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Abstract

This paper advocates chaining the decomposition of shocks into contributions from forecast er-
rors to the shock decomposition of the latent vector to better understand model inference about
latent variables. Such a double decomposition allows us to gauge the influence of data on latent
variables, like the data decomposition. However, by taking into account the transmission mecha-
nisms of each type of shock, we can highlight the economic structure underlying the relationship
between the data and the latent variables. We demonstrate the usefulness of this approach by

detailing the role of observable variables in estimating the output gap in two models.
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1. Introduction

Researchers estimating models using Bayesian methods or maximum likelihood have employed
several different ways of decomposing the latent state vector path to better understand and com-
municate model behavior. Shock decompositions, for example, in which researchers decompose the
estimated latent vector into contributions of the estimated structural shocks, have long been stan-
dard in the literature. In cases where the model is linear and the shocks are Gaussian, moreover, the
latent variables are linear functions of the data. Thus, following Sander (2013) and Andrle (2013),
researchers can decompose the estimated latent vector into contributions of the observed variables
using the so-called data decomposition. In this paper, we propose linking the data decomposition of
the vector of structural shocks and the shock decomposition of the latent vector in what we label as
the double decomposition. This way of analyzing the latent variable path can be particularly illu-
minating when the focus is on inference regarding highly theoretical constructs, such as the natural
rate of interest or the “flex-price” output gap, where the relation between the observable variables
and the latent variable is not intuitive and depends heavily on the model’s theoretical structure.

We first show how the double decomposition can be used to study the behavior of a latent
variable—the output gap—in a simple model by Ireland (2011). After illustrating the mechanics
of the double decomposition, we focus on the output gap in a more complex model—a version
of the model presented in Del Negro, Giannoni and Schorfheide (2015). Using this model, where
inference is more complex, we illustrate the value of the double decomposition for practitioners. A
data decomposition suggests that the estimated path of the output gap in this model shows the
influence of a large number of observables. At the same time, a shock decomposition shows that the
output gap is primarily driven by permanent technology shocks and shocks to idiosyncratic firm risk
(effectively, shocks to the spread between the return on capital and the return on risk-free assets).
Thus, it is illuminating to start with the relationship between the observables that carry a large
signal about the output gap, according to the data decomposition, and the model’s estimates of the
shocks which largely drive the output gap, according to the shock decomposition. This process is
formalized in the double decomposition.

We also illustrate the value of the double decomposition for interpreting the model’s reaction
to incoming news, examining in detail the effects of news flow between the end of 2013 and the
beginning of 2014. The incoming news over this period featured large forecast errors in several
highly influential observables and correspondingly large movements in important latent variables,
such as the output gap. In such circumstances, the double decomposition can provide a clear
economic interpretation of the effects of news on these variables.

Formally, let us consider a model with a linear-Gaussian structure. Let Y; be the vector of
observable variables, X; be the latent vector, and 7; be the vector of structural shocks. The estimated
vectors of latent variables and structural shocks depend on current, past, and future forecast errors.
We decompose inference about endogenous latent variables in two steps. First, the linear-Gaussian

structure of the model implies that structural shocks at some arbitrary time ¢, 7;, and the matrix



of forecast errors for the observable vector over the sample, v, are jointly normally distributed.!
As a result, we can write E (n|v) = K (t)v for some matrix K (), which is a function of time, but,
importantly, independent of the matrix of one-step ahead forecast errors. The data decomposition
exploits this fact to decompose estimated shocks into contributions of each observable at every date
in the sample, holding the other observables constant. Second, linearity also allows us to write
the estimated value of a latent variable i at time ¢t as E (X{|Y) = [Y00, ®(0)*K(t — s)] v, where
Y =[Y7 Yo ... Y|, which facilitates tracing the influence of news on the estimates of the
latent variables operating through the transmission mechanism of each type of structural shock
separately.

