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This dissertation examines how expectations are formed and how they interact with eco-
nomic activities. Beliefs about economic outcomes vary with timing and accuracy of information,
which have important implications for macroeconomic dynamics. The importance of expectations
has long been emphasized in rational expectations (RE) models (see e.g. Lucas 1972, 1976; Kyd-
land and Prescott 1982), and diffusion of information has been modeled in many ways (see e.g.
Beaudry and Portier 2004, 2006; Mankiw and Reis 2002; Woodford 2003; Sims 2003). My work
builds on this literature and aims to improve the understanding of information structure, formation

of beliefs, and decision-making, and how they contribute to macro business cycles.

In the first chapter, I point out how identification of full information rational expectations
(FIRE) models suffers from Manski’s (1993) reflection problem. I extend the standard rational
expectations (RE) model to allow for a more general information structure and introduce a new
framework to identify the generalized model with forecaster data. Identification is no longer sub-

ject to the reflection problem when two changes are made to the information structure: the addition

Vi



of news shocks and imperfect information. News shocks provide additional variation in expecta-
tions about the future. Imperfect information provides changes in beliefs about past states, through
which the feedback between expectations and decisions goes only in one direction. Expectations
data are consistent with both. An application to Greenbook forecasts illustrates the importance of
both news shocks and learning about the past. When I apply this framework to a Blanchard and
Quah (1989) decomposition, I reach qualitatively new results. For example, expansionary sup-
ply shocks decrease unemployment. Supply shocks are also particularly subject to both news and
information rigidities, so relaxing the information structure is key to correctly identifying these

shocks.

In the second chapter, I discover how both good and bad news shocks coincide with higher
uncertainty on impact. This new stylized fact is robust to different empirical models of the news
shocks literature and different proxies for U.S. macro uncertainty. The new stylized fact has impli-
cations in three fields. First, bad news shocks produce the dynamics discovered in the uncertainty
literature: spikes in uncertainty are followed by drops in output. I show that there is indeed some
overlap between bad news and uncertainty shocks, as the effect of an uncertainty shock gets weaker
when controlling for bad news shocks. Second, I show that the close relationship between news
shocks and uncertainty seems to be also responsible for the close relationship between quarterly
stock returns and stock market volatility - a proxy for uncertainty. This contributes to the finance
literature that works on this relationship. Third, introducing a non-linear empirical model, I find
additional asymmetries in the responses to news shocks due to the asymmetric response of uncer-

tainty. This contributes directly to the news shocks literature.

An important conclusion of chapters one and two is that economic shocks vary with avail-

ability of information. The third chapter deals with such heterogeneity. I relax the assumption that
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economic shocks of the same type are homogeneous, respectively, always have the same effect.
Instead, I argue that economists identify a shock that consists of a variety of heterogeneous com-
ponents. For example, a technology shock is the sum of all disaggregate technology shocks, from
innovations in marketing up to inventions in the manufacturing process, which all have different
effects on the economy. I discuss how standard identification methods can identify the shocks of
interest despite this heterogeneity. 1 find that the weights on the shock components depend on
the identification strategy so that different identification strategies produce different effects. This
could explain why different macro papers often identify different responses to the same shock, in

the same country, and over the same time period.
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Chapter 1

Identification of Rational Expectations Models Under
Information Frictions



1.1 Introduction

In modern micro-founded macro models, the decisions of economic agents are inherently
forward-looking and therefore depend on their expectations about the future. But if their expecta-
tions are also formed based on the current state, as is generally assumed in full-information models,
it becomes difficult to determine to what extent expectations affect actions and vice-versa. I relate
this simultaneity to Charles F. Manski’s (1993) reflection problem and introduce a new way to deal

with its implications for identification.

The importance of expectations has long been emphasized in rational expectations (RE)
models (see e.g. Robert E Lucas, 1972; Robert E. Lucas, 1976; Finn E. Kydland and Edward C.
Prescott, 1982). This paper provides a new methodology to identify the parameters of RE models
using data on the expectations of economic agents at multiple horizons. Specifically, I relax the
full-information assumption and allow for information to diffuse to agents both before and after
shocks are realized, which allows me to match both forecasts and backcasts in the data. The re-
sulting variation in expectations is no longer proportional to current actions so that identification is
possible. This flexible information structure brings together the literature on news shocks (see Paul
Beaudry and Franck Portier, 2004, 2006), where information arrives before impact, and the litera-
ture on information frictions (see N. Gregory Mankiw and Ricardo Reis, 2002; Michael Woodford,
2003; Christopher A. Sims, 2003), where agents gather relevant information only after the period

is realized. Combining both dimensions is the key to identifying the parameters of the model.

I relate the identification issue to Manski (1993), who describes the role of expectations
about competitors and peers in social interaction models. His well-known reflection problem states
that when expectations are modelled simply as the average among individuals, the researcher can-

not distinguish whether expectations change individual behaviour or if they simply reflect be-



haviour without causing it. I extend his proposition to show that full information rational expec-
tations (FIRE) models suffer from the same type of reflection problem as well: since information
is only gathered in one period, expectations about the future are proportional to realizations today.
The researcher can therefore not distinguish the direct effect of a shock on the economy from the
indirect effect of observing that shock. The FIRE literature successfully bypasses this reflection
problem by imposing a set of parameter restrictions on the FIRE model typically derived from a
micro-founded model. I provide a new way to deal with this identification issue by incorporating

data on expectations at multiple horizons and by relaxing the full information assumption.

There are many ways to relax full information (FI). Mankiw and Reis (2002) introduce
a sticky information approach where agents update their expectations infrequently, but when they
update their expectations, they fully observe the state. Woodford (2003) models information rigidi-
ties with a noisy information approach where agents receive noisy signals about the state of the
economy. Sims (2003) and Bartosz Mackowiak and Mirko Wiederholt (2009) make acquiring
information costly so that agents need to choose whether they want to pay the cost to get informa-
tion. The solution of this problem is characterized by rational inattention, where agents choose
to deviate from full information. Models with such information rigidities allow for information
to arrive after the shocks are realized so that agents no longer fully observe the current state of
the economy. In contrast, news shock models allow for information to arrive before the shock hits
the economy. Beaudry and Portier (2004) introduce news shocks as noisy signals about future
developments of the economy, while Beaudry and Portier (2006), Joshua Mark Davis (2007), and
Lawrence J. Christiano, Cosmin Ilut, Roberto Motto and Massimo Rostagno (2010) model news
shocks as future shocks that are fully observed today. My paper combines the two branches of the

literature to formalize a much more general information structure than what is allowed in standard



macroeconomic models.

The core identification property is that future outcomes only have an effect on today’s
economy if agents observe these outcomes in advance. Hence, any fluctuations that are unob-
served cannot be caused by future outcomes. These unobserved fluctuations are therefore fully
backward-looking and can be used to identify the effect of current on future outcomes. Changes
in expectations about the previous period, defined as backcast revisions, collect these unobserved
fluctuations. Hence, data on expectations about both the contemporaneous and the previous period
are sufficient to identify one direction of the relationship between outcomes and expectations. The
other direction is identified when data on expectations about the next period is available. Given the
identified effect of current outcomes on expectations of future outcomes, the remaining variation
in expectations of the next period must come from additional information that is obtained today
about the future. The effect of the remainder on current outcomes thus identifies the effect of ex-
pectations so that the forward- and backward-looking components of the RE model are identified.
Key for identification is the timing assumption that expectations can only depend on information
obtained up until today, but not on information obtained tomorrow. Timing restrictions on infor-
mation sets are common in the production function literature (see G. Steven Olley and Ariel Pakes,
1996; Richard Blundell and Stephen Bond, 2000; James Levinsohn and Amil Petrin, 2003). To my
knowledge, this is the first paper that uses the variation generated by relaxing full information to
separately identify the parameters governing the backward- and forward-looking dynamics of RE

models.

The proposed strategy identifies the forward- and backward-looking components simulta-
neously, without imposing additional restrictions on the model equations. Instead of imposing a

particular structural model, this approach nests all models that have the form of RE models with a



flexible information structure. Hence, estimation is less subject to model specifications other than
the choice which variables to include, the number of lags and leads, and how the shocks are orthog-
onalized. Identification instead relies on the assumption that data on expectations across horizons,
both future and past, is available and that this data correctly captures beliefs of agents. Moreover,
identification requires a positive variance of backcast revisions, and noncollinearity between now-
and forecasts, features which appear to be consistent with the data. Hence, I impose a completely

different set of assumptions to identify the RE model than what is common in the literature.

I implement the identification strategy using data on expectations from the Greenbook, a
collection of forecasts from the U.S. Federal Reserve. In the first application, I estimate an un-
restricted multivariate RE model with output, consumption, and investment growth, as well as
inflation. I find that about half the information about shocks is gathered before and during realiza-
tion, while the other half is obtained only after the shock materializes. This provides evidence for
information rigidities, where agents don’t fully observe the current state of the economy. More-
over, around one fourth of the information is collected before realization, which provides support
for the news shock literature. I then produce counterfactuals by shifting arrival of information to
simulate a full information environment, where everything is observed on impact. In this counter-
factual, persistence of all variables significantly declines. Hence, the information structure seems

to be a significant driver of the persistence in macro variables.

In the second application, I estimate a RE model with output growth and changes in unem-
ployment, and orthogonalize the shocks following Olivier Jean Blanchard and Danny Quah (1989):
demand shocks are assumed to be transitory shocks, while supply shocks are the only shocks with a
long run impact on output. The results indicate that demand shocks are much better observed than

supply shocks, hence, agents seem to be better informed about the demand side of the economy,



and less informed about the production side. Moreover, I find on average a significant response
to supply shocks before impact, which is line with the news shock literature modelling anticipated
supply side shocks. Overall, both demand and supply shocks increase output and decrease unem-
ployment which is consistent with standard real business cycles (RBC) models. The finding that
supply shocks decrease unemployment is different from the conclusion of Blanchard and Quah
(1989), who find increased unemployment in response to supply shocks. This illustrates the im-
portance of properly controlling for timing of information arrival and processing when identifying

economic shocks.

This paper relates to the literature on structural vector autoregressions (SVARs), where
economic shocks are identified with reduced form models (see Christopher A Sims, 1980). Similar
to SVARSs, my identification strategy does not require one to specify the structural equations of the
RE model. However, while SVARs identify the reduced form version of the RE model, this paper
identifies the structural version directly, where expectations about the future and dependence on

past are identified separately.

My paper builds on and contributes to the literature on news shocks. Beaudry and Portier
(2004, 2006) introduce the notion of TFP news shocks as changes in current expectations about
future productivity, and they find that these news shocks have real effects today, even though they
only materialize in the future. Beaudry and Portier (2006); Paul Beaudry and Franck Portier (2014),
Barsky and Sims (2011); Robert B. Barsky and Eric R. Sims (2012), Paul Beaudry, Martial Du-
paigne and Franck Portier (2011), Robert B. Barsky, Susanto Basu and Keyoung Lee (2015) and
others identify TFP news shocks in SVARSs as changes in current expectations, measured for exam-
ple in terms of stock prices or consumer confidence, that are orthogonal to current but contribute to

future TFP. Today’s effects of the news shocks are then considered as effects of expectations, while



the shock only realizes in the future when TFP increases. These papers therefore rely on structural
assumptions about the dynamic effects of news shocks on economic variables. My approach relies
on a different set of assumptions, yet yields results that confirm the importance of news shocks for

macroeconomic dynamics.

This paper also contributes to the literature on VAR invertibility, which refers to the ability
to rewrite the RE model as a reduced form VAR of observables (see Jesus Fernandez-Villaverde,
Juan F. Rubio-Ramirez, Thomas J. Sargent and Mark W. Watson, 2007). Non-invertibility occurs if
there are unobserved state variables causing a bias in VAR estimation (see Mark W. Watson, 1986).
Models with news shocks are particularly vulnerable to non-invertibility, because VAR variables
might not be able to capture the information used to predict news shocks (see Eric M. Leeper,
Todd B. Walker and Shu-Chun Susan Yang, 2013). Watson (1986), Christopher A. Sims and Tao
Zha (2006), and Eric R. Sims (2012) address the invertibility issue by including forward-looking
variables. I introduce an alternative way to avoid non-invertibility by estimating the reduced form

model (VAR) with backcast revisions, as described above.

An essential feature in Manski (1993) is that beliefs are modelled rather than observed.
Whether true expectations are indeed equal to modelled expectations cannot be tested using data
on realizations alone. Charles F. Manski (2004) thus recommends usage of data on expectations,
namely: “econometric analysis of decision making with information cannot prosper on choice data
alone” (see Manski, 2004, p. 1330). Macroeconomists have access to rich data on expectations on
macro indicators at multiple horizons, which is provided by the Federal Reserve Bank of Philadel-
phia, the University of Michigan and other institutions, and there is a growing literature that makes

use of this data.

Olivier Coibion and Yuriy Gorodnichenko (2015) use survey data on expectations to test for



both, full information (FI) and rational expectations (RE). They reject FIRE, and find that rejection
most likely reflects deviations from FI rather than RE. This is in line with Klaus Adam and Mario
Padula (2011), who show that survey expectations satisfy the law of iterated expectations, a law
that is satisfied under RE. Based on these findings and in line with the literature on information

frictions and news shocks, I only relax FI and keep the RE assumption.

There is already a growing literature using data on expectations in RE models. Marco
Del Negro and Stefano Eusepi (2011) and Marco Del Negro and Frank Schorfheide (2013) use
data on both realizations as well as on expectations to model inflation expectations in DSGE mod-
els, while Thuy Lan Nguyen and Wataru Miyamoto (2014), Yasuo Hirose and Takushi Kurozumi
(2012), and Fabio Milani and Ashish Rajrhandari (2012) include data on expectations in DSGE
models to measure the effect of TFP news shocks, which are anticipated productivity shocks. Jeff
Fuhrer (2017) embeds survey forecasts in a standard DSGE model and demonstrates that much of
the persistence in aggregate data can be attributed to slow moving expectations. Precursors of this
literature estimate univariate models, for example, John M Roberts (1995) uses survey measures to
estimate the Philips curve. Instead of using survey data directly, Jordi Gali and Mark Gertler (1999)
first regress future variables on information sets to model expectations, and then they estimate the
Philips curve based on these projections. While I relax the information structure to match data on
expectations, these models either rely on measurement errors, or deviations from rationality (RE),

as these models recognize that observed expectations do not always match model predictions.

Section 1.2 illustrates the reflection problem in rational expectations models. Section 1.3
provides intuition for the new identification method with a univariate model for inflation. Section
1.4 generalizes the information structure and identifies the model. Section 1.5 discusses identifying

restrictions to extract economic shocks. Section 1.6 examines forecaster data from the Federal



Reserve and uses this data to estimate the model. Section 3.6 concludes.

1.2 Manski’s Reflection Problem in RE Models

Consider a standard linear rational expectations model:
ye =Ly 1 + PE[yi1|F] + Muy, (1.1)

where y; is an /N-dimensional vector of variables and wu; is an /N-dimensional vector of mutu-
ally exclusive shocks with zero-mean, i.e. E[u;] = 0, identity variance-covariance matrix, i.e.
Eluuy] = I, and no correlation over time, i.e. E[uu;,,] = 0, & # 0. Moreover, J; is all the
information the agent obtains up to period ¢t.! T', ®, and IT are N x N matrices of parameters,

which are typically derived by linearising a micro-founded model.

The trademark of rational expectations models is the role of expectations about the fu-
ture, which makes the model not just backward-looking, but also forward-looking. The workhorse
macroeconomic models (e.g. RBC or New Keynesian models) would satisfy the following as-

sumptions:

Rational Expectations (RE). Expectations are consistent with model.

The notion of rational expectations is originally defined by John F. Muth (1961), who suggests to
model expectations the same way as predictions of the underlying model. This notion is introduced
to macroeconomics by Lucas (1972), promoting RE in his later called Lucas’s (1976) critique. In

particular, he points out that expectations should not be modelled arbitrarily in a static way, instead,

'Formally, F; is denoted by a collection of events (i.e. o-algebra) that can be assigned probabilities by using all the
information from the past. If the information represented by a random variable w; belongs to F; (i.e. the o-algebra
generated by the random variable wy), then we have E|ws|F;] = ws.



macro models should allow for expectations to change over time, and they should be consistent

within the model.

Full Information (FI). Shocks are only and fully revealed at realization:

E[ut!?t+s]:{E1[::]7 i;g (%

and initial conditions are known: E[y|Fo] = yo.

FI means all the information about shocks u; is gathered at time of realization. Specifically, FL.i
states that no information is gathered before realization, and FL.ii states that no information is
gathered after realization, as realized shocks are fully observed at the moment they are realized.
Recall that expectations of shocks are normalized to be zero, i.e. E[u;] = 0. Thus, FLi is also
denoted as the zero conditional mean (ZCM) condition. FI implies that the agent observes all
realized variables and shocks, y;_; and u;_g, for all s > 0, and predictions about the future are only
based on these realizations. Models that satisfy both FI and RE are standard and are sometimes
referred to as full information rational expectations (FIRE) models (see e.g. Olivier Coibion and

Yuriy Gorodnichenko, 2012).

Under RE and Fl.i, the shocks disappear when taking expectations of future variables so

that for all h > 1:
E[Yt+h|?t] :FE[YtJrh—ﬂfft] + (I)E[Yt+h+1’5tt}- (1.2)
Inspection of (1.2) reveals the following:

Lemma 1 (Invertibility of Future). Under RE and FL.i, expectations about the future are invertible,
Elyiin|Fi] = AE[yiin_1|Fi), h > 1, where A is the fixed point solving A = (I — ®A)~'T.

Proof: see appendix 1.8.1.

10



Lemma 1 states that it is sufficient to know expectations about realized variables, E[y;|F;],
to infer expectations about the future, E[y,4|F;], forall b > 1. Namely, E[y;,1|F;] = A"Ely:|F].
Under RE and FLi, lemma 1 is a sufficient condition to identify A and residuals that are indepen-
dent of past information, F; 1, which is referred to invertability or fundamentalness in the VAR
literature (see Watson, 1986; Ferndndez-Villaverde et al., 2007; Leeper, Walker and Yang, 2013;

Sims, 2012, and discussion of proposition 1.2.1).

Lemma | means in particular that for 4~ = 1 and under FI, E[y;.|F;] = Ay;. There is
therefore no independent variation in expectations in system (1.1), which prevents the separate
identification of forward- and backward-looking components in (1.1). More formally, the rational
expectations model suffers from Manski’s reflection problem, which is a wel-known issue for
identification in social interaction models (see Manski, 1993).> Proposition 1.2.1 uses a similar
econometric structure as Manski (1993) and extends the reflection problem from a cross-sectional

environment to rational expectations models:

Proposition 1.2.1 (Reflection Problem). (a) Under RE and FI, parameters ® and I are not identi-
fied separately. Moreover, (b) under RE and FLi, the composite parameter A = (I — ®A)~'T and
residuals By |Fi] — E|yirr|Fi—1] are identified by regressing E[y|F:] on E|yiir—1|Fi_1] for
any k > 0.

Proof: see appendix 1.8.2.

2Manski (1993) discovers the reflection problem in models with endogenous social effects, which describe how
individuals® behaviour is influenced by the behaviour of a group. The reflection problem arises in Manski (1993)
when data cannot identify whether average behaviour affects the behaviour of individuals, or whether the average
simply reflects individuals’ behaviour without causing it. Manski (1993) compares the problem with observing the
simultaneous movements of a person with her reflection in the mirror, as this observation does not reveal whether the
mirror causes the movements or reflects them.

11



Proposition 1.2.1 shows that in the FIRE model, data reveals how the economy propagates
(i.e. A) but cannot tell whether this persistence is caused by forward-looking or backward-looking
behaviour. Macroeconomists therefore rely on a series of parameter restrictions to extract both I
and ®. For instance, if one assumes ® = 0, then I' = A. This identifying restriction implies
that expectations don’t matter, and dynamics in the model are entirely backward-looking. While
unusual in modern macro models, this is precisely the environment used in empirical models like
Thomas Laubach and John C. Williams (2003) which is the workhorse approach used by central
banks to estimate the natural rate of interest (see e.g. James Bullard, 2018). The opposite approach
is to set I' = 0 so that ® = A~!. In this case, dynamics are entirely forward-looking, as is the
case for example in the workhorse New Keynesian model (see e.g. Richard Clarida, Jordi Gali and
Mark Gertler, 2000). This implies that information is very important, as without it, the economy
is simply a white noise process. More generally, structural macroeconomic models imply a set of
zero restrictions on I' and ®. However, different models imply different restrictions and there is

little a priori reason to favor one approach over another.

A different branch of literature started by Sims (1980) identifies economic shocks and their
responses with vector autoregressions (VARs), which are reduced-form models. Under FI, the
regression in proposition 1.2.1.b is a VAR estimated with realizations y;. Proposition 1.2.1.b shows
that this VAR identifies composite parameter A, as well as residuals, i.e. E[y|JF:| — E[y:|F—1] =
ITu,. If these residuals can be linked to economic shocks with restrictions on the impact matrix
I1, the VAR can produce impulse responses thereof. The property that these residuals are not
contaminated by past shocks so that they are only function of current shocks makes the VAR
invertible or fundamental (see Watson, 1986; Ferndndez-Villaverde et al., 2007; Leeper, Walker

and Yang, 2013; Sims, 2012).
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Olivier J. Blanchard, Jean-Paul L’ Huillier and Guido Lorenzoni (2013) discuss VARs when
relaxing full information FLii. To illustrate their point, consider the VAR estimated with real-
time data, Fly;|F;], across t. This VAR identifies composite parameter A, as well as residuals
Ely:|F:] — E[y:|F;-1] according to proposition 1.2.1. Note that these residuals are uncorrelated to
past information, J;_, by law of iterated expectations, which means the VAR satisfies the invert-
ibility condition. Blanchard, L"Huillier and Lorenzoni (2013) however show that these residuals
can only be linked to economic shocks under FI, where VAR residuals are equal to the residuals of
the model, E[y;|F;] — E[y:|F;_1] = ITu,. Once Fl is relaxed, true economic shocks can no longer
be separated from noise. Hence, when relaxing FI, identification of composite parameter A and

residuals E[y;|F:] — E[y:|F:—1] might not provide economic meaning per se.

Estimation of regression in proposition 1.2.1.b does not require data on expectations at
multiple horizons, i.e. E[y;.,|J;], for several h. Even when data on expectations is available
at multiple horizons, it is unclear how to incorporate this data in FIRE models. In particular,

proposition 1.2.1.a shows that a researcher could still only identify a combination of I' and ®.

Full information is inconsistent with data on expectations. In particular, data rejects FL.ii as
expectations are not equal to realized values, E[y;_x|F;] # y:_x, for some t and k > 0. Moreover,
FI.i does not hold because forecasts are noncollinear: there is no matrix that satisfies lemma 1,
Elyiin|F:] = AE[yin_1|F), for all t and h > 1. FLii is relaxed in models with information
frictions such as sticky and noisy information models (see Mankiw and Reis, 2002; Woodford,
2003; Sims, 2003). FL.i is relaxed in models with news shocks (see Beaudry and Portier, 2004,
2006). This paper uses the variation generated by relaxing FI to match data on expectations at all

horizons, and to separately identify I' and ®.
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1.3 A Simple Example

Before I formally introduce the model with flexible information structure, I use a simple
example to illustrate the new framework. Consider the following univariate version of model (1.1)

governing inflation:

T = ym—1 + OE[mq|F) + owy, (1.3)

with éid shocks u; ~ N(0,1), a forward-looking and a backward-looking component, ¢ and -y

respectively. Model 1.3 represents the solution to a central bank’s problem (see appendix 1.9.1).

Under FI, expected future inflation fully reflects current inflation, E[m;,1|F;] = am;, where
a is the solution to the fixed point in @ = (1 — ¢a)~ ', according to lemma 1. By proposition
1.2.1, additional restrictions on parameters are necessary to identify the model. For example,
Coibion and Gorodnichenko (2015) describe inflation with a backward-looking AR(1) process and
thus implicitly assume ¢ = 0 so that v = a is identified by assumption. In this environment,
expectations have no impact on inflation, which means that whether agents are well informed or

not does not affect the inflation rate.

Note that FI imposes strong model restrictions that can be rejected when data on expecta-
tions is observed. The Federal Reserve Bank of Philadelphia provides data on Fed’s expectations
about past, current, and future inflation. This Greenbook data shows that about 14% of inflation’s
variance is not observed in real time, which rejects the full information assumption FLii (see fig-
ure 1.2 of section 1.6). Moreover, the forecasts of inflation are noncollinear, which rejects FL.i
according to lemma 1. Motivated by these observations, I relax the full information assumption

and allow for information to diffuse slowly over time. Specifically, the agent obtains news about
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future shocks ahead of time, while some information about the shock is delayed. The top left plot
of figure 1.1 illustrates how information is concentrated under FI, and the top right plot shows an
example of how information about the shock diffuses slowly starting before realization (t — 4) up

until one period after realization (¢ + 1).

