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ABSTRACT. — We consider descriptive macroeconometric models with random coefficients in
order to capture the possible relationship between the coefficients in the equations of the variables under
the (partial) control of the authorities and those in the behavioral equations as observed in the rational
expectation framework. This relationship is the main element of the Lucas Critique. This model family
allows us to test for the immunity to this critique and implicitly for the presence of contemporaneous
breaks as in the approach proposed by HEnpbRy [1988] and EnGLE and HENDRY [1993]. When the immu-
nity is rejected, we then can also propose a measure of the consequences of some particular changes
in the coefficients involved in the policy equation on modeled macroeconomic variables. We illustrate this
approach on French data. Starting from descriptive considerations, we specify a system of linear equa-
tions with random coefficients to study the response of the French household consumption to the
changes in monetary policy linked to the entry in EMS and the Maastricht Treaty.

Evaluation des politiques et modéles macroéconomiques
doublement stochastiques

RESUME. — Nous considérons des modéles macroéconométriques descriptifs avec des coeffi-
cients aléatoires afin de capter les éventuelles relations qui peuvent exister entre les coefficients des
équations qui déterminent les variables sous contrdle (partiel) du gouvernement et ceux des équations
de comportement comme dans le cadre des modéles a anticipations rationnelles. Ce type de relations
est I'élément principal de la critique de Lucas. Cette famille de modéles permet de tester si la critique
de Lucas s'applique et implicitement la présence de ruptures contemporaines comme dans I'approche
proposée par HeEnDRY [1988] et ENGLE et HENDRY [1993]. Quand la critique s'applique, nous pouvons
aussi proposer une mesure des conséquences sur les données macroéconomiques de quelques chan-
gements de politiques associés a des modifications de coefficients particuliers des équations des
variables sous controle (partiel) du gouvernement. Nous illustrons cette approche sur des données fran-
caises. En nous appuyant sur des considérations descriptives, nous spécifions un systéme d'équations
linéaires avec des coefficients aléatoires pour étudier la réponse de la consommation des ménages fran-
cais a une modification de la politique monétaire associée a I'entrée dans le systtme monétaire euro-
péen et a la mise en place des conséquences du traité de Maastricht.
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1 Introduction

In his famous 1976 paper, Lucas suggested that using a simultaneous equa-
tions model for policy analysis and policy simulation is only valid when
agents’ expectation rules are embedded in its functional form since they are
supposed to change with the changes in policy.! To state his critique, he used
the rational expectation equilibrium (REE) framework in which this property
is satisfied by the expectation rules. Nevertheless, the status of these changes
has been the basis for critiques of a strict reading of the critique itself (Sims
[1982 and 1987], SARGENT [1984] and CooLEY, LEROY, and RAYMON [1984])
in the sense that if such changes can occur and agents are rational and know
the model,2 they should be able to associate probability measures with these
events and they should take them into account when computing their fore-
casts. If the agents consider that the current value of the parameter associated
with the current policy have a large probability to remain unchanged, the
regime changes considered by Lucas are rationally negligible. Nevertheless,
the critique keeps its relevance and applied macroeconometricians are asked
to evaluate the consequences of a change in policy on some key variablesin
situation in which agents’ decision process may be affected by the change.

The strict reading of the critique led to the recommendation to separate the
structural parameters such as those that measure tastes and technology from
those associated with policies that are to be modeled as different drawings of
random processes (CooLEy, LERoy, and Raymon [1984]). The question of
interest then becomes how to model the changes in policy with relevant
stochastic processes based on the economic and political institutions. This is
an ambitious task. Another reading of the Lucas Critique emphasizes the fact
that models are defective approximations. But solving a REE entails establi-
shing the existence of functional relationships between two sets of
parameters. Parameters related to a policy choice and those related to agents’
behavior. Since non linearities are generally present in the derivation of the
forecasting rules, specification errors may have drastic consequences on these
functional links that are rarely analytical. In empirical works, this may lead to
flimsily measured effects of a policy change.

Considering the above arguments, we choose to neglect the RE framework.
An alternative and modest approach consists in relying on more descriptive
properties of the data. We introduce a model of which structural features® are
based on the statistical properties derived from an economic analysis. We
propose to use random coefficients in order to model the possible link
between the coefficients in the behavioral equations and those related with, in
our case, the monetary policy. We are then interested in testing for the
presence of thislink and in plotting it when it exists.

Econometricians have focused for the last twenty years on the problem of
designing a statistical framework to test for the invariance of behavioral equa-

1. Policy changes means for us a change in the value of the structural parameters that define the
authority preferences.

2. A basic assumption in rational expectation equilibrium literature.
3. Inthe sense of HARVEY.
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tions to policy changes captured by shifts in the coefficients of the equation
for the variables under (partial) control of the authorities (see inter alia,
HeENDRY [1988], ENGLE and HENDRy [1993], Favero and HENDRY [1992]).
This testing approach only considers simultaneous modifications of the coef-
ficients which is consistent with the rational expectation framework, but
should be relaxed in a more realistic framework which would include for
instance some learning. Moreover, when the null of absence of arelationship
isrejected, it does not offer any guidance on how likely the coefficients are to
change again in the future. In contrast, the use of a random coefficient model
allows us to quantify the departure from stability and to perform simulations
and forecasts under the assumption that simulated changes are close to those
that have been observed in the past. If this assumption were not satisfied, any
simulation would be meaningless.

The remainder of this paper is divided into four parts. In a second part, we
introduce the doubly stochastic processes, characterize in this framework the
invariance properties and present an approach for testing for the immunity to
the Lucas Critique. In Section 3, a small Monte Carlo experiment is
commented. The fourth part is devoted to a macroeconomic analysis of the
source of breaks observed in the French household consumption function at
the beginning of the nineties. A major modification is related to the indepen-
dence of the French Central Bank and the possible modification of its
preferences it implied. This helps us to specify a descriptive model that is
estimated and atest for the immunity to the Lucas Critique is then performed.
A brief conclusion ends the paper.

2 Doubly Stochastic Models

Linear models with random coefficients were the subject of numerous
studies in the seventies and eighties (see, for instance, CHow [1984]). Various
estimation methods and test procedures were developed for handling models
in which no lagged endogenous variables were present. These models have
been used in macroeconomic studies (inter alia CooLey and PRescOTT
[1973]) sometimes in the context of policy evaluation (Sims [1982]) or fore-
casting (DoaN, LITTERMAN and Sims [1984]).

The statistical treatment of models with lagged endogenous variables and
random coefficients is more recent and burdensome. In the absence of exoge-
nous variables, these models are caled doubly stochastic time series. Their
mathematical properties have been studied by inter alia PourRAHMADI [1986,
1988] and TiosTHEIM [1986] for univariate time series, and MeyN and Guo
[1993] for multivariate time series.

We propose to use a similar set-up to describe simultaneously the dynamics
of some well chosen macroeconomic policy-dependent and agent-dependent
variables, these dynamics depend on random parameters. This allows us to
describe the possible dependence that may exist between both sets of random
parameters, those related to a policy choice and those related to agents' beha-
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vior. In practice, we postulate linear relationships between endogenous
variables (ie, policy variables, agents decisions variables) and exogenous
variables. Their coefficients are time varying and may be mutually dependent.
For the sake of simplicity, we will assume that the coefficients follow them-
selves a time series model. This model family can be viewed as a particular
kind of conditional heteroskedastic model, which specification is derived
from a descriptive structural framework in the spirit of structural time series
modeling proposed by HARvEY [1989]. This is consistent with the approach
proposed by ENGLE and HENDRY [1993].

2.1 A Simple Framework

We start by motivating our approach and defining the property of invariance
for a set of equations in a doubly stochastic set-up. We consider multivariate
ergodic stochastic variable (z,y;) whose data generating process is driven by
an unobservable multivariate stochastic process «t that corresponds to some
key parameters of the observable DGP. These observable data can be decom-
posed into two sub-vectors z; and yt. z includes the variables under the
(partial) control of the authorities and y; represents variables chosen by the
private agents. Similarly «t can be decomposed into two sub-vectors
(azt,oy,t) where azy denotes the vector of random coefficients in the
government equations and ay ¢ denotes those in agents equations. For
instance the authorities choose the relative importance they attribute to unem-
ployment and inflation and act on variables such as tax rates and interest rates
to reach their aims. Households optimally decide on the level of their
consumption knowing authorities' preferences. According to Lucas Critique,
a change in the policy of the authorities (here a change in the relative weight
of the two targets) implies a change in the coefficients in the households
decision eguations. When these coefficients are not affected by such a change,
the equation is said to be invariant and policy simulations consistent with this
kind of changes can be performed.

