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Alex Nikolsko-Rzhevskyy
Dissertation Abstract

“Essays on Monetary Policy Evaluation with Taylor Rules and Real-Time Data”

“Monetary Policy Evaluation in Real Time: Forward-Looking Taylor Rules without
Forward-Looking Data” (Job Market Paper)

There is widespread agreement that monetary policy should be evaluated by using forward-
looking Taylor rules estimated with real-time data. For the case of the U.S., this analysis can
be performed using Greenbook data, but only through 2002. In countries outside the U.S.,
central banks do not regularly release their forecasts to the public. I propose a methodology
for conducting monetary policy evaluation in real-time when forward-looking real-time data is
unavailable. | then implement this methodology and estimate the resultant Taylor rules for the
U.S., Canada, the U.K., and Germany. The methodology consists of calibrating models to
closely replicate Greenbook forecasts, and then applying them to international real-time
datasets. The results show that the U.S. output gap series is well described by quadratic
detrending, while Greenbook inflation forecasts can be closely replicated using Bayesian model
averaging over Autoregressive Distributed Lag models in inflation and the GDP growth rate.
German and U.S. Taylor rules are characterized by inflation coefficients increasing with the
forecast horizon and a positive output gap response. The U.K. and Canada interest rate
reaction functions achieve maximum inflation response at middle-term horizons of about 1/2
year and the output gap coefficient enters the reaction functions insignificantly. Estimating the
U.K. and Canadian Taylor rules as forward-looking is crucial, as backward-looking
specifications produce nonsensical estimates. This is not the case for the U.S. and Germany.

“Taylor Rules and Real-Time Data: A Tale of Two Countries and One Exchange Rate”

(Joint with Tanya Molodtsova and David Papell, “Revised and Resubmit,” Journal of Monetary
Economics)

Most studies which focus on explaining central bank behavior using interest rate reaction
functions fit a single specification of a monetary policy rule using the longest available span of
historical data. This data, however, is revised and therefore does not reflect the information
available to monetary authorities at the time they are formulating policy. We find that
differences in estimated Taylor rules based on revised and real-time data are more important
for Germany than for the U.S., Taylor rules using real-time data suggest significant differences
between U.S. and German monetary policies, and Taylor rules for the U.S. using inflation
forecasts are nearly identical to those using lagged inflation rates. We then investigate the
implications of the use of real-time data for evaluating out-of-sample exchange rate
predictability. Using a model for the dollar/mark nominal exchange rate with forecasts based
on Taylor rule fundamentals, we find strong evidence of predictability of exchange rate
changes at the one-quarter horizon using real-time, but not revised, data.

“The Uncertain Unit Root in US Inflation”
(Joint with Christian Murray and David Papell)

Although the persistence of inflation is a central concern of macroeconomics, there is no
consensus regarding whether or not inflation is stationary or has a unit root. We show that, in
the context of a “textbook” macroeconomic model, inflation is stationary if and only if the
Taylor rule obeys the Taylor principle, so that the real interest rate is increased when inflation
rises above the target inflation rate. We estimate Markov switching models for both inflation
and real-time forward looking Taylor rules. Inflation appears to have a unit root for most of
the 1967 — 1981 period, and is stationary before 1967 and after 1981. We find that the Fed’s
response to inflation is also regime dependent, with both the pre and post-Volcker samples
containing monetary regimes where the Fed both did and did not follow the Taylor principle.
This contrasts to recent research that suggests the Fed’'s response to inflation has been time
invariant, and that changes in monetary policy only occurred with respect to the output gap.