Figure 1.1: Information Diffusion in RE Model

(a) Full Information (b) Info Rigidities and News Shocks
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Notes: This figure compares (a) the full information rational expectations model (1.3) with (b) the same
model when FI is relaxed. The top panel displays the share of variance of the shock that is learned on
average h quarters after realization, respectively, -h quarters before realization, where h is plotted on the
x-axis (see (1.28) for a formal definition of the metric). The lower panel displays the average impulse
response to a shock. (a) The FI impulse response is the estimated response of an AR(S) process using real-
time data. (b) The impulse response of the model without FI is estimated based on a backcast, a nowcast,
and five forecasts, where the RE model in (1.3) is extended to include five lag and four lead terms. 68%
confidence bands are estimated using bootstrap method. The model is estimated with quarterly Greenbook
data, 1967Q2 - 2011Q4, and price level is defined as GDP price deflator. Units of the bottom plots are
cumulated annualized percentage points.
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Consider the regression of proposition 1.2.1.b when relaxing FL.i:

E[?Tt‘gjt] == ")/E[’/thl‘g"t] + ¢E[7Tt+1’5tt] + O'E[Ut‘g'-t],

= aE[m1|F] + > (01) boo Elus | F, (1.4)

s=0

= aE[m1|Fioa] + a(E[m1|F)]) — Elmoi|Foa]) + > (01) boo Eluo|F],  (1.5)

s=0
where a is the fixed pointin a = (1 —¢a)~ 'y, by = (1 —¢a)'¢, and by = (1 — ¢a)~'. Regression
of E[m|F;] on E[m;_1|F;_1] is biased, as for example yesterday’s beliefs about tomorrow’s shock,
Eluy1|F;_1], shift the left- and right-hand side variable simultaneously: E[m;,_1|F;_1] shifts by
(b1)?boo, and E[m|F;] shifts by bybgo. This inability to identify reduced form parameters under
foresight is known as non-invertibility problem (see Fernandez-Villaverde et al., 2007; Leeper,

Walker and Yang, 2013; Sims, 2012).

Data on expectations at multiple horizons solve this identification issue. The idea is that
inflation does not directly depend on the future in the RE model, it only depends indirectly on
the future through current expectations. Hence, any variation that is unobserved cannot depend
on the future, because expectations are formed based on observed variation, only, i.e. variation
in J;. Variation that is unobserved today, but it is observed tomorrow is captured in tomorrow’s
backcast revision, which is the change in expectations about the previous period. Again, this
backcast revision cannot depend on the future, because the variation that causes a backcast revision

is unobserved when it is realized. Formally, the forward-looking term drops out when calculating
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the backcast revision:

Bl 1|F] — Elm1|Fi]
= V(E|m—2|Ft] — Elm2|Fia]) + ¢ (E[E[m|F1]|Fe] — E[E[m|Fi-1]|Fi-1])
+ o (Eluy_1|F) — Elug_1]|F-1]),

=Y(E[m-2|F] — Elm—2|Fi1]) + 0 (Elur-1|Fe] — Elue—1|Fi1]) (1.6)

as by law of iterated expectations, F[E[m|F;,_1]|F;] = E[m|F;_1]. Note how the backcast revi-
sion in 1.6 only depends on beliefs about past shocks, but not on beliefs about current and future
shocks, which are responsible for the omitted variable bias (OVB) in estimating a. In particular,
equation (1.5) together with (1.6) show that regression of the nowcast E|m;|F;] on backcast revision
(E[m_1|F] — E[mi—1|F:-1]) does not suffer from OVB, as the left- and right-hand side variables
depend on different unobservables. This regression requires expectations at two horizons, expecta-
tions about today and expectations about the previous period. This is different from the regression
of proposition 1.2.1 of today’s nowcast E[m;|F;] on yesterday’s nowcast E[m;_1|F;_1], where only

one horizon is necessary.

Is the above regression unbiased? There is one more catch, while past shocks are un-
correlated with future shocks, it is still possible that beliefs about shocks are correlated across
time, i.e. Corr(Euiii|Ft], Elueen|Fi]) # Corr(upir, uryn) = 0, for some k # h. This is not
an issue under FI, where expectations are either equal to zero or equal to the true shock so that
correlations of beliefs are always equal to zero, anyways. Intuitively, beliefs about uncorrelated
shocks are correlated when there is uncertainty about timing. For example, the central bank re-
ceives information about a future tax cut, but it doesn’t know whether it will occur in one or in

two years. The belief of experiencing a tax cut is thus positively correlated between one and two
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years from now, even though tax cuts are uncorrelated over time. Identification of feature a needs
the following restriction: there is no more uncertainty about timing, once the shock is realized.
Hence, once the tax cut occurs, the central bank is no longer uncertain whether it occurs today
or another time, while there might still be uncertainty about the size of the tax cut. This restric-
tion on uncertainty about timing is denoted as revealed timing at realization (RTR) assumption:

Cov(Eug|Feir), Elurin|Frix]) = Cov(ug, ueyp) = 0,Vh > 1, Vk > 0.

The above exercise shows how we can still identify the composite parameter a, despite
having relaxed FIL.i and FLii. It turns out, data on expectations can do even more than that. The
reason is that the model is no longer subject to Manski’s (1993) reflection problem, as relaxing FI.i
provides additional variation in expectations that breaks the reflection. Data on expectations about
the future can make use of this variation to separately identify ¢ and . In particular, shift equation
(1.4) forward:

Elm|F,] = aB[m|F] + Y (b1) boo Elug 11 Fi], (1.7)

5=0
and use identified a to extract the remainder, i.e. E[m1|F;| — aFE[m|F;], which is a weighted
sum of all future shocks. Moreover, extract the remainder of the nowcast in (1.4), as well, i.e.
E[m|F] — aE[m;_1|F;], and then regress it on the remainder of (1.7) to identify b;. This is apparent

in equation (1.4), after taking the current shock out of the sum:

[Wt‘fft] - aE 7Tt 1’3} Z bl *boo B Ut+s|9’~t]
s=0

(Z (b1)*boo E ut+1+s|fft]> + boo Blu| F4),
=0

= 1( [7rt+1|3’t]—aE[waﬂ]).+b00E[ut|fft]. (18)
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This regression gives an unbiased estimate of b; under RTR. RTR is required because the weighted
sum of beliefs of future shocks should not be correlated with the belief of the current shock, i.e.
Eluy|F], as it is the error term in regression (1.8). Remember that composite parameters are
invertible functions of the model parameters, a = (1 — ¢a) v, and b; = (1 — ¢a)~'¢, hence, once

a and b, are identified, ¢ and ~y are identified, as well as by = (1 — ¢a) L.

To summarize so far, if data on backcasts, nowcasts, and forecasts are available, the pa-
rameters 7y and ¢ of the rational expectations model (1.3) are identified. Identification is possible
without a parametric structure for how agents gather information. This flexible information struc-
ture allows to match data on expectations at different horizons, without relying on measurement
errors or deviations from rationality. The necessary rank conditions are that backcast revisions,
nowcasts, and forecasts are noncollinear. These conditions are testable and are satisfied for infla-
tion expectations. The necessary zero conditional mean (ZCM) conditions are that beliefs about
realized shocks are uncorrelated with beliefs about future and past shocks (RTR), while beliefs

across unrealized shocks can still be correlated.

Under FI, parameters v and ¢ of model (1.3) and the underlying process 7; are sufficient
to extract the shocks, i.e. ou; = %(7‘(} — am;_1), to identify the persistence of the process, i.e.
p(m, m_1) = a, and to identify predictions of the agents at all horizons, i.e. E[m |F:] = a’n,
Vh > 0, and E[m;_i|F] = m_, Vk > 0. Without FI, identified parameters v and ¢ quantify
economic relationships, but they say nothing about realized shocks, u;, nothing about how inflation
propagates over time, and they do not reveal predictions of the agents beyond the expectations
used for estimation. To identify these characteristics, the researcher needs to identify how much

information is gathered by the agents before, during, and after the shocks are realized. One extreme

is that agents receive most information about the shocks far ahead of time so that agents respond to
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this information in advance through ¢, generating a high persistence in inflation. Another extreme
is when most information is gathered after realization so that once the shocks are observed, they

are no longer relevant for today’s economy so that expectations barely matter, despite a large ¢.

I introduce a non-parametric way to identify the information structure, in order to capture
the characteristics described above. For this I need to assume a finite information diffusion interval
(IDI): all the information about a shock diffuses within the interval of H periods before until A
periods after the shock is realized. This means that shocks are fully revealed after K periods,
ie. Elw|F k] = u, and there is no information available H + 1 periods before impact, i.e.
Elu|Fi—p-1] = E[u] = 0. The shocks can then be decomposed into H + 1 4 K revisions:

K
= Elug|Frin] = > (E[ut\S"Hk] . E[utm%,ﬂ). (1.9)

k=—H
These revisions are uncorrelated by law of iterated expectations. The variances of the different

shock components therefore add up to one:
K
Var(u) = Y Var(ElulF ] - BlulFii)).
k=—H

where Var(u;) = 1. The variance of a shock component, i.e. Var (Efu|Fiix] — Elug| Frin-1]),
thus reflects how much of total variance the agent learns % periods after the shock is realized,
respectively, —k periods before it is realized. The top right plot of figure 1.1 shows this measure
for shocks to inflation expectations under the assumption of K = 1 and H = 4. About half of the
shock’s variance is learned before or when it is realized, and the remaining half after. Identification
of this result will be discussed shortly. The top left panel shows that under FI, all the variance is

learned on impact.
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The variances of the components don’t fully capture the information structure, yet. Re-
member there is uncertainty about timing so that beliefs about different shocks can be correlated.
This is captured in the covariances, which add up to zero for & > 0:

K+h
Cov(ug, upsn) = Z Cov (E[ut|fﬂ+k] — Elue|Fopr], Elueen|Fere] — E[Ut+h|?t+k—1]>7

k=—H

where C'ov(uy, uirp) = 0. RTR states that the expression is also equal to zero when taking the
sum only from £k = —H to k = 0. Again, let’s consider the example where the agent receives
information about a future tax cut but it is unclear whether it occurs in one or in two years. The
agent revises her expectations of both shocks in the same direction so that the revisions about ¢ + 1
and ¢ + 2 shocks are positively correlated. Let’s say the tax cut occurs in one year at t + 1. When
the tax cut occurs, the agent observes that a tax cut is realized and thus reinforces her previous
prediction. Moreover, she revises her incorrect prediction of a ¢t + 2 tax cut, as it turns out the
previous information did not refer to that period, after all. On average, the agent readjusts her
beliefs of t + 1 and ¢ + 2 tax cuts to an extent where they become uncorrelated, because the agent
knows that there is no correlation over time. Hence, the covariances of time ¢ and time ¢ + 1

revisions add up to zero.

The variance-covariance matrix of the shock components describes how information ar-
rives, which together with the model parameters provide sufficient information to characterize the
first and second moments of the data, as well as predictions of the agents. Identification of the dif-
ferent shock components requires data on expectations for the horizons for which agents receive
information about shocks. Hence, the IDI assumptions on H and K dictate the necessary fore-

cast horizons for identification. Formally, the shock components can be collected with backcast,
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nowcast, and forecast revisions according to model (1.3):

E[Wt—k:|3rt] - E[ﬂ't—lbtt—l]
= Y(E[m—k-1|Ft] — Elmir1|Fea]) + o (Blur—g|Fy] — Elue—r|Fea]), k> 1, (1.10)
Elmiyn|Fi] — Elmen|Fe]

= Y(E[men—1|F] = Elmn-1]|Fia]) + o(Elmsna|Fe] — Elmeinia|Fia])

+0 (E[ut+h|97t] — E[UtJrh‘grt,l]) s h > 0. (111)

After extracting the shock revisions, they can be summed up according to (1.9) which identifies the
shock ou;, where o is the standard deviation of that expression. The variance-covariance matrix

of the shock components then identifies the information structure so that the model is identified.

Let’s assume that information about a shock is gathered four periods ahead of time, up to
one period after realization, i.e. / = 4 and K = 1. I include additional lag and lead terms,
as well as a trend in model (1.3) and estimate the model using quarterly Greenbook data. For
identification, I need K = 1 backcast, as well as a nowcast and H + 1 = 5 forecasts of inflation.
The top right panel of figure 1.1 plots the variances of the components, which are informative about
how much the agent learns on average before and after the shock is realized. Note that the agent
learns more and more about the variance with time which is not an assumption: it is possible for
example that the agent learns more at ¢ — 1 than at £ + 1. The low amount of learning four quarters
ahead of time supports the IDI assumption that there is no learning about shocks far ahead of time.
Strikingly, the high variance of the revision one quarter after realization shows that a significant
share of shocks to inflation are only observed in retrospect. Remember that this is assumed to
be zero in standard FIRE models. Hence, the top right panel of figure 1.1 provides economically

significant evidence that the assumption of full information does not hold for modelling inflation;
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a finding that is consistent with the empirical literature on information frictions (see e.g. Coibion

and Gorodnichenko, 2015).

In an environment with flexible information structure, impulse responses to shocks change
over time, as they depend on what information the agent receives about each shock. The lower right
panel of figure 1.1 therefore plots the average impulse response. Interestingly, on average, inflation
responds to a shock even before it is realized. Since the future can only affect today’s economy
through expectations, this means that expectations about the future matter. This is exactly the story
of the news shock literature, where today’s economy is affected by a future TFP shock, because

expectations thereof change current behaviour (see Beaudry and Portier, 2004, 2006).

This section shows how data on backcasts, nowcasts, and forecasts fully identify a uni-
variate rational expectations model, when full information is relaxed. The findings of this section
might be a result of having a highly stylized model, which is why the next section extends the

analysis to a multivariate rational expectations model.

1.4 RE Model with Generalized Information Structure

This section identifies model (1.1) and its information structure. The foundation for identi-
fication is data on expectations at multiple horizons. Building on the literature on information fric-
tions (see Mankiw and Reis, 2002; Woodford, 2003; Sims, 2003) and news shocks (see Beaudry
and Portier, 2004, 2006), I relax the full information (FI) assumption to an extent where the model
can replicate data on expectations without relying on measurement errors or deviations from ra-
tional expectations (RE). Specifically, relaxing FI allows to generate all the moments of the data
on expectations other than the ones restricted by the law of iterated expectations, a law that holds

under RE. This generalized information structure permits rich variation in expectations that is used
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to separately identify the forward-looking and backward-looking components of the model.

Section 1.4.1 relaxes FI, by allowing for information to be spread out across time so that
information arrives before, at, and after shocks are realized. In line with the news shocks literature,
and the literature on sticky and noisy information, I model information exogenously, as opposed to
models with rational inattention, where information is chosen endogenously. Instead of introduc-
ing a parametric model for the information process, I characterize arrival of information with the
moments of the data. In particular, I use the moments of conditional expectations of the shocks to

describe the information structure.

Section 1.4.2 solves model (1.1), without having a parametric expression for diffusion of in-
formation. Solving models without FI is challenging, as when expectations matter, the way shocks
propagate depends on the available information. The solution thus needs to keep track of the state
of the information set, J;, which increases the number of state variables significantly. However,
since information is exogenous, I can solve the model without keeping track of information. The
idea is that the rational expectations model only depends on two different information sets, the in-
formation set when the economy is realized, F;, through E[y,,1|F;], and the information set when
everything is revealed, through y;_; and u,. I thus split up the solution into two parts, the part that
is observed at realization, F[y;|J;], and the part that is observed after realization, y; — Ely;|J].
These two parts can then be solved separately, where solution can be found by conditioning on the
same information. As information is fix for each part, solving the two parts is similar to solving
perfect foresight models. Solution is then expressed in terms of conditional expectations of shocks,

which are exogenously determined by the information structure according to section 1.4.1.

Section 1.4.3 identifies model parameters I' and ®, the shocks of the model and the in-

formation structure described in section 1.4.1. Identification is possible as the model is no longer
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subject to Manski’s (1993) reflection problem, which occurs when the econometrician cannot sep-
arate the direct effect of a shock from the indirect effect of observing that shock (see section
1.2). The variation coming from information about the future breaks Manski’s (1993) reflection
problem, as expectations no longer solely reflect changes in the current economy. New information
about the past identifies the backward-looking component, which then helps to extract the variation
that solves Manski’s (1993) reflection problem. The necessary assumption for identification is that
there is no uncertainty about when a shock hits the economy, once it is realized. Identification of
shocks and information structure requires the assumptions that information about shocks diffuses
within a finite interval. Information structure is characterized by the variance-covariance matrix
of changes in expectations about past, current, and future shocks. Identification of shocks also
requires identifying restrictions on the impact matrix of the shocks, i.e. I, which are discussed in

detail in section 1.5.

Changing information structure might alter the form of the rational expectations model
(1.1), depending on how it is micro-founded. Two generalizations are considered. First, if there is
missing information about the past, beliefs about the past, E[y;_1|F;|, might have different effects
than the actual past, y;_;, a case discussed in appendix 1.10.1. Second, if there is information
about future shocks, expectations of those shocks, F[u;,|F;], might enter the system separately,
a case discussed in appendix 1.10.2. The findings of the paper are robust to both generalizations.
The model estimated in section 1.6.2 extends the number of lag and lead terms of model (1.1), and

introduces a trend.
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1.4.1 Information Structure

Consider a standard linear rational expectations model as in (1.1) under rational expecta-
tions (RE), but without imposing full information (FI). In this generalized framework, a representa-
tive agent forms expectations about current, future, and past variables y,, s, as well as shocks u;, s,
Vs. The information structure is expressed in terms of shocks only, u,, s, without loss of generality.

The assumption of full information (FI) is abandoned among the following dimensions:

Information Diffusion Interval (IDI). Information about shocks arrive H periods before until K

periods after realization:

Elw|5 ] = {El[;tlt] Ss<z_fg | ((;z'))

IDI states that new information may arrive before, during, and after shocks are realized, but in-
formation is only gathered within / + K + 1 periods. FI is a degenerated case of IDI, where
all the information arrives on impact. Specifically, FL.i implies H = 0, and FLii implies K = 0.
Identification of forward- and backward-looking parameters I' and ® does not require KX and H to
be finite. Finite K and H are necessary for identification of shocks and the underlying information

structure.

Incomplete Information and News about the Future (IIN). Agents update beliefs about shocks
before, at, and after realization: Var(E[u|Fiis] — E[ug|Firs-1]) > 0, for s = 0, (i) for some
s < 0, and (ii) for some s > 0.

IIN is a rank condition necessary for identification of parameters. IIN violates FI, where agents
only update on impact, i.e. Var(E[w|F;] — Eu|F_1]) = Var(w), and Var(E[u|Fpys] —

Elw|Fiis-1]) = 0, for s # 0. IIN is testable if data on expectations is available at multiple
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horizons. In particular, agents update their beliefs about past shocks if expectations are not equal
to realized values, E[y;_x|F;] # yi—k, for some ¢t and k& > 0. Agents update their beliefs about
future shocks if there is no matrix that satisfies lemma 1, Ely;|F:] = AE[yiin_1]|F:], for all
t and h > 1, respectively, if now- and forecasts are noncollinear. IIN.i is satisfied in models
with news shocks (see Beaudry and Portier, 2004, 2006), while IIN.ii is satisfied in models with

information frictions (see Mankiw and Reis, 2002; Woodford, 2003; Sims, 2003).

As discussed in section 1.3, relaxing FI may cause beliefs about shocks to be correlated
across time, because of uncertainty about timing. The following zero conditional mean (ZCM)

assumption restricts this uncertainty for realized shocks.

Revealed Timing at Realization (RTR). There is no uncertainty about timing after

shocks are realized: Cov(E[u|Fyik], E[upin|Feix]) = Cov(ug,uprp) =0, VA > 1, Vk > 0.
RTR states that uncertainty about timing, Cov(E[us|Fiir], E[uin|Feir]) # 0, is still allowed
among future shocks, but it is no longer allowed for current and past shocks. This means that
uncertainty about when the shock occurs disappears the moment the shock is realized. Note that
there might still be uncertainty about sign, magnitude, and type of shock. In other words, current
information on u; is no longer correlated with information that is used to predict future and past
shocks, u;y, h # 0, but information on u; might still be incomplete. For example, a tax cut
occurs a year from now, but people don’t know whether it occurs in one or in two years. Once the
tax cut is realized, there is no more uncertainty on whether tax rate changes that same year or the
following year. There is however still uncertainty by how much the tax rate changes, and it might
even be unclear whether the shock is indeed a tax cut.

RTR is the ZCM assumption necessary to identify parameters I' and ®. RTR is satisfied in models
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with news shocks as in Beaudry and Portier (2004, 2006); Davis (2007); Christiano et al. (2010),
as these models don’t allow for uncertainty about timing, at all. In this literature, changes in
expectations of future shocks are modelled as independent to changes in expectations about other

shocks.

Relaxing FI together with IDI, IIN and RTR produce the following five properties:

(1) News shocks about the future: E[u;|F;_;] # E[u, for some t and 1 < h < H. This is
the counterpart of FL.i and follows from IIN.1, and IDL.1 restricts /1. News shocks are shocks
that are partially or fully observed before they are realized. This means the agent receives
information not just about today but also about the future. Information about the future is

available, for example, when the government announces future military spending in advance.

(2) Incomplete information: E[u;|Fyix] # wy, for some t and 0 < k < K. This is the counter-
part of FLii and follows from IIN.ii, and IDL.ii restricts . Without FLii, information might
be missing about shocks, even after they are realized. Information is imperfect, for example,
when the government lacks some information about current GDP, because it does not col-
lect taxes and therefore does not have the necessary information until after the calender year

ends.

Property (1) is standard in the news shock literature, while property (2) is standard in the
literature on information frictions. The next three properties are non-standard, and describe how
beliefs about shocks can be correlated, even though realized shocks are uncorrelated. Note that
properties (3), (4), and (5) describe possible relationships, but they are not assumptions necessary

for identification.
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3)

“4)

®)

Uncertainty about timing among future shocks: Cov(E[usi|F], E[ugn|F]) #

Cov(uyyk, wsn) = 0, is possible for h > k > 1.  Note that under FI, this property
does not exist, because Cov( E[usx|Ft], E[usyr|F:]) can either be equal to Cov(uyik, Usip),
Cov(0,us44), Cov(ugig, 0), or Cov(0,0), which are all equal to zero. Timing is uncertain,
for example, when information about a future tax cut is available, but it is unclear whether
the tax cut occurs in one or in two years. The belief that taxes will be reduced in one year is
thus correlated with the belief that taxes will be cut in two years, even though tax reductions
themselves are uncorrelated over time. This property is an explanation why expected vari-
ables have different persistence than realized variables. For example, Monica Jain (2017)
and Jane Ryngaert (2017) find evidence that expected inflation has different persistence than
actual inflation. While they argue that perceived inflation persistence might deviate due to

missperception of forecasters, this could instead be rationalized with uncertain timing.

Uncertainty about type: Cov(E[uy|Fiis], Eluji|Frrs]) # Cov(uy,ujr) = 0, is possible
for i # j. Type is uncertain, for example, when there is information about a shock, but
it is unclear whether it is a fiscal policy shock or a monetary policy shock. This property
is an explanation why expected variables have different correlations among each other than

realized variables.

Uncertainty about both timing and type: Cov(E Wit |Frvs|, Elwjern|Frvs]) #
Cov(Wjtk, wjern) = 0, is possible for i # j, and h > k > 1. This property occurs when
there is both types of uncertainty, for example, when it is unclear whether a signal refers to

a monetary policy shock in two years or to a fiscal policy shock in one year.

I don’t impose a parametric structure on the information structure. This is desirable be-
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cause of two reasons. First, it keeps the information structure as general as possible so that the
structure nests existing models of the literature. Second, additional assumptions would restrict the
relationships of conditional expectations, E[E[y:.x|F:]) Ely:+n|Ft]] across k and h. Deviations in
observed relationships from these restrictions could then only be explained by either relaxing the
RE assumption, or by introducing mistakes in data collection. Instead, this paper matches the data
by adjusting information sets only. Specifically, the estimated model of section 1.6.2 will be ex-
actly identified. In particular, multiple lag and lead terms as well as the generalized information

structure replicate all the first and second moments of revisions in expectations at all horizons.

Literature on information frictions often express information processing in terms of vari-
ables y;, instead of the shocks u;. Properties (1)-(5) can be expressed in variables, as well, by just
replacing u; with y,. The advantage of expressing information structure with shocks is that the
shocks are uncorrelated and have a unit variance, i.e. F[u;xw] = 0, and Efu,u;] = I, for k # 0,
so that deviations in conditional expectations thereof can be simply attributed to the information

structure.

