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Table 1: Bayesian Estimation: A Cross-Country Exercise

Prior Distribution Posterior Distribution

Parameter Definition Distribution Mean Sdt. United States Canada Korea Mexico

ρA Autoc. technology BETA 0.80 0.10 0.8089
[0.7960 , 0.8220]

0.7878
[0.7646 , 0.8001]

0.3617
[0.2920 , 0.4135]

0.5106
[0.4589 , 0.5612]
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Table 1: Bayesian Estimation: A Cross-Country Exercise

Prior Distribution Posterior Distribution

Parameter Definition Distribution Mean Sdt. United States Canada Korea Mexico

ρA Autoc. technology BETA 0.80 0.10 0.8089
[0.7960 , 0.8220]

0.7878
[0.7646 , 0.8001]

0.3617
[0.2920 , 0.4135]

0.5106
[0.4589 , 0.5612]

ρg Autoc. gov. spending BETA 0.80 0.10 0.7394
[0.7123 , 0.7685]

0.6865
[0.6536 , 0.7203]

0.6734
[0.6208 , 0.7148]

0.9907
[0.9899 , 0.9914]

ρτc Autoc. consumption tax BETA 0.80 0.10 0.9911
[0.9908 , 0.9914]

0.9935
[0.9929 , 0.9942]

0.9932
[0.9915 , 0.9945]

0.7670
[0.7345 , 0.7953]

ρτ Autoc. revenue tax BETA 0.80 0.10 0.2470
[0.2369 , 0.2572]

0.1325
[0.1164 , 0.1509]

0.9676
[0.9493 , 0.9878]

0.7069
[0.7053 , 0.7098]

σA Std. technology Inv. GAMMA 0.01 4 0.0045
[0.0041 , 0.0049]

0.0051
[0.0046 , 0.0056]

0.0343
[0.0296 , 0.0392]

0.0385
[0.0315 , 0.0446]

σg Std. gov. spending Inv. GAMMA 0.01 4 0.0075
[0.0068 , 0.0083]

0.0123
[0.0112 , 0.0134]

0.0292
[0.0254 , 0.0327]

0.0014
[0.0012 , 0.0016]

στc Std. consumption tax Inv. GAMMA 0.02 4 0.0013
[0.0012 , 0.0014]

0.0017
[0.0015 , 0.0019]

0.0034
[0.0025 , 0.0042]

0.0632
[0.0538 , 0.0727]

στ Std. revenue tax Inv. GAMMA 0.02 4 0.0850
[0.0752 , 0.0935]

0.2798
[0.2526 , 0.3046]

0.0077
[0.0038 , 0.0114]

0.0259
[0.0220 , 0.0295]

ψ Money demand elasticity GAMMA 0.25 0.20 0.3389
[0.3382 , 0.3393]

0.3349
[0.3330 , 0.3365]

0.3093
[0.3082 , 0.3103]

0.2959
[0.2958 , 0.2960]

β Subjective discount factor BETA 0.99 0.005 0.9863
[0.9852 , 0.9872]

0.9823
[0.9803 , 0.9841]

0.9552
[0.9549 , 0.9554]

0.9644
[0.9616 , 0.9677]

φ Capital adjustment cost GAMMA 10.0 5.00 19.3003
[15.3962 , 22.2778]

24.8064
[20.0556 , 29.9869]

31.2620
[26.2386 , 35.8646]

8.4209
[7.5393 , 9.4241]

µ Degree of price rigidity BETA 0.75 0.10 0.5383
[0.5379 , 0.5387]

0.6706
[0.6688 , 0.6719]

0.5296
[0.5294 , 0.5299]

0.3438
[0.3222 , 0.3643]

κ Degree of independance BETA 0.90 0.10 0.9664
[0.9644 , 0.9684]

0.9860
[0.9855 , 0.9864]

0.7820
[0.7813 , 0.7827]

0.6286
[0.6172 , 0.6389]

L Marginal Likelihod 3382.7169 3149.7226 1295.1606 1088.3122
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Welfare Analysis

• dist (π) due to price dispersion (output losses) ⇒ welfare gains of CBI
increase with price stickiness.

• Two distortions, π and taxes:

— as κ goes from 0 to1 : ↓ dist (π) and ↑ dist (τ, τc)

— if µ = 0, dist (π) ' 0 : as κ → 1, only ↑ dist (τ, τc) .



Figure 6: The Effect of the Degree of Independence on the Welfare Steady-state
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Welfare Costs

average estimates average annual π welfare gain
Country b/m κ β model data as κ→ 1

Canada 8.5 0.986 0.982 0.9 % 4.0 % 0.11 %
Korea 1.5 0.782 0.955 6.2 % 8.9 % 1.02 %
Mexico 3.4 0.629 0.964 21.1 % 20.8 % 9.43 %
United States 6.1 0.966 0.986 1.12 % 4.1 % −0.01 %



Conclusion

• In a DSGE model with sticky prices and non-zero trend inflation, the way
fiscal and monetary policies interact affects the competitive equilibrium.

• Country-specific estimates of the parameter indexing the policy regime
suggest a low degree of fiscal dominance for Canada and the U.S, and
higher degree of fiscal dominance in South Korea and Mexico.

• Welfare analysis suggest that zero fiscal dominance:

— may not be optimal.

— mean important welfare gains for South Korea and Mexico, but not for
Canada and the U.S.



Central Bank Transparency

• Clear communication strategy very important 

– Monetary Policy Reports, press releases (minutes from meetings)Monetary Policy Reports,  press releases (minutes from meetings) 
almost universal

– Outline strategy, objective and instruments, explanation of decisions

T t f i fl ti d i t tTargets for inflation and interest 
rate from the Bank of Canada’s 

website



Central Bank Transparency

• Clear communication strategy very important  

– CBs have steadily increased the amount of forward‐looking informationCBs have steadily increased the amount of forward looking information 
that they publish, including, to an increasing degree, their internal 
forecasts of inflation and other macroeconomic variables.

Conditional expected path of policy rate 
from the Norges Bank’s website



Central Bank Transparency

Targets for inflation 
and interest rate from 
Banco Central doBanco Central do 
Brasil’s website





Supporting Institutional and Policy Structures

• Ranges , measures of underlying inflation, explicit caveats, and policy 
horizons beyond the immediate future are all methods for providing 
flexibility in the face of uncertainty and transitory shocks 

• Yet the same flexibility may also threaten the credibility of the IT regime, 
particularly where the monetary authorities do not (and are perhaps unable p y y ( p p
to) reveal the weight they are giving to other intermediate objectives (e.g. 
output stabilization or instrument stability). 

• In this situation, the supporting institutional structures are critical. At leastIn this situation, the supporting institutional structures are critical. At least 
as important are effective communications that publicly explain the 
authorities’ decisions and behaviour. 

• It is widely recognized that appropriate institutional and policy structures• It is widely recognized that appropriate institutional and policy structures, 
particularly the clear support of the government, are important elements of 
a successful, credible IT regime.

S h t h ll t l t d i t t l b k i d d• Such support has generally  translated into central bank independence