A change in authorities preferences could be captured by an intervention
function whose general formis ozt = g(z—1,Yt—1.0zt—1,0ty t—1.1t) Where
Xs Standsfor {Xs,...,Xg} and n¢ is a structural shock. It says that according to

what they observed in the past, the authorities may change their preferences
and then the coefficients in the equations that describe the way they fix the
variables under their (partial) control. cy ¢ is then said invariant to g (.) if it

remains unchanged when «z t is generated by g (.), technically speaking:

a
ay’t _ O

dazt azi:g<zt—1sM—lﬂz,t—lﬂy,t—b’h)

For this framework to be operational, we have to complete it in specifying
the intervention function and the link that may exist between ay ¢ and azt.

We must emphasize that without a theory on the way political decisions are
taken, it is not possible to learn something about the invariance of ay ¢ to

interventions that did not occur in the past. In practice, we need to be able to
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identify and interpret the important past changes from estimated quantities in
order to perform informative simulations. In a pragmatic approach, we
propose to restrict our attention to ssimple time-series coefficient generating
processes that can mimic various functional forms and complete the model
with alinear relationship between ay ¢ and oz .

2.2 The Dynamics of Random Coefficients

The introduction of random coefficients may increase significantly the
number of coefficients to estimate. Therefore, we propose to limit the use of
random coefficients to some key coefficients in the set of equations chosen
according to the question we want to answer. Moreover because changes will
occur several times over areasonable period but with unequal persistence and
amplitude, we include two sources of fluctuations: the first one reflects rare
and persistent changes of a large amplitude while the second one produces
small but frequent shocks. We propose to limit our attention to the following
family of Coefficient Generating Processes.

T(L) (ffiji - gi) = A (L) (ue + o) &

( ZO Ty(L))(a;,t—aT,) - (Ai(L)>(l’vt+Pf7t)

where T (L), Tz (L) and Ty (L) are diagonal polynomial matrices, A (L),
Az (L) and Ay (L) are polynomial vectors, .t is a unidimensional dummy
variable which splits the sample in sub-samples according to well-known
ingtitutional or political modifications and #nt is a unidimensiona unit-
variance white noise. We therefore focus on particular models in which
changes in the time-varying coefficients are driven by a unique source of
shocks. The different dynamics of the coefficients are due to different coeffi-
cient values and lag structures for each polynomial. More elaborate models
can be specified in particular regarding the dimension of the shocks used to
describe the policy changes, but this should result from theoretical a prioris.
An dternative modeling would consist in assuming that the coefficient
processes are integrated of order one.# This approach has been used several
times in the past (CooLey and PrescotT [1973] or MACNELIS and NEFTGI
[1982] inter alia) and assumes that each random coefficient process has his
own innovation process independent from the other ones. On the contrary, in
our approach, we propose to consider a model in which the source of
stochastic shocks in the random coefficients is unique.

In this framework, as the coefficients are a priori random, a Bayesian treat-
ment of exogeneity may be of interest, see FLORENS and MOUCHART [1985],
but is beyond the scope of this paper. The random coefficient model is more
flexible than other nonlinear models also popular in macroeconometrics. The
deterministic break-point approach does not provide any tool to do forecas-
ting. The Markov-switching model (HamiLTon [1989]) would consist in

)

4. In section 2.5.2, we give some technical reasons to explain why we do not follow this approach.
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assuming that az¢ and ay;¢ are Markov chains that take on a finite number of
values (corresponding to various regimes). The Threshold Autoregressive
(TAR) model of TonG [1990] has the same disadvantage of offering only a
finite number of regimes and similarly the Smooth Transition Autoregressive
model (TerasvIRTA [1994]). In these models, the authorities would change
their preferences by selecting in a finite set of possible choices according to
the value taken by some endogenous or predetermined variable that should
not be observable or predictable by the agents. A VAR specification for ay
and azt issimpler. It alows them to take any value in R. Moreover, it can be
viewed as aweak linear representation of stationary non linear processes such
as stationary markov-switching or TAR models.

We need to impose some restrictions on Model (1). First, the model with the
above parameterization is not identified, we cannot distinguish between the
zero-degree coefficientsin the polynomia A (L) and the standard error of .
A possible identifiability condition is ||A (0)|| = 1. This allows for situations
in which the zero-degree coefficient of a component of the polynomial A (L)
is zero, capturing the existence of a delay in the modification of the corres-
ponding coefficient.

Second, we want to limit our attention to the canonical weak stationary
representation of the stochastic coefficients. We assume that the roots of each
couple of polynomials (Tj (L),Aj (L)) related to the j'" component are
different and of modulus strictly larger than one. The link between any couple
of parameters (az,i 1,y j t), @z, t being the ith component of ozt and ey, t
being the jth component of ay ¢, is approximated by:

ay it =oayj+ Ty (LD Ay L) Az (LT (L) (azif — zi)
This formula can mimic alarge set of functional links.

2.3 Testing for the Lucas Critique

EricssoN and IroNs [1995] find that the Lucas Critique does not seem to be
an important empirical critique. Their finding may be related to the fact that
most of the studies look for coincident breaks in coefficients of the variables
under (partial) control of the government and those of the behavioral equa-
tion(s). This is consistent with the REE framework. Our testing strategy is
slightly different from that proposed by ENGLE, HENDRY and RicHARD [1983],
HenDRy [1988], ENGLE and HENDRY [1993] and Favero and HENDRY [1992].
Here, we consider a larger family of functional links between the two sets of
coefficients, with possible lagged effects. This corresponds to a larger inter-
pretation of the Lucas Critique that may give it a stronger empirical relevance.
As REE assumptions do not seem satisfied in practice, it is cautious to depart
from them. Furthermore, the use of random coefficients seems natural when
the number of changes is large and when we are interested in approximating
the relationship which may exist between the two sets of parameters. Notice
that the co-breaking approach does not provide the tools to perform simula-
tion studies.

In our setting, constancy of the parameters and invariance can be expressly
tested for. The constancy of the parameters, ay 1 = ay and azt = az, Corres-
ponds to p =0 and (ut) = 0 (under the initial conditions ay o = ay and
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az,0 = az.) Theinvariance of the oy to some modifications of the a; corres-
ponds to the event AU B (A or B) where A= {Ay (L) =0and Az (L) =+ 0O}
and B ={Az(L)=0and Ay (L) # O}. This states the non existence of
(smultaneous) causality between the two sets of coefficients. It does not
preclude the possibility that the ary ¢ coefficients are varying, but these varia-
tions are not related to those of «zt. In general, testing for hypotheses
concerning unions of mutually exclusive events is not an easy task. Here, we
have to take into account the identification problem evoked in the preceding
section, so that under the selected parameterization, Ay (L) and Az (L)
cannot be simultaneoudly equal to 0. We then limit our attention to the null
hypothesis Ay (L) =0. When the invariance hypothesis is rejected, a
graphical plot of the relationships between the coefficients can be easily done.

In conclusion, we want to test whether we can parsimoniously describe the
changes in some coefficients with a unique source of noise. If this feature is
not in the data, the above test strategy should reject this specification.
Otherwise, this allows us to capture co-movements between the coefficients.
We thus propose to reconsider the concept of invariance in a larger setup and
to shift the problem of the possible non-constancy of the parameters in the
expectation rule to that of possible propagation of changes in the way these
rules are updated.

2.4 Limits and Advantages of this Approach

This approach has at least two limits. First, as said above, it is descriptive. If
the changes in policy are not well identified or important enough, the estima-
tion will not be precise. It may be difficult to provide meaningful
interpretation of the results if we are not able to refer to a well-known event.
Second, its cost in parameters is large. Introducing a random coefficient in a
model implies the introduction of several coefficients for modeling its data
generating process. The model coefficients that are to be stochastically
modeled must be well chosen and the data generating process parsimonious.
This choice isto be driven by structural considerations. A risk of overparame-
terization exists.

