ¢? and w are the steady-state values of pensioners’ consumption and real wages, respectively.
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2.2.3 Wage setting

There is monopolistic competition in the labor market, different types of labor are supplied by households.
Wages is set by which representing the interest of households active on the labor market, that is, that of
optimizers and non-optimizers. Union j sets W,(j), the nominal wage level belonging to type j of labor.
The composite labor good of the economy is a CES aggregate of different types of labor,

@w

L gyt \ 71
4=<fo L) e d;) ,

where 0% > 1 is elasticity of substitution between different types of labor. This implies that the demand for
labor supplied by household ; is given by

W, \ %
lt(;'):< 5) L, (33)

where the aggregate wage index W, is defined by

1

1 9 -6,
W, = ( [ wr- wdf) .

It is assumed that there is sticky wage setting in the model, as in the paper of Erceg ez al. (2000). Similarly to
Calvo (1983), every union at a given date changes its wage in a rational, optimizing forward-looking manner
with probability 1 —y,,. All those unions, which do not optimize at the given date follow a rule of thumb
similar to that of producers. Using the notation introduced in the previous subsection, the price setting
scheme of the non-optimizers is described by formula

Wi (i) = W, ()L = P,()ILPILY | - T1%,

w\ Yo
IL* = <H_t> 11 +1
- = t

and IT¥ = W, /W, _,, &, represents the degree of indexation according to past inflation.

where

If a union chooses it wage optimally at date ¢ it has to take into account that it will follow the rule of thumb
at t + 1 with a probability of y,,, at £ +2 with y2, and so on. Hence it has to weight the objective function
with the above sequence of probabilities. That is, it maximizes formula

[ee) -OU HO + 'ﬂOU HﬂO
I AIRE oo )—nivaT(;'»}],
t=T

subject to the budget constraints (24) and (31), the labor demand equation (33) and the above indexation

formula, where H* = c"® — hc",.

MNB WORKING PAPERS e 2008/9

15



MAGYAR NEMZETI BANK

The first-order conditions of this problem with respect to the two types of consumption and the nominal
wages are the following.

0 T—t (t) no T—tA:w

ATz(}/wﬂ) E’ AT =(Ywﬁ) PT (34)
W &

T§=t(}/w/6) t | T (WA])H?Z) T Triir: (35)

6.

Qw = WT ZT(])ga
- )T—tE / . c 1 : ,

P A ) B T

where A% and A7 are state dependent Lagrange multipliers, A% = n¢. (Ht”">_a and /VT = A+ A Tris
shown in Appendix A.3 that the above first-order conditions imply that aggregate wage setting can be describes
by the following recursive form,

w 1\ 40,9
W, = 0 &":” , (36)
Q’w -1 thw2
where
. 11 (9;“(1-‘1-;0)
c l + t+1 -
EZJ =7 ;7; t§9 +ﬁ}/w t <H1w> gﬁ_}_ll 5 (37)
t
ZP?=1Nw,l, + By, E, < H;j) %;fl ) (38)
t
Finally,
6. —1
hg w
1— .
! 1- Yo .

2.3 EXPORTS DEMAND

Export is determined by an ad-hoc demand equation

ol (P"*)t O (40)

t’

1

where x, denotes exports, P* is the price index of exported goods denominated in foreign currency, variable
x7 is an exogenous shock 0 </, <1,0< 0, .

2.4 GOVERNMENT

P,g, +olP,cl =a°T". (41)

t
Pg, =1/ (42)
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2.5 CURRENT ACCOUNT

The evolution of net foreign assets (measured in foreign currency) is given by

b, =P x,—P"'m +(1+1i )b, . (43)
2.6 THE INTEREST RATE AND THE EXCHANGE RATE

As mentioned before, there were two different monetary regimes in Hungary. Untill 2001, monetary policy
followed an exchange rate targeting regime (with some small tolerance band). The central bank preannonced
a rate of depreciation and allowed some (£2.25 per cent) deviation from this preannonced exchange rate path.
In 2001, the interventioned band was widened to %15 per cent and the preannonced rate of depreciation was
fixed to zero. In this relatively wide band, the nominal exchange rate fluctuated significantly, and the central
bank started to operate in an inflation targeting regime. In 2008. the intervention band was abandoned.

In order to model monetary policy, we describe it by two reaction functions: one which focuses on stabilizing
the nominal exchange rate around the preannonced (exogenous) exchange rate path and one in which it
follows a simple Taylor-type rule.

We assume that in the crawling-peg regime the main focus of monetary policy is determination of the rate
of crawl. Hence the behavior of cyclical part of the nominal interest rate is captured by the following simple
equation.

i, =( (e, —de,)+de, +¢], (44)
where e, denotes nominal exchange rate, de, is the exogenously given deterministic part of depreciation, &7
is an exogenous stochastic shock, and 56” > 0 ensures that deviations of exchange rate from its deterministic
component (the one determined by the rate of crawl) is stationary. Since the presence of " is due to this
technical requirement its magnitude is set to be negligible.

In the inflation-targeting regime the behavior of the monetary authority is captured by the following inzerest-
rate rule:

i, = (rF = 8) =iy = (P = N+ (=)™ (7, —dg,) + (e, = 1)+
Recall that —dg, = 7, in the inflation targeting regime. Again, the only role of g’e” > 0 is to ensure the

stationarity of e,. Note that 77, — dg, equals to the demeaned inflation and the steady state level of nominal
exchange rate is 1.

Nominal exchange rate is determined by the uncovered interest rate parity with financial premium shock
aPTy.
&) .
I+1,  Eeey
T (45)
1+, e,
Where stationary of b, is achived by (following Schmitt-Grohe & Uribe (2002)) the assumption that the
relevant foreign interest rate (i) depends on a net-foreign asset determined premium, on an exogenous foreign
interest rate and on financial premium shocks.

1+if

= exp(—v(b, — b)) (1477 (46)

The deviation of real exchange rate from its steady state is determined by the following identity.
4y — 41 =dé, — =, +dg,. (47)
Finally, equation (72) of the Appendix implies the following law of motion for dq, =de, — 7,,

. Pr—8,._ g . .
d%zl—d‘]t—l_l—”t‘i')(t’ (48)
— 8 —8
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where

=de, _ P8 det 1
I-¢g

is an exogenous shock.

2.7 EQUILIBRIUM CONDITIONS

This section discusses the equilibrium conditions and aggregation issues.

The goods market equilibrium conditions are

yf:Ct+]t+gt+‘IJ<Mt)ktd’ (49)
yi=x, +‘1/(Mt)kf. (50)

where g, is real government consumption determined by an exogenous shock.

Equilibrium conditions of the input markets are

l[:ltd+ltx, mt:mf+mf, kt:kf+kf. (51)
2.8 PERCEIVED UNDERLYING INFLATION RATE

Agents apply a real-time adaptive algorithm to determine the underlying inflation rate,
=P+ 8 (7, —7y),

where 7z, = P, —P,_, is the observed actual, 7z, =TI, is the perceived underlying inflation rateand 0 < p_ < 1.
The gain parameter 0 < g < 1 influences the speed of learning. If one defines the cyclical component of
inflation as 77, = 7r, — 7,, then the previous formula can be expressed in the following way,

g=Cr"8: 4+ & 4 (52)
1-¢ 1-¢

2.9 LOG-LINEARIZED MODEL

We first log-linearize the model around the steady state. The log-linearized model is described in Appendix
A.2. The behavior of the crawling-peg regime is captured by a 23-equation system of formulas (73) - (92) and

(94) - (96) It determines the trajectories of 23 endogenous variables, namely, 7, Y, AT, 37?, JE, €y €7, ET°,

~p
Ct’

W,, X,, M, l 7, /et, It, 4,,dq,,¢,,1,, ét, (NQt, and ?f. The system is driven by 15 exogenous shocks, §,,
R XA, 09, 0%, 0%, 8, 8k, er e e el and B,

The mﬂatlon-targetmg regime is described by equations (73) - (91) and (93) - (96). This set of equations deter-
mines the same 23 endogenous variables. The system is driven by the same 15 shocks as previously.
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3 Bayesian Estimation

In order to estimate the parameters of the DSGE model presented in Section 2 we used quarterly Hungarian
data of thirteen macroeconomic variables: real consumption, real investments, real exports, real imports,
real government consumption, real wages, employment, capital stock, CPI inflation rate, nominal interest
rate, import and export prices denominated in foreign currency and the preannounced rate of the nominal-
exchange-rate crawl. Estimation is based on the database of the Quarterly Projection Model of the Magyar
Nemzeti Bank (data set presented in Benk et al. (2006)). This covers the period of 1995:2-2007:2. Detailed
description of the data and the applied data transformations can be found in Appendix B.

To estimate the model, we apply a likelihood-based Bayesian method described in An & Schorfheide (2005).
The first step is to construct the likelihood function. This needs the reduced form rational-expectations
solution. Then one has to write the model in its state-space form, and formulate the Kalman filter for
calculating the likelihood function. The construction of the Kalman filter is described in detail in Appendix
A.12. In the next step, the likelihood function is combined with prior distributions in order to derive the
posterior density function of parameters. Then one has to find numerically the mode of the posterior density
function. Finally, the random-walk Metropolis-Hastings (MH) algorithm is used to generate the posterior
distribution. The applied MH algorithm is based on 500,000 draws (2 parallel chains of 250,000 draws
discarding the initial burn-in period of 50,000 iterations). To monitor the convergence of the MH algorithm
we applied the method of Brooks & Gelman (1998).! In order to compare different model versions, the
marginal likelthoods of models are calculated by the modified harmonic mean algorithm of Geweke (1998).

In the studied time period there is one obvious structural break: in 2001 the crawling-peg regime was aban-
doned and inflation targeting was introduced. To capture this change in monetary policy practice we esti-
mated different policy rules in the two subperiods, as was discussed in the previous section. Our estimation
procedure also allowed some other parameters to change between the two regimes. Namely, price setting
parameters and parameters of the financial premium shock and the labor market shock are time varying.

3.1 FIXED PARAMETERS

Some parameters are not estimated but kept fixed from the start of the procedure (see 7able 1). This can be
viewed as a very strict prior.

First, we estimate the standard-deviation and autoregressive parameters of exogenous shock with observable
time series, (namely, the government-spending §,, the measurement error of capital accumulation 5/: and the

import-price P"* shocks) by single-equation OLS. Then we use these results to fix those parameters in the
estimation procedure of the full system.

Second, the time series of the deterministic part of depreciation de, can be constructed. Using the con-

structed time series we also estimate the standard-deviation and autoregressive parameters of this shock by
OLS.

Third, some other parameters can be directly related to the steady-state values of endogenous variables. These
are the production function parameters, the subjective discount rate of households, depreciation rate and the
elasticity-of-substitution between varieties of differentiated goods and that of differentiated labor.

Fourth, there were parameters we were not able to identify. Concretely, our algorithm of searching the mode
of the posterior density function failed if these parameters were not fixed. To identify these parameters we

' For the numerical implementation of the estimation procedure we developed our own MATLAB code. Reduced form RE solutions were calculated by
the MATLAB routine of Uhlig (1999). For finding the mode of a posterior distribution, we used the algorithm and code of Kuntsevich & Kappel (1997).

2 There is a vast literature that the rigidity of prices and wages depends on monetary-policy regimes, see, e.g., Taylor (2000)).
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Table 1

Fixed parameter values

Parameter

Name Value
standard error of gov’t. consumption o, 4.72
standard error of import prices 0 e 2.19
standard error of y, o, 0.12
standard error of capital measurement error oy 0.15
autoreg. coeff. of gov’t. consumption Pq 0.46
autoreg. coeff. of import prices Py 0.74
autoreg. coeff. of y, Py 0.53
autoreg. coeff of capital measurement error O 0.60
autoreg. coeff of perceived underlying inflation P 0.99
discount factor B 0.99
steady-state share of capital in real marginal costs, domestic ay 0.17
steady-state share of capital in real marginal costs, export ay 0.14
steady-state share of labor in w?,domestic a, 0.50
steady-state share of labor in @?, export a, 0.36
depreciation rate ) 0.025
elasticity of subt. of goods 0 6.00
elasticity of subt. of labor g, 3.00
fraction of optimizing households’s consumption 1—w™ 075
fraction of pensioners’ consumption to total non-optimizer consumption ~ w?/w”  0.35
disutility parameter of labour @ 8.00
Calvo parameter of employment Y 0.70
elasticity of subt. between capital and z o 0.80
elasticity of subt. between labor and import o, 0.50
ratio of fixed cost relative to total output fute 0.20
capacity utilization adj. cost ¢ 0.20
investments adjustment cost @ 13.00
labour-import utilization adjustment cost o7 3.00
exchange rate elasticity of the policy rule g 0.001
exchange rate elasticity of the policy rule g 0.025
debt elasticity of financial premium v 0.001

chose such values common in the business cycle literature. The exception is the adjustment-cost parame-
ters of investments ®” and that of the import-labour boundle.®”. We picked several values of them, and
compared the accompanying marginal likelihoods of the estimated model version. We chose the parameter
value with the highest marginal likelthoods (although we have not found large differences between the dif-
ferent versions). Finally, we arrived at a relatively costly adjustment of capital (" = 13) and more moderate
adjustment cost for the labor-import boundle (9 = 3) 3

Finally, we fixed {7, (eit and v. These are technical parameters. There only role is to assure stationarity of
the model.

3.2 SPECIFYING PRIOR DISTRIBUTIONS

Prior distributions for parameters of non-observed exogenous shocks are displayed in 7able 2. All the stan-
dard deviations of the shocks are assumed to be distributed as an inverted Gamma distribution with a degree
of freedom equal to 2. This distribution guarantees a positive standard deviation with a rather large domain.