The different properties of the information structure can be quantified by decomposing

structural shocks u, into the following components by IDI:

K

w= > (BllFo] - BllFi]). (1.12)

k=—H
where each component reflects what the agent learned about shock u;, £ periods after, respectively
—k periods before realization. The shock u, is fully revealed at time ¢ + K to the agent, and
there is no information available before time ¢ — H. This decomposition characterizes the agent’s
cumulative learning about the shock, which ultimately is fully revealed at ¢t + H. More specifically,

the components can be interpreted as follows, conditional on today’s information set:
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e News components, E[u;n|F;] — E[un|Fi-1], b > 1, are changes in expectations about a
future shock. These will be non-zero whenever agents receive new information about future
values of the shock.

e Surprise components, E[u;|F;] — E[u;|F;_1], are changes in expectations about a current
shock. This is the only non-zero component in FIRE models, where all the information is
learned on impact.

e Revise components, Elu,_|F] — E[u,_|F;_1], & > 1, are changes in expectations about
a past shock. These revisions will occur whenever agents have imperfect information about

current or future shocks and only gradually learn about their values over time.

The information structure can then be quantified by the variance-covariance matrix of the

shock components:
D = E|(E[U|F,] — E[U,|F,_1])(E[UF,] — E[U,|F,_1])|, (1.13)

where U; = [u;_j --- uj, /|’ Forillustrative purpose, let ' = 1, and H = 2 so that there is no
uncertainty about ¢ — 1, and no information on shocks beyond ¢ + 2. The covariance matrix © can

then be decomposed into (K + 1 + H)? = 16 matrices, each with dimension N x N as follows:
D11 Do Do Do

D10 Do Do Doo

33_171 @01 ©11 3312

9_1,2 @02 @12 922

This variance-covariance matrix captures how information arrives in the economy. For exam-

@:

ple, under FI, shocks u; are fully and only revealed at the time of realization so that E[u;|F;| —
E[u|F;—1] = Iu;, which implies ®¢p = I, and Dy, = 0 for all other h and k. Relaxing FI
means other matrices than ®(, might be non-zero. More specifically, the above properties can be

quantified as follows:
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(1) Imperfect information: ZhH:() Dnn # 1.

(2) News shocks about the future: ZhH:1 Dpn # 0.

(3) Uncertainty about timing among future shocks: diag(®pni) # 0 for some h > k > 0, and by
RTR, ®p 1, = 0 forall h < —1 and for all k.

(4) Uncertainty about type: Dy, is not diagonal for some h.

(5) Uncertainty about timing and type: Dy, — diag(Dpi) # 0 for some h > k > 0.

If information has no real effects, © can be altered arbitrarily without affecting y;, as long
as the properties of the shocks remain satisfied: E[u,u;,,] = 0, Vh # 0, and E[u,u;] = I, which
imply ZhH:—K Dnnts = 0, for all s # 0, and ZhH:—K ®pn = I. One extreme is to change © so
that everything is only observed ex post, by setting all matrices equal to zero except ®_;_; = 1.
Another extreme is to put the identity at the bottom right so that everything is observed H periods
in advance, ®y = I. If y, is different for these two cases, the timing of arrival of information
affects economic dynamics, which means expectations must matter for economic decisions. If y;
remains the same, information is irrelevant meaning that forward-looking behaviour has no real

impact. Section 1.6.3 calculates these two counterfactuals, as well as other manipulations of ©.

1.4.2 Solution

Model (1.1) depends on variables and shocks conditional on two different information sets,
the information set of the period when y; is realized, J;, and the information set when y; is fully
revealed. The economy thus propagates differently for information that arrives before time ¢, than

for information that arrives after time ¢:

yi: = Elyi|Fi] + (y: — Ely:|F]) (1.14)
H,—/ S ~ 4
info before ¢ info after ¢



Let’s solve for the part of the model that is based on information that arrives before time ¢.

The solution of E[y,|J;| can be expressed as in Michael Binder and M. Hashem Pesaran (1997):

E[ytlgrt] :AE[yt—1|3:t] +E[Zt|?t]a (115)

E[Ztlgrt] :BIE[Zt+1|?t] +B0HE[ut|3'}] (116)

Appendix 1.9.2 derives A = (I — ®A)"'I", B; = (I — PA)'®, and By = ([ — PA)~ .
Hence, once A and B, are identified, it is possible to solve for I' and ® without parameter restric-
tions. This solution nests the solution of the previous section where FL.i is imposed. FL.i implies

E[z;,1|F:] = 0 so that no variation goes through B, and therefore only A shows up.

The second part of the solution, y; — E[y;|JF;], is based on information that arrives after time
t. From the rational expectations model (1.1) it is apparent that fluctuations in y; are either caused
directly by fundamental changes through {y; 1, u;}, or by changes in beliefs through E[y;1|5].
Note that beliefs are fully observed when the period is realized. There are therefore no revisions
in Ely;41|3: in the future, only in {y;—:,u,}. Mathematically, this is just the law of iterated
expectations, which holds under rational expectations: E[E[y:1|F:]|Fiin] = Elyes1|Fi], VR > 0.
Future revisions in the representative agent’s belief about y, can thus only be caused directly by
unobserved fluctuations in fundamentals {y, i, u,}, which agents learn about only after time ¢,
and not by changes in beliefs, since the relevant beliefs which affected economic outcomes at time
t are known in subsequent periods. Hence, the part of the model that depends on beliefs about the

future cancels out:

(y: — Ely:|F]) =T (yi-1 — Ely:—1|F]) + I (0 — E[ug|F]), (1.17)

where T =# T is possible if beliefs about the past matter, which is further discussed in appendix
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1.10.1. When agents revise their beliefs about past outcomes, it can only be because they learned

since then something about past fundamentals.

Combining both parts of y; according to systems (1.14), (1.15), (1.16), and (1.17):

H
ye =Ayi 1+ Y _(B1)"BoIIE[u4|F;] + BolTu,
h=1
+ (f — A) (yt,1 — E[yt,lyfft]) + (I — Bo)H (ut — E[ut|3:’t]) . (118)

The first line illustrates how the economy depends on realizations {y;_1, u; }, but also on expecta-
tions about the future E|u;.,|F;], h > 1. The second line adjusts for information that is gathered
after y; is realized. The impact of these unobserved fluctuations differ, as they don’t experience

any feedback from expectations.

This section solved the model without imposing assumptions on the information process.
The next section shows how the parameters of the model can be identified by a researcher who has

access to data on the expectations of the representative agent.

1.4.3 Identification of the Model

This section identifies A and B;, which solve I', @ and B,. The identification strat-
egy of section 1.2 no longer works to get composite parameter A. The regression of E[y;|JF;]
on Ely; 1|F;_1] is biased, because of the confounding factor z,: FEl[y;|F;| depends on E[z;|F;]
through BoIT # 0, while E|y;_1|%;_1] depends on E|z;|F;_;] through B, BII # 0.

A new identification strategy is introduced that makes use of fluctuation that is only ob-
served in retrospect. Unobserved fluctuations have no impact on expectations and thus do not
depend on the confounding factor. This unobserved variation is captured with backcast revisions,

which are defined as changes in expectations about the past, E[y; ;|F:] — Elyi—x|Fi-1], k > 1.
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Formally, system (1.15) shows nowcast revisions depend on backcast revisions through A:
Ely|Fi] — Ely|Fea] =A (Ely1|Fi] — Elye1|Fia]) + (Blze|Fo] — Elze|F1]),  (1.19)

where backcast revisions don’t depend on z; according to system (1.17). Hence, there is no corre-
lation between backcast revisions and the error term coming from the shocks directly, as they are
uncorrelated over time, E[u,,u,] = 0, h # 0, implies E{z;u;_x] = 0, k > 1. Section 1.4.1 shows
however that beliefs about the shocks might still be correlated so that identification of A requires
the RTR assumption. The revealed timing at realization (RTR) assumption makes regression (1.19)
unbiased, because the error term, E[z;|F;] — E[z;|F;_1], depends on today’s and yesterday’s beliefs
about current and future shocks, while backcast revisions depend on today’s and yesterday’s beliefs
about all past shocks. They are not correlated because there is no more uncertainty about timing
between past shocks versus current and future shocks according to RTR. Formally, inspection of

(1.19) shows that the regressor is uncorrelated with the error term under RTR:

E[ (E[Yt—1|3rt] - E[Yt—1|3rt—1]) (E[Zt|3rt] - E[Zt|5tt—1])]

< (L) (Blu—s|F] - E[llmﬂ“m])) <Z(]§1)h]§0ﬁ (Elugn|F] - E[ut+h!fﬂ1])> ]

h=0

= Z Z(f‘)s(él)hgoﬁ <CO"U (Eui—s|F], Elugn|F])) — Cov (Elug—s|Fy 1], E[ut+h|fﬂ_1]))>

Once A is known, identification of B; can be done in two steps. First, use A to extract
Elzi4|F:] = Elyiin|F:] — AE[yiin—1|F:] according to system (1.15). Second, regress F[z;|F]
on E|z,1|F;] to get By of system (1.16). A and B, are then sufficient to solve for I and ®, and

By = (I — ®A)™! so that the parameters are identified. Regression (1.16) is unbiased because
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regressor and error terms are uncorrelated under RTR:
Z(Bl)hBOﬁE[uHh\%]E[ut\fft]

h=1

E E[Zt+1|§t]E[ut‘§t]1 =FE

(B1)"BoIICou (E[ugn|F:], E[ug|F,]) = 0.

h=1
Next, I impose IDI in addition to RTR to identify the shocks of the model as well as the

shock components. The variance-covariance matrix of the shock components then identifies the

information structure.

IDI implies that structural shocks u; can be decomposed into K + H + 1 news, surprise, and
revise components according to system (1.12). Define residual components as linear combinations
of these components: TI(E[uys|F;] — Eus|F;—1]), guided by the impact matrix IT. Systems
(1.16) and (1.17) show that revise, surprise, and news residual components can be extracted as

follows:
Ely: 1|Fe] — Ely—|Fea] = r (Elyi-—r1|Ft] = Elyi—r-1]|Fi-1])
+ I (B |F] — Elw4|F;1]), 1 <k <K, (1.20)
Elzy14|F] — Elze14|Fi1] = Bi(E2Zepn1|Ft] — Elziyni1|Fi-a])
+ BoIll(E[u 4 |F:] — E[ugyn|Fi1]), 0 < h < H. (L.21)
Parameters By, By, and T, as well as unobservable E|[z;, ,|J;] are identified in the previous section.

IfT # T, which is the case when beliefs about the past matter (see appendix 1.10.1), system (1.20)
can be used to identify T under RTR.

Residuals, ITu,, are identified by summing up all identified residual components:

K
Mu, = Y H(E[ut|iﬂ+k] - E[ut|fﬂ+k_1]>. (1.22)
k=—H
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Since F[u;u}| = I, the covariance matrix is identified: E[(ITu;)(ITu;)’] = IIIT".

Identification of shocks u, requires restrictions on the impact matrix II. Identified covari-

(N+1N
2

—(N;UN additional restrictions are

ance matrix IITT" provides out of N? parameters so that
necessary. Constraints can be derived from dynamic stochastic general equilibrium (DSGE) mod-
els, directly, or from restrictions on impulse response functions. Section 1.5 discusses the different
strategies to get appropriate identifying restrictions. Identification of IIIT' is sufficient to quantify

the importance of availability of information (see section 1.6.3), while identification of the impact

matrix IT is necessary for impulse response analyses (see section 1.6.4).

The information structure is characterized by the N(H + K + 1) x N(H + K + 1)
variance-covariance matrix ® according to system (1.13), which is derived using the identified
shock components. Remember that there is uncertainty about type so that the shock components,
Elu;t1n|Ft] — Eu;1n|Fi—1], might be correlated across 7. In order to orthogonalize across i, one
needs to identify information matrix D, where DD’ = ©. Identifying restrictions on D are, for
example, whether agents confuse demand shocks with supply shocks, the other way around, or
if they confuse demand shocks with supply shocks as often as they confuse supply shocks with

demand shocks.

To summarize, section 1.4 relaxes FI by introducing a non-parametric description of how
information diffuses over time, then it solves the model despite not having a parametric expression
for the information process, and finally, section 1.4 uses data on expectations to identify parame-

ters, shocks, and information structure of the rational expectations model.
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1.5 Identifying Restrictions on Shocks

The previous section shows how one can identify rational expectations models under more
general information structures than normally considered in standard macroeconomic models. The
assumptions of section 1.4 are however not sufficient to identify impact matrix II, which is required
to identify the shocks of the model. Identified variance-covariance matrix ITIT" provides some

(N-1)
2

information so that only N additional restrictions are necessary to get a unique impact matrix

II.

The next two sections provide strategies to extract meaningful shocks u; from identified
residuals ITu;. Section 1.5.1 uses DSGE models to find restrictions on I, while section 1.5.2 uses

restrictions on impulse responses as it is common for structural VARs.

1.5.1 Restrictions from DSGE Models

The rational expectations model (1.1) can be written as follows:
Oy, =" 'Ty, 1 + T ®E[ye|F] + u,, (1.23)

which can be related to a system of equations derived by a DSGE model. Theory might provide

zero or sign restrictions on IT™!, TI7'T, or II"'®. Note that only a few zero restrictions are

-1
2

necessary, for example, in a bivariate model only 2 — 1 restriction, and in a model with three

(3-1
2

equations only )3 — 3 restrictions.

For illustrative purpose, consider a standard New-Keynesian DSGE model with a Philips
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curve (1.24), a Taylor rule (1.25), and an IS-curve 1.26:

T =wEmy + (1 —w)m_y + Ay + oruy, (1.24)
1

Yyr = gy — ;(Tt — Eymiq) + oaugy, (1.25)

iy = pir—1 + (L — p)(yme + nye + V(Y — Ye—1)) + o3use. (1.26)

This NK-model imposes thirteen zero restrictions on the rational expectations model:

]._.[ H Yt 1 + II™ @E{yt+1|g’t] + Wy,
1 512 P11 M1
0 /<023 0  pa Yi—1
K31 K32 0 p32 p33 11
¢11 0 0 [7T +1] U1¢
+ | Y21 Y O Eiyeaa] | + | wat | - (1.27)
0 0 0 Et [it+1] Ust

Identification of impact matrix II only requires three restrictions out of the thirteen so that the
NK model provides more than enough restrictions to identify the shocks. Hence, the challenge is
not finding restrictions, but rather choosing the right restrictions that clearly separate the different

equations.

1.5.2 Restrictions from Impulse Response Functions

An alternative strategy is to impose restrictions on the impulse response function as it is
common in the structural VAR literature. Once the model is identified, solution 1.18 can be used
to calculate IRFs for different I until the desired short- or long-run, and zero- or sign-restrictions
are satisfied. While shocks in structural VARs always produce the same impulse responses, the
responses of the rational expectations model depend on how much information is available about

the shock before, at, and after it is realized. This can be accommodated by imposing impulse
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response restrictions on the average response, which is the average response to shocks across time,
where information sometimes arrive earlier and sometimes later (see definition in appendix 1.8.3).
Appendix 1.8.3 shows that the average response is equal to the response to the average shock,
which is defined as the shock which realization is learned with the same speed as the agent learns
on average. Calculation of impulse response to the average shock does not require simulation,

which makes identification straight-forward.

The model does not only identify shocks u, but it also identifies the shocks’ revise, sur-
prise, and news components according to system (1.12). Instead of imposing restrictions on the
response to the sum of all components, u;, one could also impose restrictions on the response to
specific components, E|w|F;_1] — E[u;|F;_x_1], for a given k. For example, if u; is a mon-
etary policy shock, one could impose that when information about the shock comes as surprise,
Eluy|Fi—r)| — Eluiy|Fi—k—1] = uy for k = 0 and zero otherwise, the impact on output is zero within
the quarter. Another example is to set the impact of a TFP shock w;; on TFP itself equal to zero be-
fore it is realized. Hence, the impact of a TFP news component, Efu;:|F;_i] — Elui|Fr_r—1] = wit
for £ = 1 and zero otherwise, can be restricted to have no impact on TFP before time ¢. These
timing restrictions are more precise so that the impact matrix II can be identified using weaker

assumptions.

The examples of this section show how identifying restrictions can be found in many places.
The application of section 1.6.4 will use a traditional approach following Blanchard and Quah
(1989), by separating demand and supply shocks with a zero long-run restriction on the response

of real GDP to an average demand shock.
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1.6 Application

This section discusses data on expectations with a new metric of information gain in section
1.6.1, estimates models in section 1.6.2, and uses estimates for the following two applications.
Section 1.6.3 quantifies the effect of availability of information with the moments of the data. I
find that early arrival of information makes data more persistent and more pro-cyclical. Section
1.6.4 identifies impulse responses to demand and supply shocks and identifies how well these
shocks are observed on average. I find that almost half of the variance of supply shocks are only
observed after the shocks are realized, and the effect of information is stronger for supply than for

demand shocks.

1.6.1 Forecaster Data

For applications, I use data on expectations from the Greenbooks, which are provided by the
Federal Reserve Bank of Philadelphia. These back-, now, and forecasts are prepared for meetings
of the Federal Open Market Committee (FOMC), and are available to the public with a delay of
five years. I aggregate the forecasts to a quarterly series by taking average, if there is more than

one meeting per quarter.

The Federal Reserve is likely the most informed economic agent in the economy, which is
desirable for identification in this paper. This is because Fed’s backcast revisions are likely caused
by fluctuations that are also not observed by other agents so that there should be no feedback com-
ing from expectations to this unobserved variation. An additional advantage of using Greenbooks

is the wealth of forecasts across variables and horizons, which is useful for implementation.

The key identification condition for my proposed methodology, namely that agents revise

their views not just about the future but also about the past, can be quantified directly through the
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Figure 1.2: Information Gain
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Notes: This figure displays information gain gy for six macro indicators. The metric is defined in equation
(1.28) and it measures the share of variance that is learned h quarters after realization, respectively, -h
quarters before realization, where £ is plotted on the x-axis. The share of the variance that is learned between
5 periods before and 3 periods after realization is equal to the sum of the gains, 22:_5 gn, which is displayed
at the top left in each plot. Right below that is the share of the variance that is learned after realization,
E?L:l gr. Information gain is measured using quarterly data on expectations from the Greenbook, 1978Q3
- 2011Q4. Inflation is defined as GDP price deflator, consumption as personal consumption expenditures,
investment as business fixed investment, government expenditures as federal government consumption and
gross investment.
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following metric of information gain g:

~ Var (Ely|Fien] — Elye| Freen—1])
gn =
Var(y:)

€ [0,1]. (1.28)

This metric measures the share of the variance of a variable g, that is learned h periods after its

realization, or —h periods before its realization.

Under FI, information gain g, would be zero for all i > 0, as everything is observed when
it is realized. For h < —1, the only reason why g, would not be equal to zero under FI is that the
system is persistent so that information about today propagates into the future and thus changes
expectations about the future. Under FI, these changes would reflect one to one the changes in
expectations about today, which is why Manski’s (1993) reflection problem occurs. When relaxing
FLii, there is information gain after realization, g, # 0 for h > 0, so that people learn about
a period even after they experience that period. Relaxing FI.i means that people learn about the
future from news shocks directly, and not just indirectly from propagating what they learn about
today into the future. Hence, this metric provides a simple quantitative metric for assessing when

information about different macroeconomic variables arrives and is processed by agents.

Full revelation, lim_,o, By s[y:] = yi, together with RE imply > g, = 1. The share
of the variance that is only observed after realization is equal to >, g;. Figure 1.2 plots infor-
mation gain observed in Greenbook forecasts. Strikingly, around one third of real GDP growth is
only observed after realization. This contradicts the full information assumption. Since this is a
lower bound for missing information, as the Fed is one of the best forecaster in the U.S. economy,

this finding provides particularly strong support for relaxing FI.
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1.6.2 Estimation

For estimation, consider a more general version of model (1.1):

P R
ye=q + Z y,—p+ Z D, Elyr|F] + Ty, (1.29)

p=1 r=1
where q; are N trend components that are observed in advance, E|q;|F;_x] = q, for all k, the
same way as model parameters are observed in advance. These trend components take care of
changes in the first moments of the data over time. This is necessary as for some variables, e.g.
inflation, far horizon forecasts don’t converge to a constant mean, but rather converge to a mean
that changes over time. Model 1.29 also extends the number of lead and lag terms from one to P

lag variables, {y;_1, ...,y:—p}, and R lead terms, { E[y;+1|F], ..., E[yt+r|Fi] }-

I will impose the same assumptions as discussed in section 1.4. Namely, I assume rational
expectations (RE), but relax full information (FI), and I restrict the information structure so that
there is no uncertainty about timing after shocks are realized (RTR), and information about shocks

diffuse H periods before until K periods after realization (IDI).

Estimation is based on the variance-covariance matrix of the revisions observed in data on
expectations, E[y; n|F:] — E[yiin|Fi—1], forall h € {—K, ..., H}, where K and H are the same
limits as assumed under IDI. Hence, there is no information gathered about shocks beyond horizon
H = 4, which is reasonable according to figure 1.2, as information gains are close to zero for
revisions further than three quarters before impact. I consider the one quarter backcasts as truth
by setting K = 1 so that E[y; 1|F;] = y;—1. The reason is that backcast revisions about the
further past are infrequent and sometimes capture changes in definitions rather than unobserved

fluctuations. Revisions are uncorrelated across ¢t under RE, by law of iterated expectations. The

44



generalized model with P = H + 1, and R = H is exactly identified so that the model can fully

match the variance-covariance matrix.

Similar to the more restricted model in section 1.4, appendix 1.9.3 shows that the model

can be solved in terms of {A,}" |, {B,}/L,, and By, which are invertible functions of {I',}}",

p=1°

and {®,}1 . For illustrative purpose, let K = 1 and H = 3. The covariance matrix of revisions

in expectations can be decomposed into the following elements:

[Yt 1|3rt] E[Yt 1|9:t 1]
- Ely|Fi] — Ely:|Fi-1]
R = E[Yt 1= (AB1BC)D(AB1BoC), Y;=| Elyi1|F] — Ely1|Fia] |, (1.30)
Elyiio|Fi] — Elyti2]Fi]
[Yt+3|?t] E[Yt+3|?t 1]

where appendix 1.9.4 shows that A is function of {A,}!_,, By of {B,}X, By of By, C of I1, and

p=1>

D is defined in (1.13). Properties of the shocks, E[u,usy,] = 0, VR # 0, E[usu)] = I, together

with RTR and IDI imply the following covariance matrix of shock components:

D44 0 0 0 0
0 Do Dot Do2 0
@ = 0 @01 @11 @12 —902 . (131)
0 Dp D Doy — Y Diint

0 0 —Dp — Z;:o Diip1 I — Z?:o Di;

There are enough restrictions in the variance-covariance matrix of the shock components to exactly
identify all the model parameters from matrix R, which can be done with a minimization algo-
rithm, or more efficiently with matrix calculations (see appendix 1.9.4). Inference is performed by

bootstrapping the covariance matrix of revisions, R, and re-estimating the model for each draw.

1.6.3 Counterfactual Moments

This section compares the effect of shocks on business cycle fluctuations when they are

observed ahead of time to shocks that are only observed ex-post. If both types of shocks generate
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the same characteristics, the null that information and thus expectations matter can be rejected. In-
formation enters the model exogenously, hence, according to Lucas’s (1976) critique, this exercise
does not reveal whether a policy that aims to provide more or less information is effective, because
there might be a change in behaviour in response to such policy, which would then change the
parameters of the model. There is however still a lot to learn about effects of expectations from

quantifying the difference between early and late arrival of information.

Arrival of information is measured using the same metric of information gain (1.28) on
shocks u;; so that g, is the i*" diagonal element in ©},;,. Counterfactuals are generated by manip-
ulating the information structure, ©, while still maintaining the properties of the shocks discussed
in section 2.5. Note that the counterfactual exercise does not require identification of the impact
matrix IT of section 1.5, because the moments do not depend on how the residuals are decomposed.

The only specification needed is the set of variables included in y;.

I estimate counterfactuals in a model with real GDP growth, real consumption growth, real
investment growth, and inflation. I chose these four variables as they should capture the state
of the economy in both, real business cycle (RBC) models and New Keynesian (NK) models at
business cycle frequencies. NK models generally include interest rates, but they are fully observed
in real time so that the identification strategy does not apply. If the interest rate is a state variable,
estimation without it is fine as long as the four variables and expectations thereof capture the
state of the interest rate. RBC models generally include total factor productivity (TFP), but the
Greenbook does not provide expectations thereof so that the same idea applies for TFP as for
interest rates. Counterfactuals are estimated with model (1.29) using five lag and four lead terms,
based on quarterly Greenbook forecasts from 1978Q3 to 2011Q4. The moments are calculated

for detrended data, hence, observed changes in means are subtracted from the variables, y; — q;,
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before calculating the moments, where q; is defined in model (1.29).