Its main advantage is that it provides a framework which allows us to
control for the size of the test for immunity to Lucas Critique which appears
to be the main drawback of the sequential procedure proposed by HENDRY and
his co-authors. Nevertheless, the test procedure is not simple. In particular,
non-identified nuisance parameters are present under the null hypothesis of
parameter constancy. We illustrate this point in the following part.

2.5 Asymptotic Distribution of the Test Statistics

2.5.1 Statistical Framework

In the simplest case, we propose to introduce some random coefficientsin a
general autoregressive representation of a (n x 1) vector yx.

p
Y= UrjYe—j+et
=1

POLICY EVALUATION IN MACROECONOMETRIC DOUBLY STOCHASTIC MODELS 79



We work with the AR(1) representation which can aways be derived from
the AR(p) one. The data generating process (D.G.P.) we consider is thus as
follows:

Yi=®tYi_1+ Y1 + %

where Y; isanp x 1 vector composed of the current and up to (p — 1) lagged
values of the n x 1 vector of observations y;, &, ® are two np x np
matrices such that only the n first rows of &t + & are composed of (possibly
random) matrix coefficients, the n (p — 1) x np remaining rows are equal to
(In(p=1) On(p—1)xn)- The coefficients in &t are supposed to have zero
o L) with s~ iid AV (0,%) . We rewrite this mod
n(p—1)x1
and complete it by introducing the dynamics of the stochastic coefficients
present in @ that we stacked into a vector @;. We assume it satisfies an
ARMA (1,q) representation as introduced in Section 3.2.

mean. & =

& =Tar 14 Ay p2n + Tine1+ .. + Tqnt—q-

Let ot = (&t,nt_q+l,...,nt)/. The model can be rewritten under the follo-
wing state-space form:

Yi = Ztot + PYi_1 + &
(A) {

at = Tar_1 + Ay p2n

where ot isak x 1 vector composed of the g random coefficients present in
the model and the k — g lagged values of the univariate noise ny which is the
only source of randomness of the random coefficients, n ~ iid A (0,1) and
for identification purpose, [[(1q O@gxk—q)) Al=1and (Ok_qxq lk—q) A

= (Ok_ql_1X1) . Zyisanp x k matrix whose coefficients are null or equal to

the appropriate components of Y;_1.We stack the first order parameters in a
vector denoted vece. Similarly the coefficients of the variance-covariance
matrix of the random terms X are set in a vector vechX. Let
6 = (vecg’,vechy’, p?) =002 . At last we denote
K=1(ln O(n(p—l)xn)) such that yt = KVY; and ¢f = K%;.

If in the spirit of Section 2.2, we now introduce some dummy variables in
the Coefficient Generating Process, we get:

®) { Yt = Ziog + i1 + 5
at=Ta_1+ A (Mt + v pzﬁt)
with

S
Kt = Z/’“i Ltelt_v. 4[)
=t

and for identification purpose tg > —oo and ts = +o00. The coefficient vector
/
6 becomes in this case (Q/’(Mj)je{l 8 ,,02) .
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2.5.2 Test Statistics

We first are interested in testing that the use of random coefficients is relevant
in Model (A). This amounts to test the null hypothesis Ho: p2 = 0 against

Ha: p2 > 0. The parameter set is thus R™, (a convex cone). Under the null,
the model is a standard autoregressive model (with possibly some constraints
on the parameters):

Yr=®VYi_1 +%

The coefficients in A and T cannot be identified under the null, they are
nuisance parameters we must deal with in computing the distribution of the
test statistic. We set al the nuisance parameters non identified under the null
in a vector v and assume that they belong to a compact subset N of the rea
space of appropriate dimension (in the sequel wedenote T = Ty, and A = A,
to remind of the dependence of T and A on v). Moreover, under the null, we
are on the boundary of the parameter set for p<. A growing literature exists on
tests when the parameters are on the boundary under the null (see, for
instance, GouRIEROUX, HoLLy and MonrForT [1982], Gourieroux and
MonrForT [1989]). But in presence of nuisance parameters, the nature of the
test procedure is more complicated and was recently tackled by ANDREws
[1999, 2001]. In such cases, the distribution may depend on the (unknown)
parameter of the model. However, in the case of Model (A), the asymptotic
distribution of the likelihood ratio (LR) test of Hg is nuisance parameter free
as stated below. Note that we consider a particular initiaization of the state-
space algorithm such that the likelihood function does not depend on the
nuisance parameters under the null. Another initialization might lead to a
more complicated asymptotic distribution. This is the reason why we do not
use a random walk representation of the coefficient processes as it is
frequently done.

ProposiTIoN 1: In Model (A), let 6o be MLE under Hy (therefore indepen-
dent of the nuisance parameters v) and 6, be the MLE estimator under the
alternative Ha. Assume that the following assumptions hold: (i) there exists
8 > 0, such that Vv € N, the roots of the polynomial det (Ix — xT,) have a
modulus larger than 1 + §, (ii) the roots of the polynomial det (In — @ (x))
have modulus strictly larger than 1. Then, under Hg

LR=-2 <InIT (@6) — sup Inlt (@)v)) = %XZ(O) + %Xz(l)

veN

where x2(0) is the Dirac distribution at the origin and x2 (1) is a chi-
square distribution with one degree of freedom.

For significance levels 10%, 5%, and 1%, the critical values of the LR test
are 1.642, 2.706, and 5.412. In presence of deterministic terms (1) )y g

as in Equation (B) above, the LR test for constancy can aso be derived.
Testing for parameter stability in Model (B) amounts to testing the null hypo-

thesis H): p2 =0,uj =0,j = 1,....,s against H}: p? >0 or uj + 0 for
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some j. The parameter set is R™ U RS. Note that the coefficientsin A and T

and the ratio (tTi) L are not identified under the null. For the sake of
ji=1,..s

simplicity, we assume that the ratio (%‘) are exogenoudly given. They

j=1,...s
correspond to well-known institutional changes and are not estimated. We can
construct a similar approach to the previous one to get that:

ProrosiTION 2: In Model (B), let 50 be MLE under H (therefore indepen-
dent of the nuisance parameters v) and 6, be the MLE estimator under Hj.
Assume that the following assumptions hold: (i) there exists § > 0, such
that Vv € N, the roots of the polynomial det (lx — xT,) have a modulus
larger than 1+ §, (ii) the roots of the polynomial det (I — ® (x)) have
modulus strictly larger than 1. Then, under H,

LR=-2 (InIT (50) — sup Inlt (@)v))
veN

1 1
— EXZ(O) + 5)(2(1) +x%(9).

In our application, s = 1. In this case, the critical values of the LR test are
equal to 3.492, 4.630, and 7.382 at a 10%, 5% and 1% significance level
respectively.

Remark 1: When more than one variance is under test (that is the dimen-
sion of p is greater than 1), the above test statistics are not nuisance parameter
free and simulations are necessary to compute their critical values.

Remark 2: It is not possible to use first step OLS estimation to derive
consistent estimates of the error terms (equal hereto K (Zyat + et)) in order
to test for the presence of heteroskedasticity and detect which variables are
involved in its functional form. Indeed, the OLSfirst order coefficient are not
consistent as there exists autocorrelation between the lagged endogenous
variables Y;_1 and the term Zat.

3 Simulations

We propose to study the power and size properties of our test procedurein a
simple monetary model introduced by CLARIDA, GALI, and GERTLER [1999].

3.1 A Simple Theoretical Model

We consider a simple model. Let us denote the output gap X (which is the
difference between actual and potential output), the inflation rate ¢, and the
nominal interest rate iy. We represent the baseline model in terms of an IS
curve:

82



@) Xt = Etxt41 — ¢ (it — Etmreg1) + me
and a Phillips curve:

3 mt = AXt + y Bty + et
where

Nt = une—1 + Ut,
&t = V&t—1 + Vt.

and 0 < v, < 1 and ut and vt arei.i.d. with zero mean and varlanceau and

vz respectively. Taking private agents' expectations as given, the government
chooses it so that it minimizes the intertemporal objective function:

2

z
4 mlnE E 8T = X2 4 T n2>.
@) ! (1+z2 14227

As the focus of the monetary policy changes over time, it is assumed that
the relative weight given by the government to inflation and output can be
described by a random process (Zt)t that we will specify later. Conditional on
zt, the decision of the government leads to:

(5) Xt = —)»thj'[t.