Both steps of our decomposition have been known in the literature. The shock decomposition
is used to understand model dynamics but does not provide a linkage between data and latent
variables. The data decomposition provides such a linkage but without a transparent relation to
the underlying causal mechanisms which, as we emphasize, explain why the observables and the
latent variables are linked. Because the double decomposition traces the influence of the data on
latent variables through estimates of the structural shocks and their subsequent propagation, this
causal narrative is highlighted. Moreover, as the double decomposition emphasizes inference about
structural shocks, we focus on the role of forecast errors, rather than the level of the data, as is
more common in the literature. This accounting is better for our purposes because contemporaneous
forecast errors are tightly linked to model estimates of contemporaneous structural shocks, but much
less so to past shocks. By contrast, the influence of a quarter of data in levels corresponds to large
structural shocks both in that quarter and also offsetting shocks in the surrounding periods, which
complicates the relationship between the observables and the latent variables of interest.?

The rest of the paper is organized as follows. Section 2 overviews the analysis of the latent
vector in structural models. Section 3 then illustrates how the double decomposition works in a
simple 3-equation New Keynesian model. We then turn to a more complex case, a medium-scale
DSGE model, in Section 4. Section 5 concludes.

2. Latent Variable Analysis in Structural Models

Traditionally, empirical macroeconomic researchers focus on the so-called shock decomposition,
which decomposes the latent variables into contributions of structural shocks (see Appendix A.2).
Recently, exploiting the linearity of the model, Andrle (2013) and Sander (2013) propose the data
decomposition, which traces the independent effect of each observable on the estimated latent vector
(see Appendix A.3). While the shock decomposition does not provide a link between the data
and the latent vector, the data decomposition, which does describe such a relationship, does not
provide a causal narrative underlying the relation. We address these shortcomings by proposing

a new decomposition that does a data decomposition shock by shock. Given the nature of our

'The matrix of forecast errors is defined as v = [h va ... I/T]/, where v; is the vector of forecast errors at
time t.

2A data decomposition in levels does have the advantage that the contribution of a given quarter of data tends to
be more closely aligned in time with the corresponding effect on latent variables, while as we discuss below, this is
not always the case in a data decomposition in forecast errors.



decomposition, we label it as the double decomposition. All these decompositions can be applied
to any linear model with Gaussian shocks.

Let us consider the state space representation of a linear model

Xy = ©(0) Xi—1+ R(O)m (1)
Vi = Z(0)X:+es (2)

where X; is an m x 1 vector of state variables, 7 is a p x 1, random vector with innovations
or structural shocks such that 7; ~ N (0,Q), Y; is an n x 1 vector of observable variables and
et ~ N (0, H) is an n x 1 vector of measurement errors. We assume that the structural shocks and
measurement errors are uncorrelated.

In this framework, estimates of the latent vector are only updated if there is a forecast error.
Hence, we proceed to derive the historical decompositions in terms of forecast errors instead of in

terms of the data matrix.® Let 14 be the one-step ahead forecast error
n=Yr=Yy1=2 <Xt - Xt\t—l) +éet (3)

We first derive the historical data decomposition of the estimated vector of structural shocks.
As shown in Appendix A.1, the smoothed estimate of the vector of structural shocks can be written

as a weighted sum of current and future one-step ahead forecast errors, vy,

r = QR [Z'F5 v+ Ly (2B i

—1
TNRRES S /AT L'T|T_1Z'FT|T_1VT]

with Ly, = @ [[ - Pt‘t,lz'Ftﬁilz}, Fyy_y = ZPy1Z'+ H, and Py_; = ®P,_;,_,&' + RQR.

Let us define the observation weights for the forward recursions as

. { I T=t
[P / / /
t—1 Lt Lroqjrme T>1

Then, the data decomposition of the smoothed vector of structural shocks is given by

T
r = QR Q;TZ’FT—'T{luT (4)
T=t
n T '
= QR'Y Y 0. 2Fl v (5)
j=1 7=t

where v is an n— dimensional vector with all rows equal to zero but the j** row, which is set to

the actual forecast error.