3 The share of non-optimizing households (1 — ") was set to be 0.25, based on some survey evidence stating that 25 per cent of Hungarian
households do not have connections with the banking sector. The share of pensioners among non-optimizers (co?) was determined by a regression
such that income of pensioners equals to half of real wage according to the 'Swiss-index-formula’ determining real pensions in Hungary. The production
function parameters o and o, were calibrated, in such a way that imports and labor are complements and capital and the import-labor bundle has an
elasticity of transformation of 0.8.
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Prior distributions of autoregressive parameters are assumed to follow Beta distributions with mean of 0.8
and standard error of 0.1.

Prior distributions for the rest of estimated parameters are shown in Table 3. Calvo parameters of consumer
and export price setting and that of nominal wages were set to be equal for both regimes with a relatively
uninformative prior, a Beta distribution with mean of 0.5 and standard error of 0.2. Similarily, indexation
parameters (¢, ¢, and J,,) also received a not very tight prior of Beta with standard deviation of 0.2 and
mean of 0.6.

The choice of prior for the parameter of interest rate smoothing ¢; is different to the literature. We imposed
a relatively uninformative Uniform prior distribution on it. Our prior for the learning gain (g) parameter
was relatively tight, a Beta distribution with mean of one-sixth and standard error of 0.03. We chose a mean
value for parameter o higher than that of Smets & Wouters (2003) due to some stylized evidence on low
real-interest-rate elasticity of consumption in Hungary.

Prior distributions for the rest of the parameters were chosen similarly to Smets & Wouters (2003).

3.3 ESTIMATION RESULTS

As was mentioned, we estimated different values for some parameters in the crawling-peg and the inflation-
targeting periods, namely for the standard-deviation and autoregressive parameters of shocks ¥ and e
and the Calvo and indexation parameters, (yp, Yis Vas ﬁp, ¢, and ¥). Their different values are denoted
by superscripts ¢7 and i, respectively. Recall, that 0, belongs to the nominal-exchange rate shock of the
crawling-peg regime, and o,, {;, and {_ belong to the the policy-rule equation of the inflation-targeting
period. Estimation results are summarized in 7ables 2 and 3.

None of the estimated values of the Calvo parameters are very different in the two monetary policy regimes.
This seems surprising at the first glance as one would assume a change in these key parameters of Phillips
curves. As shown later, the regime change rather had an effect on the indexation behavior. The Calvo-
parameters of domestic prices are close to that of euro-area estimates, see, e.g., Smets & Wouters (2003) and
the new area wide model of the ECB, described in Christoffel ez al. (2007). Export prices are estimated to be
less sticky than consumer prices. This conforms to our intuition that exporters in Hungary mostly produce
intermediate goods with probably less relevant price stickiness. There is a significant difference with respect
to the Calvo parameters of wages: in Hungary nominal wages are estimated to be less sticky than in the
eurozone. In addition, we estimate wages as the more flexible than either consumer or export prices.

Unlike Calvo coefficients, the monetary regime shift is mostly felt in the indexation properties in pricing
(indexation of consumer prices dropped in the second regime). This migh indicate that the crawling-peg
regime served as a natural way for indexation-mechanisms. Indexation parameter of consumer prices in the
inflation targeting regime is lower than that of Christoffel ez al. (2007), but comparable to that in Smets
& Wouters (2003). That is, their no consensus on the issue of price indexation in the literature. As far
as nominal wage indexation is concerned, it is much lower than in NAWM and in SW in both monetary
regimes.

However, it is important to note that one should be cautious to interpret our results of price and wage
indexation. Indexation formulas reveal that in this both prices and wages are fully indexed to the perceived
long-run component of inflation. Besides that, the parameters ¢, and ,, represent the degree of additional
indexation to the cyclical components of past price and wage inflation rates.

The mean speed of learning the #nderlying inflation (g) is estimated to be higher than our prior mean. In
estimated US and euro-area models the value of the interest-rate-smoothing parameter {; is quite high.* On
the other hand, we found a relatively low value for this parameter, it is around 0.75. It is important to note
that our result also contrasts with previous Hungarian estimates. For example, Hidi (2006) in his estimated

* See CEE, SW, NAWM,. Flat prior Rabanal & Rubio-Ramirez (2005), Vilagi (2007)
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Table 2

Estimated parameters of exogenous shocks

Prior distribution Estimated posterior
Type Mean  Stand. err. Mode Mean 90% prob. int.
Standard errors
productivity o, LGam. 05 2% 2080 2.152  [1.82,2.55]
export demand o, LGam. 05 2% 2352 2.464 [2.06,2.95]
cons. pref. o, L.Gam. 0.5 2% 0.146  0.203 [0.11,0.33]
cons. price markup o,  LGam. 05 2% 0.397 0420 [0.34,0.52]
export price markup 0, LGam. 05 2% 1.873  2.182 [1.64,2.87]
labor market o LGam. 05 2% 0.824 0.922 [0.65, 1.26]
labor market U:; [.Gam. 0.5 2% 0.609 0.932 [0.54, 1.42]
investments o, LGam. 05 2% 0.969  1.003 [0.76, 1.27]
Equity premium oq L.Gam. 0.5 2% 0.167  0.393 [0.11,0.99]
policy rule o"  LGam. 05 2% 0.574  0.602 [0.48,0.76]
policy rule O'i[ L.Gam. 0.5 2% 0.229 0.247 [0.19,0.32]
fin. premium oL LGam. 05 2% 0.221 0372 [0.17,0.67]
fin. premium U;i LGam. 05 2% 0.486  0.666 [0.36, 1.06]
employment o, ILGam. 05 2% 0.369 0.383 [0.30, 0.49]
Autoregressive coefficients
productivity o4  Beta 0.8 0.1 0.577  0.552 [0.43,0.68]
export demand o,  Beta 0.8 0.1 0.616  0.625 [0.51,0.73]
cons. pref. p. Beta 0.8 0.1 0.833 0767  [0.60,0.88]
labor market P, Beta 0.8 0.1 0.486  0.480 [0.32,0.64]
labor market lo;f Beta 0.8 0.1 0.797  0.661 [0.43,0.87]
export markup p.  Beta 0.5 0.15 0317 0318 [0.15, 0.50]
investments o;  Beta 0.8 0.1 0.497  0.488 [0.33, 0.65]
fin. premium p;’y Beta 0.8 0.1 0.899  0.833 [0.69, 0.93]
fin. premium p;‘y Beta 0.8 0.1 0.872  0.820 [0.70, 0.92]
employment 0, Beta 0.8 0.1 0.790 0.770 [0.64,0.89]

*For the Inverted Gamma function the degrees of freedom are indicated.

single-equation policy rule found a much higher interest-rate smoothing parameter comparable with the
values in the international literature. A possible explanation for this can be found in Goodhart (2004),
he argues that non-structural single-equation methods overestimates the value of interest-rate smoothing
parameter, since they are not able to identify some persistent structural shocks influencing the behavior of
the policy rate. As mentioned earlier, the adjustment cost of investment was chosen at a value higher than
usually estimated in other DSGE models. In addition, the presence of cost of adjustment for labor-import
boundle is not usually assumed in the literature.

Comparing posterior and prior density graphs, data were informative, prior and posterior density graphs
differ, the only exceptions are the export price elasticity and the export smoothing parameters (¢, and 5,)
where prior and posterior distributions are close to each other.>

5 One should also note that posterior density graphs of Y, are not fully satisfactory, as the modes of posteriors are not close to the maximum likelihood
estimates.
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Table 3

Estimated parameters

Prior distribution Estimated posterior
Type Mean  Stand. err. Mode Mean 90% prob. int.
Utility function parameters
consumption o Norm.  2.00 0.40 1.680  1.814 [1.18,2.46]
habit b Beta 0.75 0.15 0.597 0.646 [0.45,0.83]
Price and wage setting parameters
ind. cons. prices 19;’ Beta 0.60 0.20 0.873  0.821 [0.63,0.96]
ind. cons. prices 9 Beta 0.0 0.20 0416 0431  [0.22,0.66]
ind. exp. prices 19;’ Beta 0.60 0.20 0.215 0.290 [0.10, 0.55]
ind. exp. prices 9'F Beta 0.60 0.20 0.383  0.494 [0.18,0.83]
ind. wages 191‘; Beta 0.60 0.20 0.112  0.169 [0.05, 0.34]
ind. wages 193 Beta 0.60 0.20 0.107  0.185 [0.05,0.40]
Calvo cons. prices v, Beta 0.50 0.20 0.939  0.938 [0.92,0.96]
Calvo cons. prices ;/;‘ Beta 0.50 0.20 0.929 0.921 [0.88,0.95]
Calvo exp. prices  y”  Beta 0.50 0.20 0.850 0.824 [0.75, 0.89]
Calvo exp. prices 7't Beta  0.50 0.20 0.827 0810  [0.73,0.89]
Calvo wages v’ Beta 0.50 0.20 0.714  0.698 [0.58,0.81]
Calvo wages ! Beta 0.50 0.20 0711  0.657 [0.46, 0.88]
Other parameters
exp. elasticity 6. Beta 0.50 0.10 0.510  0.534 [0.40, 0.67]
exp. smooth. h.  Beta 0.75 0.15 0.503  0.507 [0.35, 0.66]
ir. smooth. 4 u@©,1) 0.50 0.29 0.766  0.761 [0.67,0.84]
policy rule ¢ Norm. 1.50 0.16 1.375  1.379 [1.12, 1.65]
gain g Beta 0.167 0.03 0.229 0.234 [0.17,0.30]
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4 Analysis of structural shocks and perceived
underlying inflation

There are fifteen structural shocks determining the economy. Two of them, §, and P/**, are observable,

and one, the measurement error for capital accumulation (51;’ ) was estimated from an OLS estimate Figure 1
displays the three exogenous series. The deterministic part of depreciation, de, , is also treated as an exogenous
shock in our estimation exercise, it equals to the rate of crawl in the crawling-peg regime, and captures a one-
off trend appreciation after the introduction of the new exchange rate regime accompanied by a widening of
the intervention band. (see Figure 2)

The rest of the shock are unobservable, and they are as latent variables in the estimation procedure, and cal-
culated by the two-sided Kalman-smoother. The analysis of this section based on shock trajectories belonging
to a model version parameterized by the estimated mean values of the inflation-targeting period.

Figure 2 shows the estimated trajectories of shock directly influencing the nominal interest rate and the nom-
inal exchange rate. Namely, the nominal depreciation shock in the crawling-peg regime, y, , the monetary-
policy shock of the inflation-targeting period, 7, and the financial-premium shock in the uncovered-interest-
rate-parity equation, £7”. Since in the estimation procedure we did not use a foreign-interest-rate series our
estimated financial-premium shock incorporates foreign-interest-rate movements as well.

The evolution of the above shocks fits some well-documented events of the Hungarian economy of the past
decade. Credibility in the exchange rate regime was somewhat weak at the outset of the crawling peg regime
(in 1996) and this is reflected in the financial premium shock. In addition the change in monetary regime
in 2001, accompanied by a significant appreciation of the Hungarian forint, can also be clearly observed as a
series of negative shocks. To interpret this, one can also think of this shock mirroring the substantial change
in portfolios (i.e. an increase in forint denominated government debt among the assets of international in-
vestors). A period of increasing risk of Hungarian assets is demonstrated also in 2003, when the central parity
was devalued and the forint depreciated markedly as financial markets became vulnerable. The appreciating
speculation in early 2003 is also shown as a negative premium shock. The shock also describes the gradual
tightening of the ECB at the end of the sample. Moreover, in the summer of 2006 exchange rate depreciated
after the announcement of the fiscal stabilization and this shows up in a temporary financial premium shock
as the reaction of monetary policy was relatively smooth and exchange rate only strengthened back to the
pre-stabilization levels later.

The estimated trajectories of the rest of the shocks can be seen in Figure 3. The export-demand shock, %7,
also matches to common perception of the economy: the slowdown in Europe because of Russian crisis and
financial market evolutions in US in 1998 and 1999 and the sluggish demand for exports between 2002-2003.
It also shows a gradual recovery at the end of the sample.

The consumer preference shock, &¢, shows the effects of the fiscal stimulus during 2002 and 2003. In con-
trast to the observed government spending shock, this shock mostly captures indirect effects of fiscal policy,
namely, rise in transfers and the easing of household mortgage subsidies. One could also explain the rise in
consumer prefence as a result of wealth effects generated by the fiscal policy, as well. In addition, the deepen-
ing of financial markets can also account for this rise.® The model detects a strong negative preference shock
after the fiscal consolidation package introduced in 2006.

The price markup shock 0, is relatively volatile, but some part of the Hungarian inflation history can be
realized. For example, the drop in price markup in early 1999 might be the result of a decrease of unprocessed
food, oil and import prices due to the Russian crisis. On the other hand, a rise in food prices also captured

6 Since 2001, credits to households started to accelerate and part of this might be explained by widening access to financial instruments. Liquidity
constraints continuously eased.
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by the estimated shock just before the introduction of the inflation targeting regime in 2001. A VAT-hike
in 2004 is also detected by the model as a markup shock. Price markup started to decline after 2004, which
might be the consequence of growing competition in retail sector due to Hungary’s accession to the EU. The
effects of fiscal consolidation accompanied by VAT and regulated price hikes in 2006 are also estimated as a
price markup shock.

The labor-market shock &% is a combination of two structural shocks, a labor-supply shock and a wage-
markup shock. Figure 3 reveals that this shock is heteroskedastic in the sample, the variance of the shock
increased in the inflation-targeting regime. Nominal wages were severely perturbed by government measures
in this period. The effects of minimum wage hikes in 2001, 2002 and 2006 was detected by the model.
Adjustment of nominal wages to the new low inflation environment after the introduction of the more
disinflation oriented inflation-targeting system might have also created large nominal wage fluctuations. In
2004 and 2006, when the VAT was hiked, a negative labor-market shock can be observed, this might point
to the fact that the increase in tax-wedge was not translated into higher wages that time. On the other hand,
the coincidence of wage and price markup shocks might point to some specification problems, as well. This
might call for a more precise modelling of labor markets e.g. as tried by Jakab & Konya (2007).

