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1 Introduction

Since 1995, there has been a great moderation of U.S. inflation, characterized by a low average

rate and mild fluctuations around it (see Figure 1). This is particular striking when compared to

high average inflation and strong volatility observed in the three decades before 1995. The inflation

moderation might be connected to changes in oth
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transaction costs, and exogenous spending. As in Smets and Wouters (2007), the component of

exogenous spending %



shown in Figure 2. Interestingly, a more sophist



distributions of the two parameters describing the money demand shock,





that implies that the ratio of total transaction costs over consumption is equal to 0.01 in steadystate.Table 1 shows the estimation results by reporting the posterior mean values together with







Figure 4: Dynamic correlations (1995-2011). US data (*) and estimated model (solid lines with

shaded area showing the 5%-95% confi





the price stability period of the Great Moderation (of real variables) may explain the increase in

price stickiness associated with lower menu costs.

As for the exogenous variability of infl
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5.3 Real wage dynamics

Wage setting behavior and nominal rigidities à la Calvo (1983) lead to the following expression for

the dynamic evolution of real wages

z



Figure 5: Impulse-response functions. Pre-1995 subsample.

Figures 5 and 6 display the responses of output, inflation and the nominal interest rate to the eight



Figure 6: Impulse-response functions. Post-1995 subsample.



Table 3. Variance decomposition, %



model parameter estimates obtained from the post-1995 period as the benchmark parameter values

and we recalculate the variance/covariance matrix by considering alternative sets of parameters



Table 4. Change in second-moment statistics, Post-95 minus Pre-95



Table 4 shows the change in some selected second-moment statistics between the pre-95 and the

post-95 sub-samples in actual data, in the baseline model and in each counterfactual experiment.14

Bold characters highlight the main sources for these second-moment statistics chfResultcs s onw
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which satisfy the desirable properties: K
F





Inserting (A9) and the corresponding expression for period w + 1 into equation (A8) gives rise to



II. Set of model parameters:

Table A. Model parameter description

* Elasticity of the cost of adjusting capital

� Consumption habits

�c Inverse of the elasticity of intertemp





As in Smets and Wouters (2007), the depreciation rate and the exogenous spending-GDP ratio are



where n1 = 1−δ





Potential capital utilization:
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