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Possible Causes 
> Supply Shock (?) 
 

> Different conduct of monetary policy 
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THE FED’S POLICY 

REACTION FUNCTION: 

MODEL 
 Fed  funds  rate  as the  instrument  of  

monetary policy 

The Baseline Policy Rule 
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Interest Rate Smoothing 
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THE FED’S POLICY 

REACTION FUNCTION: THE 

EVIDENCE 

THE DATA 
Quarterly time series from 1960:1 to 1996:4 

     > 1960:1 – 1979:2  Pre-Volcker 

     > 1979:3 – 1996:4  Volcker-Greenspan 

Baseline Measures 

 - Inflation  

    > annualized rate of change of GDPP btw 2 subsequent quarters 

 - Output Gap 

    > the series constructed by CBO 



THE FED’S POLICY 

REACTION FUNCTION: THE 

EVIDENCE 

TABLE I  AGGREGATE VOLATILITY INDICATOR 



THE FED’S POLICY 

REACTION FUNCTION: THE 

EVIDENCE 

TABLE II   BASELINE ESTIMATES 

The model is not rejected for any specifications or sample periods. 

 

Beta is significantly lower than 1 for the pre-Volcker period and 

far greater than 1 in the Volcker-Greenspan period. 
 



TABLE III   ALTERNATIVE  VARIABLES 

ROBUSTNESS ANALYSIS 



ROBUSTNESS ANALYSIS 

TABLE IV   ALTERNATIVE HORIZONS 



TABLE V   SUBSAMPLE STABILITY 



ROBUSTNESS ANALYSIS 

TABLE VI   BACKWARD-LOOKING ESTIMATES 
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A BASELINE MODEL: 

NEW KEYNESIAN STICKY PRICE 



INTEREST RATE RULES AND 

ENDOGENOUS FLUCTUATIONS 
Pre-Volcker Rule, Beta < 1 

Anticipated inflation increases  

Real interest rate decreases  

Stimulates AD  

Inflation increases  

Self-fulfilling revisions in inflationary expectation 

“Sunspot Shock” 



Simulated Sunspot Fluctuation under Pre-Volcker Rule 



Impulse Responses to a Sunspot Shock 



FUNDAMENTAL SHOCKS 



FUNDAMENTAL SHOCKS 



CONCLUSION 
There is a difference between the monetary policy rule 

pre and post-1979 

   >>stronger anti-inflationary stance(beta >>1) 

        in the latter period  

   >>Volcker was successful in combating inflation.   

The pre-Volcker rule may lead to the US 

macroeconomic instability in the late sixties and 

seventies. 

  >> beta < 1  vulnerable to sunspot shock  