The evolution of the productivity shock Zt, predicts a slowdown in productivity during 1997 and 2001 and a
higher productivity era since 2002. This is in contrast with other micro-level data based estimates (e.g. MNB
(2006)). They argue that at the end of our sample a slowdown in productivity occurred. Moreover, other
studies measure labor as employment, while in our model hours enter into production function. Hence, the
difference between our productivity measure and the one estimated by e.g. Benk et al. (2005) might contain
the possibly different evolution of hours and employment.

In summary: in most cases the estimated shocks conform to the documented special events of the Hungarian
and world economy. However, the productivity and the labor-market shocks might indicate the presence
of events not captured by our model. The treatment of hours and capital as latent variables and the het-
eroskedasticity of labour market shock are worth analyzing more deeply in the future.

An interesting feature of the model is that it contains an adaptive learning of agents about underlying infla-
tion. Percception of underlying inflation is measured by 7. It is worth looking at the estimated evolution
of this latent variable. Figure 4 shows that our estimated perceived underlying inflation matches the long
term disinflation in Hungary. This is not very surprising, by construction of the model perceived underlying
inflation is a *filtered’ inflation. It is still worth comparing the two series to check it plausibility. The model
prediccts that in the first three-four years of the crawling-ped regime (until around late 1998-early 1999), in-
flation and its perception closely moved together. There was a significant drop in quarterly inflation from
around 13 percent to around 7. However, this was only gradually reflected in the estimated perceived under-
lying inflation. Our model suggests that agents only *beleived’ in the lower-inflation era with a considerable
lag. During 2000 and 2001, perceived inflation again started to stagnate. Thenafter, actual inflation was fu-
elled and perceived inflation also followed it with some lagged reaction. After the change in monetary policy
regime to an inflation targeting regime, the relatively sudden drop in inflation, the model estimates that it
was not fully perceived as permanent disinflation. The new regime needed a two-to-three years period to gain
some credibility. The VAT increase in 2004 had only a temporary effect on inflation and on perceived infla-
tion. In contrast, the VAT and regulated price hikes in 2006 had some unpleasant consequences: perceived
inflation accelerated heavily.
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Figure1 T
Government spending, import-price and capital measurement error shocks
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Figure 2

Deterministic part of nominal depreciation ( a,'ét) rate of crawl, monetary-policy and financial-premium shocks*
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Figure 3

Other structural shocks*
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Figure 4

Perceived and actual inflation*
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5 Impulse response analysis

Impulse responses of our model to different structural shocks are displayed in Figures 5-16. Price and wage
inflation, user cost, nominal and real interest rates are defined as annualized quarter-on-quarter growth rates.
Impulse response functions are calculated at mean parameters. Impulse responses are calculated as reactions
of endogenous variables for a 1 percentage increase of innovation in the initial period. The exceptions are the
two price markup shocks, labour market, policy rule and financial premium shocks where the initial increase
is 0.25 percent.

To understand impulse responses, let us briefly describe some distinctive features of our estimated model.
First, agents in this model continuously learn about underlying inflation. Consumer prices and wages are
fully indexed to the perceived underlying inflation. Hence, due to gradual learning impulse responses of
nominal wages and consumer prices are more persistent than that of the cyclical ones. Adaptive learning
has a consequence for both consumption and investment response, as well. As there are non-optimizer
consumers, the sluggish response of price and nominal wages creates relatively long lasting real wage and
consumption responses, as well. Agents also use their perception of underlying inflation when real interest
rate and rental rate of capital are determined. Thus investments are also sluggish due to the adaptive learning
feature of the model.

Second, the estimated adjustment cost of investments is higher than usually found in the literature (e.g. SW).
This implies that the response of investments is slower and less volatile than in other DSGE models, and the
reaction of investments has usually the same magnitude as that of output or consumption.

Third, in most of the cases consumer prices are generally less responsive on impact and more persistent than
nominal wages. This can be partly explained by the higher Calvo parameter of consumer prices than that of
nominal wages.

As is usual in New Keynesian models, a positive productivity shock decreases labor (hours). Consumption
is higher in the long run, but in the short run this translates into lower consumption of non-optimizers.”

Monetary-policy shock has a negative effect on price and wage inflation. As mentioned above, part of the
drop in inflation is devoted to the change in perceived underlying inflation, which induces agents to index
to lower inflation. Indexation mechanisms amplify monetary policy shocks. In the case of financial pre-
mium shocks, GDP increases. This is mostly the result of growing consumption due to the presence of
non-optimizers. Investments drop and export hardly change . The latter is the consequence of the relatively
low price elasticity of exports.

Cost push shocks (consumer price markup and labour market shocks) have large impact on price and wage
inflation. The two shocks result in different nominal and real interest rate paths. In the former case mone-
tary policy tightens immediately, while in the in the latter case policy response is only gradual. Cost push
shocks also accompany by significant real responses. In the case of labor market shock, the increase in non-
optimizers income offset the reaction of optimizers and thus, total consumption is somewhat higher in the
short run. Under both two shocks GDP, employment and investments drop. An interesting feature is that a
foreign-import-price shock increases GDP which is a consequence of the large drop in imports due to relative
price changes.

If a positive government spending shock occurs, one can observe that in the short run the increase in con-
sumption of non-optimizers offset the decrease in optimizers consumption. Hence, the model replicates a
(weakly) Keynesian multiplier effect in the short run. However, in the long run due to a crowding-out effect,

7 Nominal exchange rate appreciates even though there is a drop in interest rates in the short run. At a first glance this is difficult to explain. However,
the short-run response of the nominal exchange rate depends on the sum of all future nominal-interest-rate changes. In other words, the nominal
exchange rate is determined by forward-looking factors. However, the reaction of the nominal exchange rate might not be very important in this case,
since according to variance decomposition the behavior of the nominal exchange rate is largely explained by non-productivity factors.
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Figure 5 T
Productivity shock
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investment activity has a negative effect on GDP which also feeds back into income of nonoptimizers and
thus in the medium run the response of total consumption becomes negative.

5.1 COMPARISON WITH OTHER ESTIMATED MODELS OF THE HUNGARIAN ECONOMY

Jakab ez al. (2006) compare the reactions of different estimated Hungarian non-DSGE models to a certainly
specified monetary-policy shock. They studied the behavior of the quarterly projection model of the MNB
described in Benk et al. (2006), the small-size structural model of Varpalotai (2003), and the SVAR model of
Vonnak (2005)

The benchmark monetary-policy shock is identified in SVAR. The identified shock implied a certain paths
for the nominal interest rate and the nominal exchange rate.> Then the above defined nominal paths were
treated as exogenous, and studied the impulse responses of the above models to these trajectories

In this section we perform the same exercise with our DSGE models. As previously, our impulse responses
calculated by a model version parameterized with the estimated mean values of the inflation-targeting period
(see Figure 17)

In the short run, price and real exchange rate reactions of our model to the above shock are rather similar to
that of other models. In our model consumer prices are less responsive than in other models in the longer
run. However, the behavior of consumption and real wages are quite different in our DSGE model and in
NEM and SVAR. In the DSGE model the exogenous monetary contraction is followed by a slight decrease of
real wages, while in the other models real wage first increases. This difference is due to the different structures
of equations related to labor market. In the DSGE model the labor-supply equation implies that a decline of

8 The monetary shock is described as an approximately 0.4 percentage point increase in (annual) nominal interest rate and an accompanying 0.7 percent
appreciation of the nominal exchange rate.
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Figure 6
Gov't spending shock
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Monetary policy rule shock
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Figure s ESEEEGEEEEET——
Financial premium shock
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Consumer price markup shock

P(sol), e(dash), q(dot) w(sol) piw(dash) piwhat(dot) pi(sol) pihat(dash)
0.5 T 0.5 2

(| RS —
RN
. -1 :
0 10 20 0 10 20 0 10 20
c(sol) c o(dash) x(sol) m(dash) i(sol) k(dash)

-0.5 -0.2
0 10 20 0 10
GDP(sol) I(dash) n(dot) int(sol) real int(dash) Q(sol) b(dash) rk(dot)
0.5 1 T 2 T
i < _E —_—— il i
0 : 0.5F X T 0 'y’—’%‘,'»"“""‘
T o} — P R B—
-0.5 : -0.5 : 4= :
0 10 20 0 10 20 0 10 20

MNB WORKING PAPERS e 2008/9 33



MAGYAR NEMZETI BANK

Figure 10
Export price markup shock
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Figure 11 e
Labor market shock
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Figure 12
Preannounced nominal depreciation (crawl) shock
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Figure 13 I———
Import price shock
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Figure 14
Export demand shock
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Figure 15
Investment shock
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Figure 16
Consumption preference shock
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hours always accompanies with a decline of real wages. On the other hand, in the NEM model the decline of
nominal wages is smaller than that of prices, hence real wages increase. This phenomenon partly explains the
divergent reaction of consumption, since in both models consumption is directly influenced by real wages.

Regarding the behavior of investments one can detect larger qualitative differences. In SVAR, NEM and
5GAP models a monetary tightening is followed by an investment fall. In our model there is only a slight
drop in investments in the first few quarters and then they start to increase. The reason for the increase in
investment lies on the special shape of the interest rate and nominal exchange rate evolution. As shown in
Figure 7 monetary policy shock leads to lower investments. In this exercise, however, an additional (positive)
risk premium shock should enter to capture the exogenously given nominal exchange rate dynamics. More-
over, nominal interest rate is less persistent here. Hence, forward looking agents expect monetary tightening
to cease out and thus, the immediate drop in investment is subdued and the positive financial premium shock
after the second quarter also pushes investments higher. Furthermore, as there is an adaptive learning on
underlying inflation, agents perceive monetary tighteting as a temporary decrease in perceived underlying
inflation, which also reduces rental rate of capital, at least in the medium run.

Finally, there is some difference in the response of net exports: in contrast with NEM net expors only show
a transitory decline in the DSGE model.
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Figure 17
The effects of a monetary shock in different models for Hungary*
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6 Variance decomposition

Variance decomposition are calculated with parameters describing the inflation targeting regime. Therefore,
it is not surprising that the trend depreciation shock (y,) does not influence forecast errors, as in this regime
this observed shock is constantly kept zero. The results of the unconditional (long run) variance decomposi-
tion are summarized in 7able 7, while forecast error variance decompositions are shown in Tables 4-6.

Consumer price inflation is affected in two channels: one through the perceived underlying inflation (7, =
—dq,), and one through changes in cyclical inflation (7,). An interesting feature that in the long run per-
ceived inflation is mostly explained by consumer price markup and labor market shocks. Productivity, in-
vestment and preference shocks are also important. As shown before, consumer preference shocks are related
to financial deepening or fiscal stimulus (through transfers). That is, inflationary perception is also affected
by the changing pattern in consumption demand. The second factor of inflation, the cyclical one is also
driven by the above shocks, though here, consumer price markup shocks plays more significant role and the
labor market shock is less relevant. That is, consumer price markup shocks have more explanatory power for
cyclical inflation, while labor market shocks have more influence on the long term inflationary perception
of agents. Cyclical nominal wages (7") are governed by their own shocks both in the long and in the short

run. This might indicate the model has rather limited ability to explain nominal wage fluctuations.’

In the long run, the cyclical behaviour of real exchange rate is explained by financial premium, foreign import
price, labor market, export demand and export price markup shocks. In the shorter run, however,real
exchange rate movements are almost entirely driven by financial premium shocks. though consumer price
markup and monetary policy rule shock gain some importance.

In the shorter run the nominal interest rate is explained by consumer price markup and monetary rule
shocks. In addition, productivity, preference, financial premium and the labor market shock gain importance
in determining monetary policy in the long run. Interestingly, financial premium shocks has only a limited
effect on interest rates in the short run. That is, monetary policy tried to react to foreign interest rate
fluctuations and changes in risk premium mostly in a longer time span.

Real wages are governed by foreign shocks (foreign demand and export price markup shocks) showing that
in a small, open economy, there is a close link between real wages in the export and in the domestic sector.
Productivity shocks effects almost all real variables except for investments (consumption, imports, demand
for labor and the rental rate of capital (?f)). The export-demand shock (x7) is important in explaining the
behavior of exports, import and labor demand of the export sector, real wages, but prices are isolated from
this shock. Generally real variables are driven by productivity and export demand shocks. Not surprisingly,
this result shows that in a small open economy, like Hungary, these are the prime determinants of output
fluctuations. The overwhelming role of investment shock in investments and capital determination might
show that the model is not very efficient in explaining investment behavior in Hungary.

In all horizons, financial premium and monetary shocks have only a negligible effects on real variables except
for the real exchange rate. They mostly influence the cyclical components of real and nominal exchange rate
and the nominal interest rate. Real effects of financial premium and monetary-policy shock are only minor,
which is in contrast with eurozone estimates of Smets & Wouters (2003). This conforms to Vonnak (2007)
and Jakab et al. (2006) that monetary policy’s effects in Hungary are rather limited on output.

The government consumption shock plays only a minor role in determining real variables in the short run,
the only exception is the import demand of the domestic goods producing sector. In the longer run, imports
and labor demand is only influenced in a limited extent by this shock. This might indicate that fiscal policy
mostly affected the economy in indirect ways, through transfers, tax and regulated price changes etc., and
not by direct purchases of goods and services.