3 Appendix A.4 provides the double decomposition in terms of the data matrix.



The second step in the inference about the latent vector is its shock decomposition. Under the
assumption of stationary dynamics, the autoregressive model for the state vector in equation (1)

has an infinite moving average representation

t—1

Xyr = ' Xopr + ) 7Rtz (6)
7=0

where )A(O‘T is the estimated vector of initial conditions, given data through time T. Let us define
ﬁf_T‘T as a vector containing the estimated path for the i** structural shock conditional on the
remaining (p— 1) structural shocks being zero for all 7. Therefore, the estimated vector of structural

shocks is given by 7,_, i1 = P ﬂ_T‘T and the estimated realization of the state vector by

p t—1

Xyr =" Xor + Y O RH__ 1 (7)
=1 7=0

where Z <I>TR77t |7 States the contribution of the i*" structural shock to the estimated vector
of latent variables at time t¢.
The double decomposition chains the data decomposition, which relates observables to estimates
of shocks, to the shock decomposition, which relates shocks to latent variables. Using equation (4),
we define the contribution of news about the j** observable to the latent vector through the "
shock as follows
hi _ Ht X / 'r Y
Xy = ®' X5+ Z "R {QR Z SHIVAD S } (8)
i
where X7

0T
for the latent variables. Hence, the double decomposition allows us to gauge the influence of data

is the contribution of news about the j** observable to the vector of initial conditions

on the path of latent variables, like the data decomposition. However, by taking into account the
transmission mechanisms of each type of shock, we can highlight the economic structure underlying
the relationship between the data and the latent variables.

The overall contribution of news about the j* observable on the latent vector is given by

p t—1
ZXtJ _<1>X3|T+ZZ¢T {QR/ZQW’ZF/W 1 i} 9)
=1 7=0 i
and the estimated vector of latent variables is
p t—1 )
SRR IR S S 3) S L o R M
=1 j=1 =1 7=0 i

3. A Simple Model Demonstration

In this section, we provide a practitioner’s view of the logic behind the double decomposition

using a small-scale model. By using the double decomposition, we are able to better understand the



economic mechanisms in this model by which some variables, such as inflation, are highly informative
about the output gap, while others, such as GDP growth, are less so.

We illustrate how the double decomposition works using an estimated version of the canonical
New Keynesian model presented in Ireland (2011). Formally, the behavioral core of the model
consists of four equations governing the shadow value of wealth ()\;), the log-level of detrended
output (Y;), inflation (m;) and the federal funds rate (R;):

(2= BY)(Z =N = v2Yio1 — (22 + BY)Ys + ByZEYiq1 + (2 — Bypa) (2 — V)as — vZ2e
At = Ry + Ep (M1 — Ti41)
(1+ Ba)my = am—1 + BE w41 — Y\ + Yar + e
R—Ri 1 = pamii+ pg (Ve = Yio1 + 2) + €

The model features four exogenous processes driven by structural shocks: the growth rate of total
factor productivity (z;), a shock to household preferences (a¢), a price mark-up shock (e;), and a
monetary policy shock (ef?). Ireland (2011) estimates the parameters of the model by maximum
likelihood, using as observable variables GDP growth, GDP price inflation, and the 3-month T-bill
rate from 1983:Q1 to 2009:Q4. In our analysis, we use the parameter estimates reported in Ireland
(2011).

To illustrate the double decomposition, let us suppose we are interested in understanding how
the model infers movements in the output gap from the path of observable variables.* In line with
our previous discussion, our analysis proceeds sequentially in an ”"onion” structure. First, we show
how the main features of the data decomposition for structural shocks follow from some properties
of the impulse response functions for observables. The impulse response functions for the output
gap then allow us to understand how the model translates news about observable variables into
estimates of the output gap. Finally, we describe the double decomposition of the output gap over
the estimation sample.