It is assumed that the agents do not observe z;. The agents solve (2) and (3).
To find the equilibrium solution, we first postul ate an expression for rt:

(6) Tt = atét.
with,
ar = fag—1 + wt.
From (3) and (5), we obtain:

Tt = —xzztzm + v Etat416t41 + &t
= —A%Z2m + yBaet + ¢t

So that 7t satisfies:
(1 + Azztz)m = (1+ yBvay) &.

To be consistent with (6), we need:

1

ag=———rs.
1—yBv +A22t2
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The dynamics of a; determines the dynamics of zt2. On the other hand, we
have a constraint of positivity on zt2:

o1 (A—ypv) _

Zy = 0.
U a2a 22

For this to be satisfied, a needs to lie in the interval [0,a] with
a=1/(1- yBv). We therefore choose wt such that its support is equal to
[0,(1—p)a]. More precisdy in the simulations, we take wt i.i.d.
U[o,(1—B)4a].

From Equation (2), we can infer the dynamic of it so that the general solu-
tion is given by:

Tt = e,
Xt = —AzZfaet,

) . Ao v 1 1
it =—Zfatet — — +vB |1+ (A —yBv) — | aer + —nt.
® Ag Ag ®

Model (2) to (4) is the basis for a simulation study presented in the next
section. Note that this model is illustrative only and supposes some simpli-
fying assumptions: (a) the agents have no knowledge whatsoever about the
value of z, (b) the government objective function has a simple form meant to
simplify the calculations.

3.2 Results from Monte Carlo Experiments

Consider two types of models:

Model VAR: We generate data under Ho:

®) { it = iiit—1+ dixXt—1 + oi&it
Xt = PxxXt—1 + Pxilt—1 + oxéxt

where gjt, and eyt are i.i.d. bivariate centered normal with correlation ojy.

Model RE: We generate data from the simple model presented in Equations
(2) to (4) which playstherole of the alternative. Using these two sets of simu-
lated data, we estimate a random coefficient model:

© { it = (i + diit) it—1 + dixXe—1 + gicit
Xt = ((bxx + ¢xx,t) Xt—1 + Pxilt—1 + oxéxt

where ¢jt, and eyt are supposed to be i.i.d. bivariate centered norma with
correlation ojy. Let ¢ = (¢iit.Pxxt)’ Where ¢ follows a bivariate stationary
ARMA(L,1):

¢t = D1 + A1pUt + AzpUi_1



with ut i.i.d. N(0,1). The matrix D is diagonal with diagona element
(d1,d2), A1 = (A11,A12) and Ay = (A21,A2) . Note that the model RE
for it and x; is a VAR if the relative weights in the target are fixed constant
(zx = zfor dl t). However, when z is random, Model RE cannot be written
exactly as Model (9) because it generates conditional heteroskedasticity that
is not taken into account in Model (9). Below we are going to discuss a LR
test of (8) versus (9) and apply thistest to data generated by RE, we will show
that the LR test has power against RE in spite of the misspecification induced
by the omitted heteroskedasticity.

Model (9) may be rewritten as:

at = Dat—1 + Aput

withat = <<13{,ut) = (A,0)", A =(A11,A12. 1), and:

d 0 Anp
D=0 do Axp|.
0 0 0

For identification, we need to impose (1) the sign of the components of A»
and (2) ||A1]l = 1. We want to test Hg: p2 = 0 against Hy: p2 > 0. Thisis
not a standard problem for two reasons. First, under Hog, the parameter is at
the boundary of its space. Second, under Hg, various nuisance parameters are
not identified. Let v denote these parameters. ANDREwWS [2001] proposes to
use a sup,7 LR (v) test and shows that the asymptotic distribution may
depend on the parameters of interest. Here interestingly, the asymptotic distri-
bution is nuisance parameter free and is a mixture of a mass point at zero and
a Chi-sguare distribution as given in Proposition 1.

The simulations are performed with GAUSS. To initialize the optimization
procedure ‘optmum’, we use the parameters obtained from a VAR model
(model under Hp).

For al the simulations, the sample size is n = 100, and the number of
simulations is rep = 1000. The empirical critical values are computed from
5000 replications of a sample of 100 generated by Model VAR with parameter
values: dii = 0.3,0ix = 0.03,pxx = 0.3,¢xi = 0.03,6y = 0.1, ox = 0.1,
oix = —0.01 (first line of Table 1). They are equal to 11.237, 7.418, 5.609 for
1%, 5% and 10% significance level respectively. In Table 1, we report the
rejection rate of the LR test when data are generated under Hg (that is Model
VAR). In Table 2, we give the same rejection rate when data are generated
under the aternative Model RE. The empirical size/power corresponds to the
rejection rates when the test statistic is compared with the theoretical critical
values (given by the asymptotic distribution). The size-corrected size/power
corresponds to the regjection rate when the test statistic is compared with the
empirical critical values.

The LR test exhibits an important size distortion in small samples that can
be corrected using empirical critical values. A good point is that the LR test
exhibits a high power against the RE aternative.
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TaBLE 1

Size of LR Test
1% 5% 10%
¢ii = 0.3,¢5y = 0.03,¢pyy = 0.3,¢; = 0.03, emp. size 109 314 455
oi =0.1,0y =0.1,0;y = —0.01 sizecorr.size | .010 .050 .10
¢ii = 0.3,¢iy = 0.03,¢yy = 0.3,¢y; = 0.03, emp. size 309 782 .988
oi = 0.4,0y = 0.4,0;y = —0.01 sizecorr. size | .030 .146 .293
¢ii = 0.6,¢iy = 0.03,¢y = 0.6,¢p; = 0.03, emp. size 111 300 .462
oi =0.1,0y =0.1,05y = —0.01 sizecorr.size | .010 .041 .099
#ii = 0.3,¢1y = 0.03,¢yy = 0.3,¢y; = 0.03, | emp. size 179 475 674
oi =0.2,0y =0.2,0iy = -0.1 sizecorr. size | .022 .085 .169
TABLE 2
Power of LR Test
1% 5% 10%
v=02,0=05p8=08,y =0.6, emp. power 1 1 1
Ar=04,p =0.05,0,=0.2, 0, =0.2 size corr. power .812 1 1
v=05u=05p8=1y =0.6, emp. power 1 1 1
A=04,0p =0.05,0,=02, 0, =0.2. size corr. power 723 1 1
v=02,0=058=08,y =0.6, emp. power 1 1 1
Ar=04,p =0.05,0,=0.2, 0, =0.2 size corr. power .812 1 1
v=0.2,0=05,=08,y =0.6, emp. power 1 1 1
Ar=04,p =0.05,0,=02, 0, =0.2. size corr. power .812 1 1
v=02,0=05p=08,y =08, emp. power 1 1 1
Ar=04,p =0.05,0,=0.2, 0, =0.2 size corr. power .823 1 1
v=0,u=0,8=08,y =0.6, emp. power 1 1 1
A=04,p =0.05,0,=0.2, 0, =0.2 size corr. power | 0.839 1 1

4 French Household Consumption
and the Independence of the Central

Bank

4.1 Some Possible Economic Mechanisms

41.1 A Basic Framework

As an illustration, we propose to consider the influence of the expected
changes in monetary policy on household consumption decisions. We draw on
anow standard literature devoted to the effects of monetary policy in presence
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of temporary nominal price rigidities.® These rigidities create a short term
dilemma between the inflation and the output gap and may generate unem-
ployment. Hence, the monetary authorities select their control variable —the
nominal short term interest rate— in order to satisfy at best their conflicting
objectives regarding the output gap and the inflation rate.

Our illustration deals with French economy. In a small open economy with
a large index of openness such as France, we expect the nominal exchange
rate to have also a direct influence on the inflation rate. Moreover, the
nominal exchange rate is very likely one of the monetary authorities' objec-
tives as the country is involved in a monetary agreement on quasi-fixed
parities with some foreign countries within the European Monetary System
(EMS). Mesting this obligation contributes to the credibility of the monetary
policy. A measure of the output gap, the inflation rate and the nominal
exchange rate seem to be good candidates to play the role of the conflicting
objectives of the monetary policy in a small open economy such as France.