% This serves partly as a motivation to extend this model by a more detailed labor market setup. Jakab & Kénya (2007) insert search and matching
frictions into a simplified version of this model.
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Table 4

Forecast error variance decomposition t =1 (one quarter) *

g P o5 x A o, o o & g oo g Qg
# | 07 02 00 07 82 80 09 06 11 06 02 00 18 00 00
2 | 00 01 00 54 58 00 02 81 01 01 00 00 01 00 00
¢ | 01 01 00 04 08 02 97 04 06 04 01 00 01 00 00
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@ o1 10 00 13 12 11 21 09 93 02 13 00 03 00 02
@ |00 01 00 02 01 56 9.1 03 03 02 00 00 00 00 00
% | 00 00 00 84 10 00 00 155 00 00 00 00 00 00 00
md | 116 36 00 43 683 00 20 02 22 46 01 00 32 00 00
me | 06 23 00 343 536 00 09 54 02 25 01 00 02 00 00
[ | 120 39 00 11 65 07 22 02 L1 60 09 00 24 00 00
I |04 53 00 239 514 03 37 54 00 87 07 00 00 00 00
A, | 13 20 00 35 150 06 111 37 03 38 05 571 11 00 00
B, |00 00 00 00 01 02 01 00 00 00 00 00 209 00 787
I 00 00 00 00 03 07 03 00 02 02 02 00 979 00 00
b, |29 217 00 147 417 00 09 142 06 25 01 00 08 00 00
Q |01 03 00 21 19 348 06 26 01 23 343 00 120 79 12
7 | 63 11 00 110 740 08 03 21 07 21 04 00 13 00 00
P |00 01 00 54 58 00 02 8. 01 01 00 00 01 00 00

* Calculated at mean parameter values.
*dq,=—x, inIT.

40  MNB WORKING PAPERS e 2008/9



VARIANCE DECOMPOSITION

Table 5

Forecast error variance decomposition t =4 (one year) *

g Py & A b, or o & @ w o d g
Z |08 02 00 13 99 715 32 18 35 13 06 00 58 00 Ol
A |00 01 00 90 62 00 05 86 01 02 00 00 Ol 00 00
¢ |01 01 00 04 07 03 %2 07 07 05 01 00 02 00 00
A |10 03 00 21 135 577 48 29 55 21 09 00 90 00 0l
w09 03 00 18 16 620 46 26 51 18 09 00 84 00 0l
g, |01 09 00 67 08 110 05 00 14 728 44 00 12 00 03
& |00 14 00 50 02 12 00 03 03 8.4 57 00 01 00 02
de, 00 07 00 29 01 23 0l Ol 03 82 70 00 02 00 Ol
i, |06 04 00 08 85 341 29 19 31 49 374 00 53 00 00
&o |18 27 00 62 213 68 444 80 12 57 07 00 L1 00 00
¢ |02 20 00 21 25 18 44 19 824 05 10 00 08 00 04
@ |00 01 00 02 01 33 955 04 02 03 00 00 00 00 00
%, |00 o1 00 479 46 00 05 463 01 02 00 00 01 00 00
md |74 50 00 75 460 05 100 18 70 54 01 00 93 00 00
me |03 25 00 367 259 00 29 295 03 17 01 00 02 00 00
[“ |81 35 00 14 492 21 171 10 33 61 12 00 71 00 00
I+ o2 35 00 213 226 03 190 251 02 73 05 00 00 00 00
A, |04 14 00 20 50 08 253 59 03 31 04 540 13 00 00
F, |00 00 00 00 03 07 04 00 03 03 01 00 436 00 543
[ lot o1 00 00 08 17 13 02 08 08 02 00 939 00 0.
b, |13 183 00 316 182 00 30 225 13 22 00 00 16 00 00
Q |06 07 00 08 91 333 33 L1 20 44 158 00 257 21 11
7¢ |42 10 00 163 518 26 L1 149 21 27 06 00 27 00 0.1
Pr |00 02 00 160 76 00 10 744 02 03 00 00 02 00 00

* Calculated at mean parameter values.
“dg, =—m, inlT.

MNB WORKING PAPERS e 2008/9 41



MAGYAR NEMZETI BANK

Table 6

Forecast error variance decomposition t = 10 (ten quarters) *

g Py & A o, or b & @ w m d g
# |09 03 00 13 114 688 33 24 37 13 06 00 59 00 Ol
#* |01 02 00 101 68 00 06 8.7 02 02 00 00 02 00 00
¢ |01 01 00 05 08 03 958 09 07 05 Ol 00 02 00 00
z* |08 03 00 26 105 381 101 38 103 31 18 00 181 00 05
~ |08 03 00 18 108 562 62 28 64 20 11 00 IL1 00 03
g, |01 23 00 123 08 110 09 02 25 636 35 00 22 00 07
& |02 32 00 66 29 30 15 21 09 723 47 00 23 00 03
de, |00 07 00 28 03 25 03 02 05 83 69 00 05 00 Ol
i, |06 04 00 09 79 259 76 32 72 79 248 00 134 00 02
&o |12 20 00 45 151 73 561 69 09 45 05 00 08 00 0l
¢ |03 42 00 49 43 19 102 42 659 06 07 00 20 00 09

00 01 00 o041 0.2 28 958 04 0.2 0.3 0.0 0.0 00 00 O0u1
00 02 00 412 57 0.0 1.9 499 04 0.4 0.0 0.0 02 00 01
62 63 00 76 394 14 133 20 7.6 55 0.1 00 105 0.0 o011
02 28 00 334 239 00 39 336 03 1.5 0.1 0.0 02 00 0.0
61 27 00 12 372 24 343 11 2.8 4.6 1.0 0.0 66 00 0.0
01 29 00 169 169 02 331 228 05 6.0 0.4 0.0 02 00 00
02 10 00 12 23 0.8 428 4.1 0.2 2.0 02 443 10 00 00
01 01 00 0.0 1.0 1.8 21 0.3 1.3 1.1 0.1 00 587 00 334
01 03 00 00 1.7 3.0 4.7 0.7 3.0 2.2 0.2 00 836 00 04
07 177 0.0 400 105 0.2 71 163 21 2.6 0.0 0.0 28 00 00
04 06 00 0.6 71 208 6.1 2.0 4.2 4.5 8.6 00 431 1.1 0.8
40 09 00 154 490 3.6 1.1 168 23 2.7 0.6 0.0 31 00 0.6
00 02 00 224 73 0.0 22 665 04 0.4 0.0 0.0 02 00 02

o~

R,

TR OLTTRIE N fr e A

e a0

* Calculated at mean parameter values.
“dg =—m, inlT.
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VARIANCE DECOMPOSITION

Table 7

Unconditional variance decomposition ~ *

g P o3 o A o5, 0 o & &y oy fg g
# |08 04 00 13 110 652 41 26 44 14 07 00 80 00 0.
#* |01 02 00 102 68 00 06 816 02 02 00 00 02 00 00
¢ o1 01 00 05 07 03 958 09 08 05 01 00 02 00 00
A% |07 08 00 24 100 322 105 41 99 26 18 00 236 00 13
= |08 06 00 17 106 516 68 32 67 19 12 00 144 00 06
G, |03 129 00 308 44 42 91 65 24 238 12 00 38 00 08
& |04 56 00 73 64 45 137 58 65 333 27 00 119 00 19
dé, |00 07 00 28 03 25 03 02 05 849 68 00 08 00 02
i, |o5 06 00 14 75 243 79 31 71 77 225 00 166 00 08
o |11 32 00 76 136 68 523 67 10 45 05 00 22 00 06
& |04 131 00 246 63 07 177 84 243 16 02 00 10 00 16
&, |00 03 00 06 02 28 933 05 02 04 00 00 10 00 05
% |01 12 00 407 56 01 25 467 05 07 00 00 15 00 03
md |43 104 00 179 284 12 136 49 61 49 01 00 81 00 03
me |02 31 00 334 26 00 41 333 03 16 01 00 02 00 00
[ |57 25 00 12 349 23 375 12 28 45 09 00 64 00 0l
I+ |02 58 00 210 148 03 307 200 10 54 03 00 05 00 Ol
A, |02 28 00 53 26 07 438 43 06 19 02 367 08 00 0.1
B |o1 06 00 02 21 29 112 12 61 38 01 00 545 00 173
I |o1 03 00 o1 19 32 79 10 47 31 02 00 764 00 11
b, |05 183 00 386 71 04 159 107 32 35 00 00 13 00 05
Q, |04 06 00 05 63 184 60 19 41 42 76 00 483 10 07
FEo136 13 00 148 451 34 23 157 25 26 06 00 67 00 13
P |01 13 00 23 71 01 27 621 05 08 00 00 16 00 03

* Calculated at mean parameter values.
“dg, =—m, inlT.
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7 An alternative model without real time adaptive
learning

Disinflation was endogenously detemined by an adaptive learning mechanism in the model outlined above
(henceforth called Baseline Model) In the baseline model the underlying component of inflation was made
endogenous by introducing an adaptive learning scheme.

It should be emphasised that the solution in the Baseline model does not assume non-rationality: agents take
into account that inflation has a permanent component (on top of the exogenously set rate of currency de-
preciation in the crawling peg regime) and all agents fully index their prices and wages to it first. Optimizing
agents set their prices and wages to the optimal level, so this is simply a convenient way of writing Phillips-
curves.

As mentioned before, this solution enabled us to explain long term variance of inflation without adding an
extra shock. A natural question arises: what are the consequences of choosing this type of *filtering’. One can
suspect that inserting the adaptive learning of perceived underlying inflation’ would have created an intrinsic’
inertia in both price and wage setting and indexation parameters are estimated to be low. For this purpose,
we estimated an alternative model which filters inflation in a different way. The ’intrinsic’ inertia in price
and wage setting was switched off and an extrinsic’ shock was introduced .

As an alternative model, we experimented with estimating the model by estimating the shock of *perceived
underlying inflation’ with Bayesian methods. For this, raw inflation data were simply demeaned after sub-
stracting the exogenous rate of crawl. Then, equation (72) was switched off and a simple equation determining
the change in *underlying’ inflation (see equation (53)) was used. This way, the model was estimated on the
same data set as the Baseline Model.

dq_t =Xe (53)

As mentioned before, in the alternative model the shocks to the *perceived underlying inflation’ was estimated
and the learning rule was switched off. Apart from this, the model has the same properties as the baseline
model. The alternative model was then estimated by Bayesian method with exactly the same prior distribu-
tions and number of draws that of the Baseline Model. The only exception is that the gain parameter (g)
was set to zero and that the standard error of the ’perceived underlying inflation’ shock was given a prior of
Inverse Gamma distribution with mean 0.5 and degrees of freedom of 2. Table 8 and 9 show the estimation
results of the alternative model.

Almost all estimated structural parameters in the alternative model were found to be very close to that in the
Baseline Model. The only slight difference is a lower degree of indexation in consumer prices for the inflation
targeting regime. Hence, one can conclude that the role of intrinsic’ inertia in the Baseline Model was not
generated by the way of how ’perceived underlying’ inflation is formed.
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Table 8

AN ALTERNATIVE MODEL WITHOUT REAL TIME ADAPTIVE LEARNING

Estimated parameters of shocks in the alternative model

Prior distribution

Baseline model
Estimated posterior

Alternative model
Estimated posterior

Type Mean  Stand. err. | Mode Mean  90% prob. int. | Mode Mean  90% prob. int.
Standard errors
productivity o4 | LGam. 05 7 7080 2152  [182255] | 2057 2110  [1.78,251]
export demand o, | LGam. 05 2% 2352 2464 [2062.95] | 2345 2456  [2.07,2.92]
cons. pref. o, L.Gam. 0.5 2% 0.146  0.203 [0.11,0.33] 0.151  0.213 [0.12,0.33]
cons. price markup o, I.Gam. 0.5 2% 0.397  0.420 [0.34,0.52] 0.351  0.380 [0.28,0.50]
export price markup o, | LGam. 0.5 2% 1.873 2182 [1.64,2.87] 1.862  2.198 [1.66,2.92]
labor market 0 | LGam. 05 2+ 0.824 0922  [0.65126] | 0755 0862  [0.59,1.21]
labor market ol | LGam. 0.5 2% 0.609  0.932 [0.54,1.42] 0.662  1.016 [0.58,1.57]
investments o, | LGam. 05 2 0969 1003  [076,127] | 0945 0979  [0.74,1.24]
Equity premium o) I.Gam. 0.5 2% 0.167  0.393 [0.11,0.99] 0.167  0.393 [0.10,1.30]
policy rule o | LGam. 05 2+ 0574 0602  [0.48076] | 0573 0601  [0.48,0.76]
policy rule ol | LGam. 05 2+ 0229 0247  [0.19032] | 0.190 0210  [0.13,0.30]
fin. premium 0';'; I.Gam. 0.5 2% 0.221 0.372 [0.17,0.67] 0.237  0.366 [0.17,0.65]
fin. premium ot | LGam. 05 2+ 0486 0.666  [036,1.06] | 0340 0506  [0.27,0.85]
employment o, | LGam. 05 2% 0369 0383  [030049] | 0341 0357  [0.27,0.46]
perceived underlying o, L.Gam. 0.5 2% Fixed at 0.12 0.415  0.456 [0.29,0.67]
inflation
Autoregressive coefficients

productivity o4 | Beta 08 01 0577 0552  [043,068] | 0530 0507  [0.38,0.63]
export demand Px Beta 0.8 0.1 0.616  0.625 [0.51,0.73] 0.617  0.621 [0.50,0.73]
cons. pref. P Beta 0.8 0.1 0.833  0.767 [0.60,0.88] 0.830  0.758 [0.60,0.88]
labor market /Or[aj Beta 0.8 0.1 0.486  0.480 [0.32,0.64] 0.501 0.498 [0.33,0.66]
labor market lofuf Beta 0.8 0.1 0.797  0.661 [0.43,0.87] 0.779  0.656 [0.44,0.86]
export markup Px Beta 0.5 0.15 0.317  0.318 [0.15,0.50] 0.308  0.308 [0.15,0.49]
investments Pr Beta 0.8 0.1 0.497  0.488 [0.33,0.65] 0.490  0.484 [0.33,0.65]
fin. premium p;’; Beta 0.8 0.1 0.899  0.833 [0.69,0.93] 0.895  0.837 [0.71,0.93]
fin. premium Iofgtr Beta 0.8 0.1 0.872  0.820 [0.70,0.92] 0.907  0.853 [0.75,0.94]
employment on | Beta 0.8 0.1 079 0770  [0.64089] | 0824 079  [0.67,0.91]
perceived underlying o, Fixed 0.53 0