Table 1.1 shows the moments of the data, and six counterfactuals. The first column lists the
moments without changing the arrival of information. The first six rows describe when information
arrives by calculating how much of the variance of an average shock is learned at ¢ — 4, ¢ — 3, up
until ¢ + 1, where t is the time when shocks are realized. About half the information is available
before the shocks are realized (0.07 + 0.04 4+ 0.07 + 0.12 + 0.25 = 0.54), whereas the other half
is available after realization (0.46). The second column simulates a delayed info counterfactual,
where information is only gathered after the shocks are realized so that all the variance of the
shocks is learned ex-post, ® 11 = I. The full info counterfactual of column three simulates an
economy with the standard full information (FI) assumption so that surprise components are the
only non-zero components, and have a variance of one, ¢y = [. The news counterfactuals of
columns four to seven list the moments when all the information is gathered one to four periods
ahead of time so that all the weights are put on the news components, ©p, = I, for h = 1 up to

h = 4.

Table 1.1 reveals that whether information is available has economically significant impli-
cations. For example, the ability to respond to economic shocks ahead of time seems to increase
persistence, measured as autocorrelation. In particular, the autocorrelations of output, consump-
tion, and investment growth increase when moving from the delayed info to the news counterfactu-
als. Moreover, available information about the future seems to increase the overall variance, which

suggests that information amplifies the effect of economic shocks.

Table 1.1 shows that the relationships between output, consumption, and investment growth
become stronger the more information is available; the variables are more pro-cyclical in the news

counterfactuals compared to the delayed info counterfactual, i.e. p(-,y;) increases with informa-
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Table 1.1: Moments of Data when Changing Arrival of Information

Variance Observed Data Delayed Info Full Info News

t—4 0.07 0 0 0 0 0 1.00
t—3 0.04 0 0 0 0 1.00 0
t—2 0.07 0 0 0 1.00 0 0
t—1 0.12 0 0 1.00 0 0 0
t 0.25 0 1.00 0 0 0 0
t+1 0.46 1.00 0 0 0 0 0
Real GDP Growth (y;), detrended
o(yt) 2.55 2.46 233 241 268 3.04 3.47
Auto(1) 0.43 0.32 031 046 051 0.55 0.61
Real Consumption Growth, detrended
a(:) 2.73 2.90 229 243 2.69 2.76 3.34
Auto(1) 0.15 0.01 0.05 020 026 034 042
(5 yi—1) 0.34 0.30 0.31 021 028 040 046
(5 yt) 0.61 0.51 064 065 067 080 084
(s Yrt1) 0.25 0.09 0.16 029 039 050 053
Real Investment Growth, detrended
o) 8.68 8.06 7.79 9.10 880 1020 11.17
Auto(1) 0.35 0.17 023 059 0.63 0.65 0.65
(-, ye—1) 0.08 0.04 0.05 0.09 0.11 0.14  0.17
(-, yt) 0.16 0.13 0.16 0.16 0.18 0.19 0.20
(s Yit1) 0.13 0.11 0.11  0.12 0.13 0.15 0.18
Inflation (GDP Deflator), detrended
o) 1.44 1.24 1.06 1.12 140 142 267
Auto(1) 0.31 0.17 0.16 033 042 044 029
P ye—1) -0.33 -0.13 -0.15 -0.04 -029 -0.14 -0.61
(- yt) -0.30 -0.23 -0.32 -0.28 -0.18 -0.08 -0.35
o Yir1) -0.19 -0.06 -0.05 -0.15 -0.06 -0.09 -0.17

Notes: This table shows the moments of the data for different assumptions on the arrival of information. The first col-
umn lists the moments of detrended data, y; — q;, where q; is the trend of system (1.29). The remaining columns show
counterfactual moments by shifting the arrival of information from one quarter after realization (column 2) up to four
quarters before realization (column 7). The moments of interest are standard deviation, o(+), autocorrelation, Auto(1),
and correlations to detrended output growth with lag p(-, y:—1), without lag, p(-, v:), and with a lead, p(-, y+1). Trend
and counterfactual moments are estimated based on model (1.29) with five lag and four lead terms, using quarterly data
on expectations from the Greenbook, 1978Q3-2011Q4. The first six rows of column 1 list the average share of vari-
ances that is learned at time ¢ — k, where ¢ is the period when shocks are realized: Var(E[u;|Fi—i] — E[u|Fi—r—1])-
In the delayed info economy of column 2, the arrival of information is shifted to one period after realization so that
information is only available ex-post. Column 3 displays the full info economy where all the information about shocks
is learned at time of realization. The remaining four columns list the moments of news economies, where all the infor-
mation arrives one quarter ahead of time (column 4), up to four quarters ahead of time (column 7). The counterfactual
moments are generated by manipulating the variance-covariance matrix of the shock components, ®, so that for ex-
ample in column 7: Var(FEu;|F;_4) — E[us|Fi—5]) = I. Price level is measured as GDP price deflator, consumption
as personal consumption expenditures, and investment as business fixed investment. Units are annualized percentage
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tion. Expectations thus seem to contribute to the observed co-movement of macro series. Accord-
ing to table 1.1, investment growth is a leading variable, p(-,y,—1) = 0.08 < 0.13 = p(-, y1+1),
while consumption growth lags output growth, p(-,y;—1) = 0.34 > 0.25 = p(-, y4+1). This differ-
ence seems to be driven by lack of information, only, because once information is available ahead
of time, this leading and lagging behaviour no longer occurs: in the news counterfactual where in-
formation is available four quarters ahead of time, investment barely leads output growth anymore,
p(,yi—1) = 0.17 < 0.18 = p(+, ys+1), while consumption growth slightly leads output growth,

p(,yi-1) = 0.46 < 0.53 = p(-, y411), instead of responding with a delay.

The changes in the moments are more noisy for inflation. Inflation is countercyclical, but
less so when information is available one to three quarters ahead of time. In particular, table 1.1
shows that the correlation of inflation and output growth is more negative in the actual economy
of column 1, p(+, y;) = —0.30, than in the counterfactual economy of column 6, when information
is available three quarters ahead of time, p(+,7,) = —0.08. The response of expectations to infor-
mation about the near future thus seems to move inflation in the same direction as output growth,
suggesting that this information causes a response on the demand side of the economy. How-
ever, if information about the future is available beyond horizon three, inflation becomes more
countercyclical again, p(-,y;) = —0.35, suggesting that the supply side responds, too, as long as

information is available far enough ahead of time.

To summarize, three stylized facts show that information and therefore expectations have
real effects on the economy. First, effects of information contribute to the variance of macro
variables, second, they increase persistence of shocks, and third, they strengthen interdependences
across variables. Hence, the exercise justifies the effort of including expectations in dynamic

models, which is a common practice in the field of macroeconomics. Importantly, this conclusion
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is not drawn from a model where expectations need to matter by construction, in order to match
persistence of the data. Instead, the model is general enough to replicate the persistence of the data
without relying on effects of expectations. In other words, the model is not subject to Manski’s

reflection problem so that the importance of information is identified rather than assumed.

1.6.4 Impulse Responses

This section identifies economic shocks, how well they are observed, and their average
impulse responses. In particular, the aim is to separate demand from supply shocks. Economic
shocks are extracted from identified residuals, ITu,, but additional identifying restrictions are nec-
essary to make the impact matrix unique, i.e. the variance-covariance matrix IIIT" together with
identifying restrictions should provide a unique solution for II. Section 1.5 proposes different
strategies to get restrictions from DSGE models or alternatively, from impulse responses directly.
I will use impulse response functions to separate demand and supply shocks, based on the same
idea as Blanchard and Quah (1989): supply shocks are the only shocks with long run impact on
real GDP, while demand shocks have only a temporary effects on output. Similar to Blanchard
and Quah (1989), I will separate demand from supply shocks in a bivariate system with real GDP

growth and changes in unemployment rate.

Model (1.29) is estimated with five lag and four lead terms using quarterly Greenbook
forecasts from 1969Q1-2011Q4. In contrast to Blanchard and Quah (1989), the model estimated
in this paper differentiates between shock components observed before, at, or after the shock hits
the economy. Depending on when information arrives, a shock has a stronger or a weaker effect
on the economy. The zero restriction on the long run effect of a demand shock on real GDP is thus

imposed on the average response according to (1.35).
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Figure 1.3: Impulse Response Functions
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Notes: This figure displays responses of unemployment and real GDP to average supply and demand shocks,
as obtained from system (1.29) together with a zero restriction on the long run impact of real GDP in
response to an average demand shock. The model is estimated based on a backcast, a nowcast, and five
forecasts, and it includes five lag and four lead terms. Data for estimation are quarterly Greenbook forecasts
from 1969Q1-2011Q4. 68% confidence bands are estimated using bootstrap method. Units of real GDP are
cumulated annualized percentage points, and unemployment is measured in percentage points..
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Figure 1.3 plots the average impulse responses to demand and supply shocks. As imposed
by the zero long run restriction, real GDP increases in response to an average demand shock, but
then converges back to zero fairly quickly, while the average supply shock increases real GDP
permanently. While Blanchard and Quah (1989) find that supply shocks lead to increased unem-
ployment on impact, the impulse responses of figure 1.3 suggest that both demand and supply
shocks reduce unemployment rates at all horizons, consistent with standard RBC models. Interest-
ingly, the shocks cause significant responses even before they are realized. Information gathered
ahead of time thus have real effects on the economy, by changing behaviour and decisions made
in preparation of this future shock. This finding is consistent with the literature on news shocks
started by Beaudry and Portier (2004, 2006) and extended by Barsky and Sims (2011), Beaudry,
Dupaigne and Portier (2011), Beaudry and Portier (2014), and Barsky, Basu and Lee (2015) among
others, who find that TFP shocks have real effects even before they are realized. These models use
the assumption that identified TFP news shocks are indeed shocks that only realize in the future,
rather than shocks that realize today. Hence, these models rely on assumptions to differentiate
the direct effect of a shock, from an indirect effect of observing that shock (Manski’s (1993) re-
flection problem). While relying on a different set of assumptions, the model estimated here can
identify whether shocks are indeed realized or not so that this assumption is not necessary. Dis-
covering significant responses before realization with a model where data alone identifies effects

of expectations thus provides robust support in favour of the news shock literature.

The effect of expectations about the future seems to be stronger for supply shocks than for
demand shocks, suggesting that either expectations matter more for supply shocks, or that there
is more information available for supply shocks than for demand shocks. Figure 1.4 shows that

the former is the case. The figure plots how much information on supply and demand shocks is
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Figure 1.4: Information Gain of Shocks
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Notes: This figure displays information gain g;, for demand and supply shocks. The metric is defined in
equation (1.28) and it measures the share of variance that is learned h quarters after realization, respectively,
-h quarters before realization, where h is plotted on the x-axis. The metric is equal to the variance of
the shock components, diag(Dpy) = Var(Ew|Fi—pn] — Elu|F—n—1]), as obtained from system (1.29)
together with a zero restriction on the long run impact of real GDP in response to an average demand shock.
The model includes five lag and four lead terms, and is estimated using quarterly Greenbook forecasts on
real GDP growth and changes in unemployment from 1969Q1-2011Q4.

learned before, at, and after impact. Demand shocks are better observed, while a large share of the
variance of supply shocks is only observed ex-post. This provides evidence that the demand side
is well understood, but there is little consensus on the production side. The finding that supply

shocks cause a significant response ahead of time suggests that supply shocks come along with

large adjustments ahead of time, as for example investments in new infrastructure.

1.7 Conclusion

Forward-looking behavior is one of the reasons why macro variables are correlated over
time according to rational expectations (RE) models. I show that in the standard estimation frame-
work, the extent to which this persistence is driven by forward-looking behavior is a result of the

underlying model rather than a feature of the data. I relate this issue to Manski’s (1993) reflection
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problem of social interaction models, where the researcher cannot distinguish whether expectations
about a group cause individual behavior or whether they just reflect individual behavior without
causing it. FIRE models suffer from the same reflection problem, as the researcher cannot dis-
tinguish whether expectations about the future cause current behavior or whether they just reflect

current behavior without causing it.

I use data on expectations at multiple horizons to separately identify the forward- and
backward-looking components of the RE model. I first generalize the RE model by relaxing the
full information (FI) assumption, which allows me to match data on expectations at all horizons.
Specifically, information about a shock is not only revealed at realization as it is the case under
FI, but it also diffuses before and after the shock is realized. This generalization is based on the
literature on news shocks (see Beaudry and Portier, 2004, 2006), where information arrives ahead
of time, and the literature on information rigidities (see Mankiw and Reis, 2002; Woodford, 2003;
Sims, 2003), where information may arrive after realization. In this generalized framework, ex-
pectations about the future are no longer proportional to current and past realizations, because
the agent receives separate information about the future. Hence, the generalized model no longer

suffers from the reflection problem.

Identification makes use of the timing assumption that expectations about the future can
only depend on information that is available today. Revisions in expectations about the past are
therefore purely backward-looking and identify how expectations reflect actions. Once this direct
effect is identified, the difference between projections and observed forecasts is used to identify
the feedback of expectations to actions. Applying the new approach to U.S. Greenbook forecasts,
I find that persistence and co-movement of macro series depend significantly on how information

diffuses over time. Since information can only cause macro movements when expectations mat-
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ter, this finding supports the standard assumption that expectations are relevant for business cycle
fluctuations. Moreover, based on Blanchard and Quah’s (1989) decomposition, I find that supply
shocks are subject to more information frictions than demand shocks. Finally, consistent with RBC

models, both demand and supply shocks increase output and decrease unemployment.
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1.8 Proofs
1.8.1 Proof of Lemma 1

Proof. Guess E[y;in11|F:] = AE[yi1r|F:], and insert the guess in system (1.2), then by RE:
Elyiin|Ft] =L E[yin1|Fi] + PAE[y: 0T
=1 — ®A) 'TE[y,sn_1|F..

Hence, the guess can be verified if A = (1 — @A)‘lI‘. O]

1.8.2 Proof of Proposition 1.2.1

Proof. (a) Under RE, and FLi, lemma 1 shows that system (1.1) can be expressed in terms of

expectations about today:
Y+ :Fyt—l + (I)AE[Ytlffrt] + Hut. (132)

Under FI, Ely;|3:] = yi, so that I', @A, and IT cannot be separately identified. This is the
reflection problem of Manski (1993), who denotes coefficient 5 = ® A as endogenous effect and

coefficient n = I as direct effect. (b) Take expectations of system (1.32) and solve:
Ely,|F] =(I — @A) 'TEly,_1|F] + (I — ®A) ' TIE[w,|T}], (1.33)
then shift information sets to get for any £ > 0:

E[yt+k‘3~t] :E[Ytﬂc‘g?t—ﬂ + (E[thffm - E[Yt+k|gjt71])
=(I — @A) 'TElyi11-11Fi-1] + (EyesklTe] — ElyesslTe-1]). (1.34)

The regression of E[y;.;|F:] on E[y:r—1|F:—1] is unbiased, as by law of iterated expectations:

ElEy k1| T (ElyenlFd] — Elyew|Fa])] = 0,

hence, composite parameter A = (I — ®A)~'T is identified. O
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1.8.3 Lemma 2 with Proof

Define average IRF, I RF},, as the average difference between the variable at ¢ + A when the

shock is set equal to its standard deviation, and the outcome when the shock is set equal to zero:

IRF, = E [E [yt+h|uit = /Var(uy) = 1} — Elypnug = 0]] . (1.35)

Define average impulse or average shock as a shock which realization is learned with the same

speed as the agent learns on average. The average shock w,;; is learned as follows:

Eluy|Fisk] — Elup|Fipn—1] = E | Elui| Frir) — Elwi] Fesp—1]

Uy = 1] =, Ykt (1.35)

where Var(Euy|Fiir] — Elui|Fiir_1]) = sk is the linear approximation of the conditional ex-
pectation in (1.35), which is equal to s; under the assumption of normality. In the model presented

in section 1.4, the following holds:

Lemma 2. Average response to a shock is equal to the response to the average shock.

Proof. The second expression in (1.35) can be expressed as expectations conditional on an infor-
mation set where no information about the shock is available, while the first expression can be
expressed as conditional expectations where all of the shock is observed so that

=]

=]

where the second equation follows from the fact that the agent learns about u;; within the interval
of H periods before and K periods after impact so that the effects of the shock are fully learned

within that interval, as well. Let 2 and v be random variables, then u;; = Zgz_ i (Blui|Fepm) — Elui Frim-1]),
and Ez|v = 1] = E[E[z|v]|v = 1] implies
Uit = 1‘|‘| .

K
Z E
k=—H
(1.36)

IRF, =F [E {E[Yt+h|rft+l(] - E[yt+h|9~t7H71]
K

> (E[yt+h|9t+k] - E[Yt+h|5tt+k—1])
k=—H

=F|E

IRFy, = E |E Elyern|Frer] = ElyernlFrr]

XK: (E[uit|?t+m] - E[uit|?f/+m1]>‘|

m=—H
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Note that by law of iterated expectations, the changes in expectations about shocks and variables
are uncorrelated so that for any z; and 25 (e.g. 21 = 29 = u; Or 21 = Y4 and 29 = u;4), and for

all m > n:

B[ (BlalFian] = BlalFsml) (BlealFisn] = BlealFisn]) |
=F [E[21|Fiin] E22|Fiinl] — E [Elz1|Fran-1]E[22| Frin-1]]

— B[E[|Fisn] Elze|Fornll + E[E[21|Frsnr) Elza|Frin_s]] = 0. (1.37)

The conditional expectation inside (1.36) can be illustrated as E [E[x|v; + vo]|v; + v = 1], where
v1, Vg, respectively the revisions in expectations about the shocks are uncorrelated according to
(1.37). Given linearity, z = av;+buv,, the previous expression is equal to £ [E[z|v1] + Elz|vs]|vy + vo|vg + vg =
E [E[z|vi] + E[z|ve]|v1 4+ v2 = 1], hence,
Uit = 1‘|‘| .

By law of iterated expectations, E [E[y;11|Fiir] — Elyirn|Frorw_1]| Elui| Form] — Elwi|Fram-1]] =
0 for all m # k so that
Uit — 1]] .

vs]|v1 + vg = 1]], which is

] so that

An expression inside the above equation has the following form: E[FE[x;|v1]|v; + vy = 1], which
is equal to E[zy|E[vi|vy + vo = 1]}, since E[x;|vy] is linear in vy, hence,

Note that F [E|u;|Frik] — Elwie|Frix—1]|ui = 1] is defined as sy, in (1.35) and it is constant across
t:

IRF, =FE |E

K K
> Y B [ByernlFers] - BlyeralTeo]|EluilFeim] - BluielForm1]]
k=—H m=—H

K

> E [E[Yt+h|9t+k] - E[yt+h|5ﬂ+k—1]’E[uit|3rt+k] - E[Uz't|5tt+k—1ﬂ
k=—H

IRF, =E |E

The above expression has the following form: E [E [E[z|vi] + E[zs
identical to F [E [E[x1|v1]|vy + vo = 1]] + E[E [E|xs|ve]|v1 +v2 =1

K
IRF), = Z E|E

k=—H

E [E[Yt+h\3"t+k] - E[Yt+h|3rt+k71]‘E[uit\?wk} - E[uit\fﬂ%,l]}

E [E[Uz't|g:t+k] — Elui| Frqr—1]

Elyisn|Fier] — Elyesn!Frrr-1]

K
IRF), = Z E
k=—H

K
IRFE, = Z E
k=—H

Elyirn|Terk] — Elyeen|Ferr-—1]

E[Uit|?t+k] — E[uit|§t+k71] = Sk;‘| . (138)
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Taking the sum back inside expectations, and since Y1, (E[yiinlFiix] — Elyein|Frrn]) is
equal to (yein — ElyirnlFerm-1]):

K

IRF,= Y E {ym
k=—H

E[uit|9:t+k] - E[Uit|3’~t+k—1} = Sk} - E[Yt+h]~

Let w be a random variable that is linear in v; and vs, then E|w|v, = 1| + Elw|vy = 15] =
Elw|vy = r1,v9 = rs), respectively, in the big model:

Elui|Fs—p] — Elui|Fe— 1] S_H Elui|Fe—p] — Eluie|Ft— 1]
IRFy, =F |yt4n : = : —E |yttn :
E[uit|?t+K] _E[uit|3~t+K71] SK E[Uz’t|~rft+K] - E[Uit|?t+K71]
= EE[yinluie = tit] — Elyiyn|uie = 0]],
which is the response to the average shock, where average shock is defined in (1.35). [

1.9 Model Solutions
1.9.1 Micro-Foundation and Solution of Simple RE Model (1.3)

Consider the following law of motion for inflation 7:
Ty = KMy—1 + € + €. (139)

The central bank can intervene and exert effort e; to adjust inflation, while being subject to an izd
error which is only observed with a delay, i.e. ¢ “ N(0,0%), Ele|F,] = 0 and Ele;|Fr1] = €.
The central bank chooses effort e; to solve the following problem:

max 5% (0 + pers)mess — by, — cedy]. (1.40)

s=0

Some level of inflation is beneficial to the economy, a > 0, as it keeps unemployment balanced,

but too high inflation distorts prices and thus harms the economy, b > 0, and large interventions
L . . . jid

are costly, ¢ > 0. Inflation is sometimes more beneficial than other times, z; ~ N (0, az), and the

future is discounted by factor .
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Reformulate problem (1.40) in terms of expected inflation by replacing effort using (1.39),
errs = Elmyys|F] — kE[mis 1|3, so that the central bank chooses E[m;, ¢|F;| to maximize the

following expression:

s 3 5@+ ) Bl 1) — BBl = e(Elressl ) - nEfmeess )]
Solve for Ijl;sot order condition:

a+ i — 2bE[m|F) — 2¢(Blmi|F,] — kE[re-1|F,)) + Brc(Elm|F) — sElm|F.]) = 0,
and rearrange:

[2(b + ¢) + Br*c)E[m|F:] = a + 2kcE[m_1|F,] + BrcE[m1|Fe) + e,

a 2KcC
E = Elm,_
| 5] 2b+ )+ BrPc 206+ c) + Brle (e[
KC
+ p Elme|F] + Mt

2(b+ c) + Br%c 2(b+ ¢) + Br?c
E[ﬂ—t|3:t] =+ ’}/E[Tft_ﬂgjt] + ¢E[7Tt+1|3:t] + Mt -

From (1.39) we know that m;, — E[m;|F;] = €, hence,
T = o+ YT¢—1 + ¢E[7Tt+1‘3~t] + oUy,

where ou; = pi; + €;, and demeaning the system gets rid of «.

1.9.2 Solution of Generalized RE Model

The rational expectations model (1.1) can be expressed similar to Binder and Pesaran

(1997):

E[ytlgjt] :AE[yt_1|3~t] + E[Zt|3~t] (115)

E[Ztlgjt] :BlE[Zt+1|9:t] +BOHE[ut|?t], (116)
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where E|[z;|F;| is a forward-looking place-holder. Now plug system (1.15) into current expecta-

tions of system (1.1):

(AB[y:1|F)] + Elz|F]) =TEly, 1|5 + ®(ABly.|F] + Elz1|F] ) + TE[u,|F.
T Ely, |F] + (A2Bly, 1|F] + AB[z,|F] + Elz,1[5))

+ HE[ut | ?t]
Rearrange:

(I — BA)E[z:|F,] =(T — A + A2 Ey,_1|F)] + ®E[z131|F;] + TIE[u,|Fy]
Elz|%] = [(I — ®A)"'T — A] Ely, 1|F)] + (I — ®A) ' ®E[z,,1|F]

+ (I — ®A) ' TIE[w, |7,

so that together with system (1.16) one gets [(I — ®PA)'T' — A] =0, B; = (I — ®PA)"'®, and
By = (I — ®A)".