On the one hand, empirical studies have illustrated at a micro and an aggre-
gate level the influence of rea interest rate on the household consumption
(Wickens and MoLANA [1984], ATTaNAzIO and WEBER [1993]). On the other
hand, recent papers have illustrated empirically and theoretically the impor-
tance of income uncertainty on household consumption (see inter alia
CarrOLL [1997], CARroLL and KimeaLL [1996], Deaton [1991], ZELDES
[1989]). A change in the relative weights in the objective function of the
central bank will result in different levels of rea interest rate and of unem-
ployment. Once aware of this change, the households will revise their
consumption path consequently. Indeed, this change modifies their (percep-
tion of the) probability of been unemployed and the real return of assets,
modifications which alter the mean and the variance of their real wealth path.
We would expect that such an uncertainty may imply an increase of their
savings and a reduction of their consumption. We propose to study if it is
statistically possible to detect such a modification in some coefficients of a set
of descriptive equations linking household consumption and macroeconomic
variables monitored by monetary authorities. We particularly focus on a date
corresponding to an ingtitutional modification that may have induced a
possible change in the way monetary policy is set.

4.1.2 A Brief Historical Overview

Historically, French Monetary policy went through various regimes. Capital
control accompanied by credit control and price control was the main tool of
the French monetary policy up to the beginning of the eighties. In 1973,
France entered the European currency snake, but left it in January 1974. In
1979, France entered the European Monetary System. Three devaluations
occurred between May 1981 and March 1983. After 1983, the monetary
policy aimed at controlling the inflation rate and ensuring the stability of the
French Franc parity inside the European monetary system. This was accom-
panied by a break in the wage setting rule. This led to swift adjustments of the
French nominal interest rates to the changes of those of its European partners,
mainly Germany. French monetary authorities have been clearly and heavily

5. Seeinter alia GooprRIEND and KING [1997], WALsH [1998].
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influenced by the German monetary policy since 1979 in order to maintain
the French Franc parity in a long term concern of building the European
community. In particular, parities were not adjusted in the EMS (except for
the Italian Lira) after the Basles-Nyborg agreements at the beginning of 1987.
CLARIDA, GALI and GERTLER [1998] have illustrated the influence of German
monetary policy on its European partners and concluded that this led to
interest rates higher than warranted by domestic macroeconomic conditions.
The Maastricht Treaty was concluded on December 10, 1991 by the leaders of
EC nations in Maastricht, the Netherlands, and formally signed on
February 7, 1992. In the referendum of September 1992, the French voted
only narrowly in favor of it. As a consequence of the Treaty, French Centra
Bank got its independence at the end of 1993.

On the other hand, a deregulation of the French financial market took place
in late 1985, early 1986. This induced a decrease of firms credit demand to
the banks. In response, the latter increased their supply to households. This
contributed significantly to the increase in household consumption up to the
end of the eighties. The international slowdown at the beginning of the nine-
ties dampened the growth of French household disposable income and put in
economic difficulty a large number of households heavily in debt. An adjust-
ment was necessary and was implemented through a set of laws (lois Neiertz
in 1993). Empirically, we observed in France at the beginning of the nineties,
a break in the standard empirical household consumption function. Some
empirical works have tried to find an omitted variable which would make this
relationship stable (BonNET and DuBois [1995] inter alia). A good candidate
was the unemployment rate, although the relevance of its interaction with the
household consumption decision at the beginning of the nineties and not
before this period, was not really analyzed. We think that the above arguments
about uncertainty give arationale to the presence of unemployment rate in the
household consumption equation. An additional argument should be given to
explain the introduction of this variable only at the beginning of the nineties.
The source of the break in the consumption equation may be related to the
uncertainty associated with the possible institutional changes implied by the
European construction and the Maastricht Treaty. The French Central Bank
was to become independent and its objectives were to be restricted to the level
of inflation and the parity French Franc against Deutschemark. This might
have distorted the relationship between inflation and unemployment and
might justify the introduction of the unemployment rate in the consumption
equation.

As a starting point, without structural model that would allow us to distin-
guish between different possible explanations, we propose simply to
investigate if the breaks in the household consumption equation coefficients
can be related to a break in the way interest rate was set by the monetary
authorities at the beginning of the nineties.

4.2 A Simple Multivariate Model
Our model is a simple descriptive VARX model of six variables whose

choice is induced by the preceding descriptive section. These are the red
exchange rate, the interest rate, the unemployment rate, the inflation rate, the
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TABLE 3

The Data
i real interest rate quarterly average Bangue de France
Ut unemployment rate INSEE
= Iog(% logarithm of CPI INSEE
C logarithm of real consumption INSEE
per capita
& logarithm of real exchange rate OECD
Vi logarithm of real gross disposable INSEE
income per capita

household consumption per capita and the real disposable income per capita
that are observed on quarterly basisfrom 1970 | to 1998 I11. Their sources are
given in Table 3. We add the following assumptions in our descriptive model:
(i) we limit the dimension of the source of policy shocks to be one as we did
so far, (ii) we consider the exchange rate as an exogenous variable that we do
not try to model, (iii) the monetary authorities try to offset the observed value
of supply shocks, conditionally on that of the exchange rate. This modeling
actually permits to quantify the correlation between interest rate selected by
the authorities and the monetary policy indicators, namely output or unem-
ployment rate and inflation, which are likely to vary with changes in the
policy rule, and some parameters in the consumption equation.

The vector of endogenous variables denoted Y; is composed on the one
hand of variables directly influenced by the monetary policy, namely i, Aug,
and ¢, and on the other hand of the real consumption and the real disposable
income.

it
AUt

Yi=| mt
ACt
Ayt

We consider a simple constrained AR representation. The choice of the lag
order in the Coefficient Generating Process and Conditional Data Generating
process should be based on statistical criteria. In the absence of an appro-
priate theory and criteria, we choose to fix the lag order to 2. We assume that
there exists a cointegration relationship between income and consumption
with a cointegrating vector equal to (1 —1) as was observed in various
studies (see for instance BLocH and MAUREL [1992]). This amounts to the
introduction of avariable related to saving per head in the consumption equa-
tion.

Without a structural framework and a priori identification assumptions, we
are unable to distinguish between a change in the target values and a change
in the relative weights of the conflicting objectives; changes in the weights
will induce changes in the first and second order parameters of the model
(this is consistent with ENGLE and HENDRY [1993] approach who suggests
that heteroskedastic models are generally to be considered). We read our

POLICY EVALUATION IN MACROECONOMETRIC DOUBLY STOCHASTIC MODELS 89



VARX specification as a set of behavioral equations. Two equations will
include random coefficients. the interest rate and the household consumption
equations. The first one describes the rule followed on average by the authori-
ties to set the interest rate according to the past observed values of the
unemployment rate and inflation, the current value of the exchange rate and
the preceding selected values of the interest rate. These last variables capture
their smoothing practice. Stochastic shocks correspond to innovative depar-
ture to the usual rule. We assume that four coefficients are random in this
equation. These are (i) the intercept term, (ii) the lagged interest rate coeffi-
cient, (iii) the lagged unemployment rate coefficient and (iv) the lagged
inflation coefficient. They are supposed to describe the consequences on the
rule of possible changes in authorities’ preferences. The second equation, that
includes random coefficients, describes household consumption choice accor-
ding to the last changes in income, inflation, unemployment rate and interest
rate. Furthermore, it is assumed that this decision is taken conditionally on the
current departure from the usual interest rate setting rule. Two of its coeffi-
cients are considered as random: one is related to the lagged value of the
interest rate and the other one to the cointegration relationship, ie, their past
saving decision. Both are supposed to be the channel through which house-
holds adapt their behaviors to changes in authorities’ preferences.

