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the  nominal  long-term  interest  rate. This  empirical  finding  would  be  consistent  with  relatively
stable ex-ante real interest rates and small and/or not too volatile term and inflation risk premia.

As a final step, we augmented the parsimonious I(0) VAR with the additional terms                 and
 appearing  in  GS  specification (3.4),  since -as shown above- the money gap

can be trivially expressed as a linear combination of the already included long-run relationships.
For  comparison  purposes,  we  then  map  the  I(0)  system  ∆Z

t
  /  ∆Z

t-1
,  ecm1

t-1
,  ecm2

t-1
,  ecm3

t-1
,

  and  (y�y*)
t-1 
into  an  I(0)  system  comprising  the  real  money  gap  instead  of  ecm1

t-1
.

Focusing again on the equation for π,  the general specification encompasses specifications (3.4)
and (3.5) and can be written (omitting the terms ∆Z

t-1
 for the sake of simplicity) as follows:

where the real money gap is defined as:

with k*=k
0
+k

i
 (Rl-Rs)*, estimated using the average sample value.

Using the exponential trend postulated in GS for   15  and calculating potential output by means of
a Hodrick-Prescott16  filter with smoothing parameter λ=1600, estimation of (3.6) over the sample
1980:Q4-1998:Q4 provides the following results (standard errors in parentheses):

    (3.7)

T=73 (1980:Q4-1998:Q4) R2=0.45 σ=.79% DW=1.92
LM(1)=.72 (.399) LM(4)=.85 (.359) LM(1,4)=0.68 (.607)
ARCH(4)=0.14 (.968) HET=.221 (.986) NORM=1.23  (.541)
RESET=0.15 (.904) FOR(24)=8.5 (.999) CHOW(24)=.31 (.998)

From a statistical point of view, the estimated equation appears once again well specified, with test
statistics  showing no  signs of  residual  autocorrelation, heteroskedasticity or non-normality. The
exclusion of additional dynamics (∆Z

t-1
 and ecm2

t-1
) from (3.7) is not rejected either [F(6,63)=1.31

(.315)]. Furthermore, no major problems are detected when the equation is used for producing
one-step ahead  forecasts over the  last six years of the sample. When estimated recursively,  the
parameters in (3.7) turn out to be relatively constant over the recent period. Figure 2a records
the time series of fitted and actual values of ∆π, the scaled residuals and the residual correlogram.
Figure 2b shows a graphical summary of results from the recursive estimation of the equation over
the 90's.

Estimation  results  tend  to  give  support  to GS's  claim  that  the  real money  gap  has  substantive
predictive power for future inflation in the euro area, as evidenced by the significance of the term
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15 This is here obtained by separate OLS estimation of (3.1c). As noted in Gerlach and Svesson (1999), this procedure does not guarantee
that proper account is taken of measurement errors due to the unobservable nature of       .  Whilst this could have been tackled by further
extending the system to include (3.1c), GS results indicate that the system estimates provide the implausible result that the implicit
inflation objective is 0.1% at the end of the sample when no restrictions are imposed on (3.1c).  On the other hand, when the restriction
that the inflation objective at the end of the sample equals 1.5% is imposed, little appears to be gained from estimating (3.1c) jointly with
the rest of equations in the system.

16  The use of the HP filter to proxy the output gap is popular in applied work  [see, for instance, Roberts (1997 ) in the context of the
estimation of a Phillips curve model or Taylor (1998) in the context of monetary policy rules] although it is certainly not exempt from
criticism [see, for instance, King and Revelo (1993) or Harvey and Jaeger (1993)].  As before, the estimates herein do not take into
account the existence of potential measurement errors, nor do they take into account the two-sided nature of the filter, which may cause
violations of weak and strong exogeneity assumptions.
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