1.9.3 Solution with Multiple Lags, Leads, and Trend

The rational expectations model (1.29) can be expressed similar to Binder and Pesaran

(1997):
P
Ely:|F] =Boq: + ZApE[Yt—th] + Elze|F, (1.41)
p=1
R
Elz|%,] =) B, Elz,|F,] + BIlE[u|F,]. (1.42)

r=1

61



Now plug equation (1.41) into (1.29) repetitively until E[z;|J;] is no longer function of current and

future Ely, ., |F):

max{P,R} R
Elz|F]= ) <]1p<P(I‘p A+l q’erla+T) Elyip|Fi]
p:l r=1
R r
+ )0 ®M; Elz4—o|Fi] + TIE[u,|F), (1.43)
r=1 s=0

where M7 is function of {Ay, ..., Ap}. In particular, M¥ is the i"" top N x N submatrix from

the left of (M)*, where M is the companion matrix:

A1 A2 AP71 AP
M = 1‘N On On On
On Oy -+ 1y On

The coefficients in front of past E[y;_,|J;| need to be zero, as E|z;|JF;] is only forward-
looking so that the following conditions need to hold:
R
T,—A,+) &M =0, Vp<min{P, R}

r=1

r,-A,=0, Vp>R

R
> @M =0, Vp>P
Under these conditions, system (1.43) can be written as follows:

R r
Elz|F,] =) Y ®.M;E[zs,,|F)] + TIE[w,|5],
r=1 s=0
—1 R —1

= ( ZR:@SMS> Z(IJ M7 E(z | F:] + (1 — Z‘I’ Ms) IE[u|

= = s=l

R
Z Elz41,|F:) + BIlE[w|F:],
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and therefore,

R R -1
B, = Z O M, By = (1 — Z ¢SM§> .
s=l s=1

1.9.4 Decomposition of Revisions Variance-Covariance Matrix

Define R;; as the {ij}" N x N matrix in R of system 1.30. Inspection of 1.18 reveals:

M Rt 10 0
M2 R —A; 1 0
= SR, A=Ay —A) 1
My Ry
M4 R —A3 —Ag —A1
1 o1 -A; —As3 A,
Define R = A~ 'R.A/~!. Inspection of (1.21) reveals
B\ (S Shofe
B/Q = | 2Xiss R X4 Ra
Bj Rss Ruys
Matrices B, By, and € are defined as follows:
10 0 0 0o\! 1 0 0
01 —-B; —-By; —Bj 0 By O
'B]_ = 0 0 1 7B1 7B2 y BO = 0 0 BO
0 0 0 1 -B; 0 0 0
0 0 0 0 1 0 O 0

0
0
0
1
—A

_ o O O O

-1

coocod

coodo

0
0
1

"

Ml

coHdoo

ZHOOO

=

oHooo

_ o O O O

Hoooo

Matrix By requires mapping of {A,}/_, and {B,} | into {T',})", and {®,}*,, which

is derived in appendix 1.9.3. Define R = (B1Bo) 'R (Bo'B}) " so that IIIT' = SO R,;, where

additional identifying restrictions are imposed to get I1I, as discussed in section 1.5. Once II is

identified, the covariance matrix of shock components is identified, as well: © = cRe L.
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1.10 Model Extensions
1.10.1 RE Model where All Beliefs Matter

Consider the following extension of RE model (1.1):

Y :FE[yt_1|3:t] + q)E[Yt—i-llstt] + HE[VtKTrt]

+ D(yi1 — Elyi1|F]) + (v, — E[vi|F]). (1.44)
Define u, = E[v;|F,] + I 'TI(v, — E[v|F)):

yt =LEly;1|Fi] + ®E[yi1|F] + My,

+D(yi1 — Elyei|F). (1.45)

By RTR assumption, E[usu;, | = 0 for all & # 0. Redefine IT so that Eu.uj] = 1.

Taking expectations cancels out prediction errors so that the system resembles standard first

order conditions:
E[y”:}}] :FE[yt—l |9:t] + @E[yt_i_l |9’~t] + HE[ut|9:t]
Backcast revisions on the other hand only depend on revisions in fundamentals, rather than beliefs:

E[Yt—1|~(5rt] - E[Yt—1|-rft—1] =T (E[Yt—2|§t] - E[yt—2|5tt—1])

—|—H(E[ut_1|3"t] —E[ut_1|3"t_1]). (117)

1.10.2 Additional Shock Terms

Relaxing FI might change the structure of the model, depending on how the shocks are

micro-founded. A larger set of models is nested in a structure that depends on expected future
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shocks separately. Consider the following extension of RE model (1.29):

R R
o=@+ > Tyip+ Y By, 5]+ Y TLEW|F] +Mu,.  (1.46)
r=1

p=1 r=1
Repeated substitution of expected future shocks lead to an infinite forward-looking model that no

longer depends on future shocks separately:

Th

P
Yyt IQt+prYt —p Z Elyir| ] +Hut, (1.47)

p=1 r=1
where R is infinity, but it can be truncated if system is stable. The structure of (1.47) is the same as
in system (1.29) so that parameters f‘p and ®,, as well as residuals ITu, with all the components are
identified. The identified parameters cannot be mapped to the original model parameters without
additional assumptions. The identified parameters together with impulse response restrictions on
IT are enough to calculate variance decompositions and impulse response functions to the shocks

of the model.
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Chapter 2

News Shocks and Uncertainty
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2.1 Introduction

Macroeconomic fluctuations are often unrelated to changes in contemporaneous funda-
mentals. This phenomena is the source of A. Pigou’s (1927) theory that not only variations in
fundamentals, but also variations in expectations cause industrial fluctuations!. A revival of the
“Pigouvian” hypothesis in modern macroeconomics is initiated by the pioneering work of Beaudry
and Portier (2004, 2006). They argue that agents receive information about future developments
in productivity, which changes their behaviour today. They show that these “news shocks” cause

fluctuations in the economy before the anticipated event is happening.

The research question of this paper is whether and how these news shocks are related to
uncertainty. Such relationship suggests itself because news shocks and uncertainty both deal with
anticipation: news shocks are anticipated changes in the future, whereas uncertainty impairs this
anticipation®. 1 discover a new stylized fact that manifests this relationship: uncertainty jumps

whenever good and bad news shocks hit the economy.

Rich dynamics following news shocks are already observed by Beaudry and Portier (2006).
They argue that during this period, agents try best to position themselves to take advantage of
future technological change. I reason that some agents reposition themselves, because the initial
news they receive turn out to be wrong. A news shock therefore increases uncertainty, until the

news about future productivity is verified.

Research on the role of uncertainty in the macroeconomy is a topical field since the seminal

paper of Nicholas Bloom (2009). Bloom (2009) and others show theoretically and empirically that

"Pigou’s (1927) idea is that expectations are driven by ‘real’, ‘psychological’ or ‘monetary’ impulses, and that they
cause immediate response in the industry (see David Collard, 1996).
Frank H. Knight (1921) defines uncertainty as the inability to measure probabilities of future events.
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uncertainty may depress the economy. The new stylized fact provides a new source of uncertainty,
but it also challenges existing identification procedures. Bloom (2009) for example identifies an
uncertainty shock as the shock that shifts all series on impact except stock prices.® I show that im-
pact restrictions are not enough to separate news shocks from uncertainty shocks. This is because
there is no clear lead-lag behaviour between news shocks and uncertainty. This means a news
shock might either be initiated by a change in stock prices, or a change in uncertainty. The intu-
ition is that both series capture expectations about the future, but which series moves first varies
over time. Another issue is that the identified uncertainty shock produces similar dynamics as a
bad news shock: a spike in uncertainty is followed by a drop in output. A structural VAR model is
estimated where uncertainty shocks are separated from news shocks in section 2.3. The new model

produces weaker effects of uncertainty shocks than previous models.

As far as I know, this is the first study on the relationship between macro uncertainty and
news shocks.* The discussion is however related to the research on stock returns and volatility in
the finance literature. On the one hand, stock prices and news shocks both deal with expectations:
news shocks are innovations to expectations, whereas stock prices are highly sensitive to changes
in expectations. On the other hand, volatility and uncertainty are closely related, because the more
volatile the series, the harder it is to forecast. Stock return and volatility may therefore capture
some of the relationship between news shocks and uncertainty. Indeed, section 2.4 shows that
the asymmetric correlation of stock returns and volatility is mainly caused by news shocks in a

quarterly time-series framework. News shocks therefore provide an alternative explanation for the

3Impact restrictions are also used among others in Riidiger Bachmann, Steffen Elstner and Eric R. Sims (2013),
Kyle Jurado, Sydney C. Ludvigson and Serena Ng (2015), Scott R. Baker, Nicholas Bloom and Steven J. Davis
(2015), and Sylvain Leduc and Zheng Liu (2015) for the identification of uncertainty shocks. Section 2.3 discusses
the literature.

A news shock is defined as an anticipated TFP shock in the spirit of Beaudry and Portier (2006).
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stock returns to volatility relationship discussed in the finance literature.’

Since both good and bad news shocks increase uncertainty, it is likely that they have asym-
metric effects on other variables, as well. These asymmetries are accommodated for in section 2.5
with a non-linear VAR, using a new identification procedure: instead of maximizing the forecast
error variance as in Neville Francis, Michael T. Owyang, Jennifer E. Roush and Riccardo DiCecio
(2014), the integral of the forecast error variance is optimized over a normal distribution. The
maximization of the average variance allows to identify news shocks with long-run restrictions,

even though their effect is non-linear.

Impulse response functions (IRFs) of the non-linear model produce three new properties.
First, good and bad news shocks both increase uncertainty, while the increase caused by the bad
news shock is five times stronger. Second, the confidence bands of the IRFs to bad news shocks
are large. The strong increase in uncertainty after bad news shocks explains this inaccuracy: uncer-
tainty makes the signal about future TFP noisy, which then adds additional noise to the responses.
Finally, both good and bad news shocks decrease inflation. Intuitively, a good news shock de-
creases inflation if the supply side anticipates the lower marginal costs of the future (see Barsky,
Basu and Lee, 2015). The high uncertainty after bad news shocks seems to impair this anticipation

so that the initial response of a bad news shock is purely demand driven.

Section 2.2 presents the new stylized fact. Section 2.3 identifies an uncertainty shock that
is orthogonal to good and bad news shocks. The relationship between stock returns and volatility

is reassessed in section 2.4. Based on the findings of sections 2.2-2.4, a non-linear empirical

SExisting theories are among others the volatility feedback effect of Robert S Pindyck (1984), Kenneth R. French,
G.William Schwert and Robert F. Stambaugh (1987), John Y. Campbell and Ludger Hentschel (1992), Geert Bekaert
and Guojun Wu (2000), and Guojun Wu (2001), and the leverage effect of F. Black (1976), Andrew A. Christie (1982),
G. William Schwert (1989). Section 2.4 discusses the literature.
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model is estimated in section 2.5 that allows for asymmetric responses to news shocks. Section 3.6

concludes.

2.2 A New Stylized Fact

Figure 2.1: News Shocks and Stock Market Volatility

60 | —Stock Market Volatility
— Absolute Value of News Shock
US Recessions

40

20

O,

\ \ \ \ \ \ \ \ \ \ \
1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015

Notes: This figure plots U.S. stock market volatility and the absolute value of news shocks multiplied by five from

1950Q1 to 2015Q3. The shaded areas indicate U.S. recessions. U.S. stock market volatility is the quarterly average
of the volatility index used in Bloom’s (2009) figure 1: from 1986 onward the series is the Chicago Board of Options
Exchange VXO index of percentage implied volatility (S&P100 option with 30 days to expiration). Pre 1986, the
VXO index is unavailable, so actual returns volatilities are calculated as the standard deviation of the daily S&P500
index normalized to the same mean and variance as the VXO index when they overlap. News shocks are identified
with Barsky and Sims’s (2011) model (see section 2.2.1 and figure 2.3 for details about the model). The shaded areas
are NBER based U.S. recession indicators for the United States, collected from the database of the Federal Reserve
Bank of St.Louis (FRED).

Figure 2.1 reveals a new stylized fact: large news shocks coincide with spikes in uncer-
tainty. Indeed, stock market volatility — a proxy for uncertainty — is positively correlated with good
(0.22) and bad news shocks (0.71). Figure 2.1 shows the striking co-movement between uncer-
tainty and the absolute value of a news shock (0.52). Before the new stylized fact is discussed in

detail, I present literature, data and models of the two correlated series.
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2.2.1 News Shock

A news shock in the spirit of Beaudry and Portier (2006) is an anticipated change in future
productivity. A good news shock therefore increases future total factor productivity (TFP) with a
delay, while boosting current activity through expectations. The empirical model of Beaudry and
Portier (2006) consists of two series: TFP, reflecting a fundamental variable, and stock prices as
proxy for expectations. The model makes use of the assumption that news about future productivity
is reflected in current stock prices. Hence, a good news sock is assumed to increase expectations
and therefore stock prices today. Barsky and Sims (2012) show that the consumer confidence index
by the Michigan Survey of Consumers provides an alternative proxy for expectations, which also

responds to news shocks.

Beaudry and Portier (2006) apply two different strategies to identify news shocks. The
first model imposes that news shocks are the only shocks with a long-run impact on TFP. The
second model restricts the effect of a news shock on TFP to be zero on impact. Their main finding
is that both models produce almost the same residuals, suggesting that long-run fluctuations in
TFP are driven by news shocks. Their expanded version of the model, and similar models by Paul
Beaudry and Bernd Lucke (2010) and Beaudry, Dupaigne and Portier (2011) generate news shocks
that produce co-movement in macro variables, and they find that news shocks are responsible for
significant fluctuations in output at business cycle frequencies. Alternative models by Barsky and
Sims (2011, 2012) and Barsky, Basu and Lee (2015) suggest that news shocks fail to account for
most recessions, and that inflation, investment, and hours do not co-move with news shocks. The
reason for the different findings is that results depend on how long-run co-variation is modelled,

and on the identifying assumptions.

The underlying model of a news shock is a structural vector autoregression (SVAR) model
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that is either estimated in levels, or includes an error correction term (ECT)®. The series are not
detrended, because of the very definition of a news shock: a news shock is an anticipated long-run
increase in total factor productivity (TFP). The identification of a news shock therefore needs the
information about the far future, which is stored in the low frequencies of the series. The drawback
of working with non-stationary series is that results depend on how the long-run relationships are
modelled, respectively, which and how many cointegrating relationships are accounted for. The
original model by Beaudry and Portier (2006) is a vector error correction model (VECM) with one

cointegrating relationship.

Barsky and Sims (2011) introduce an alternative identification procedure for news shocks.
They identify the news shock as the shock that is orthogonal to current TFP, and that accounts
for the largest share of future TFP movements.” The advantage of this procedure is that no other
restrictions are required to identify TFP shocks, even if the model consists of more than two vari-
ables. In contrast to Beaudry and Portier (2006), their model is estimated in levels. Barsky, Basu
and Lee (2015) estimate larger models with and without error correction terms, using a similar
identification strategy as Barsky and Sims (2011).% Barsky and Sims (2012) apply an agnostic
VAR identification that considers all shocks as news shocks that are orthognal to the innovation in

current TFP and that explain most of future levels of productivity.’

Figure 2.2 plots news shocks produced with five different models using alternative mod-

®The error correction term captures the long-run co-variation between the series, if the variables are cointegrated,
thus if they have a common long-run stochastic trend.

"This finite-horizon identification method of maximizing the expected forecast error variance is developed by
Francis et al. (2014).

8In contrast to Barsky and Sims (2011) who maximize the share of movements in technology over all of the 40
quarters after impact, Barsky, Basu and Lee (2015) only maximize the share at a specific quarter.

The agnostic identification is a method developed by Harald Uhlig (2004).
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elling of long-run variation, and alternative identification strategies. The correlation among the
shocks are between 0.54 and 0.88, and the new stylized fact holds for all models: correlations of

the absolute values to stock market volatility are between 0.26 and 0.55.

The discussed identification procedures require the model to be invertible. A non-invertability
problem may occur if shocks are anticipated today, but only shift future observations. Intuitively,
an anticipated shock that is only observed in the future cannot be captured with present and past ob-
servations of a backward-looking VAR. In the news shock literature this issue is solved by adding
forward looking variables as stock prices or consumer confidence to the model. The necessary
assumption is that these forward looking variables respond to an anticipated change in TFP so that

the shocks are observed today and thus can be identified.'”

Blanchard, L’Huillier and Lorenzoni (2013) argue that a VAR representation cannot distin-
guish a news shock from a noise shock. A noise shock is a shock that contaminates the news about
future productivity. A noise shock therefore increases expectations today, even though future pro-
ductivity remains the same. The VAR is still able to capture the correct response to the noisy signal

the agents receive. Hence, the VAR captures the response to a mix of news and noise shocks.

In the news shock literature, technology is commonly measured as total factor productivity
(TFP) by calculating the Solow residual. The Solow residual is then adjusted for fluctuations
beyond TFP, as factor utilization. Susanto Basu, John G. Fernald and Miles S. Kimball (2006)
provide adjusted annual TFP data constructed from disaggregated series with sectoral production

functions. Fernald (2012) expands this series to quarterly TFP. Consistent with the most recent

19For non-invertability problem see Lucia Alessi, Matteo Barigozzi and Marco Capasso (2008) for a review, Eric M.
Leeper, Todd B. Walker and Shu-Chun Susan Yang (2008) for problems with anticipated shocks, and Fernandez-
Villaverde et al. (2007) for adding forward looking variables.

73



Figure 2.2: Proxies for Uncertainty and News Shocks Produced with Different Models
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Correlations across news shocks to BS2011 (benchmark): 0.86, 1.00, 0.88, 0.88, 0.54.
Correlations across proxies to Stock Market Volatility (benchmark): 1.00, 0.50, 0.19, 0.52, 0.23.
Correlations different proxies for uncertainty to absolute value of BS2011: 0.52, 0.38, 0.08, 0.36, 0.13.
Correlations absolute value of different news shock to Stock M. Volatility: 0.55, 0.52, 0.54, 0.49, 0.26.

Notes: Tnis figure plots five alternative proxies for uncertainty of the U.S. economy (upper panel), and five news shocks identified with different models based on U.S. data (lower panel).
The standard deviations of the uncertainty proxies are normalized to one. Proxies for uncertainty: 1) Stock market volatility is the measure declared in figure 2.1, 2) Macro uncertainty [JLN]
is Jurado, Ludvigson and Ng’s (2015) approximate of uncertainty based on hundreds of macroeconomic and financial indicators. 3) Forecast dispersion [BES] is Bachmann, Elstner and Sims’s
(2013) measure that captures the level of disagreement amongst respondents of the Business Outlook Survey. 4) News uncertainty [BBD] is Baker, Bloom and Davis’s (2015) measure of policy
uncertainty based on the frequency of certain words written in news reports. 5) Consumer uncertainty [LLL] is Leduc and Liu’s (2015) measure based on Michigan’s Consumer Survey: uncertainty
is the share of consumers that state uncertainty is the reason why they don’t buy a car. News shocks are estimated with John G. Fernald’s (2012) adjusted TFP measure, all variables are in logs,
and quantity variables are seasonally adjusted. The models that include consumer sentiment of the Michigan Consumer Survey cover the period 1960Q1-2015Q3, and the other models start from
1950Q1. 1) BP2006: Beaudry and Portier’s (2006) VECM(3) model with one cointegrating relationship, and with TFP and R. J. Shiller’s (2015) nominal stock prices, where news shock is the only
shock with a long-run impact on TFP. 2) BS2011: Barsky and Sims’ (2011) VAR(3) model in levels, with TFP, Shiller’s (2015) real stock prices, per capita real GDP and per capital real consumption
expenditures, where news shock is the only shock orthogonal to current TFP that maximizes the share of TFP movements of the following 40 quarters. 3) BP2014:Beaudry and Portier’s (2014)
VECM(3) model with two cointegrating relationships, and with TFP and Shiller’s (2015) nominal stock prices, where news and surprise TFP shocks are the only shocks with a long-run impact
on TFP, and where news shock is orthogonal to current TFP. 4) BP2014CS: Beaudry and Portier’s (2014) VAR(4) model in levels with TFP, Shiller’s (2015) nominal stock prices, and consumer
sentiment (CS) from the Michigan Consumer Survey, where news and surprise TFP shocks are the only shocks with a long-run impact on TFP, and where news shock is orthogonal to current TFP.
5) BBL2014: Barsky, Basu and Lee’s (2015) VAR(4) model in levels with TFP, Shiller’s (2015) real stock prices, consumer sentiment (CS), three months treasury bill rate, CPI inflation, per capita
real consumption of non-durables, per capita real consumption of durables, per capita real GDP investment, and per capita hours in non-farm sector, where news shock is the only shock orthogonal
Uth

to current TFP that maximizes the share of TFP movements at the 4 quarter after impact.
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studies on news shocks, I use Fernald’s (2012) series as measure for productivity.

The news shock of figure 2.1 is produced with a VAR model in levels, using Barsky and
Sims’s (2011) identification strategy: a news shock is orthogonal to current TFP and maximizes
the share of future TFP movements.!' The model consists of four variables: Fernald’s (2012) TFP
measure, real stock prices S&P500 from Robert J. Shiller’s (2015) Irrational Exuberance, real
personal consumption expenditures and real GDP gathered from the Federal Reserve Bank of St.
Louis (FRED). The two quantity variables are seasonally adjusted and per capita, divided by the

civilian, non-institutional population. All variables are in logs.

Figure 2.3: IRFs to a News Shock of Barsky and Sims’s (2011)

x 107 TFP Real stock price Output Consumption
10 0.1 0.02 0.015
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- -0. 0l
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quarters

Notes: This figure plots the impulse response functions of a news shock produced with Barsky and Sims’ (2011)

VAR(3) model in levels, with Fernald’s (2012) adjusted total factor productivity (TFP), Shiller’s (2015) Real stock
prices, per capita real GDP (Output, source: FRED) and per capital real consumption expenditures (Consumption,
source: FRED). News shocks are the only shocks orthogonal to current TFP that maximize the share of future TFP
movements of the following 40 quarters. Variables are in logs and the quantity series are seasonally adjusted. The

bootstrapped confidence bands show the 68" and 90" percentiles.

The impulse responses are plotted in figure 2.3. The responses are as expected: a good

""The identifying assumptions are imposed by rotating the impact matrix Ay of the reduced form VAR: X, =
Xy 1B+ Age, (see James D. Hamilton (1994)). The rotation matrices are constructed following the approach of Luca
Benati (2016). In contrast to the analytical approach of previous studies, this approach does not need to impose zero
impact restrictions on TFP of the remaining shocks. The angles are optimized using the medium-scale quasi-Newton
line search of Matlab’s fininunc function.
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news shock increases expectations and thus stock prices, consumption and output today, whereas,
TFP only increases with a delay. Note that uncertainty is not part of the model that identifies the
news shock. Hence, the strong correlation to uncertainty is not produced endogenously. Moreover,

the other three shocks of the model are not correlated to uncertainty, as discussed in section 2.2.3.

2.2.2 Uncertainty

In economics, uncertainty is often defined based on Frank Knight’s (1921) work on profits.
He argues that uncertainty causes profits, whereas risk does not. Risk occurs if the future consists
of more than one state, while the probabilities of the states are measurable. These probabilities are
incalculable under uncertainty. Events under uncertainty can therefore not be anticipated. Hence,

firms are not able to insure future states under uncertainty so that profits arise.

The definition of uncertainty in Macroeconomics is often a mix between Knight’s (1921)
understanding of risk and uncertainty. For example in the literature on “real options”, uncertainty
refers to an increase in possible future states.'? It is assumed that in each period firms have a series
of real options to choose from. For example, a real option is investing in a specific technology. This
investment only pays out in a subset of future states. The investment is profitable, if a large enough
share of the future states are within this subset. However, if the number of future states increases
due to uncertainty, the share of future states within the subset gets smaller. The expected return
on a specific investment therefore decreases with uncertainty. Hence, if uncertainty is high, the
real option value of investing decreases, whereas the real option value of waiting increases. This

relationship holds when investment cannot be undone without cost, thus, if there are adjustment

121 iterature on real options include Ben S. Bernanke (1983), Michael J. Brennan and Eduardo S. Schwartz (1985),
Robert McDonald and Daniel Siegel (1986), and Bloom (2009).
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COsts.

Bloom (2009) models this uncertainty effect and shows that with depreciation of capital and
exogenous attrition of workers, high uncertainty leads to a drop in employment, investment, and
output. He also shows that the real option effect dampens the reallocation of resources toward more
productive units, and therefore temporarily decreases aggregate productivity. There are many other
channels through which uncertainty might dampen the economy. Nicholas Bloom (2014) provides

an overview of the literature.

Bloom (2014) argues that there is no perfect measure of uncertainty, but only a range of
proxies. The most common proxy in the uncertainty literature is stock market volatility. Stock
market volatility is an uncertainty proxy, because the more volatile the series, the harder it is to
forecast. Bloom (2009) shows with regression analysis that a number of cross-sectional proxies
such as the variance of firm-level shocks, or dispersion across macro forecasters are highly corre-
lated with stock-market volatility. There is a large body of literature discussing alternative proxies

for uncertainty.