In short, we work on:

iv=" (M 4+miy) +8Ae + (di + i) it—1 + i 2it—2
+ (diu + diut) A1 + (dix + dint) Teo1 + Azividy
Aup = my+ SyAe + uiit—1 + Guu,1AUL1
+Puu,2AUt_2 + Puz -1 + Asuvibt + eut
m= My 48, A + driit—1 + druAU_1
FPnn17t-1 + Grr2Mt—2 + Az Vbt + xt
Ac = ¢cc,1ACt—1 + ¢cc,2ACt—2 + ¢cyAYt—1 + (¢c + ¢c.t) (Ct—1 — Yt-1)
+ (¢ci + d’ci,t) it—1 + PcuAUt_1 + Permi—1 + AS,cUt%-t + &ct
AYr = ¢ycAC_1+ Py 1AYt1+ Py 2AVt 2 + Py (Ct—1 — Yi-1)
+¢yi it—1+ ¢yuAUt—l + ¢yn7Tt—1 + AS,yUtSt + eyt

(10)

We complete these equations with the definition of the deterministic func-
tions ut and vt and the data generating process of the random coefficients. ut
and vt are such that:

(0 if t<Ty
(11) ’“_{ul if Ty <t
and,

v1 If T1<t<T

1 if tgTy
v =
vy if To <t

The date T1 corresponds to France joining EMS (March 1979) and T to the
deregulation of the French financial market (October 1985). They permit to
take into account these institutional changes. &; is a scalar white noise A/ (0,1)
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and corresponds to the structural innovation in the interest rate policy used to
offset inflationary shocks. et = (sut,em,sct,syt)/ isi.i.d. A (0,H) with H a
4 x 4 — symmetric full-rank matrix.

Let ot denote the vector of random coefficients in (10). We assume that it
satisfies the following DGP:

(12 at = Dar—1 + A1 (ut + pnt) + Az (-1 + pni—1)

where D is a 6 x 6 — diagonal matrix, we restrain these parameters to be
positive, A1isa6 x 1 —vector suchthat ||[A1]| = 1, n isascalar white noise
N (0,1). (10) and (12) can be estimated by Kalman filter. See HARvEY [1989]
for a review of this method. We initialize the algorithm by the result of the
estimation of a VAR model based on (10) assuming that the coefficients are
constant and 1 = 0 and vy = 1, for all t.

Estimation result summary: Regarding the random coefficient generating
process, the estimation results are summarized in the following set of equa-
tions:

mlt—026 mjt—1+ 085 (,077t+Mt)— 047 (0 m—1+ pt—1)
= 0.63 11— 0 39 O 39 _ _
diit = Ea5 diit—1 (5550, (o nt + ut) + (,0 N—1+ Mt 1)
iut = 0.69 iy i— 0.00 — 0.37 _ _
diut 280 Giut—1+ ©.00) (o nt + ut) Cots (,0 Nt—1 + Ut 1)
Pint = 0-32 Gint—1+ 0.32 (o mt + mut) — 0.82 (0 m—1+ 1)
beit = (? 92%) beit—1 + 009 (p nt + ut) + 003 (p M—1+ Mt—1)
= 0.72 1+ 0.07 + + 0.14 1+ -
Pet = 92 Pet—1 o7 (p nt + Ht) 014 (p M—1+ Mt—1)

where ,o 036 1= —0.01 and pt is defined in (11). The values in
(-0.02)

parentheses aret StaIIStI(S (in bold if significant at a 5% level). In the case of
02, this value (3.05) should be compared with the percentile of a half normal,
it is significant at a 1% level (the critical values are 1.28, 1.64, and 2.32 at
10%, 5% and 1% level). Hence we conclude that random coefficients are
present in the model. But as the t-statistics associated with 17 is — 0.02, the
presence of a deterministic break at date Ty is rejected. All the random coeffi-
cient equations contain estimates that are significantly different from 0 in a

5% level test. (¢ij (), Sseems well described by a ARMA(1,1) model with a

root close to unity in the MA part. (m; ), seems to follow an MA model and

the other coefficients have an AR component. When using the test introduced
in Section 2 to test for the presence of random coefficients, we get the follo-
wing likelihood ratio tests:

« testing for Hg: p2 =0

-2 (lan (Bo) — sup Inlt (é},,v)) = —2(—388.09 — (—325.33)) = 125.52

veN
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« testing for Hg: p2 = O0andug =0

-2 (lan (60) — sup Inlt (é;,v)) = —2(—408.91 — (—325.33)) = 167.16

veN

In both cases, we reject the null. We therefore reject the absence of random
coefficients in the model, but clearly the deterministic break is not to be
considered. We now turn to the invariance properties of ¢¢ + and ¢c ¢ to
changes in mj ¢, ¢ii.t, iu.t and ¢j- . Here, it corresponds with obvious nota-
tions to the test for Ay, 1 =0, Ap.,2=0, Ap;,1=0 and Ay, 2=0.
Technically speaking, the two associated autoregressive coefficients are not
identified under the null. We are in a similar situation to that of testing for the
presence of random coefficients in the model. The usua asymptotic results

may not be valid and in the test decision, the use of a x2 percentile may be
wrong. Simulations of the asymptotic law for a given couple of values of the
autoregressive parameters and maximization over a grid of values for these
nuisance parameters may be necessary. We get the following likelihood ratio
test:

* when teStlng for HO: A¢c,1 = A¢c,2 = A¢ci,1 = A¢ci72 =0
—2(Inl (8p) — InlT (9)) = —2(—355.82 — (—325.33)) = 60.98

This test statistic is very large in comparison with standard x2(4) percen-
tile. It seems reasonable to think that we reject the invariance property. At
least, one of the parameters is clearly significantly different from 0 (A, 1.)
In other words, in the past, the hypothesis that a co-movement of the coeffi-
cients in the household consumption equation and in the interest rate setting
rule cannot be rejected. We interpret this property in the following sense:
changes in the authorities' preferences that implied changes in their interest
rate setting rule may have induced changes in the household consumption
decision process.

The change in the variance of the interest rate shocks (&t); is given by
v1 = 0.84 (t statistics equal to 4.61) and vy = 0.33 (t statistics equal to 5.07).
It decreases during the period, which is consistent with what can be observed
on the inflation series. Various reasons can be given to explain this result, two
of them seems to be worth mentioning. First, it may correspond to the fact
that Banque de France implemented during this time period more and more
elaborate strategies playing with various interest rates and terms. This allows
it to be more efficient. Second, during the same period, Bangue de France's
objectives became more and more publicly known and its actions foreseeable.

Model contributions to the data analysis: We propose to illustrate three
aspects of the data analysis obtained through the estimated model. We
examine sequentialy the relationships between the various random coeffi-
cients, the forecast performance of the Random Coefficient VARX model
relative to those of a standard VARX model and the existence of a large
change in the coefficients during the first part of the nineties.

First, as emphasized earlier, we can plot the relationships between some of
the random coefficients. In Figure 1, we show the relationships between m ,
Biits ¢eits iut, and get.
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Ficure 1

Plot of Some Random Coefficients
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¢ii.t is related to the speed of adjustment of the interest rate as an imple-

menting tool of the monetary policy. When it increases, it means that the past
values of the interest rate play a more important role in the setting rule, the
interest rate adjusts more smoothly to its desired value. m; ¢ affects this
desired value of the interest rate. As m; + and ¢j; ¢ are negatively correlated, a
choice of a more persistent setting rule implies a lesser desired value. Over a
given time period, the global average effect results from both parameters that
more or less cancel each other out.

(iu + iu.t) measures the sensitivity of the interest rate setting rule to the
changes in the unemployment rate, (¢ci + ¢ci,t) the sensitivity of change in
consumption decision to the past interest rate and (¢c + ¢ct) to the past
saving decision.® The random coefficients are all centered around zero so that
the average effects of (iy + diut), (¢ci + dcit) and (¢c + ¢ct) aregiven
by the constants. ¢jy, ¢ci, and ¢¢c. The estimates of ¢jy, ¢ci, and ¢ are
respectively 0.02 (t-statistic 0.02), 0.13 (t-statistic 0.43) and —3.24 (t-statistic
-12.73). When ¢jyt is negative (or equivalently ¢jy + ¢iyt <O since
oiu =~ 0), the interest rate is ceteris paribus set at a lower value when unem-
ployment increases. As ¢iy .t and ¢c ¢ are negatively correlated (Figure 1), ¢ t
will be positive and ¢¢ t + ¢c will be smaller in absolute value (remember
that ¢ct + ¢c < 0 and (¢t — yt) < 0). The first conclusion we draw is that
¢iu.t negative should result in alower consumption increase. This conclusion
is negated by an opposite effect due to the fact that ¢ + and ¢ ¢ are negati-
vely correlated. When ¢ t is negative, ¢t IS positive. This implies, from
Model (10), alarger increase in current consumption for a given interest rate.
Reconciling these features may be done in the following way. Ceteris paribus,
active monetary policy that takes into account changes in unemployment is
implemented by gradually reducing the interest rate. It is supposed to reduce
the probability of being unemployed. Households will increase their
consumption for two reasons: (a) they are less likely to become unemployed
and (b) borrowing is cheaper.