inflation

Table 9

Estimated structural parameters in the alternative model

Prior distribution Baseline model Alternative model
Estimated posterior Estimated posterior
Type Mean  Stand. err. | Mode Mean  90% prob. int. | Mode Mean  90% prob. int.
Utility function parameters
consumption o Norm. 2.00 0.40 1.680  1.814 [1.18,2.46] 1.812  1.807 [1.16,2.47]
habit h | Beta 0.75 0.15 0597 0.646  [045083] | 0546 0619  [0.42,0.81]
Price and wage setting parameters
ind. cons. prices 19;; Beta 0.60 0.20 0.873  0.821 [0.63,0.96] 0.783  0.756 [0.52,0.94]
ind. cons. prices 19;‘ Beta 0.60 0.20 0.416  0.431 [0.22,0.66] 0.280  0.328 [0.13,0.56]
ind. exp. prices 19’7 Beta 0.60 0.20 0.215  0.290 [0.10,0.55] 0.201  0.281 [0.10,0.53]
ind. exp. prices 19;[ Beta 0.60 0.20 0.383  0.494 [0.18,0.83] 0.380  0.481 [0.18,0.82]
ind. wages 1917 Beta 0.60 0.20 0.112  0.169 [0.05,0.34] 0.105  0.166 [0.05,0.34]
ind. wages 193 Beta 0.60 0.20 0.107  0.185 [0.05,0.40] 0.121 0.211 [0.06,0.44]
Calvo cons. prices y;’ Beta 0.50 0.20 0.939  0.938 [0.92,0.96] 0.924 0918 [0.89,0.94]
Calvo cons. prices }/Zi’t Beta 0.50 0.20 0.929 0921 [0.88,0.95] 0932 0922 [0.88,0.96]
Calvo exp. prices  y;” | Beta 0.50 0.20 0.850  0.824 [0.75,0.89] 0.851  0.823 [0.74,0.90]
Calvo exp. prices  y!* | Beta 0.50 0.20 0.827 0810 [0.73,0.89] 0.829  0.808 [0.73,0.89]
Calvo wages 7S | Beta 0.50 0.20 0714 0698  [0.580.81] | 0.690 0.662  [0.550.77]
Calvo wages y;‘ Beta 0.50 0.20 0.711  0.657 [0.46,0.88] 0.679  0.617 [0.44,0.81]
Other parameters

exp. elasticity 0, Beta 0.50 0.10 0.510  0.534 [0.40,0.67] 0.504  0.530 [0.40,0.67]
exp. smooth. b, | Beta 0.75 0.15 0503 0507  [0350.66] | 0.486 0492  [0.34,0.64]
ir. smooth. ¢ U(©,1) 0.50 0.29 0.766  0.761 [0.67,0.84] 0.675  0.679 [0.53,0.80]
policy rule ¢, Norm.  1.50 0.16 1.375 1379 [1.12,1.65] 1417 1394 [1.14,1.65]
gain g Beta 0.167 0.03 0.229  0.234 [0.17,0.30] fixed at O
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Figure 13 I———
Productivity shock in the baseline model and in the alternative model *

ons

(a) Inflation(7t,) (b) Wage inflation (#7")

o

L2 4 s 6 7 s 9 momozonou 1

(c) Real wage (@,)

o0

[T T S S A R O T TR T R TR'] L2 3 4 s 6 7890

(¢) Consumption (¢,) () Investments (i[)

* solid: baseline model, dashed: alternative model

7.1 A COMPARATIVE IMPULSE RESPONSE ANALYSIS

A comparative impulse response analysis between the alternative and the baseline model is also performed
with the same setting of shocks as described before (see Figure 17 - 21). Generally, most of the impulse
response functions are close to each other. One can observe slight differences in nominal wage reactions: in
the alternative model wages are somewhat more flexible. Moreover, consumer prices in the alternative model
generally respond to a lesser extent. This can be explained by two factors. First, the degree of price indexation
is somewhat higher in the alternative model. Therefore, prices move less in the short run as inflation changes
only gradually. The second factor lies exactly on the learning properties of *perceived underlying inflation’.
While in the baseline model, *perceived underlying inflation’ is also modified for a prolonged period of time, it
does not change in the alternative model. Therefore, the alternative model generally features a more modest
reaction in prices. In turn, this also modifies the evolution of real wages.

A monetary policy rule shock leads to a weaker drop in inflation in the alternative model. The evolution of
real wages are markedly different under productivity, government spending shocks. It can also be observed
that investments respond to a smaller extent in the alternative than in the baseline model.
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AN ALTERNATIVE MODEL WITHOUT REAL TIME ADAPTIVE LEARNING

Figure 19

Gov't spending shock in the baseline model and in the alternative model *
(a) Inflation (7%,) (b) Wage inflation (#}")
M e
(c) Real wage (@,) (d) GDP,

ao0s

s

s

(e) Consumption (¢,) (f) Investments (I;)

* solid: baseline model, dashed: alternative model
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Figure 20

*

Monetary policy rule shock in the baseline model and in the alternative model

s

(a) Inflation (7,) (b) Wage inflation (%)

(c) Real wage (@,)

P2 s 4 s 6 7 s 9 omomomown

(e) Consumption (¢,) (f) Investments (I:)

*solid: baseline model, dashed: alternative model
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AN ALTERNATIVE MODEL WITHOUT REAL TIME ADAPTIVE LEARNING

Figure 21

*

Consumer price markup shock in the baseline model and in the alternative model

I

(c) Real wage (@,) (d) GDP,

‘‘‘‘‘

(e) Consumption (¢,) (f) Investments (I~z )

*solid: baseline model, dashed: alternative model
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Figure 22 |

*

Labor market shock in the baseline model and in the alternative model

(a) Inflation (72,) (b) Wage inflation (7})

(c) Real wage (@,) (d) GDP,

s
o
o] ¥ N
N n
n .
s
o
02
0

P23 4 s 6 75 9 owomow o

(e) Consumption (¢,) (f) Investments (INI)

*solid: baseline model, dashed: alternative model
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AN ALTERNATIVE MODEL WITHOUT REAL TIME ADAPTIVE LEARNING

Forecast error variance decomposition, model without adaptive learning t = 1 (one quarter) *

8, IN’;"* X X A, 0, o 07 & &y &7 & 5§ 5? &y,
7T, 0.7 02 7.7 1.1 78 718 2.1 1.0 22 1.1 0.1 0.0 441 00 041
7y 0.1 0.1 0.0 5.5 54 00 02 885 0.1 0.1 00 00 oO1 0.0 0.0
7y 02 02 0.6 0.8 1.6 00 935 08 1.1 0.7 0.1 00 05 00 00
" 00 00 1000 00O 00 0O ©0O 00O 0O 00 0O ©00 00 00 00
7| 05 0.1 345 08 55 509 15 07 1.5 0.8 0.1 00 29 00 00
q, 0.0 1.0 0.6 4.1 00 4.1 00 02 03 85 39 00 01 00 02
é, 0.0 1.1 0.4 36 0.1 07 00 04 01 8.3 42 00 00 00 02
de, 0.0 1.1 0.4 36 0.1 67z 00 04 01 8.3 42 00 00 00 02
i, 0.3 0.1 0.8 0.3 37 320 10 05 09 23 560 0.0 19 00 00
cre 50 4.6 0.1 77 558 19 139 24 1.0 60 05 00 1.2 00 00
¢ 0.1 1.2 0.0 1.5 09 05 20 1.0 912 04 07 00 03 00 02
D, 0.0 02 0.0 05 05 37 935 05 05 04 00 00 01 0.0 0.0
X, 00 0.0 00 8.6 09 00 00 154 00 00 00 00 00 00 00
771;” 120 3.7 0.0 45 682 00 22 02 23 37 00 00 31 0.0 0.0
77zj‘ 0.6 23 00 352 532 00 09 54 02 20 o1 00 02 00 0.
l:d 125 4.0 0.1 1.2 706 02 21 0.3 13 47 05 00 27 00 00
ZNI" 05 55 0.0 246 525 0.1 38 57 00 69 04 00 00 00 00
7, 14 22 0.1 37 157 01 104 39 04 34 02 59 15 00 00
lét 0.0 00 0.0 00 00 00 0O 00 00O 00O 00 0O 209 00 789
INE 00 0.0 0.0 00 0.1 0.1 0.1 00 0.1 02 0.1 00 992 00 00
1;[ 3.0 221 0.0 149 413 00 09 145 06 20 00 ©00 07 00 00
Q 00 02 1.8 39 08 264 04 54 00 41 276 00 146 133 15
?f 6.4 1.2 0.0 113 738 04 04 22 09 1.7 02 00 14 00 00
Pr 0.1 0.1 0.0 5.5 54 00 02 885 0.1 0.1 00 00 oO1 0.0 0.0

* Calculated at mean parameter values.

7.2 VARIANCE DECOMPOSITION IN THE ALTERNATIVE MODEL

As far as variance decompositions are concerned, one can observe that inflation is highly determined by the
shock to the *perceived underlying inflation’, both in the short and in the long run (see Table 10-13). In the
long run, more than 90 per cent of variance of inflation is explained by the consumer price markup and
the ’perceived underlying inflation’ shock. Disturbingly, the shock to the ’perceived underlying inflation’
explains the variance of cyclical inflation by more than 25 per cent in 1 year and by around 80 per cent in the
long run. Hence, the alternative model gives very little explanatory role for all other shocks. This is in sharp
contrast to the case with the baseline model, where only around 52 per cent is explained by the consumer
price markup shock. This clearly shows, that the baseline model explains inflation to a larger extent by
structural shocks while in the alternative model large part of inflation variance can only be captured with
shifts in the Phillips curve (with exogenous - not modelled - shocks). That is, the endogenous learning process
in this baseline model was able to capture longer term inflation movements without introducing an additional
exogenous shock related to disinflation. At the same time, it was also shown that this solution did not biased
the indexation parameters downwards.

Similarly to the baseline model: real variables are highly influenced by external demand and productivity
shocks in the long run and the real effects of financial premium and monetary-policy shocks are found
negligible in the alternative model.
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Table 11

Forecast error variance decomposition, model without adaptive learning t =4 (one year) *

g P X X A, 0, 0¥ 07 & & £ &7 Ef E? &,
7, 06 02 277 1.8 6.2 396 5.1 20 48 20 02 00 96 00 02
ﬁf 0.1 0.1 0.0 9.0 5.6 0.0 0.6 842 0.1 0.2 0.0 0.0 0.1 0.0 0.0
ﬁtw 0.1 0.2 2.0 0.8 1.2 0.0 90.8 1.4 1.4 1.0 0.1 0.0 1.1 0.0 0.0
#* |00 00 1000 00 00 00 00 0O 00 00 00 00 00 00 00
n;‘** 0.5 0.1 40.4 1.5 5.1 326 4.2 1.6 4.0 1.7 0.2 0.0 79 00 0.2
q, 0.0 16 0.9 72 00 39 01 02 07 819 25 00 04 00 05
é, 0.1 2.0 0.4 4.9 0.6 0.4 0.2 0.9 0.1 872 2.8 0.0 02 00 03
de 0.0 1.0 0.3 33 0.2 1.2 0.1 0.4 0.2 882 4.6 0.0 02 00 0.2
i, 0.6 04 0.8 1.2 65 257 59 27 53 87 31.0 00 11.1 00 02
5[’“’ 1.9 29 0.2 6.6 21.0 24 460 9.0 2.0 5.5 0.3 0.0 21 00 0.1
E;’ 0.1 22 0.0 2.6 1.6 0.5 4.1 2.1 843 0.7 0.5 0.0 0.8 0.0 05
D, 0.0 0.1 0.1 04 0.1 1.6 954 09 06 05 00 00 01 00 00
x, 0.0 0.1 0.0 493 4.0 0.0 0.6 456 0.1 0.2 0.0 0.0 0.1 0.0 0.0
771? 7.6 49 0.0 79 439 0.2 11.5 2.0 7.3 4.5 0.0 0.0 100 0.0 0.0
m? 03 26 0.0 377 255 00 32 288 03 14 00 00 02 00 00
l;d 88 38 0.1 1.6 504 04 157 12 38 51 05 00 84 00 00
ltx 0.2 3.8 0.0 21.6 23.1 0.0 19.7 247 0.1 6.4 0.2 0.0 0.0 0.0 0.0
7, 05 1.6 0.1 2.1 5.3 00 223 6.1 05 30 02 5.3 20 00 00
E, 00 00 01 00 01 01 02 00 01 02 00 00 450 00 543
I~t 0.0 0.0 0.1 0.0 0.2 0.2 0.4 0.0 0.2 0.6 0.1 0.0 979 0.0 0.1
b, 14 190 00 310 170 00 34 234 13 18 00 00 17 00 00
Q 04 06 1.8 1.5 52 190 34 23 1.6 77 139 0.0 367 43 1.6
?tk 4.5 1.1 0.1 16.7 509 0.7 1.7 153 27 2.5 0.3 0.0 35 00 041
P[x 0.1 0.2 0.0 16.3 6.6 0.0 1.1 750 03 0.3 0.0 0.0 02 00 0.0

* Calculated at mean parameter values.
*dg,=—x, inlT.