The closest proxy to Knight’s (1921) definition of uncertainty is Jurado, Ludvigson and
Ng’s (2015) [JLN] measure. They approximate uncertainty based on hundreds of macroeconomic
and financial indicators. Uncertainty is measured as the conditional volatility of the purely unfore-
castable component of future movements. Bachmann, Elstner and Sims (2013) [BES] use survey
dispersion as proxy for uncertainty, which captures the level of disagreement amongst respondents
of the Business Outlook Survey. Baker, Bloom and Davis (2015) [BBD] measure policy uncer-
tainty based on the frequency of certain words written in news reports. Leduc and Liu (2015) [LL]
measure perceived uncertainty of consumers based on the Michigan Consumer Survey: uncertainty

is the share of consumers that state uncertainty is the reason why they don’t buy a car. An overview
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of the different proxies are provided by Bloom (2014).

Figure 2.2 plots stock market volatility and the four proxies for uncertainty: JLN, BES,
BBD, and LL. The correlation among the proxies are between 0.19 and 0.52, and the new stylized
fact holds for all proxies: correlations of the the different proxies to the magnitude of a news shock

are between 0.08 and 0.52.

2.2.3 News Shock and Uncertainty

So far, a relationship between uncertainty and the absolute value of news shocks is observed
in figures 2.1 and 2.2. Figure 2.4 plots the cross-correlations of stock market volatility to the
absolute value of a news shock, and to the other three structural shocks in Barsky and Sims’ (2011)

model: surprise technology shock, and the remaining shocks 3 and 4.

Figure 2.4: Cross-Correlations of News Shocks and Stock Market Volatility

Abs. News Shock Abs. Surprise Shock Abs. Shock 3 Abs. Shock 4
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Notes: This figure plots cross-correlations of stock market volatility (Stock M. Volatility) with the absolute value

(Abs.) of structural shocks identified with Barsky and Sims’ (2011) model. News shock is the only shock orthogonal
to current TFP that maximizes the share of future TFP movements of the following 40 quarters. Surprise shocks is
the shock that maximizes the share of future TFP movements, but is not orthogonal to current TFP. Shocks 3 and 4 are
the remaining shocks that contribute little to TFP movements. Barsky and Sims’ (2011) VAR(3) model is estimated
in levels, with Fernald’s (2012) adjusted TFP, Shiller’s (2015) real stock prices, per capita real GDP (source: FRED)
and per capital real consumption expenditures (source: FRED) from 1950Q1-2015Q3. Variables are in logs and the
quantity series are seasonally adjusted. The bootstrapped confidence bands show the 68" and 90 percentiles.
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The first panel of figure 2.4 shows cross-correlations of stock market volatility to the abso-
lute value of a news shock. The correlations are positive for current stock market volatility to past
and future magnitudes of news shocks. The correlations are significant for the previous and fol-
lowing two quarters. The graph neither points towards a lead nor a lag behaviour of stock market
volatility. Hence, a news shock changes today’s expectations, which either affect uncertainty or
stock prices first. If they affect stock prices first, then news shocks, which are identified with stock
prices, move first. If expectations affect stock market volatility first, the uncertainty proxy moves
first. This is an important property for the identification of uncertainty shocks, which is discussed

in section 2.3.

The remaining panels of figure 2.4 plot the correlations of stock market volatility to the
magnitude of the other three shocks. There is either no correlation or significantly smaller corre-
lation compared to the correlation to news shocks. This is evidence that the correlation to stock

market volatility is a specific feature of a news shock.

The following sections examine implications of the new stylized fact for the literature on
macro uncertainty (section 2.3), the finance literature (section 2.4), and the literature on news

shocks (section 2.5).

2.3 News Shock and the Effect of Uncertainty

As shown in section 2.2, good and bad news shocks coincides with higher uncertainty.
This is intuitive, considering the news shock as a shock on expectations about the future. If the
expected future suddenly changes due to a news shock, it is reasonable that the ability to anticipate
the “new” future changes, as well. The close relationship between news shocks and uncertainty

challenges the identification of uncertainty shocks in VAR models: both, a bad news shock and an
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uncertainty shock increase uncertainty and slow down the economy. This section shows that the
drop in output after spikes in uncertainty is mainly driven by bad news shocks, whereas there is

little role for uncertainty shocks.

Bloom (2009) estimates a structural vector autoregression (SVAR) model with macro vari-
ables and a dummy variable capturing 17 uncertainty events from 1962 to 2008. An uncertainty
event occurs if stock-market volatility exceeds 1.65 standard deviations of the Robert J Hodrick
and Edward C Prescott (1997) detrended mean of stock-market volatility. He finds that an uncer-
tainty shock is followed by substantial drop in output and employment over the next 6 months. The
uncertainty shock is identified as the shock that leaves stock prices unchanged on impact, but it is

allowed to shift all other macro variables.

Bloom (2009) and other empirical studies on macro uncertainty apply a Cholesky decom-
position of the impact matrix. Bloom’s (2009) identification is executed by placing the proxy for
uncertainty second after stock prices. Other studies place the proxy either first before stock prices,

second after financial variables, or last.'?

In contrast to Bloom’s (2009) uncertainty shock, a bad news shock shifts both, uncertainty
and stock prices on impact. Indeed, impulse response functions of the previous section (see figure

2.3) show that a bad news shock decreases stock prices on impact. However, stock prices drop

BJurado, Ludvigson and Ng (2015) place the proxy last, Simon Gilchrist, Jae W. Sim and Egon Zakrajsek (2014)
place the proxy after both, credit spreads and short-term interest rates in their first model and after short-term interest
rates in their second model. Bachmann, Elstner and Sims (2013), Baker, Bloom and Davis (2015), and Leduc and
Liu (2015) place the proxy first before stock prices, which makes the separation of uncertainty and news shocks even
more difficult. Dario Caldara, Cristina Fuentes-Albero, Simon Gilchrist and Egon ZakrajSek (2016) do not apply
Cholesky decomposition, instead, they use a criterion that the uncertainty shock maximizes the impulse response of
the uncertainty proxy. They implement this criterion with a penalty function approach developed by Jon Faust (1998)
and Harald Uhlig (2005). Since financial conditions can react immediately to uncertainty shocks, the procedure does
not seem to be able to separate news shocks from uncertainty shocks, either.
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again in the following quarters, before it increases in the long-run. The second drop might be
explained by increased uncertainty that initially reduces the negative effect of a bad news shock.
When uncertainty decreases in the following quarters, the anticipation of the bad future is improved
so that stock prices decrease again. A spike in uncertainty is therefore followed by a second drop
in stock prices, output and consumption. The model of Bloom (2009) is not able to separate this

second drop caused by news shocks from uncertainty shocks.

Another issue is that a bad news shock might initially increase uncertainty, before it shifts
stock prices, output and consumption. Since news shocks are identified based on the latter three
series, the identified news shock might occur after the spike in uncertainty. This theory is consistent
with the findings of the previous section 2.2.3 that there is no clear lead-lag behaviour between
news shocks and uncertainty. Hence, impact restrictions are not enough to separate news shocks

from uncertainty shocks.

Since impact restrictions are not enough, other restrictions are required to separate the two
shocks. Fortunately, the standard identification procedure for news shocks allows to separate news
shocks from uncertainty shocks. A news shock is identified as a shock that moves TFP in the
long-run. This separates news shocks from uncertainty shocks, because the effect of uncertainty
on TFP is only temporary. The real option effect of uncertainty discussed in section 2.2.2 states
that increased uncertainty dampens the reallocation of resources in the economy. This includes
the reallocation of less productive toward more productive firms. When uncertainty is resolved,
reallocation is increased which causes a rebound and an increase in productivity. News shocks, on
the other hand, shift technology in the long run by definition. Moreover, the common restriction
that a news shock is orthogonal to current TFP further supports the separation. Uncertainty shifts

TFP only while uncertainty is high, and therefore only in the very short run.
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In order to control for news shocks, good and bad news shocks are added to Bloom’s (2009)
structural VAR as exogenous variables. The two series are generated by setting the negative values,
respectively, the positive values equal to zero. The remaining variables are the same as in Bloom
(2009), except that the series are quarterly instead of monthly, because there is no monthly adjusted
TFP measure.'* Moreover, the series cover a longer time period until 2015. Hence, the model’s

uncertainty dummy includes another spike: the shock of the European Debt Crisis in 2011.

Figure 2.5 decomposes the 18 uncertainty events into good news shocks, bad news shocks,
uncertainty shocks, and the sum of the remaining shocks. Bad news shocks make up a significant
fraction of many of the uncertainty events. The largest contribution of news shocks are observed in
the events: OPEC I, Black Monday, and the bankruptcy of Lehman Brothers. Good news shocks

only contribute to the first three uncertainty events.

The only good event according to Bloom (2009) is the uncertainty spike at the monetary
cycle turning point in 1982. And indeed, the contribution of bad news shocks is the lowest at this
event. Good news shocks do not explain this spike, either. This might be because the good news

about monetary policy only boosts demand, while leaving TFP unchanged.

Figure 2.6 takes a look at the cyclical component of industrial production before and after
the 18 uncertainty events. The dashed line plots average (HP-filtered) industrial production before
and after news-driven uncertainty events. News-driven uncertainty events are events, where bad
news shocks are responsible for more than 30% of the dummy. The continuous line shows the
average evolution before and after the remaining events. Both lines are normalized to zero at the

event.

“Data is listed in the footnote of figure 2.5.
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Figure 2.5: Contribution to Uncertainty Events

B Good News BBad News OUnc. Shock ORemaining

Cuban missile crisis 1962 Q2
Assassination of JFK 1963 Q2
Vietnam buildup 1966 Q3
Cambodia and Kent State 1970 Q2
OPEC |, Arab—Israeli War 1973 Q2
Franklin National 1974 Q3

OPEC 111978 Q2

Afghanistan, Iran hostages 1980 Q1
Monetary cycle turning point 1982 Q3
Black Monday 1987 Q2

Gulf War 1 1990 Q3

Asian Crisis 1997 Q2

Russian, LTCM default 1998 Q3
9/11 terrorist attack 2001 Q3
Worldcom and Enron 2002 Q3

Gulf War 11 2003 Q1

Lehman Brothers 2008 Q3
European debt crisis 2011 Q3

Notes:

This figure decomposes 18 uncertainty events form 1960Q1-2015Q1 into good news shocks (black), bad news
shocks (dark grey), uncertainty shocks (light grey), and remaining shocks (white). A Bloom (2009) uncertainty
event occurs if stock-market volatility exceeds 1.65 standard deviations of the Hodrick and Prescott (1997) detrended
mean of the stock-market volatility series. The variables of the underlying VAR in the estimation order are
log(S&P500 stock market index), a dummy variable indicating the 18 uncertainty events, Federal Funds Rate,
log(average hourly earnings), log(consumer price index), hours, log(employment), and log(industrial production). All
variables are Hodrick and Prescott (1997) detrended as in Bloom (2009). The variables are aggregated to quarterly
series in order to include good and bad news shocks, which enter the system exogenously. The news shocks are
estimated with Barsky and Sims’ (2011) VAR(3) model in levels, with the logs of Fernald’s (2012) adjusted TFP,
Shiller’s (2015) real stock prices, per capita real GDP and per capital real consumption expenditures, where news
shock is the only shock orthogonal to current TFP that maximizes the share of TFP movements of the following 40

quarters.

The drop in industrial production is more significant when uncertainty is caused by bad
news shocks. When uncertainty is exogenous, industrial production only decreases by little. The
impulse response functions (IRFs) to news and uncertainty shocks confirm this finding (see figure

2.8 in appendix): the dynamics of uncertainty and bad news shocks are similar, but the magnitudes
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Figure 2.6: Path Before and After Uncertainty Events

Industrial Production
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Notes: This figure plots the average path of industrial production of the quarters before (-4, -2, ...) and after (2, 4,
...) the 18 uncertainty events listed in figure 2.5. The dashed line plots the average path of events, where bad news
shocks contribute more than 30% to the dummy: “Cambodia and Kent State”, “OPEC I Arab-Israeli War”, “Franklin
National”, “Black Monday”, and “Lehman Brothers”. The continuous line shows the average evolution before and

after the remaining events. Both lines are normalized to zero at the event. The industrial production series is in logs

and HP-filtered.
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of the responses to uncertainty shocks are smaller and insignificant. A more detailed analysis of

IRFs to good and bad news shocks is conducted in section 2.5.

Moreover, industrial production seems to increase before news-driven uncertainty spikes.
Hence, the economy experiences a boom before a bad news shock causes a spike in uncertainty.
Not so when uncertainty is caused exogenously. This may serve as a property that distinguishes

uncertainty spikes driven by bad news shocks from exogenous uncertainty events.

To conclude, spikes in uncertainty are followed by a significant drop in output and other
real variables. These dynamics are however rather driven by bad news shocks than by uncertainty
itself. In the next section, further implications of the new stylized fact are discussed in the literature

on finance.

2.4 News Shock and the Stock Returns to Volatility Relationship

A large body of literature in Finance deals with the relationship of stock returns to its
volatility. The analysis are on different levels of aggregation: research has shown that the relation-
ship is not only strong in a micro setting, but also in a macro time series framework. This section

analyses the role of news shocks in the stock return to volatility relationship.

The stock returns to volatility relationship has a long history in Finance. Harry Markowitz
(1952) remarks that investors consider not only expected returns, but also the variance of returns.
This idea is incorporated in risk-averse utility functions by John W. Pratt (1964) and K.J. Arrow
(1965). Due to risk averse investors, the market requires expected returns to be higher when
volatility is high as shown by William F. Sharpe (1964) and John Lintner (1965), which is the

cornerstone of the capital asset pricing model (CAPM). Asset pricing models therefore predict a
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positive relation between excess returns and ex ante volatility.

Pindyck (1984) observes a strong negative relationship between volatility and expected
returns during the 1970s. He argues that this is due to the increase in risk premia caused by higher
volatility. This does not contradict the findings of asset pricing models, when the increase in
volatility is unexpected: an unexpected increase in volatility raises the required expected returns
on stocks due to risk averse investors. Holding everything else constant, expected returns can only
increase if current stock price drop. Hence, there is a negative relationship between current returns
and unexpected volatility. This volatility feedback effect is first modelled in French, Schwert and
Stambaugh (1987). Another theory explaining the negative relationship is the leverage effect: when
stock prices drop, firms’ leverage ratio increases, which increases risks and therefore stock market
volatility (see Black, 1976; Christie, 1982; Schwert, 1989). Bekaert and Wu (2000) and Wu (2001)
address the two effects simultaneously, and they find that the volatility feedback effect dominates

the leverage effect.

Schwert (1989) supports the empirical evidence by Pindyck (1984) and French, Schwert
and Stambaugh (1987): market volatility increases in recessions. Hany A. Shawky and Achla
Marathe (1995) find that there is no negative relationship between excess returns and market
volatility in periods where market prices are rising. Chia-Shang James Chu, Gary J. Santoni and
Tung Liu (1996) find that volatility is higher when returns are either above or below normal. They
argue that the inverse relationship that others have found is because the increase in volatility is
larger when returns drop than when they increase. Hence, when a straight line is forced through

the data the relationship is inverse, but in fact the relationship is V-shaped.

Estimates of table 2.1 confirm Chu, Santoni and Liu’s (1996) findings with a much less

sophisticated model: stock market volatility is regressed on stock returns, a constant, and a trend
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Table 2.1: Regression Analysis Stock Returns and Stock Market Volatility

Stock Market Volatility

€)) (2) (3) “4)
Stock Returns -0.460%*
[0.114]
Positive Stock Returns (S.R.) 0.351%*
[0.095]
Negative Stock Returns (S.R.) -1.149%*
[0.122]
News Shock Driven S.R. -0.470%*
[0.123]
S.R. w/o News Shocks -0.415%*
[0.136]
Positive News Shock Driven S.R. 0.533**
[0.125]
Negative News Shock Driven S.R. -1.133%%*
[0.139]
Positive S.R. w/o News Shocks -0.160
[0.195]
Negative S.R. w/o News Shocks -0.667
[0.283]
Constant 0.168** 0.133%* 0.168** 0.120%*
[0.005] [0.006] [0.005] [0.008]
Trend 0.019%* 0.019%* 0.019%* 0.025%*
[0.004] [0.004] [0.005] [0.004]
Observations 265 265 265 265
Period 1948-2016 1948-2016 1948-2016 1948-2016
Adjusted R Square 0.249 0.476 0.246 0.453

Notes: Robust standard errors in brackets, small P-values marked as *p<0.01, and **p<0.001.
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over the period of 1950Q1-2016Q1. The significant parameter of negative 0.460 of the first column
suggests that an increase in stock returns is associated with a significant decrease in stock market
volatility. Then, stock returns are divided into two series: positive stock returns, where negative
values are set equal to zero, and similarly, negative stock returns. The regression analysis of the

second column shows that an increase as well as a decrease in stock returns is associated with



higher volatility, and the latter relationship is three times stronger.

In order to examine the role of news shocks in this relationship, I construct two counterfac-

tuals, based on the estimated model of section 2.2.1.1

The first counterfactual re-runs history by
setting all shocks except news shocks equal to zero. The second counterfactual sets news shocks
equal to zero, and leaves the other shocks unchanged. Hypothetical stock returns are then calcu-

lated based on these counterfactuals so that the two series add up to stock returns.

The estimates of the last column of table 2.1 imply that the V-shaped relationship between
stock returns and stock market volatility is driven by news shocks. On the one hand, the coefficients
on news shock-driven positive and negative stock returns are significant and suggest a V-shaped
connection. On the other hand, the coefficients on the positive and negative stock returns without
news shocks are insignificant. Hence, the regression analyses suggest that the volatility feedback
and leverage effects only occur when stock returns are driven by news shocks, or that there are

alternative channels from news shocks to volatility.

A possible channel comes from the arrival of vague information associated with news
shocks. Traditional technology shocks shift TFP first, which then causes a response of other macro
variables. News shocks, on the other hand, shift the fundamental variable only in the future so that
the initial response is only due to altered expectations, and not based on an observed change. The
accuracy of information is therefore much lower with news shocks than with traditional shocks.
Consequently, a jump in stock returns is likely to increase uncertainty more if it is based on news,

than if it is caused by an observed change in TFP.

IS A structural VAR model with Barsky and Sims’s (2011) identification procedure, see section 2.2.1 and figure 2.3
for details.
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To conclude, news shocks seem to be the main cause for the link between stock returns and
stock market volatility in a quarterly time series framework. Moreover, the section confirms the
findings of the previous sections that there is a non-linear relationship between news shocks and
uncertainty. In the next section, an alternative news shock is estimated in a model that allows for

the discovered asymmetries.

2.5 Identification of News Shocks with a Non-Linear Model

The analysis so far is based on news shocks identified with linear models. In this section,
a non-linear structural VAR is estimated. The model allows for asymmetric responses to good and

bad news shocks. The impulse response functions (IRFs) of the two shocks are then compared.

The model is estimated in two steps. First, a core model is estimated with total factor
productivit (TFP), and three forward looking variables: stock prices, consumer sentiment, and the
one quarter forecast of output by the Federal Reserve. The aim of the core model is to correctly
identify the news shock without imposing symmetry. The model is a regime-switching VAR'®. The
parameters depend on whether previous changes in consumer sentiment are positive or negative.
The regime is function of consumer sentiment, because it is the forward-looking variable that
responds the most to news shocks, a feature observed by Barsky and Sims (2012) and Barsky,
Basu and Lee (2015). A good news shock is therefore allowed to differ from a bad news shock
through its impact on consumer sentiment. Since long-run fluctuations matter in order to correctly
identify news shocks, it is assumed that stock prices are cointegrated with TFP as in Beaudry and

Portier (2006). The cointegration relationship does not depend on regimes.

16see Hamilton (1994) for regime-switching VAR models.
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A drawback of regime-switching models is that asymmetries are only allowed to occur
with a lag. Hence, regimes cannot depend on current changes, only on past changes in consumer
sentiment. The impact response to news shocks is however non-linear, as shown with the new
stylized fact: both good and bad news shocks coincide with higher uncertainty. This is the reason
why the model is estimated in two steps. In the second step, the identified news shocks of the
first model enter a second VAR exogenously, together with a range of macro variables. The news
shocks are divided into good news and bad news shocks by setting the opposite entries equal to
zero. The macro variables are therefore allowed to respond differently to good and bad news

shocks on impact.

The identification of news shocks non-trivial, because the path of regimes induced by a
shock depends on the sign and size of a shock. A new identification procedure is introduced that
identifies structural shocks with finite horizon restrictions for non-linear models. This allows to
identify an average news shock with the same identifying assumptions as previous studies: a news

shock is orthogonal to current TFP and maximizes the forecast error variance of future TFP.

Identification is based on Barsky, Basu and Lee (2015): a news shock is the only shock
orthogonal to current TFP that maximizes the share of TFP movements at the 20*" quarter after
impact!”. However, instead of maximizing the forecast error variance of a one unit increase, the
integral of the forecast error variances over a normal distribution is maximized. The identifying

restrictions are therefore based on the average response to news shocks.

Since the integral is too complex to solve analytically, it is calculated numerically. A

possibility is to apply Monte Carlo integration. This method calculates the integral as the sum of

"The identification procedure of maximizing the forecast error variance is introduced by Francis et al.’s (2014).
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the functions produced with simulated shocks. Computationally, this method is inefficient. Instead,
I integrate over a sparse grid proposed by Florian Heiss and Viktor Winschel (2006). The sparse
grid approximates a Gaussian distribution with an optimized range of values and weights for each
value. The finite horizon long-run restrictions on the integral are then imposed by rotating the
impact matrix using numerical maximization following Benati (2016): the angles of six rotation
matrices are optimized using the medium-scale quasi-Newton line search of Matlab’s fminunc

function.

In the second step, a VAR model is estimated with exogenous good and bad news shocks
from the core model. The VAR also includes eight additional macro variables, thus, the model
consists of 12 variables (4+8). The model is estimated in levels. The VAR is estimated 1,000
times for each of the bootstrapped news shocks of the core model. Moreover, for each of the VAR
models, 10,000 additional bootstrapped models are estimated so that the percentiles of the impulse
response functions are picked from ten million models (1,000 x 10,000). The VARs of the first

and second step both account for four lags.

The VAR is estimated over the 1967Q1-2009Q1 period, which is the period where the
forecast data of the Federal Reserve is available. The following U.S. data is used: log of Fernald’s
(2012) adjusted TFP, log of Shiller’s (2015) real stock prices, changes in consumer sentiment of
the Michigan Consumer Survey, the Federal Reserve’s one quarter ahead projection of real GDP
growth (Greenbook), and stock market volatility (the measure is discussed in figure 2.1). The re-
maining series are collected from the database of the Federal Reserve Bank of St. Louis (FRED):
three months treasury bill rate, CPI inflation, real GDP, real consumption of non-durables, real
consumption of durables, real investment, and total hours in the non-farm sector. The quantity

variables are seasonally adjusted and per capita, divided by the civilian, non-institutional popula-
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tion and in logs.

Interestingly, the news shock series produced here does not differ significantly from tradi-
tional news shocks: the correlation to the news shock with Barsky and Sims’s (2011) identification

is 0.81.

Figure 2.7 plots the impulse response functions to an exogenous shift in good and bad news
shocks. Four characteristics attract my attention. First, stock market volatility spikes after both,
good and bad news shocks. However, the response of stock market volatility to a bad news shock
is five times stronger. This is consistent with the new stylized fact and confirms the correlation

analysis of the previous sections.

Second, the new stylized fact does not seem to significantly affect the responses of the
quantity variables: the responses of output, consumption, investment, and hours are not signifi-
cantly different between a good and a negative bad news shock. If uncertainty causes the economy
to slow down as suggested by Bloom (2009) and others, one would expect the responses to differ:
uncertainty should dampen the effect of a good news shock and enhances the effect of a bad news
shock. If anything, then the opposite is true: the effect of a good news shock on output is more
significant than the effect of a bad news shock. However, the weaker response of bad news shocks

could also be explained with the noisiness of the signal, as discussed next.