Second, to illustrate the performance of the model introduced in this
section, we proceed to the estimation of an unconstrained VARX (p,l) model
without random coefficients, of the type:

Yi =C+ A1Yi—1+ AoYi o+ ...+ ApYi_p + boAe
+biAg_1+ ...+t b Ae_| + &t

where Ag is the growth rate of the exchange rate (considered exogenous) and
Yt = (it, Aug,m, Ac, Ayy)'. First we discuss the choice of | and p. By doing
successive LR test, we find evidence in favor of | = 0. To determine the
number of lags, p, in the VARX model, we perform severa tests. The AIC

criterion gives p = 2 and BIC criterion gives p = 1. We test Hg: Ap =0
using a LR test statistic, this test suggests p = 2. Findly, we perform a

6. Savings evolve negatively with the variables introduced in the equation (¢t — V).
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FIGURE 2
I n-the-sample Forecast of Real | nterest Rates
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FIGURE 3
In-the-sample Forecast of Inflation

VAR forecast of inflation
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VAR forecast of household consumption (per capita)

I n-the-sample Forecast of Change in Household Consumption
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FiIcure 5
RCVAR and VAR Forecast Conditional Standard Errors
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FIGURE 6
¢ci.t and Saving between 1988 and 1994
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Portmanteau test, Q, to test whether the first h residual autocorrelations are
zero, for up to 24 lags (see LUTKEPOHL [1993], Formula (4.4.23)). This test
casts some doubt on the adequacy of the model for p =2 as the null is
accepted at a 1% level up to 20 lags, (it accepts the null hypothesis of the resi-
dua whiteness for p = 4 at any reasonable level). The conclusions of these
different tests are mixed. As we prefer a parsimonious model, we select
p = 2. On the whole, the number of parameters in the VARX model is equal
to that of the RCVAR model. This allows for a direct comparison of their rela-
tive performances. We plot in-the-sample forecasts for three variables :
interest rate, household consumption and inflation. For both models, we only
used past available information.” These plots are reported in Figures 2, 3 and
4. They show that heteroskedasticity effects captured by the random coeffi-
cient model for the various equations describe appropriately the fluctuations
in its variance and alow for the computation of relevant confidence interva
that are not provided by the VAR model. Forecasts appear more accurate into
RCVAR than in the VAR.

We plot, in Figure 5, the conditional standard errors for four variables under
study. A computation of the mean conditional standard errors show that the
Random Coefficient VARX model dominates in terms of forecast accuracy
the standard VARX (for a similar number of degrees of freedom). Indeed, we
get that average conditional standard errors are respectively 2%, 2% and 3%
smaller in the case of the RCVARX than in the case of the VARX for the
interest rate, inflation and household consumption. Moreover, for unemploy-
ment, using RCVAR represents a substantial benefit (10%). Note that only
interest rate and consumption have random coefficients in their equations, this
explains why standard errors are much more variable for these two series.

Finally, we address the question of a possible break in the household
consumption equation in the late eighties. Figure 6 presents the value of the
interest rate coefficient ¢ ¢ in the household consumption equation between
1988 and 1994. From 1988 on, ¢+ decreases dramatically. From Model
(20), we know that this implies a decline in the growth rate of consumption
for a given value of the interest rate. This is consistent with the data. Despite
the fact that the growth rate of income was not yet decreasing, savings — that
is—(ct — yt) —increase during the late eighties and the beginning of the nine-
ties (see Figure 6). It certainly results from a complex mechanism. One
reason, but not the only one, is that households may have anticipated the
changes in the monetary authorities' preferences that would result from the
independence of the Central Bank as controlling inflation was to become its
main goal. Note that from Figure 1, ¢j + negative corresponds to ¢;y t+ pPosi-
tive in the interest rate setting rule. Hence, in the nineties, increasing
unemployment is no longer associated with smaller interest rate asit would be
if fighting unemployment were the priority.

7. From the Kalman filter, we use only filtered quantities and no smoothed ones.
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5 Conclusion

In this article, we propose to use random coefficient autoregressive models
to test for the immunity of a descriptive behaviora equation to the Lucas
Critique. We assume that coefficients in the eguations of variables under the
(partial) control of the authorities and those in the equation of the variables
chosen by the private agents may co-move. We introduce test procedures to
analyze the presence and features of this co-movement and hence to assess
the empirical relevance of the critiqgue. We applied these tests to study the
immunity of the French household consumption equation to changes in the
monetary policy. Invariance is rejected and Lucas Critique appears to be rele-
vant. Our approach has several advantages. It permits to quantify the
consequences of a change in the monetary policy equation on the coefficients
of the behavioral equation. It thus gives a framework to do simulations of
policy scenarios as well as forecasting as long as policy shocks are homoge-
neous over time. Our approach is essentialy descriptive. It is therefore
important to be able to identify and interpret the past changes in policy in
order to produce informative simulations.

From a statistical point of view, testing the constancy of parameters in a
Random Coefficient model is not straightforward because some of the stan-
dard assumptions are not satisfied. We use recent results by ANDREWS [1999,
2001] to show that the LR statistic is asymptotically nuisance parameter free
and to provide its critical values. A small Monte Carlo study shows that this
statistic tends to over-reject in small samples and therefore that empirical
critical values are preferable to asymptotic ones. v
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APPENDIX A

Proof of Propositions 1 and 2

Proof of Proposition 1. We follow closely the approach proposed by
ANDREWS [1999, 2001]. We first study the properties of the score and infor-
mation matrix and then check a set of assumptions necessary to derive an
asymptotic result. In our derivation of the time properties for the score func-
tion, we consider its strictly stationary counterpart. This partly results from
theinitial values we take for the expectation and variance of the random coef-
ficients. They are equal to the unconditional mean and variance of the random
process under study:

Eat =0
2 -1 / 2
vecVat = p (qu -, ® TU> VeCAy Ay, | = p“vecH,

Under Hp, the score for the observation at date t is given by:

alnlt (6,v)
00’

p?=0

(Vi1 ® In) =7 1e /
1
—EGf]veC (z7t - o lgez )
1
—5Tr (KZe HoZ{K'S ™ (In — ere{ =71)) + e{ 271K Zt Ty Uy 11
where U, t isaprocess that satisfies the following autoregressive equation:
Upt = ToUyt1+ HoZiK'S Thep = TyUy o1 + Hue
and Gp, is the duplication matrix (see HARvILLE [1997], page 352). We notice
that in fact only the last component of the score is affected by the nuisance
parameters, the first components are the ones we get in the model under the

null. Similar computations lead to the following information matrix:

~ azlnl(e,v)=< loo o2 (V)

9096’ )20 () 1,2 (v) ) =t

where I is the information matrix of the model under the null that is block
diagonal,

1
|2 (v) = SETr (KZtH Z{K 571K ZeH, Z{K 570

1E (Uv’t_lTvZ{K/E_lK thvuv,t_1>
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and,

|,020 (U) =
(EUv,t—lTth’K/E‘ (Y/ 1®|n) EveC(E_lKZtHth/K/E—l)’Gn>

We now list a set of properties of the problem under study necessary to use
Theorem 2 and 3 in ANDREWS [2001].

Constraints on the values of the parameters (®,v) imply absence of tren-
ding variables in the model under the null, so that Assumption 5 (ANDREWS
[2001]) is satisfied. Under Hg, the problem we consider is a standard one and
the likelihood function 1g(6) is strictly concave. Let 6y be the value of 9 at
this maximum, Assumption 4g, 9 and 10 in ANDREWS [2001] are satisfied. On
the other hand the likelihood | (6,v) is continuoudly differentiable with
respect to all its arguments and | (6,0,v) =g (¢) .