skkk —_ -
T, =7, +7,.
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AN ALTERNATIVE MODEL WITHOUT REAL TIME ADAPTIVE LEARNING

Table 12

Forecast error variance decomposition, model without adaptive learning t = 10 (ten quarters) *

g P X x A, 0, 0¥ 07 & & & &7 Ef E? &,
7T, 04 02 494 1.2 44 262 38 14 35 1.5 02 00 74 00 04
ﬁf 0.1 0.2 0.0 10.1 6.1 0.0 0.6 824 0.2 0.2 0.0 0.0 02 00 00
7%:’ 0.1 0.2 4.2 0.8 1.1 0.0 88.8 1.4 1.3 0.9 0.1 0.0 1.1 0.0 0.0
7" |00 00 1000 00 00 00 00 0O 00 00 00 00 00 00 00
n;‘** 04 0.2 55.5 1.1 3.8 230 34 1.3 3.1 1.3 0.2 0.0 65 00 03
q, 0.0 37 1.3 121 0.6 3.1 0.2 1.1 07 737 19 00 05 00 09
é, 0.2 35 0.3 5.8 2.4 1.2 2.7 2.9 1.2 729 20 0.0 47 00 03
de 0.0 1.0 0.3 33 0.2 1.2 0.3 0.4 03 876 45 0.0 05 0.0 0.2
7, 05 03 0.6 1.1 51 19.0 9.1 29 74 128 229 00 176 0.0 07
5[’"’ 1.3 23 0.4 4.5 140 21 571 8.3 2.0 5.1 0.3 0.0 25 00 041
E;’ 0.2 46 0.0 6.4 2.5 0.4 8.4 42 696 0.8 0.4 0.0 1.3 0.0 1.2
D, 0.0 0.2 0.1 02 0.1 1.2 952 10 07 038 00 00 03 00 o1
x, 0.0 0.2 0.0 43.0 4.7 0.0 1.9 49.1 04 0.4 0.0 0.0 02 00 01
771? 63 59 0.1 82 366 04 151 20 8.2 4.7 0.1 0.0 125 0.0 0.1
m? 03 30 0.0 345 237 00 40 327 03 1.3 00 00 02 00 00
l;d 70 3.1 02 13 401 03 285 1.1 37 42 05 00 99 00 0.1
ltx 0.2 3.2 0.0 177 176 0.1 319 229 04 5.7 0.2 0.0 0.1 0.0 0.0
7, 03 1.2 0.2 1.2 26 00 345 46 03 22 01 508 21 00 00
E, 00 01 02 00 02 02 07 00 03 08 01 00 649 00 325
I~t 0.0 0.1 0.5 0.0 0.3 0.3 1.5 0.1 0.7 1.6 0.1 0.0 942 0.0 05
b, 08 184 00 381 95 01 76 178 23 22 00 00 32 00 00
(NQI 02 05 1.3 09 34 108 47 1.9 24 741 7.8 00 552 24 13
?f 42 1.0 0.2 157 477 08 20 176 32 29 03 0.0 37 00 0.6
P[’C 0.1 0.2 0.0 226 6.2 0.0 23 672 05 0.4 0.0 0.0 03 0.0 0.2

* Calculated at mean parameter values.
*dg,=—x, inlT.

sokok —_ A I
TCI - ﬂ[ +7T[
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Table 13

Unconditional variance decomposition, model without adaptive learning

g§ P X £ A, 0, 0% 07 & Efy &’ & Eﬁ E? &y,
7T, 0.1 0.1 83.6 0.4 1.3 7.6 1.3 0.5 1.1 0.5 0.1 0.0 32 00 02
7y 0.1 0.2 0.0 10.1 6.1 0.0 0.7 822 0.2 0.2 0.0 0.0 02 00 0.0
7y 0.1 02 17.9 0.6 0.9 0.0 758 1.2 1.2 0.8 0.1 0.0 1.1 00 0.0
T 00 00 1000 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 00 00
T 101 01 84.2 0.4 1.3 7.3 1.3 0.5 1.1 0.4 0.1 0.0 31 00 02
q, 03 137 4.8 284 4.1 1.1 8.6 8.0 1.9 232 05 0.0 46 00 07
é, 04 6.2 0.6 8.2 4.0 1.4 119 6.0 51 397 1.1 00 131 00 24
deé, 00 1.0 0.3 33 0.2 1.2 0.3 0.4 03 873 45 0.0 0.8 00 02
7, 05 07 0.6 1.8 48 175 8.6 3.0 70 124 206 00 213 00 14
e 1.1 33 4.8 66 122 19 512 78 1.8 4.9 0.2 0.0 40 00 03
¢ 05 147 0.1 262 53 02 151 98 237 18 0.1 0.0 08 00 17
D, 0.0 03 25 0.7 0.1 1.2 904 141 0.7 1.0 0.0 0.0 1.6 00 04
%, 0.1 13 0.4 41.8 4.6 0.0 25 455 05 0.7 0.0 0.0 21 00 04
771;1 43 104 0.2 177 260 03 145 55 6.4 4.3 0.0 00 100 00 03
771;‘ 03 33 0.0 345 234 00 42 324 03 1.3 0.0 0.0 03 00 00
l;d 6.7 3.0 0.9 1.3 384 03 300 11 3.5 4.1 0.4 00 101 00 0.2
ltx 02 65 0.2 216 152 01 28.8 204 1.0 5.2 0.1 0.0 06 00 01
7, 03 3.2 0.9 5.3 2.8 00 339 5.0 0.6 2.2 0.1 437 19 00 02
ét 00 05 13.9 0.2 0.5 0.4 3.9 0.5 1.7 3.1 0.1 00 614 00 137
I~[ 00 0.2 3.2 0.1 0.3 0.3 2.4 0.3 1.1 25 0.1 00 878 00 16
Z; 05 19.0 0.5 365 64 02 147 124 34 35 0.0 0.0 22 00 0.6
Qt 02 04 1.1 0.7 2.8 9.0 4.1 1.6 2.1 6.1 6.5 0.0 621 20 11
?f 38 14 0.4 152 441 0.8 25 165 3.2 29 0.3 0.0 75 00 15
pr 0.1 14 0.4 233 6.1 0.0 28 619 0.6 0.8 0.0 0.0 22 00 04

* Calculated at mean parameter values.
*dg,=—x, inlT.

skkk —_ -
T, =7n,+7,.
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8 Conclusions

In this paper we presented an estimated two-sector dynamic stochastic general equilibrium (DSGE) small-
open-economy model for the Hungarian economy. The specialty of the model is that agents’ perception
on underlying inflation is made endogenous by a real-time adaptive-learning algorithm. In addition, the
monetary regime shift occured in 2001 is explicitely takin into account. The model is estimated by Bayesian
methods. Throughout the estimations we explicitely took into account the fact that there were two different
monetary regimes in Hungary.

The model’s special feature is that inflation to which rule-of-thumb price setters partly indexate is gener-
ated by an adaptive learning mechanism. In this model, agents’ perception on ’underlying’ inflation heavily
influences long term inflation developments.

According to the estimates the Calvo parameters of consumer prices are similar to those estimated for the
euro-area. On the other hand, nominal wage rigidities are less important in Hungary than in the euro-
area. An interesting result is that the change in monetary regime mostly influenced the price indexation
mechanisms in the economy. Less role for indexation in consumer prices are estimated for the inflation
targeting regime than in the previous crawling peg regime. Wage indexation parameters are estimated to be
relatively low compared to euro zone estimates.

Interest-rate smoothing parameter is found significantly lower than the euro-area and US estimates. The real-
time adaptive learning process of underlying inflation works as an additional source of inflation inertia and
it is also important in the responses of real variables, as well. Adjustment cost of investment is found to be
higher usually found in the literature. This results in reactions of investment to shocks being close in magni-
tude of output or consumption. Comparing impulse responses with other DSGE models, monetary policy
and productivity shocks have qualitatively similar effect. The basic difference is that in this model invest-
ments are less responsive than usual in the literature. A crowding-out effect of a government-consumption
shock in the medium run is also found. Though, the presence of non-optimizer consumers create a weekly
Keynesian effect of fiscal shock in the short run.

Estimated impulse responses to an interest-rate shock was also compared to that of other estimated non-
DSGE models of Hungarian economy. The model produces similar real exchange rate response in the short
run, but we estimated a smaller consumer price adjustment in the longer run. Real responses were found to
be slightly different in this model.

According to variance decomposition, both the cyclical and the permanent Cunderlying’) component of in-
flation can be explained by productivity, investment, consumer preference and markup shocks. Unlike in
other estimated DSGE models estimated for disinflation periods, by introducing a simple learning scheme,
the model was capable to explain the disinflation process occured in Hungary. As suspected in a small, open
economy, real variables are highly influenced by external demand and productivity shocks in the long run.
Real effects of financial premium and monetary-policy shock are negligible, which is in contrast with euro-
zone estimates of Smets & Wouters (2003). However, it conforms to the results of Vonnak (2007) and Jakab
et al. (2006) that monetary transmission mechanism in Hungary works less through the change in output.

As a robustness check the estimates of an alternative model without endogenous real time adaptive learning
of “underlying inflation’ is also demonstrated. The estimated coefficients in the baseline and in the alternative
model are found to be relatively close to each other. The degree of indexation of consumer prices is esti-
mated to be slightly lower in the alternative model indicating that the presence of adaptive learning is not
responsible for an ’intrinsic’ inertia in inflation. Impulse responses are more or less similar in different model
specifications. Slight differences can be found with respect to nominal wage reactions and consumer prices.
Wages behave in a more flexible manner in the alternative model, while consumer prices generally respond
to a lesser extent in the alternative model than in the baseline model.
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However, variance decomposition shows that negliging information content of long-term movements of
inflation in a country with disinflation has serious consequences. It would lead to a model which can only
explain long term inflationary movements in a limited way. The exogenous shock (inflation target shock) is
responsible for a large part of inflation movements either in the short or in the long run.
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THE MODEL

Appendices

A The model

A.1 PRODUCTION

First, we show how to derive the log-linearized equations of the demand for production inputs. The marginal-
cost equation (5) implies that

1

mc = A7 [ds (7!6)1_8 +(1—2a,) (wfs)l_e] e

Log-linearizing it yields

~ rk 1_19 L wzg 1—£
—~ _ = ~ - ~z
mct-l—At_aS <mc5A> ¥ +(1—as) <mc5A> (th.

It can be expressed in the following way.

k SNE S 4 F
~ r _ [ mc + N
mc, +A, = = as< - > Y 1_f5 rtk
mc’ <y5 +fs> r Ae

zs SN\ @ A8
+w—_{(1—o‘zs)<m;> yis}zﬂjﬂ
mcs<y5+f5> w Ae

Substitute formula (6) and (7) for the expressions in curly brackets,

rkks i w75

—~ ~ ~
mc,+A, = 7+ w0,

P Ag)  me Ag)

Let us define
rkks

mc’ <y5 +f;> .

Homogeneity of the marginal cost function implies that

asz

1 wZSZS
—as:—_.
mc’ (ys+fs)
—~ ~k ~zs 7
mci =a 7+ (1—as)wtz —A,. (54)
Let us log-linearize (6),
Ls ~ —~ ~k yS ~S ~
/et—i-ut:@(mc‘i—rt>+#yt—(l—@)At.
7+

where it was used that Bﬁi =0. It is a corollary of equation (2), since it implies ﬁt = 01 ﬁt(i) di. Substitute
(54)

. s 3
+i, =p(l—ay) B5 — 7F) + —A,,
t ( t z) 1+, t
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where f, = f; /7. According to equation (30) rtk = U'(u,). Log-linearizing this formula yields rk?f’

U"(1)ud,. Since 78 =¥/ (1)u,

o= \P/(l) i, = Zﬁt.
Hence,
~S
_ ~zs _ wk vk,
ks_@(l—as)<‘wtzs rt>—¢r[ + T+ —A,,

which is identical to the log-linearized demand equations of (83) in section A.4. One can show the same way
that equation (7) implies that

NS ~ b ~zs ~k
Z =pay (rt — W] )—gbrt +

The cost minimization problem of producers of z° is the following.

K, (Wt,etPtm*,z;) =min W,[° +¢, P,

Iym;
subject to
oz=1 1 &z~1 1 oz~
s s _ -ez s -\ (s
<zt+/et> & =g (mt> e +(1—a,)es <lt> ez

where k} = z/® (zf) The Lagrangian is

t Zs

@z—1 1 @71 1 @z=1
W, +e,P" +¢ [(z;+kj)7 —a& (my) & —(1-a)e (I7) & ] :

The first-order conditions are

1o —1 -
thtS =ca” 8282 (ltS>E£Z ’

) _ 1 P 1 oz—1
e,P""m; =¢(1—ay)e (mj) e,
€z
This implies
e,— 1/ L ozt S ez-1
K, (W, e,P" 2} ) = W,I{ +e,P™" mi =¢ <afz (m?) & +(1=d)e (L) = >
ez
Ez— 1 s s gz
=c (Zt +l€t> ez |
e:
Hence the Lagrange-multiplier is
ez~ 1 -
g :KS(') (Z; +k;> ez
€z
Substituting it back to the first-order conditions results in
s - K() & s s\1-e.
I =4, <Wt> <zt +kt) , (55)
s - K() € s s\1—e.
mt:(l—as)< pW> (z+k) <. (56)
e,P]
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Substituting the above expression into the constraint of the minimization problem and rearranging it yields
the closed form solution of the cost function,

_1
K, (W,e, P, 20) = [a, W, +(1=a) (e,P1) 7| 7 (2 + k7).

t
The accompanying marginal cost function is

— IK, () _ [ds W[l—gz +(1—-a) (etl’[”*)l_‘@z] = <1+ 3k;> ’

t &’z;

az°

t

which is equivalent with equation equation (9) in section A.1. Substituting K into equation (55) and (56)
yields the input demand functions,

. [dswtl_@z +(1—a‘s)<qtptm*>1—@zi| i & | |
I =a, W, <zt+kt>’
[a;’wtl € 1 (1-a,) (%Pm*>1 @[] =L\ ¢
m _(1—/23) mx (Zt5+/€;>,
etPt

recall that w, = W, /P, and g, = P, /e,. The above two expressions are identical to equations (10) and (11) in
section A.1.