Third, the responses to bad news shocks have larger confidence bands. This can be ex-
plained by the increase in stock market volatility on impact, which is five times stronger than the
increase after good news shocks. A bad news shock is a signal of a future decrease in TFP, and a
good news shock is a signal of a future increase. The uncertainty responses suggest that the signal

of the bad news shock is noisier than the signal of a good news shock. Hence, the anticipation of

92



Figure 2.7: IRFs Non-Linear Model
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x10°% TFP Real Stock Prices A Consumer Sentiment Greenbook Forecast
10 0.2 5 2
5 1
/f\/‘/ 0.1 0
0 ‘ /_/\./\ 0‘
-5 0 ‘ -5 -1
5 10 15 20 5 10 15 20 5 10 15 20 5 10 15 20
Stock M. Volatility 3-year T-bills Inflation Output
4[ 0.02
2 0
o A 0.01
0 ' ‘ -1
-2 -1 -2 0"
5 10 15 20 5 10 15 20 5 10 15 20 5 10 15 20
Consumption Durables Cons Investment Hours
0.015 0.05 0.1 0.02
0.01 /v\ Ve, gy
0 0
0.005 ‘ 0
0! -0.05 -0.1 -0.01
5 10 15 20 5 10 15 20 5 10 15 20 5 10 15 20
quarters
IRFs to Bad News Shock
TFP Real Stock Prices A Consumer Sentiment Greenbook Forecast
0.01 [ 2 1
/\’\ 0 /\/\,\_~
0 ~0.05 V2V Ny
‘\/“f\/ -2 ‘
-0.01 -0.1 -4 -1
5 10 15 20 5 10 15 20 5 10 15 20 5 10 15 20
Stock M. Volatility 3-year T-bills Inflation Output
10 [ 1 1 0.01
5 ’ 0
0 0 \/\/,/_r
0 ‘ -1 ‘
-5 -1 -2 -0.01
5 10 15 20 5 10 15 20 5 10 15 20 10 15 20
X 10-3 Consumption Durables Cons Investment Hours
5 0.02 [ 0.05 0.02
0 0
v -~ 0 0 \//
5 -0.02 N
-10 —-0.04 -0.05 -0.02
10 15 20 5 10 15 20 5 10 15 20 5 10 15 20
quarters

This figure plots impulse response functions (IRFs) to a good news shock (upper panel) and a bad news
shock (lower panel). The model is described in section 2.5. Responses are plotted for log of Fernald’s (2012) adjusted
TFP, log of Shiller’s (2015) real stock prices, changes in consumer sentiment of the Michigan Consumer Survey, the
Federal Reserve’s one quarter ahead projection of real GDP growth (Greenbook), stock market volatility (the measure
is discussed in figure 2.1), three months treasury bill rate, CPI inflation = 400 changes in quarterly log(CPI), log of
per capita real GDP, log of per capita real consumption of non-durables, log of per capita real consumption of durables,

log of per capita real investment, and log of total hours in the non-farm sector. The bootstrapped confidence bands

show the 68" and 90" percentiles.
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the future is worse when a bad news shock hits the economy. The responses to bad news shocks
are therefore contaminated with more noise than good news shocks, and confidence bands are thus
larger. A lack of anticipation is also apparent in the response of the Greenbook forecast: the good

news shock changes the forecast significantly, while the bad news shock doesn’t.

Fourth, the response of inflation differs significantly. A good news shock causes output and
inflation to move in the opposite directions, whereas a bad news shock causes co-movement. A
bad news shock has the characteristics of a demand shock. This is consistent with the original idea
of the news shock literature: today’s anticipation increases demand, even though productivity only
increases in the future. The response of inflation to a good news shock is consistent with Barsky,
Basu and Lee’s (2015) work. They find that inflation declines significantly after a new shock, and
they rationalize this result with a New Keynesian model with wage and price rigidities. The decline
of future marginal costs causes firms to change wages and prices today, because they might not get

the chance to change prices in the future, given price and wage rigidities.

The large uncertainty spike caused by bad news shocks is a possible explanation for the
different responses of inflation: the anticipation of a bad news shock is not good enough for firms
to change price and wages today so that the price response of a bad news shock is purely demand

driven.

2.6 Conclusion

Good news shocks and especially bad news shocks increase uncertainty. This new stylized
fact combines three fields dealing with anticipation: research on news shocks, research on macro

uncertainty, and finance.
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Structural VAR analyses show that bad news shocks cause spikes in macro uncertainty.
These spikes are followed by significant drops in real macro variables. Exogenous spikes in uncer-

tainty have little effects.

Times series and regression analyses of quarterly macro series suggest that the close rela-

tionship between stock returns and volatility is driven by news shocks.

A non-linear VAR model shows that bad news shocks increase stock market volatility - a
proxy for uncertainty - five times more than good news shocks. This could be the source for two
additional asymmetries. First, bad news shocks produce larger confidence bands. Second, while
good news shocks move inflation and output in the opposite direction, bad news shocks cause a

co-movement, because the spike in uncertainty impairs the anticipation of future marginal costs.
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2.7 Additional Graphs

Figure 2.8: IRFs Augmented Version of Bloom’s (2009) VAR Model (1/2)

IRFs to Uncertainty Shock
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(see figure notes on the next page)
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Figure 2.8: IRFs Augmented Version of Bloom’s (2009) VAR Model (2/2)

IRFs to Good News Shock
S&P500 Volatility Indicator Federal Funds Rate Earnings
1 0.6 0.15
0.3 0.4 0.1

0.5
0.2 \/v\ 0.2 0.05
0.1 0 0 o/\/\’_\/

0 -0.5 -0.2 -0.05"
2 4 6 81012 2 4 6 81012 2 46 81012 2 4 6 81012

Hours Employment Ind. Production
0.6 1 2

CPI
2
0.4
1 0.5 1
0.2
0 0 0
, |

0.2

-1 -0.5 -1
2 46 81012 2 4 6 81012 2 46 81012 2 46 81012
quarters

Notes: This figure shows the impulse response functions (IRFs) to an uncertainty shock (top), a bad news shock
(middle), and a good news shock (bottom). The underlying model is Bloom’s (2009) VAR model augmented with
exogenous good and bad news shocks. The Volatility Indicator is a dummy variable that indicates an uncertainty
event, which occurs if stock-market volatility exceeds 1.65 standard deviations of the Hodrick and Prescott (1997)
detrended mean of the stock-market volatility series. The variables of the underlying VAR in the estimation order are
log(S&P500 stock market index) [S&P500], volatility indicator, Federal Funds Rate, log(average hourly earnings)
[Earnings], log(consumer price index) [CPI], Hours, log(employment) [Employment], and log(industrial produc-
tion) [Ind. Production]. All variables are Hodrick and Prescott (1997) detrended as in Bloom (2009). The variables
are aggregated to quarterly series in order to include good and bad news shocks, which enter the system exogenously.
The VAR is estimated over the 1960Q1-2015Q1 period, and includes four lags. The news shocks are estimated with
Barsky and Sims’ (2011) VAR(3) model in levels, with the logs of Fernald’s (2012) adjusted TFP, Shiller’s (2015) real
stock prices, per capita real GDP and per capital real consumption expenditures, where news shock is the only shock
orthogonal to current TFP that maximizes the share of TFP movements of the following 40 quarters. The bootstrapped

confidence bands show the 68 and 90*"percentiles.
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Chapter 3

Identification of Treatment Effects when Treatment is an
Aggregate Variable
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3.1 Introduction

Business cycle economists examine the booms and the busts in the economy, and elaborate
on how the government can mitigate these business fluctuations. The ups and downs in economic
growth are caused by economic shocks such as new tariffs that reduce trade, new ideas that boost
productivity, or sudden spreads of fear that make people spend less money. Whether these shocks
produce large or small fluctuations in economic growth depends on the economic system that is
in place; for example, on how the central bank responds to new tariffs, on how the law protects
new ideas, or on how fast firms adjust prices when people reduce spending. Economic shocks and
their effects are thus informative about both, the drivers and the characteristics of an economy.
The challenge is to identify these economic shocks and to estimate their effects; in particular, it is
difficult to separate economic shocks from each other, because each period is exposed to a large
number of shocks that hit the economy at the same time. I introduce a framework that identifies
the average effect of a group of shocks, which is a compromise to measuring the effect of each
shock separately. For example, if interested in productivity shocks, I show how the average effect
of a variety of productivity shocks can be identified without the need of defining and separating

the different types of productivity shocks.

Textbooks and research papers usually treat groups of shocks as homogeneous distur-
bances, as if there is only one type of productivity, preference, or government expenditure shock.
For example, a rise in government spending due to a new military threat is assumed to have the
exact same effect on the economy than the same rise in spending caused by a new infrastructure
project; in other words, it is assumed that all government expenditure shocks have the same effect
up to scale. One exception is Blanchard and Quah (1989), who not only discuss how to separate de-

mand from supply shocks, but they also lay out the necessary assumptions for their method to work
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when demand and supply shocks are combinations of shocks with heterogeneous effects. I make
this aggregation more explicit by writing a model that consists of a large number of disaggregate
shocks, before I compile the model into an empirical model with aggregate shocks. This proce-
dure brings to light that effects of aggregate shocks change over time so that the model parameters
are time-varying. The effects change over time because the response to a government expenditure
shock, for example, depends on how much of this shock is driven by a military spending shock
that has a different effect than let’s say an infrastructure shock. The effect of the aggregate shock
thus depends on the realizations of the disaggregate shocks at each point in time. This has impli-
cations on the common estimation techniques, which usually rely on the assumption of constant

parameters.

This paper shows what standard identification strategies with constant parameters identify,
when the estimated model is in fact an aggregation of a larger model. It turns out that under certain
conditions, the constant parameter models identify a weighted average of all the different effects
of the disaggregate shocks, but the weights on the disaggregate effects depend on the identification
strategy. This provides an explanation for why different empirical macro papers estimate differ-
ent effects of the same shock, even when dealing with the same country and the same time period.
Hence, instead of arguing that if two papers get different results then one of them must be misspec-
ified, I provide a framework where both identification strategies may extract the shocks of interest
correctly, but one identification strategy puts more weights on disaggregate shocks with stronger

effects than the other.

Another feature the model brings to light is the bridge between identifying effects of policy
interventions, and identifying effects of shocks to policy interventions, which may differ when

model parameters are no longer constant. When evaluating a policy, the aim is not to measure the
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effects of policy shocks by themselves. Policy shocks are for example mistakes by policy makers
that are exogenous to the rest of the economy, which are hopefully irrelevant for macro business
cycle fluctuations. Instead, the aim is to identify effects of policy shocks to make inference on what
the effect of a systematic policy response would be. This extrapolation is done frequently, because
effects of policy shocks are equal to effects of policy responses in standard empirical models with
constant parameters. This one-to-one extrapolation between effects of shocks and responses does
not always make sense. For example, the effect of a random hospital visit is almost zero, while
the effect of going to the hospital when having an emergency is large. Similarly, a manipulation of
the interest rate by the monetary authority might have a different effect if the policy intervention
is a response to an economic downturn, than when it is a random mistake. I show that specifying
the treatment with multiple variables instead of just one variable helps to link effects of shocks to
effects of responses. Hence, instead of a one-to-one extrapolation from effects of shocks to effects
of responses, I discuss how to make the extrapolation more realistic using additional characteristics

of the treatment of interest.

When defining objects of interest and identification strategies, I build on the literature deal-
ing with heterogeneous treatment effects. The heterogeneous treatment effect literature allows in-
dividuals to experience different effects of the same treatment so that for example a hard-working
person gains more from education than a person that enjoys leisure time. Donald B. Rubin (1974)
defines the heterogeneous causal effect as the gap between an individual’s outcome with and with-
out treatment, and then he defines the average causal effect as the average gap across individuals.
James J. Heckman and Richard Robb (1985) introduce the notion of average treatment effect on
the treated (ATT), which only accounts for the heterogeneous treatment effects of individuals that

experience treatment, and thus may differ from the average treatment effect (ATE), respectively,
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the average causal effect discussed in Rubin (1974). Guido W Imbens and Joshua D Angrist
(1994) and Joshua D. Angrist, Guido W. Imbens and Donald B. Rubin (1996) show that under
the assumption of heterogeneous treatment effects, instrumental variable (IV) estimates produce
local average treatment effects (LATE), which again weighs individuals differently than the ATE.
James J. Heckman and Edward J. Vytlacil (1999); James J. Heckman and Edward Vytlacil (2005);
James J. Heckman and Edward J. Vytlacil (2007) define the marginal treatment effect (MTE) as
the gain from treatment for individuals at the border between treatment and no treatment, and then
show how ATE, ATT, and other summary treatment effects can be expressed in terms of MTEs.
Quang Vuong and Haiqing Xu (2017) show how a counterfactual mapping between potential and
actual outcome can identify individual treatment effects (ITE) directly. Note that instead of in-
dividuals, business cycle models deal with different time periods so that the individual treatment

effect discussed here refers to the treatment effect of a specific time period, rather than a person.

Section 3.2 aggregates the data generating process into an empirical model with aggregate
shocks. Section 3.3 uses the empirical model to identify objects of interest. Section 3.4 improves
identification by combining different identification strategies. Section 3.5 discusses the identifica-

tion of policy effects, and section 3.6 concludes.

3.2 Model

Consider the following model for output y; and reference variable s;:

M
Yi = Z Pjthjis
j=1

M
Si = E Vil
J=1

(3.1
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where the M components are independent drivers with zero mean and unit variance, i.e. E[u;;|
Mgy ooy Bj—14s Hj+14, 7,LLM'L] = E[,LL_]’L] =0, and E[(/},ﬂ)Q] = 1, for all j Note that this data
generating process nests all linearised macro models that have a vector moving average (VMA)

representation.!

The first ' < M components are the shocks of interest, which sign and size are normalized
to the reference variable s;; a positive shock thus increases the reference variable, and a negative
shock decreases the reference variable so that v; > 0, for all j < K. An impulse response (IR) is
defined as the response of outcome y; to an impulse of component y; that corresponds to a unit

increase in the reference variable:

_ Oyi/Op;i _ 95

IR, = ,
! aSi/aﬂjz‘ Vi

Vi, Vj < K. (3.2)

For example, the I R; of a military spending shock is the response in outcome (Ay;) to a unit
increase in total government expenditures (As; = 1), caused by a new military threat (Az;;). An
impulse response function (IRF) is then the set of impulse responses (/IRs) where the reference
variable stays the same, but the output variable changes from current output to future output; for
instance, IRF is the combination of IRs for all outputs {y?, v}, v?, ...}, where y!' = GDP,,

while the reference variable stays the same, e.g. s; = Gj.

Note that a component of interest y;; is defined as an independent event that has the same
relative effect on output and reference variable across all observations ¢. It is thus very unlikely,
for example, that there is only one government expenditure shock that has always the same relative

effect on output and government expenditures. Even when reducing the focus on just defense

Tn the VMA framework, y; would be one out of H variables of the vector, and the model’s dependence on the past
would imply ft;; = fug, for some j # [l and ¢ # k, which does not violate the imposed assumptions.
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spending shocks, there are defense expenditure shocks that are more labor heavy and others that
are more capital intense so that the relative effect of output and government expenditures depends
on the type of defense spending shock. In fact, it is likely that the number of components is
infinitely large, i.e. K — oo. This means that the importance of a single component becomes
infinitely small, i.e. 7; — 0. It thus makes sense to aggregate the components of interest into a

treatment variable as follows:
K
di= ) itk (3.3)
j=1

where the aggregation is based on the components’ contribution to the reference variable s; in
model (3.1). For example, let monetary policy shocks be the components of interest, and let the
interest rate be the reference variable s;. The treatment variable d; then captures the part of the
interest rate that depends on current monetary policy components only, but not on other shocks

such as supply shocks or past monetary policy shocks.

There are at least three reasons why the different components 1:;; need to be aggregated
into a meaningful aggregate shock d;. First, even if the components were observed, their vari-
ances would be too small to estimate significant effects; the variance of a sum of components, in
contrast, is large enough. Second, even if components were observed and their effects identified,
it is impossible to distinguish one component from another in an economically meaningful way.
For example, there are infinitely many different government expenditure shocks so that it gets im-
possible to allocate each shock to a specific policy action. Third, the components themselves are
unobserved and too small to be identifiable; it is however possible to identify a combination of

components.
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Consider the following empirical model:
yi = fildi, wi) = Bidi + ws, (3.4)

where [(;d; is the contribution of the components of interest, and residual u; aggregates the re-
maining components, i.e. u; = Ej]‘i Kk4+19j1i. Parameter 3; captures the effect of the treatment
variable:

K
_ Zj:l Djhji

Bi K )
2 i1 Vil

(3.5)

which varies across observations ¢. Hence, while the effect of a single component ; is constant
across observations, i.e. [?; does not depend on ¢ in expression (3.2), the effect of the sum of com-
ponents d; varies, i.e. parameter [3; depends on ¢. This is because each observation is exposed to a
different combination of disaggregate shocks so that some observations put more weight on com-
ponents with strong effects, while other observations put more weight on components with weak
effects. This is apparent when rewriting parameter (3; in terms of the constant impulse responses
(I R;) defined in (3.2): (see derivation in appendix 3.7.1)

K

=Y IR, WITF, WiIF = I (3.6)

j=1 D i1 Viki
This expression shows how each observation puts different weights on the K impulse responses so
that each observation experiences a different treatment effect 3;. Note that if all impulse responses
were the same, i.e. /R, = ... = [ Ry, parameter [3; would be constant across observations ¢, as
the weights add up to one, i.e. Ef wflT E =1, for all i. If the effects of the components differ
significantly, however, then the treatment effects (3; change significantly across observations ¢, as

well. Note that this type of heterogeneity is not captured in time-varying parameter models of
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the macro literature, where parameters either have a linear representation such as an autoregressive
form, or where parameters are regime-switching, changing form one value to another with a certain

probability.

I build on the literature on heterogeneous treatment effects to define and identify different
objectives of interest. One of the most informative object of interest is the individual treatment
effect (ITE), (3;, which is the treatment effect that is experienced by a specific observation, i.e.
by an individual, a time period, or a region. It is difficult to identify ITE for each observation so
that econometricians often rely on summary treatment effects that aggregate over different parts of
the population. Common summary treatment effects are the average treatment effect (ATE), and
the average treatment effect on the treated (A7T). In addition to the standard summary statistics, I
also make use of an object of interest that I call variance explained by treatment (VET). They are

defined as follows:
ofi(d; + h,u;)

ATE = E[ITE;]
(d:)? (3.7
ATT =FE |ITE;—~—
{ E[(dz)z]}

VET =Var (fi(di,u;) — fi(0,u;)).
Appendix 3.7.2 shows that within model 3.4, ITE;, ATF, and ATT are consistent with the orig-
inal definitions of the literature when treatment is a dummy variable. IT'F; is the effect of a
marginal change in treatment variable d; on an individual’s outcome y;, holding everything else
constant. AT'F is the average of [T E's over the entire population. The average treatment effect on
treated (AT'T) is the AT E of the individuals that are exposed to treatment. Since everyone is ex-
posed to treatment when the treatment variable is continuous, A7TT is defined here as the weighted

average of [T Es, where the weights reflect exposure to treatment d;. The V ET' is the variance
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of the dependent variable responsible by the treatment variable. In business cycle models it is
common to calculate the forecast error variance (FEV), which is the V E'T" divided by the variance

explained by both, the treatment variable and all other contemporaneous shocks.

Expression (3.6) rewrites the ITE in terms of the impulse responses defined in (3.2). Let’s
rewrite the remaining objects of interest of (3.7) in that way as well: (see derivation in appendix
3.7.3)

3 (1)’
ATT = Y IR wiT?, w7 = e
j=1

J K 9
Zk:1(7k) (3.8)

K
VET =Y (IR))* w™" Var(d;) > (ATT)* Var(d;).

i=1

Expression (3.8) shows that AT"T”s weights on the impulse responses I [?; are all positive and
reflect the contribution of the components to the variance of the treatment variable. AT E does not
collapse into a simple weighted average of impulse responses, but if the components are normally
distributed then ATT" = ATFE (see appendix 3.7.3). The V ET is the weighted average of the
squared impulse responses multiplied by the treatment’s variance. Appendix 3.7.3 shows that the

squared AT'T multiplied by the treatment’s variance provides a lower bound of the V ET'.

In the next section, I show how to identify A7T" and a lower bound of V E'T" with linear

regressions.

3.3 Identification

The identification problem is that the treatment variable is unobserved. I discuss three
methods that identify treatment effects with different set of assumptions. First, assumption A3.3

restricts the reference variable to be equal to the treatment variable so that identification of ATT is
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possible with observables s; and y; only. Second, assumptions A3.3, A3.3, A3.3, A3.3 and A3.3
restrict an instrumental variable (IV) z; to be correlated with the treatment variable but independent
of the error term so that an IV-regression identifies LATT, which is the ATT but with different
weights. Third, assumptions A3.3, A3.3, A3.3, A3.3, and A3.3 limit control variables (CV) in a
way so that they control for some of the components, but don’t interfere with the components of

interest so that A7T is identified.

Model (3.4) does not satisfy some of the standard assumptions imposed in the heteroge-
neous treatment effect literature. The literature usually relies on the assumption that there is varia-
tion in the treatment variable that is independent from the rest of the model, i.e. there exists 7); so
that corr(n;,d;) # 0 and f;(h,u;) 1L n; for all h. Note that the independence assumption requires
not only the error term to be independent, i.e. u; L n;, but also the treatment effect, i.e. 3; L n;.
In the model presented here, there is no variation in the treatment variable that is independent of the
treatment effect so that this assumption cannot be imposed here. Specifically, the treatment effect
is a function of the treatment variable’s decomposition, which is the very reason why the effect
is heterogeneous (see equation 3.5). In this section I show that independence with respect to the
error term is enough to identify AT'T'. I use the notation partially random and partially exclusive

to refer to the weaker assumptions imposed here.

A3.3 (No Measurement Error). Treatment d; is observed without measurement error. In particular,

s; = d; so that vy; = 0 forall j > K in (3.1).

Assumption A3.3 states that the treatment variable is observed. Note however that the
selection of treatment d; is only partially random, i.e. f;(h,u;) 1L d; for h = 0 only. Hence,

identification of ATE requires additional assumptions, while AT is identified:

108



Proposition 3.3.1 (Identification of ATT). Under the assumption of no measurement error A3.3,
the ordinary least square (OLS) regression of the dependent variable y; on the reference variable
s; identifies the average treatment effect on treated (ATT).

Proof: See appendix 3.7.4.

Proposition 3.3.1 shows that we can estimate ATT with a linear regression, which according

to appendix 3.7.3, also identifies AT E = ATT when components are normally distributed.

Next, suppose assumption A3.3 does not hold so that the treatment variable or some of its

variation needs to be extracted first. Let’s assume the following IV is observed:
M
=) Al (3.9)
j=1
which satisfies the following assumptions:

A3.3 (Partial Exclusion). Instrument z; is partially random, i.e. f;(h,u;) 1L z; for h = 0. In

particular, for all j > K, ¢; # 0 implies \; = 0in (3.1) and (3.9).

A3.3 (Independence to Measurement Error). Instrument z; does not depend on measurement error,

ie. (s; —d;) AL z;. In particular, for all j > K, v; # 0 implies \; = 0 in (3.1) and (3.9).

A3.3 (Relevance). Instrument z; is correlated with treatment variable d;. In particular, \; # 0 and

v; # 0 for at least one j in equations (3.3) and (3.9).

A3.3 (Monotonicity). The treatment variable d; is monotone w.r.t. the instrument z;. In particular,

sign(yjA;) = sign(yeAx) for all j # k < K in equations (3.3) and (3.9).

The following testable assumption turns out to be useful when there are more than one

L.

i

instrument, i.e. {2}, ..., 2
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A3.3 (Conditional Monotonicity). The sign of the OLS regression coefficient of the reference vari-
able on the instrument does not change when adding additional instruments, i.e. the coefficient py,
of the small regression, s; = pyzF +1F, has the same sign as the coefficient py, of the big regression,

si =S5 | pp2k + 7 forall k.

Proposition 3.3.2 (IV-Identification of LATT). Under the assumptions of partial exclusion A3.3,
independence to measurement error A3.3, and relevance A3.3, OLS-1V-regression of y; on s; with
instrument z; identifies a local average treatment effect on treated (LATT), which is the ATT of
expression (3.8) but with different weights:

K
by
By = LATT = Y IR;w!V, wl¥ :Eﬂ(%—yj/\' (3.10)
j=1 m=1 I'm”‘m

Under the assumption of monotonicity A3.3, all weights are positive, i.e. w][ V'> 0, Vj. OLS-1V
regression with multiple instruments identifies LATT, as well, and the weights are positive if both
assumptions hold A3.3 and A3.3.

Proof: See appendix 3.7.5.

Note that different instruments put different weights on the components so that the esti-
mated effects depends on the identification strategy. In particular, the weights w; V' of the LATT
depends on the instrument used; the identified LATT therefore varies across instruments. LATT is
only meaningful if the weights are positive so that the different /Rs don’t cancel each other out.
The instrument should thus satisfy the monotonicity assumption A3.3. Interestingly, for multiple
instruments, monotonicity alone is not enough for the weights to be positive so that the additional

assumption A3.3 needs to be verified.
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Next, let there be L control variables (CVs) that depend on the components as follows:
M
wh= i, 1=1,..L (3.11)
j=1

Remember that the IV approach identifies treatment effects using linear regressions, even
when the relationship between instrument and treatment is non-linear. The CV approach, however,
needs to remove some of the variation that might be non-linear so that a more complicated estima-
tion technique is necessary. The goal here is to gain intuition about the CV approach, rather than
to stay as general as possible. I therefore assume that linear regressions are enough to control for

any unwanted variation by imposing normality:

A3.3 (Normality). Components are normally distributed, i.e. ji;; = N (0, 1), for all j.