The most important property to establish is the functional convergence of
the joint process of the score and information matrix as a process indexed by
v € N. We add the assumption on N that on this set, the eigenvalues of the
information matrix Z (v) are positive, strictly larger than 0 and bounded.
Assumption 3* in ANDREws [2001] then allows us to limit the study to the
score function. Indeed, the information matrix is non random, does not
depend on T and is symmetric. The two first components of the score are
those of standard maximum likelihood model under gaussian assumption
which are independent of v. The result holds. Only the last component of the
score depends on v and we need to first prove a stochastic equicontinuity to
get the required convergence. In our framework with strong distributional
assumptions we have the following result:

. 1 T alnlg(0,v)
LEMMA: —= g —
ﬁ Zt—l 8,02 p2=0

v € N, where N is a compact set.

is stochastically equicontinuous in

Proor: To obtain this result, we prove a Lipschitz property of the scorein v.
We compute:

1 XT: alnlg (6,v1) 1 XT: alnlg (6,v2)
VT &5 0p* =0 T {H 0p? p?=0
and decompose this expression into two quantities:
T
(h=--T= Z 1 (KZt (Huy = Hp) ZEKE ™ (In = aref=71))
t
and

.
(1) === &= K Zt (TyUpp 11 — TooUyyt-1)

1
VT i
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(1) can be rewritten under the form:

T
(= }Tr<( — Hy, TZ G — Bt Ct?t)))

with ¢t = Z{K’= e that is a gaussian heteroskedastic independent process.

Let ¢ denote £r¢{ — Et (¢tg{) , then ¢z is amartingale difference sequence,

heteroskedastic but such that E max ‘g;‘i t‘ < 400 (under our distributional
, A,

assumptions and the absence of trending variables). A central limit theorem
applies. We get using Cauchy-Schwartz inequality:

H Hy, — Hy, Hz

.
Z ol — Et (¢tg))
= 2

I<1
()\E

where,
” Hvl - HUZ”S = UeC (Hvl - HUZ)/ UeC (HU]_ - HUZ)
-1
but this last expression as by construction vecH,, = [(qu Ty ® Tvl)

vecAUlAjjl], is a continuous differentiable function in v1 whose partial deri-

vatives are continuous and therefore absolutely bounded on the compact set
N, so that 3&1 > 0 such that:

“Hvl vz”z 515UD|U1| —U2||

and thus,
(1) < Op (D) sup|vyi — va,|
|

We turn now to (I 1) we rewrite as follows:

(||)_2Tr(rﬂ(h)f( L Hyy — THH,, )

~ 1 /
where Ty 1 (h) = T ZtT:h {t—h¢¢. The arguments we propose to use are
similar to those used in the previous step. We consider the expressions:

< (T =)
<[

21 ” HUl - HUZHZ

h

2= Ho)|

vy 2

we have:

v2 (HU1 - HUZ)
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where,
h
To,

so that by assumption:

|

On the other hand,

= max {\/X such that A isan eigenvalue of thz/T,g}
1

§1

h
e

sup vy — vz
|

h-1
h h j h—j-1
Tvl - TU2 = Z TUJZ (Tvl - TUZ) TUl )
=

s0 that:
h  —h ] h—j—1
H (Tvl - Tv2> Hy, 2 < To, (To, — Tvz) Ty Hu, 5

j=1
ot i h—j—1

< Tvz (Tvl - Tvz) 2 } Tvl HUl 2
j=1
h—1 j hej_1

< T Mo = Teall | Y M
j=1
(h=1) | H,

< thlz [ Toy = Toa

By continuity of the partial derivatives of the function || T,, — Ty, ||, with

respect to v and the continuity of ||Hy, |, on the compact set N, we conclude
that 3&> > 0 such that:

h _ —h (h—-1)& _ _
H (Tvl - Tvg) Hu ||, < R Sp i — v2i
and 3 (£3,&4) such that:
(§3h + £4)

T Hy, — T/ Ha,

v2

We now need to establish that:

< SUp jvi — v2i
2 @y ap L Pl v

z [Fer 7], 1580 _ 0,

but ¢t is a gaussian heteroskedastic independent process. We split the set of
indices {1,..T} into two subsets {1,...[cT?]} and {[cT?]+1,..T} with
a < 1. Under our assumptions, we know that a joint convergence of the esti-
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mates f;,T (h) for h in the first subset holds, this alows us to state that the

first partiad sum is ZLC:Tla] Hf;;(h)ﬁ”z% =0p((. On the

second subset, we use the fact that ¢; are Op (1), their product is Op (1), we
consider sum of Op (1) random variables weighted by absolutely summable

constants due to the fact that 115 < 1, whence the resuit.
Under the regularity conditions listed above, Theorem 4(c) in ANDREWS
[2001] says that:

sup (Inl (6y,v) —Inl (éo,o,v)) =>% sup ((max {sz’v,0}>2 (e’zv—le)_l)

veN veN

where Z > ., is the asymptotic distribution of the last component of the score

and e is a vector whose all components are equal to 0 except for the last one
which is equal to 1. Because the distribution in parentheses does not depend
on v under the null, we have the standard result that:

2{In @) =10 (60.0.0) | = Zx* @ +52° @
so that the likelihood ratio test follows the asymptotic distribution stated in

Proposition 1.

Proof of Proposition 2. We now turn to the situation in which dummy
variables are present in the Coefficient generating process (Model (B)). For
sake of simplicity, we limit our attention to the case of a unique dummy
variable: ut = uli~[,1] but as said above the additional parameter 7 is
given apriori and therefore is not included into the nuisance parameter set.

Under Hp, the score for the observation at date t is given by:

alnly (6,v)
89/ ,02=0,u=0

(Yi—1® In) =7 1g '

1

_éG/nveC (27— 21zl

ATy T Z K s Lo 1y gy

—ATr (KZH, Z{K S 72 (In — ete{Z7Y)) + {2 IK Zt TyUp t—1

and the information matrix by:

82Inl (8,v) (oo lo@\ _
B e <'0(1)) I () ) —tw

where I is the information matrix of the model under the null that is block
diagonal,
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lo (v) =
< E Zt>[roT] A:)Tvti[rOT] Zt,K/271 (Yt/—l ® |n) 0 )

EU, 4 T.ZIK'S (Y, ®In) Evec (271K Z HUZ{K/E*)' Gn
and,
I (v) = < @) 1y, p2 (”))
|'02’M (U) |02(v)
where:
@) =E Y ATz sk z T 0TI A,
t>[‘[0T]

and,

L,z =E Y  ATIONZIK'S K ZT,U, 11,
t>[roT]

We again have to establish the stochastic equicontinuity of the score func-
tion. Only the component related to « must be studied. We simply have to

notice that it is equal to % Zthl A;Tvt_[fOT] 1t [T]¢t With the above nota-

tions so that the difference between the score for the nuisance parameter vq
and vy isequd to:

1 & B ~
F Z (Ai)thEl [roT] lt>[‘[OT] - A;)2T1;[2 [TOT]1t>[roT]> Gt
t=1

and the stochastic equicontinuity follows with similar arguments to those used
in the preceding proof once we set v € N a compact set.

Let § = (0,1) be the set of al parameters except for p2. Let Gg, be the
limit in distribution (under Hp) of the score with respect to (wrt) § in Model
B. Let G5 be the limit in distribution (under Hp) of the score wrt § in the
restricted model where p2 = 1 = 0. Similarly, let Z, and Z5 be the block of
the information matrix corresponding to §. From Theorems 2 and 3 of
ANDREWS [2001], the LR statistic converges to:

2 sup (Inl (By,v) — Inl (éo,o,v))

veN s ((max {zpz,v,o}>2 (dzv—le)—l)

veN
+ sup G(svz'(;)lG(;v — GgI(S_lG(;

veN

1 1 .
= 5120 + 512 @ + x? (dimp)

To prove that G(gUIS_UlG,;v converges to a chi-square and is therefore

nuisance parameter free, one needs to use the CLT of martingae difference
sequences. The result of Proposition 2 follows.
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