Define w?** = W**/P,. Then equation (9) implies that
1

wp = [aw e (1) (a.2)) ] 142, () + 29, (2)].

t

As above, one can show that
& =, +(1—a,) (§,+P7) +2

t t’

where

and

Log-linearizing z; yields
23 = [chfz (z)+2°® (ZS)] 25, = (2P (2%)%,,

where the second equation is a consequence of the assumptions ®,  (z°) =@/ (z°)=0. They also imply that
z®* = 1. Hence,

NS 2 x// NS ~

2 =)y ()2 =¢,%,.

As a consequence,

57 =, +(1-a,) (4, +P") + 4,5, (57)
o, =a'®, +(1—-a,) (4, +P"). (58)
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Equations (10) and (11) imply that

where
yi=7+72,(2).
Substituting formula (58) into the above expressions yields
P =0, (1-a) (4, +P" ~@,) +7;,
= ot (B =4, = P") +7]
These equations are equivalent with formulas (84) and (85) in section A.4, since
y‘s)?; = ZSZN; + [<I>ZS (zs)+zs<1>’zs (zs)] z;z”t = 252;,
and y* =z°.

Price setting

Equations (13) and (14) imply that

6
P
T— T
EZ’ =A dmc + Z (Bva) 'E, ATyT d< 1> ,
T=t+1 Pth

-1
P
0 T— T
2} =Ny + Z (Bra) "'E, dATyT< 1>
T=t+1 Pth

With some manipulations it is easy to show that 2 can be expressed in the recursive way of formula (15),

)\ e r\
0 d t+1 T—t—1 d T
Z! = Ny?mc? + By E, < 7 > > (Bra) T Ay me
Ht T=t+1 t+1Ht+1
i 0
_ Ao d Ht+1 1
me, +/6}/dE U gxﬂ )
t
Similarly, one can show that & tz can be expressed as in equation (16).
The log-linear version of equation (17) is
7 —_ld -
t 1— }/d t
where &, =7, — 7, =0, (m,_ —7,_y), 7 =P, —DP,_, and &, =1I,. Equation (14) implies that
_ apl 52
P, =5 -3,

The log-linearization of formulas (15) and (16) results in
~  ANyimcd .
Fl= — <A +yt + mc > + ByE, [977.’t+1 +g'gt1+1]
2= AOyddAO”’l : E £
t g, < +y +T[>+IB}/ I: )nt+1+ t+1]
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where it is used that IT/TIY = 1. Observe that
Ay4mcd AO ydrd
a1 52
hence combining expressions (60), (61) and (62) yields
P, = (1= Byg) (7! = 20) + ByE, [P | + BYE, [#i1].-
Formula (59) implies that

(1_/6}/0{)7

o M ~d ~
ﬂt:ﬁEt[ﬂt+1]+‘fdmct +U;s (63)

(1=Bya)(1=7a)
Yd

where
5d =

Formulas (54) and (57) imply that

and 0, = —fd%f.

~d ~b ~ ~ Smx
mc, =agi; +(1—ay)a; @, +(1—a,)(1—ay) (% +P )
~d >
+(1_ad) ZZt _At’
hence expression (63) is equivalent with the Phillips-curve equation (86) in section A.4.

As above, one can prove that the first-order condition of price setting in the export sector can be represented
by expressions (19), (20) and (21). Using the log-linear versions of the previous formulas and that of equation
(22), it 1s easy to show that price setting behavior of the export sector can be described by

vx* ~x*
;. =PRI+ Em (64)
where where 7% = 7% — 7 — @, (nx* — ) T = 13"* — 13"* I ﬁx*
t t t t—1 t—1)2 "t t t—1° "¢ t?
é’ 1 - ﬁ}/x x d ~X _é’ ~X
X - th
Vx

The log-linear version of equation (18) is
me =mc; +P,— & — P =imc; —§,— P,
Applying formulas (54) and (57) yields
me; = a 4+ (1- a)a, @, +(1—a,)(1—a, )P
— [ax +(1- ax)ax] g,+(1— ax)qsxif —ﬁtx* —gt.

Hence equation (64) is equivalent with formula (87) in section A.4.

A.2 OPTIMIZING HOUSEHOLDS

The representative household maximizes the objective function (23) subject to the budget constraint (24) the
investments equation (25), with respect to ¢,, B,, k, 1, I, and #,. The corresponding Lagrangian is given by

i f prob, (s 158 7 {U(2 () = be?_ )= V(L(GN} ds,

+Zﬂx{ () +PL(j)+B,0j(1+i,) " +P¥X*()j

=B, _1(j) = . X" () = Wo(DLG) = PyrF ()R, () = W, (7)) — Div, },
]l' .
+ZﬁAtQt{ 1) = (1= )k, (7) + |:1—‘I)1 <};t 8;)] ]t(])}>
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where A, and Q, are state dependent Lagrange multipliers and s, denotes the state of the world at date ¢ and
prob, (+) is the appropriate conditional density function.

Due to the existence of asset X the wage incomes of all households are the same. As a consequence, all
households choose the same solutions. Hence, index j is drooped from subsequent notations.

The first order condition with respect to c, is

PA, = prob(st|so)A‘t’ = prob(st|so)77§(c" —hc? )7°. (65)

t t—1
The first order condition with respect to B, takes the form of
BA :(1+it>/6t+1/1z+1» (66)

where (14:,)=1/ PtB . Combining equations (65) and (66) yields

A° A° A°
P—t =B+ zt)f prob(stJr1|st)—PtJr1 ds,., = BE, |: t+1:| .
t

t+1 Pt+l

where it is used that
prObt+1(5t+1|SO)

prob, (s, |s)

prob(s,1]s,) =

The above equation can be expressed as

1:(1+it)Et I:Dt—i-l,t] > (67)
where Ao p
. t+] t
Dt-‘rl:ﬁ] 0
! tPH'f

1s the stochastic discount factor.

The first-order condition with respect to &, ; is given by the following equation.

B'QA = ﬁt+1/1t+1 I:Qz+1(1 - &)+ "f+1”t+1 - (”t+1)] :
Substitute equation (65) into the above formula.

AO

Q=5 J prob(s, ;4[s;) Z—H [Qt-‘rl(l —-d)+ 7’t/€+1”t+1 - (”t+1)] ds,i1-
t+1
Qt = ﬁEt [Dt+1,t <Qt+1(1 - 3) + 7,;/6+1Zt+1 - <%t+1)>] . (68)

Equation (68) is equivalent with expression (29) in section A.2.

The first order condition with respect to 7, yields the following formula.

I I I
n.1 A\ 1,
0=p8'X 1-0, | — -9 | X— )| L=| -BA
b Qt[ [<Iz—1> 1<It—1>[t—1:| ph

I 1 2
77t+11t+1 nt+1]t+1
+/6t+1/1t+1Qt+1<D/I < 7 PR
t

t
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One can show, as previously, that it implies the following expression.

Iy L\ n'1,
Q, [1—<1>1<}7”>—<1>1<77f >’7f ]: (69)
[t—l ]t 1 [t—l

1 2
n +1 t+1 n +1[ +1
1_ﬂEt|: t+11Qt+1 < ; 7 > ; : .

2
: 5

The above equation is equivalent with expression (28) in section A.2.
Finally, the first order condition with respect to #, is given by

rtk =U'(u,). (70)
This expression is the same as formula (30) in section A.2.

Log-linearization of formulas (67) and (70) is straightforward. Let us log-linearize expression (69). First,
observe the steady-state form of the formula.

Q[1-&;(1)-¥(1)] =1-BQ¥(1)
Since, by assumption, ®;(1) = ®(1) =0, the previous equation implies that Q = 1. Define

dé/( f t— 1> nt[t]t 11

>
dx .
(77121![::1!1:—1:[)

p(x) =

where x = r] [,I ., and

sdpsdy_qs
/ 2 _
PN ('7t+1 1l >77t+11t+11t
()= 5 ’
(77£+1:1:1[+1:1,1£:1)

where y =7, +1’] i1151;- Since Q =1 and &;(1) = @/(1) = 0 the log-linear version of equation (69) takes the

form of
Q= ulI, = pld, )T,y = p (n]) i1 =
= But (I )IE, [L] = But (DI, = Bt (n',,) E, [7,.] -
Observe that <I>’[’(1) <I>;’(1)
pl)=—=,  pl)=-——, u(n)=2/0)
furthermore, , .
f )= CI)’T(D, pr(l)= —q)ll(l), * (ni4,) = 870,

Asa consequence,

) (1)(1+ B), = ®)(){BE, [, ] +1,_, -7+ BE, [#,,]} + Q..

The above expression is equivalent with equation (78) in section A.4.

The log-linear version of equation (68) is given by

Q(1-J)E, [Qz“} +r*uE, [ T +”t+1] U'(VE, [#,44]
Q1= &)+ rku — (1) '

~

Q —E, I:[)H-l,l] =
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Since Q =1, # =1, ¥(1) = 0 and equation (70) implies that »* = ¥’(1), it takes the form of
k
1-4 r b

1—3+1’kEt [ét—i—l] + -E I:TH-le .

Qt_Et |:[)H-1,1:| = —o+rk "

The log-linearized version of equation (67) implies that

i —mg=E [Dt+1,t] )

hence .
1-4 ~ ~ r
N _ ‘o _ A
i, —E, [”t+1:| = —o+ rkEt [Qt+1] Q, + —s+ rkEt [7t+1:| .
The above equation is equivalent with formula (77) in section A.4.
A.3 WAGE SETTING
First order conditions (34) and (35) imply that
W SN
_ T w T lw
DB TE Ny | | oI
£ w t Wt(] )HITZ)?; PT St
6 W & 1(7)?
v - T ALY
G B I | i | 057 |
0, —1 ; t W, | T W)

where AIT = (a_)oxl"T + c&”%'f) / (° + ") Substituting the demand equation (33) for /(7 results in

bu Tw
= — WT HT,t w Al
Z(Vwﬁ)T ‘E, |7 ( ; ) W, TrArwr | =

T=t

0,+—1 Iw \ ~
o0 W W)\ W, II
T— T wal t Tt _
2" 'Es lT(WH“”) TTATwT< % > ( W, -

T=t LTt t
0 - 0,+—1
w T—t T c 1 g+l
E [ :
o1 ;mm t (WtH’Tf”t) nTNTly

(71)
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This implies that all unions choose the same W, () = W*. Denote #, = W/ W,, then equation (71) implies
formulas (36), (34) and (35) in section A.2.

Log-linearization of equations (36) and (39) results in

%: Yo ﬁw,
1_}/w

t
l% — ‘g':;wl _ ‘fz’};’aﬂ’
where &7 =@, =@, ;+m, -7, =0, (@,_; —@,_,+ 7,y —7,_;). Expressions (34) and (35) imply that

g

£ F =1 ) ol 1 (- heL ) -5

FOrE (25 - F] B, [#,],

where

51 _ C(_)O (CO)_U 5;) +a_)710 (Cno)—tf ":,":10
- b

t a‘)O (CO)—U+Q‘)710 (Cno)—o

and it was used that IT¥ /TI'® =1 and

[9+1 Al
EXW1 = eazpr

Combining the above expressions yields equation (88) in section A.4.

A.4 LOG-LINEARIZED MODEL

To solve the model we log-linearize it around its steady state. This section reviews the log-linearized model
equations. The tilde denotes the log-deviation of a variable from its steady-state value. Variables without
time indices represent their steady-state values.

A.5 PERCEIVED UNDERLYING INFLATION RATE

As mentioned, if one defines the cyclical component of inflation as 7, = 7z, — 77, then the rela time adaptive
mechanism on underlying inflation’ (7t,) can be expressed as,

- Pr—8 _ g .

T, =

t 1—g ”t—l‘i‘l_gﬂ't' 72)

A.6 AGGREGATE DEMAND

Combining and log-linearizing equations (26) and (27) yields the Euler equation of optimizing households’

h (N 1-h ] B
TR R A (€] - Trho (i = A +d g ] + 5, (73)

6’0

where, i =i, —de,, de, is the preannounced rate of depreciation of the central parity of the nominal exchange
rate (it is equal to zero in the crawling peg regime), and dg, = de, — 7,, we call it as the perceived underlying
rate of real depreciation, furthermore,

o (A=h) a
&= (1+h)o <77t —E, [77:+1]>'
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Log-linearizing equations (31) and (42) yields the following formula,

~

& =@, +1,. 74)
Equation (32) implies that expression
¢ =w,/2 (75)

describes the evolution of log-linear consumption of pensioners. Path of aggregate consumption is deter-
mined by

&=+ "+ whel, (76)
where «/ =c/ &/ /c, ] =o0,n0,p.
In Appendix A.2 it is shown that the log-linearized version of equation (29) is

1-4

Et [it - ﬁt+1 +dq_t+1:| = mEt [Qt+1] - Qt (77)
rk b Q
- 1—é‘+r’€Et ] +41

Appendix A.2 explains how to derive from equation (28) the following log-linear formula determining the
trajectory of investments.

ft = ;ft 1+LE5 [jt 1] +—(§t+5]’ (78)
L8771 g ET (14 By ‘
where ; ,
o ﬁEt [nt-i-l] 7
&= .
t 1+ﬁ

Capital accumulation equation is standard.

bopi == 8k, + 81, + 2. 79)
The log-linear version of the export-demand equation (40) is
F,=h R, — 0P+ 5 (80)
Log-linearizing the equilibrium conditions (49) and (50) yields °
y§d =ce, +11,+ g g, + r*k4 gk, (81)
Y =xk, + PR gL, (82)

recall that ¢ = W/(1)/9”(1).