Normality A3.3 implies that the best linear predictor is also the best predictor so that the

controlled reference variable is linear, as well: (see derivation in appendix 3.7.6)
M
si — Blsi|x, ..., xF] = Z Kjfji- (3.12)
j=1

The following assumptions A3.3, A3.3, and A3.3 make sure that the controlled reference
variable only depends on the components of the treatment variable, i.e. x; = 0 for all j > K. The
decomposition of the components may however differ so that x; # ; for some j < K. The last

assumption A3.3 assures that the decomposition remains the same so that x; = ~y; for all j < K.

A3.3 (Partial Ignorability). Selection of reference variable s; is partially random conditional on
control variables, i.e. fi(0,u;) 1L s;|z},...,xF. In particular, for all j > K where ¢; # 0, the

assumption implies le» =0, foralllin(3.1)and (3.11).
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A3.3 (Ignorability of Measurement Error). Reference variable s; is independent of the measure-
ment error conditional on control variables, i.e. (s; — d;) 1L s;|z},...,xF. In particular, for all

J > K where ~y; # 0, the assumption implies T]l- =0, foralllin(3.1)and (3.11).

A3.3 (No Measurement Error in CVs). There is no variation in CVs independent of reference

variable s;. In particular, for any j where v; = 0, the assumption implies le» =0, foralllin (3.1)

and (3.11)..

A3.3 (Disjointedness). CVs are independent of treatment d;, i.e. d; 1Lz}, ..., xt. In particular, the

assumption implies le» = 0forj < Kandforalllin (3.11).

Proposition 3.3.3 (CV-Identification of ATT). Under the assumptions of A3.3, A3.3, A3.3, and
A3.3, the linear regression of the dependent variable y; on the reference variable s; and controls

{x}, ..., xk} identifies the following combination of IRs:

7

K
BCV = Z]RJ W V, wjv :EKJ—(I;)T (313)
j=1 m=1 m

This combination is not informative, as chv may take negative values and the weights may not
add up to one. Under the assumption of disjointedness A3.3, however, we have r; = ~y; for all j so
that Bcy = ATT.

Proof: See appendix 3.7.6.

Proposition (3.3.3) provides new insights into regressions with control variables. It is not
enough to find observables that control for the measurement error of the reference variable. The
control variables also need to be independent of the treatment variable, otherwise the estimated
parameter B¢y is not informative. The more heterogeneous the fluctuations that need to be con-
trolled for, the more difficult it gets to find enough control variables that take care of this variation.

But none of these control variables should be correlated with the treatment.
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Finally, the variance explained by the treatment variable VET is usually estimated as fol-

lows, which I denote as predicted variance explained by treatment PVET:

yi = bd; +u;, E[u,|d;] = Elu;] =0,
' (3.14)
PVET = b*Var(d;),

where d; = d; when treatment is observed, d; o z; when using an instrument, and d; = s; —

El[s;|z}, ..., zF] when using control variables. The following proposition shows how the identified

PV ET is only a lower bound of the V ET":

Proposition 3.3.4 (Identification of PVET). The V ET defined in (3.7) and the PV E'T' defined in

(3.14) have the following relationship:
VET = PVET + Var((bj - gomj),

where omj is the linear predictor of ¢; given m;. In particular, m; = -y; in the OLS-regression
of proposition 3.3.1, m; oc \; in the IV-regression of proposition 3.3.2, and m; = k; in the CV-
regression of proposition 3.3.3. Note that the weights wJI»V and wjov in propositions 3.3.2 and
3.3.3 don’t need to be positive or add up to one so that assumptions A3.3, A3.3, and A3.3 are not

required.

Proof: See appendix 3.7.7.

Proposition 3.3.4 shows that we only identify a lower bound of the variance explained by
treatment VET. Moreover, the difference between PVET and VET depends on how well the effects

of the components can be approximated by the identified treatment variable.

To summarize, the above identification strategies of propositions 3.3.1, 3.3.2, and 3.3.3

extract the components of interest from the reference variable in different ways. By doing so, the
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resulting weights on the components may no longer mirror the contribution of the components to
the reference variable; the weights thus depend on the identification strategy. This could explain
why different research papers find different effects for the same shock in the same country and time
period. The effects differ, because each research paper weighs the disaggregate shocks differently.
This is an alternative explanation to arguing that if two papers get different results, one of them

must be misspecified.

In the next section, I show how combining different identification strategies can be benefi-

cial.

3.4 Combining Identification Strategies

This section shows that we can do better when combining different identification strategies
in three ways. First, we can get closer to the true variance explained by treatment VET. Second,
we can approximate the individual treatment effect /TE. Third, we can define the treatment more

precisely by using a reference vector instead of a single reference variable.

Let there be () identification strategies that produce () different weighted averages of the

components of interest:

)

where, for example, mg = 75 in the OLS-regression of proposition 3.3.1, m;? o A; in the IV-
regression of proposition 3.3.2, and m? = k; in the CV-regression of proposition 3.3.3. Note
that different weighted averages can also be extracted by using different reference variables s;, in

addition to using different identification strategies.

114



Combine the set of identified treatment variables to get closer to the V' E7" using the fol-
lowing linear regression and definition of PV ET™:
yi = bid} + ...+ Ud? +
(3.16)
PVET* = Var(bid! + ... + b5dY),
where E[u}|d!,...,d?] = E[u] = 0. The following expression extends proposition 3.3.4 and

shows that PV E'T™ gets closer to the V EI" than PV E'T" with only one identified treatment vari-

able: (see derivation in appendix 3.7.8)
VET = PVET" + Var(¢; — gp1m} — ... — pgm?), (3.17)

where (p1m; + ... + gme?) is the linear predictor of ¢; given {m;;, ..., m?}, and the weights m
don’t need to be positive or add up to one. Hence, combining identification strategies helps to get

closer to the true VET.

Next, combine the set of identified treatment variables to get an approximation of the /T E;.
Let d} be the treatment variable of interest defined in (3.3). The following linear regression can
then be used to approximate the individual treatment effect ITE: (see derivation in appendix 3.7.9)
yi = bjd} + ...+ bpd? +
bidl 4+ bpd? I S
d; Y it (3.18)

K E3 _ )
=ITE;+Y 9~ %) %)wj.? e,
=1 i

ITE; =

where E[uf|d!, ...,d°] = E[u] = 0. ITE’s approximation improves with @, as additional vari-

ables increase the match and thus decrease the distance between ¢ and ¢; on average.

Finally, let’s define the treatment in // dimensions, instead of just one dimension. This is

related to Atsushi Inoue and Barbara Rossi’s (2019), who define shocks as functions rather than
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scalars. Here I extend the reference variable s; in (3.3) to a reference vector s;. The treatment of

interest d; is a scalar variable and affects the reference vector as follows
S, = C(Si + €;, (319)

where c is a vector of known constants and €; is an unknown error vector, where E¢;|6;] = Ele;| =
0. Treatment ¢; is function of the components of interest only, i.e. ; = Zf-(:l)\j t;;. Hence, given a
known vector c, the aim is to find a combination of identified treatment variables that maximizes

the explained variance, i.e. Var(cd;), while maintaining the properties of the error term €; so that
8 = ayd} + ... + apd®. (3.20)

Vector c characterizes the treatment of interest. For example, let the treatment of interest be tran-
sitory government expenditure shocks. The vector of reference variables then consists of current
and future government expenditures, and the values in vector c are large for current and small for

future government expenditures so that the treatment is transitory.

The next section extends the model by including policy effects.

3.5 Extension with Policy

Consider the following refinement of model (3.1):

M

M
o= dimgi =Y (hi(m) + )
j=1

j=1
- - (3.21)
si= D ity = Y (9i(m) +6;) i

j=1 J=1

where the dependent variable y; and the reference variable s; are observed for a policy 7. As

in model (3.1), there are M unobserved components which are independent with zero mean and
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unit variance, i.e. E[fji| (i, oy fj—1is Hjt1is s piari] = Elpgi] = 0, and E[(p;:)? = 1, for all
j. Model (3.21) refines model (3.1) by dividing the parameters into effects caused by policy, i.e.
h;(m,) and g;(m,), and effects that occur even when there is no policy, i.e. ¢; and ;; as a result,
no policy implies h;(my) = g;(m) = 0, for all j. The policy in place 7 is constant across all
observations ¢ so that data with alternative policies are not available. For instance, counterfactual

data with optimal policy 75 or no policy 7, is unobserved.

Let the first ' components be the ones that only occur when the policy is in place so that
1; = 0; = 0 forall j < K. These components are denoted as non-systematic policy interven-
tions, which are for example random mistakes by policy makers, generating additional business
cycle fluctuations. The remaining components are systematic policy interventions that consistently
amplify or dampen economic shocks. A shock y;; is amplified when (h;(7,) + 1;)* > (¢;)% and
dampened when (h;(m,) +1;)* < (¥;)?. Some components are not affected by the policy at all so

that h;(m,) = g;(m,) =0forall j > L > K.

While systematic policy interventions are intentional and may optimize business cycles,
non-systematic interventions are random; these random shocks, consequently, manifest a side ef-
fect of the policy. In fact, policy makers would do a bad job in balancing business cycles, if
these non-systematic policy interventions were an important driver. Nonetheless, policy shocks
are widely used in empirical macroeconomics, as they help to identify policy effects under some

conditions.

The reference variable is the policy variable that normalizes the policy responses and policy
shocks. For example, an expansionary monetary policy response to an oil price shock is normalized
to decrease the interest rate, while a contractionary response increases the interest rate. The policy

impulse response (PIR) is then defined as the part of the impulse response that is caused by the
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policy:
PIR; = IR;(m) — IR;(m)
_ Oyi(m1) /O B Ayi(mo) /O _ hj(m) Vi, V. (3.22)
Osi(m)/Opzi  Osi(mo) /O gi(m)”

As discussed in section 3.2, there are infinitely many components, i.e. M — o0, so that

identification of every PIR; seems impossible. Hence, consider the following aggregation into

treatment variable d;:
M
j=1
For example, monetary policy responses are defined in how the Federal Reserve changes the inter-

est rate at ¢, in response to economic shocks at ¢ — k. The reference variable is thus the interest

rate, and the treatment variable is the interest rate caused by policy responses to ¢ — & shocks.

Consider the following empirical model:
yi = fildi, w;) = Bidi + (3.24)

where residual u; aggregates the effects that are not caused by policy, i.e. u; = Zj]‘ile f45;. Param-

eter [3; is the effect of the policy treatment variable:

S hy(m) i

ﬁi = M )
Zj:l 95 (1) i

(3.25)
which varies across observations <.

In addition to the standard summary statistics introduced in (3.7), I define the average
treatment effect of systematic treatment (ATST), and average treatment effect of non-systematic

treatment (ATNT) as follows:
(di)?
()2, ] |

(d;)?
ATNT = FE |ITE;
[ E[(dl)2|MK+1’ ---,MM]

ATST = FE |ITFE;
ST=E |1TEg

(3.26)
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ATNT is the average effect of policy shocks, and ATST is the average effect of any policy that

responds to economic shocks other than policy shocks.

Similar to section 3.2, I rewrite the objects of interest (3.7) and (3.26) in terms of weighted

averages of policy impulse responses (P R): (see derivation in appendix 3.7.10)

M

95 (1) pji
ITE; =Y PIR;wl'" WIIP=_— 2
; ’ ’ ity 95(m) i
. g;(m)?
ATT = PIR; /Tt T = 21
; ! ! > k=1 9k(m1)?
K WATT
ATNT = Y PIR; wiTNT (0 TNT — T
Z T ’ Yoy Wi TT (3.27)
M WATT
_ ATST ATST __ J
ATST = Y PIR;jw™",  wiTsT = s yTeE
j=K+1 k=K+1 Yk
M
VET =) (PIR))* w" Var(d;)
j=1

> (ATT)* Var(d;).
ATT is the weighted average of ATNT and ATST; the former only accounts for PIRs of non-
systematic components, and the latter depends on the remaining PIRs. Identification of ATNT is
the same as identification of aggregate shocks as described in section 3.3, because PIR; = IR,
for all ;7 < K. The following proposition shows that the remaining objects of interest are not

identified, because data cannot separate P/ R; from I R; for j > K:

Proposition 3.5.1 (Simultaneity Problem of Policy Effects). Even when all components were ob-
served, policy impulse responses PIR; for j > K are not identified; as a result, when PIR; # 0
for at least one j > K, ATST, ATT, ATE, and V E'T" are not identified, either.

Proof: See appendix 3.7.11.
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Remember that non-systematic policy interventions are just side effects of a policy that
aims to reduce business cycle fluctuations. Nevertheless, identification of non-systematic policy
interventions is key in empirical macroeconomics. This is because of the following assumption

that is often imposed:

A3.5 (Extrapolation of Non-Systematic Policy). Systematic policy interventions have the same

effect as non-systematic policy interventions, i.e. ATST = ATNT in (3.26).

Once AT'NT is identified according to section 3.3, A3.5 implies that AT'ST = AT NT and
therefore AT'T' = AT N'T is identified, as well. This extrapolation from effects of policy shocks to
effects of systematic policy is not always reasonable; for instance, the effect of taking pain relievers
by accident is almost zero, while the effect of taking pain relievers when suffering pain is large.
Hence, the missing effect of non-systematic consumption of pain relievers is not a good proxy for
the effect of pain relievers consumed under pain. Similarly, a random policy mistake may not have
the same persistent and strong effect as an intentional policy intervention that fights an economic

downturn. Assumption A3.5 may thus be violated.

Note also that even when assumption A3.5 holds, the variance contribution of policy shocks
provide no information on neither the magnitude, nor on the frequency of systematic policy inter-
ventions; accordingly, measuring the contribution of policy shocks to business cycle fluctuations
does not reveal anything about whether a policy is important or not. In particular, nothing can be

said about the variance explained by treatment V' E'T" of the policy.
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3.6 Conclusion

Business cycle economists combine economic shocks in just a handful of aggregate shocks.
While this aggregation is necessary and meaningful, this paper relaxes the assumption that all
shocks within an aggregate shock have the same effect on the economy. Relaxing this assumption
brings to light that different identification strategies produce different results, as each strategy

weighs the disaggregate components of the model differently.

3.7 Proofs
3.7.1 Derivation of Model Parameter (3.6)

This appendix derives expressions (3.6), which expresses parameter 3; defined in (3.5) in

terms of impulse responses (IR) defined in (3.2).

Proof. Rearrange equation (3.5) and use definition (3.2) to get

K
Bz‘ Z] 1 ¢J:u]z Zﬁ— Yilji

Zl 1 Vil z 1 Vit
ITE ITE Vil
= ZI R; wj; Wi eE o
D1 Vi

3.7.2 Consistency of Summary Treatment Effects with Literature

This appendix shows that within model (3.4), the summary treatment effects defined in

(3.7) are consistent with the definitions of the literature where the treatment variable is a dummy.
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The traditional definitions are denoted with a bar on the top:

[TEi,dlE{O,l} = fl(l,uz) — fZ(O,ul) = ﬂz = ]-I-VE’z

ATE, 0 = E[ITE) = ATE
(d;)?
E[(d;)?]

ATT yeq00y = E[ITE;|d; =1 = E {ITEi } = ATT.

3.7.3 Derivation of Summary Statistics (3.8)

This appendix derives expressions (3.8): ATE, ATT, and VET in terms of IRs.

Proof. Use definitions (3.7) and (3.2) to derive ATT:

AT7 =5 g

K S )
ijl Djhji j=1ViHji
K 2
—1 /'mMHma K
> me1 Yt E {(Zj:l ’Yjﬂji) ]

ZJK:l Pjthji Z]K:l Vit | _ Z;; Tl
k szij)z} L)’

K K
_ Z Pj (%’)2 _ 2 :]R- SATT  JATT _ ()
o K - g%y j - K :
=1 Vi > met (Ym)? j=1 ’ ’ D me1(Ym)?

=F

2

Next, assume a normal distribution, i.e. pj; ~ N(0,1) for all j, and combine expression
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(3.5) with ATE’s definition (3.7) to show that ATE = ATT under normality:

Zﬁ%%i]_ Z% Vikji ]

K
m 1 YmMmi

m=1 TmMtmi

m=1

ATE =E[ITE)=E

1
| et Ybomi

K YmMmi
_Zm:l YmHmi Zm 1 2 m=1

_ ) ATT.
>t (Ym)?

Use definitions (3.2) and (3.7) to solve for V ET"

E v

<
Il
—

I

M=

2I[S
&

<
Il
—

I

M=

2I[S
&

<
Il
-

I
2 |&

VET =Var (fi(d;,u;) — fi(0,u;)) = Var (Z ¢jﬂji> = Z (¢J>2

() () N,
= 2 P G o)

m=1 (/Vm) m=1

(5)?
IR; ATT Var(d; A L F —
=1 R @, St (Ym)?

Finally, proof that VET > (ATT)? Var(d;) using the above expressions:

VET =3 (6,)" > (%) S ()2 = (ATT) Var(d)

] =

; , (Zf:1¢17j)2 7
202 e,

(o) (Ser) - (£o0)

by Cauchy-Schwarz inequality. Equality holds if and only if ¢; = k+; for a non-zero constant
k. O]
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3.7.4 Proposition 3.3.1 (Identification of ATT)

Proof. OLS-regression refers to the following model:
yi =bs; +e;, Eles;| = Ele;] =0.
Hence,

Plug in for s; and y; according to model (3.1):

B (S0 vm) (S0 dmst) | TN

b {(Zﬁwl 'Vj:Usz‘)Q} Zj]\il(’yj)2'

A3.3 implies ; = 0 for all 7 > K so that

K 4 K N2
Z;{:l ’VJ‘ZZ — ATT — ZIRj w;qTT7 w;ATT _ [((7]) -
Zj:l () j=1 > ke ()

Appendix 3.7.3 shows that AT = AT'T when the components are normally distributed. Hence,

under A3.3 and normality, the regression of y; on d; identifies ATE. [

3.7.5 Proposition 3.3.2 (IV-Identification of LATT)

Proof. The OLS-IV-regression refers to the following two-stage model:

1. s;=az+mn, Emzl=FEmn =0

2. y;=blaz)+v, Elvzl=Fy =0
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Hence,

E[sizi]
El(z)*]

= bz = - — baz:)z _ Elzyil :E[Ziyi]
B i R 1% AN ET)

0= FEniz] =E[(si —az)z] < a=

Plug in for s;, y;, and z; according to equations (3.1) and (3.9):

E [(Z?ﬁl Ajﬂjz‘) (ij\il ¢J’“ji>]
E [(ij\il )\j:uji> <ij\il W‘j"ﬂ
O YA

Note that the partial exclusion assumption A3.3 restricts A\; = 0 whenever ¢, # 0 for j > K, and

b:

independence to measurement error assumption A3.3 restricts \; = 0 whenever v; # 0 for j > K
so that

K K
NG IDY N\
po et 0N YoIRj WY, Wl =
2 :m:1 ’}/m)\m j=1 Emzlf}/m)\m

3.7.6 Proposition 3.3.3 (CV-Identification of ATT)

Proof. First, let’s derive equation (3.12). Remember that under normality A3.3, the best linear

predictor is also the best predictor so that there exists {c;}Z, that satisfy

L
Elsi|zy,...,xF] = Z ¢,

=1
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Next, use the left hand side of equation (3.12) and replace the reference variable and the CVs

according to (3.3) and (3.11):

M
si — Blsilz], ..., x}] = Z Vilbji — ZCzZT [ji

— . 3L I
where r; = v; — X247

The OLS-CV-regression refers to the following two-stage model:

1. s;=ax} + ... +agxr +n;, Emrl] = En] =0, VI

2.y =bn +v;, Elynl=Ey=0.

Hence,
0= Elpa] = E[(si — azs)zi] & a= 5[[(2?2]]
0=Elvn] = E[(yi —bni)ni] < b= 5[[8;312]] '

Next, plug in equations (3.1) and (3.11):
M M M
K [(ijl Fﬁjﬂji) (23:1 ¢j,uji)} B ijl GiR;
2 T\M 2"
E [(Z% Hj:“jz’) } 2m= (Kim)

All terms drop out for 7 > K under the assumptions of A3.3 and A3.3, and A3.3 so that

b:

K
Z] 1 9 _Z IR; w WOV — _Tify

Zfri 1 (Km)? 7 Zﬁ:l(“m)Q.
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3.7.7 Proposition 3.3.4 (Identification of PVET)

Proof. Consider the following hypothetical linear regression for j =1, ..., K:

¢; = pm;+¢;,  Elejlmy] = Ele;] =0,

Elpym;]

= YT Elmy?

Next, square both sides and take expectations across j:
E((¢;)*] = El(em; + €)7],

= Bl(m,)?] + E(6)?)
= —E[¢Jm]]2 ar(€;
= B(myp] TV

and therefore

VET = i(@f - <§K1 f;m;)

— (g; 1(¢]m]> le >+ Var( (€5),

= (b)’Var(d )+Var(¢>j om;),

+ Var(e;),

= PVET + Var(¢; —em;),

where d; = %

=1 ™ fji, and bd; is the linear predictor of y; given d;.

3.7.8 Identification of PVET"* (3.17)

Proof. Consider the following two linear regression:
yi = Bid} + ...+ Bod? + vy, Elwld},...,d?] = E[u] =0,

¢; = golmjl- + ..+ QOQm]fQ + €, E[6j|m;, ...,mQ] = Ele;] =0,
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where df = X mf;;. Using matrix notation,
y=DpB+u, B=(DD) 'Dy,
¢p=Mp+e, ¢=MM)'Mo.
The predicted variance explained by multiple treatments (PV E'T™) is therefore
PVET* =(3D'Dg
=y'D(D'D)"'D'y,

and the VET"
VET =¢'p = ¢’ M'Mep + €€

= ¢M(M'M) 'M'¢p + €e.
Hence, if (a) M'M = D’D and (b) M'¢p = D’y , then
VET = PVET* + €€
= PVET" 4+ Var(¢; — gplm} + ..+ meJQ).

(a) To show that M'M = D’'D, calculate row-column entry (¢, k) of D'D:

df N
(D'D)(g. k) = (df - dy) | i | =) didf
d’f\, i=1
N K K
S (S) ()
i=1 \j=1 j=1
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(b) To show that M'¢p = D'y, calculate the ¢'* entry of D'y:

n N
(D'y)(g) = (df -+ d%) | : ZZ#w

YN

%

K M K
Z Z mq¢lE ,ujz,ulz Z mg¢j7
j=1

j=1 1=1

~

which is equal to the ¢ entry of M'¢:

b1 K
M'@)(a)= (mi - mf) | i [ =D mio,.
Pr =1

3.7.9 Derivation of ITE’s Approximation (3.18)

This appendix derives expression (3.18). Note that regression parameter b of expression

(3.18) is equal to AT'T" according to proposition 3.3.1 so that

* * K *
ITE" — Z] 1 D) i Z o] VMg Z (¢ + ¢; — O5) Vit
i T K K J
Z] 1 %/LJZ j=1 Z] 1 Vil = 73 Zj:l Vi Hji

— ITE; + Z %V;QSJ)%IZTE
— j

3.7.10 Derivation of Summary Statistics (3.27)

Appendix 3.7.3 derives ITE, ATT, ATE, and VET of expression (3.8), which are the same

as the summary statistics of expression (3.27) with the only difference that model (3.24) is used
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instead of model (3.8). This appendix derives the remaining statistics ATNT and ATST.

Proof. Use definitions (3.26) and (3.22) to derive ATNT:

N2
ATNT = FE |ITE,; 5 (dl>
i E[(di)?|prc41s - faa]

By - ZJK:1 (1) s (Z]K:l gj(ﬂl)ﬂjl')Q

P41 = oo = [pf = O}

Zfﬂ B (1) i 2511 95 (701) fh _ 25; hj(m1)g;(m1)

- x T S gl
E |:(Zj=1 9j (771>/~Lji) } m=1 Jm 71
K K
_ h(m) g;(m)? _ Z[R' WATNT  ATNT _ g;(m)?
- - Rl ) j — )
= g;(m1) 25:1 gm(m)? S J J Zgzl g (71)?
and similarly, ATST is the following function of TCEs:
- g;(m)?
ATST = IR; wsT AT = 2] .
j:;—l ! ’ > mer+1 9m(m1)?

ATT is the weighted average of the two:

ATT = ATNT ( Z;fl & (m); ) + ATST <Z”<+l 9i (7”)2> .

m=1 9m(71)? > et G (1)?

3.7.11 Proposition 3.5.1 (Simultaneity Problem of Policy Effects)

From model (3.21) we know that even if all components {11, ..., par; } are observed, h; ()

and v; cannot be separately identified, because no variation separates these two effects. Hence,
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PIR; for j > K in equation (3.22) can only be identified if additional information about the

relative importance of the policy is available.
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