A.7 AGGREGATE SUPPLY

In Appendix A.1 it is shown that demand for production inputs is represented by the following log-linear
equations,

s _ ~zs ~ R ~ R yst n _
b=olt-a) (&7 - 5) -7+~ A s=dox,
k

kb, = kR 4 k¥ Ex. (83)

19 Equation (30) implies that U'(1) = r,, and #%, = 716\11’(1)/‘11”(1).
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where f* = f*/y, and the second line is a consequence of the third equilibrium condition of formula (51).

& =a B, +(1—a,) (4, +P") + 4,2, s=d,x.

a, 1s the steady-state share of capital in production cost, that is,

rk/es
Q. =———,  s=d,x,

T ome <y5+f;)’

and a, is the steady-state share of labor in w**, that is,

wl®
ds = 7s _s? S—d,x
w*z
Furthermore,
;:@Z(l as <qt+P:ﬂ*_wt>+§s’ S—d,x,
U, =190+ I T, (84)
and
77’1;:@2515 <@t q: Ptm*>+§;, s=d,x,
min, = m i+ m* i (85)
where )
s k zs yst ~

it:gas<7’t — @ >+1+f -4, s=d,x,
S

and the equilibrium conditions of formula (51) are used again.

It is shown in Appendix A.1 that the Calvo price-setting rule with indexation to lagged inflation implies the
following log-linear hybrid Phillips curve.

R Jé] ) U
TEt :mEt [ﬂt-l-l] +m7’[t_1 (86)
gd ~k ~zd % ~d
"1 58, (207! +1-ap@ -4, [ +5!,
where
£ _ (=)= Bra) s % .
¢ Yd ’ o149, "

The Phillips curve of the exports sector is given by

AXK ﬁ E 2 Xk ﬁx ik 87
U =1+ 59, t[ﬂt+1]+1+lgﬁxnf_1 v
T 152@ [, 7%+ (1= 2o, @, — [, + (1 @), ] 4, +(1— 2, )(1 —a) P ]
gx sx _ pxk_ A O*
1189, [(1—ax)¢zzt - P _Af] +o
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where £} = 7" = &}, 77" = P =P and
£ _(I=y )=y &
x > Ut —_- Tt'
Vx 14 B9,

Wage setting in the model is based on similar assumptions as price formation. Appendix A.3 shows that the
log-linear wage Phillips curve is given by

AW __ /6 E AW 19’15) AW 88
ﬂ‘_1+1619 f[ﬂt+1:|+1+/319 T (88)
Ew o ol ol Y~ ~
+ 339 [1—}) (ct —hft_1)+§01z—‘w:i| +0%,
where
_(1_}/w)(1_ﬁ}/w) 5 = 5’&/ < l_,z_w>
ST T T A
and
Ny ° (Co)—a—l 5;} + w0 (Cno)—a—l 6:;0
&= ,
t w° (Co)—o—l + w™° (CnO)—U—l
furthermore,
ﬁ?:@t _'Z?//t_1+7%t. (89)
A.8 CURRENT ACCOUNT
Equation (43) implies that
7 i\ T P x Dxs | o~ P m Dmx |~
b,=(14i")b,_,+ YTy (P +%,) - P (Pr+m,), (90)

since it is assumed that b =0, l;t = b,/GDP*, where GDP* = Py? Je + P**x — P""*m.

A.9 THE INTEREST RATE AND THE EXCHANGE RATE

We decompose nominal depreciation of the nominal exchange rate as
¢, —é,_,=de,+de, =de +¢,—e,_,

where de, is the exogenously given deterministic part of depreciation and ¢, is the cyclical part of the nominal
exchange rate. In the crawling-peg regime we assume that de, is the announced rate of the crawl, in the
inflation-targeting regime de, = 0.

Uncovered interest rate parity with financial premium shock can be expressed as

A A ~; ~PpT

i, =E, [dée, | +7 +&7, 1)
following Schmitt-Grohe & Uribe (2002), it is assumed that 7 = —vb,, this assumption ensures stationary of

b

We assume that in the crawling-peg regime the main focus of monetary policy is determination of the rate
of crawl. Hence the behavior of cyclical part of the nominal interest rate is captured by the following simple
equation.

te

Zz — é;”ét +§:, (92)
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where &7 is an exogenous stochastic shock, and (" > 0 ensures that ¢, is stationary. Since the presence of
<" is due to this technical requirement its magnitude is set to be negligible.

In the inflation-targeting regime the behavior of the monetary authority is captured by the following interest-
rate rule.

i =Gi, +(1=0) [ G (7 —dg,) + e |+ (93)

Recall that —dg, = 7, in the inflation targeting regime. Again, the only role of (e” > 0 is to ensure the
stationarity of é,.

The domestic component of the real exchange rate is determined by the following identity.
4 — G =dé, — 7, +dg,. %4)

Finally equation (72) implies the following law of motion for d¢, =de, — 7,,

. P=8 . g . .
dqtzl—dqt—l_l—ﬂt"')(t’ ©5)
- -8

where

)Zt =de, — Ion_gdét—l

t

is an exogenous shock.

A.10 COMPLEMENTARY EMPLOYMENT EQUATION

Since there is no consistent data available on aggregate hours worked in the euro area, we need to use em-
ployment instead. Hence, following Adolfson et al. (2005) and Smets & Wouters (2003), the model is com-
plemented by the following Calvo-type measurement equation for employment.

(1 _}/n)(l_ﬁ}/n) <"

A#, = BE, [Ah,,, ] + » - ﬁt> +&, 96)

where A7, =7, —#,_,, 7, denotes the number of people employed at date ¢, and y,, is a parameter and &7

is an error term. !

A.11 THE STEADY STATE

Variables without time indices represent their steady-state values.

The steady state of the model is calculated in two stages. First, given the values of 8 = 0.99, & = 0.025,
0=0%=0=6, P =P |P=1e=1, S”ded = 0.702 (the share of imports in value-added in sector d),
g

S;’gpx = 1.237 (the share of imports in value-added in sector x), S; = 0.112 (the share of investments in total
output), f/; = f. = 0.2 we calculate rk, Ay Ayydg,dy,w=W/[P,x= x/yd.

The steady-state value of the rental rate of capital is given by. r# = 3~1 — 14 8.

' Smets & Wouters (2003) applied first a similar employment equation in their estimated model. The particular form of equation (96) is taken from

Adolfson et al. (2005). Equation (37) of Smets & Wouters (2003) is slightly different. It contains terms 7, and 7, , ; instead of A7z, and A7, ;.
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Formula (9) implies that

1

wl = [y e+ (1-d) (™) 2]
i
0 = [a,0'78 +(1-a,) (p") ] 7,
where w?? = WZd/p, w® = W |P.

The steady-state form of formula (5) is

1

met = [ () 7+ (1= g @ )]

—

me* = [&x (rk>1_£+(1 —dx)(w“)l_@] e

where mc? = MC?|P, mc* = MC* [P, v* = R*/P.
Demand equations (6), (7), and (11) imply that

mc?\ €

d\ @
d - mc d
z :<1_ad)< d> " (1+1a),
w
mc*\ €
- d
zxz(l—ax)<wx> xy (1+fx),
wd\ &z zZx\ O,
d - d -
m :<1_ﬂd)<p:nx> Z mx:(l_ x)<p7tn*> )
Furthermore,
. _ pm*md e Pm*mx SI_ Sk
gdpd yd_pm*md’ gdp Xyd_pm*mx’ y yd(l-i-)(),
1 - 1 O e
= ——mc?, = ——mc",
6—-1 6—-1
x=p""m,

where the last equality is due to the assumption that the steady-state debt of the country is zero.

One can use the above formulas to calculate the required quantities. It is important to note that the homo-
geneity of production functions imply that at this stage of calculations one does not need the level y¢, hence
we set yd =1

The calculated steady-state values are @, = 0.330, @, =0.259, a; = 233, 4, = 146, = 10.808, x = 0.923.
In the next stage we take as given w? = 0.75, "’ = 0.1625, ¢ = ¢? [c = 0.248, Sf =g/y=0.142,0 =3,
and calculate the values of ¥4, ¢, ¢?, &°, &"°.

In this stage we use the above steady-sate input demand equations, furthermore the following steady-state
labor demand Ny
,wz z ,wzx 8z
K=, <_> A =i (S) s
w w
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derived form formula (10).

Beyond this we have the following equations.

g, d
w= 1[(1—b)c]"(l + %)%,

0, —
d __ g x
y _c+Syy (14+x)+ ( +k >,
. a_)OCO wﬂocn()
w’ = , w”
c= [ +lx Sgy (1+x)]+(1—a3°—a')”°)cp,
c?
="
¢

Using the above formulas it is possible to calculate the required steady-state values. If the estimated mode is
applied the numerical values are the following: y¢ = 14.616, ¢® = 10.629, c? = 1.856, >° = 0.528, &®"° =
0.119. Given these values the steady-state values of the rest of variables can be calculated straightforwardly.

A.12 CONSTRUCTION OF THE KALMAN FILTER

This section describes the construction of the Kalman filter used for evaluating the likelihood function. The
rational-expectation solution log-linearized model can be express by the following time-varying-coefficients
difference equations

X, =PX, 1+, %, z2,=R,z,_,+6,

2, is the vector of endogenous variables'?, %, is the vector of exogenous shocks!® and &, is the vector
of innovations. In the crawling-peg period 2, = 2", 2, = ¢, where matrices 2" and £°" are the
solutions of the system of equations 73)-(91), (94) and (96). While in the inflation-targeting period 2, = 2,
Q, =2, where matrices ' and &* are the solutions of the system of equations (73)-(91) and (93)-(96).

The state-space form of the above difference equations is
V,=T,%,1+Gé&,

where ¥/ = [Z/, %]] and

Tt:[ft Q{éfb‘}, and Gt:[g’)ot}.

The observation equation is given by

s, =H7,

where 7, is the column vector of observed variables and H is a selection matrix. As Chapter 13 in Hamilton
(1994) shows, it is possible to use a Kalman filter derived from a time-varying model for likelihood evaluation,
only if the time-varying parameters are functions of exogenous and predetermined variables. The estimated
AL versions fulfil this condition.

~o AMmo N~ ~oA TN ~b
oL e, w, X, my, lt i, /e I.4,¢,i,b,Q,and r
13 .o~ Dmx S mk A~ w mc pde xPTon ~I ~Q

Thatis, §,, P, dq,, £, A, 0, 07, &, &% &7, & & and
period.

12 Namely, 7, 7%[”, ¢,

in the crawling peg period, and E’je is replaced by E: in the inflation-targeting
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Following Koopman & Durbin (2003), the Kalman filter is generated by the following recursive formulas.

U =5, _Hgt’
F,=HP.H
§=&+P,H™U,

€t+1 = tht’

K,=TP,H !

P =T,P(T,—K,HY + T,V T,

Py and &; are given. The matrix V is the variance-covariance matrix of &,. Series of the forecast error %, and
the matrix F, are used to construct the logarithm of the likelihood function. This is given by

TN 1 &,
.g() = —T 11'1(27'[) - Etzzljdet (Ft> - 5; %tFt %t’
where N is the number of observed variables, and 7T is the number of time periods used for estimation.

To initialize the above algorithm we set &, = 0, and P, is the unconditional variance-covariance matrix of the
constant-coefficient process,
Y, =1V,_1+ Goé,,

that is, using formulas (10.2.17) and (10.2.18) of Hamilton (1994), it can be expressed as
vec(Py) = (I — Ty ® Ty) ' vec(G, VGC/))

where symbol ® represents the Kronecker product, and operator vec transforms a quadratic matrix into a
column vector by stacking the columns of the matrix one below the other, with the columns ordered from
left to right.
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B Data

We estimated the log-linearized model on the sample between 1995Q2 and 2007Q2. We used twelve data
series as observed variables. All data are quarterly, seasonally adjusted and imported from the database of
the November, 2007 version of the Quarterly Projection Model (NEM) of the Magyar Nemzeti Bank (Benk
et al. (2006)).

HP-filtered data were used in the case of GDP, capital stock, employment, consumption, investments, export,
imports and real wages (private wages deflated by CPI inflation, WP/CPI in NEM) (A = 1600). Consump-
tion is defined as private ’consumption expenditures’ (CE in the NEM). Investments contain all private invest-
ments (household and corporate investments - HI+CI in NEM). Government consumption equals to the sum
of public investments, government purchases of goods and services and transfers in kind (GC+GI+TRAN
in NEM). Employment is constructed as total (private plus public) employment. Capital stock is defined as
private capital stock, excluded housing (KP in NEM).

Price inflation data were calculated by a two step method. In Hungary there is a trend difference between
non-traded and traded inflation caused by systematic productivity differential (Balassa-Samuelson effect) the
real exchange rate has an appreciating trend (see Kovacs (2002)). Our model, however, does not have two-
sectors and thus unable to account for this, we first filtered out a trend (around 1.6 percent annually) from
inflation data (quarterly non-traded inflation was reduced by 1 percent), and then a ’Balassa-Samuelson’ fil-
tered inflation series was calculated. As a second step we deduced the average nominal exchange rate change
and demeaned inflation data. By this transformation we filtered out foreign inflation and the remaining trend
in real exchange rate. Nominal wage inflation is then real wages plus this type of transformed consumer price
inflation.

Export and import prices are defined in foreign currency units, that is export and import deflators divided

by the nominal effective exchange rate of the Forint (PX/EFEX and PM/EFEX in NEM).
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Figure 23
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