Figure 1 reports impulse responses following one-standard-deviation innovations to the exoge-
nous processes. Certain familiar qualitative differences in the response of the observable variables
are visible. First, there are two shocks that drive inflation and output growth in the same direction
on impact —the preference and monetary policy shocks—, which are, in turn, distinguishable from
each other by the reaction of the T-bill rate. Second, the remaining two shocks — the mark-up
and technology shocks— move inflation in opposite directions and can be again distinguished from
each other by the comovement of GDP growth with the T-bill rate: while following a mark-up
shock, GDP growth falls and the T-bill rate rises, both growth and the T-bill rate rise following a
technology shock.

With these qualitative differences, inference about structural shocks given forecast errors in the
observable variables is easy to explain intuitively. First, the fact that the systematic component

of monetary policy depends only on observable variables means that the monetary policy shock is

“In this example, the output gap is defined relative to the level of output that would have prevailed in the absence
of nominal rigidities.



Figure 1. IMPULSE RESPONSE FUNCTIONS FOLLOWING STRUCTURAL SHOCKS
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Note: Impulse responses are calculated following one-standard-deviation shocks and are reported in percentage points.

measurable and inference about its path is trivial. Accordingly, we only focus on inference about the
other three structural shocks. The model’s inference about these shocks is most easily understood
by considering the model’s response to forecast error vectors with the property that the implied
monetary policy shock is zero. This restriction implies that the forecast errors in the T-bill do not
have any information beyond what is contained in the forecast errors for GDP growth and inflation.
Therefore, we only discuss the information content of these variables. In this context, we consider
two cases: (i) a case featuring a one-standard-deviation forecast error in GDP growth and a zero
error in inflation and (%) a case featuring a zero forecast error in GDP growth and a one-standard-
deviation error in inflation. Given the linear-Gaussian structure of the model, inference for all of
the other cases can be represented as a linear combination of cases (i) and (i1). Figure 2 reports
the results of these exercises.

Let us first suppose that the model is presented with a one-standard-deviation forecast error in
GDP growth, a zero forecast error in inflation, and a forecast error in the T-bill consistent with the

monetary policy rule. From Figure 1, we know that the dominant drivers of GDP growth are the



preference and technology shocks. Therefore, the model accounts for the positive forecast error in
GDP growth using one-standard-deviation shocks to preferences and technology, as shown in the
left column in Figure 2.° Moreover, as shown in the second row of Figure 1, the effect on inflation
of this combination of shocks is relatively small. Thus, such a combination also mostly accounts for
the zero inflation forecast error, with only a slight movement in the markup shock.

Let us now consider the alternative case: the model is presented with a one-standard-deviation
forecast error in inflation, a zero forecast error in GDP growth, and a forecast error in the T-bill
consistent with the monetary policy rule. This case is more complicated because, as shown in
Figure 1, all one-standard-deviation structural shocks have similar effects on impact for inflation.
The right column of Figure 2 shows that the model can account for this case by sizable movements
in the three non-monetary-policy shocks. In particular, the model infers a 0.8 standard deviation
increase in the preference shock, which, by itself, increases GDP growth. The model offsets the effect
of the preference shock on GDP growth with contractionary supply shocks: a positive markup shock
and a negative shock to technology, so that the overall effect on GDP growth is zero. These shocks
also help explain the positive forecast error in inflation.

Combining the information contained Figure 1 and Figure 2, we obtain Figure 3, which shows
how the model’s estimate of the output gap responds to the two vectors of forecast errors described
above. This two-way decomposition — effects of news about observable variables on structural shock
contributions — is essentially what we formalize in the double decomposition. Let us consider the
left column in Figure 3, which reports the case of a one-standard-deviation forecast error in GDP
growth. In this case, individually, the associated positive preference and technology shocks have
sizable effects on the model estimate of the output gap. However, taken jointly, these two shocks
are offsetting, leaving a much smaller imprint on the output gap than on GDP growth. By contrast,
in the case of a positive forecast error only in inflation, all the associated shocks (positive preference
and markup shocks and a negative technology shock) move the output gap in the same direction.
Therefore, we conclude that the estimated path for the output gap is quite sensitive to inflation
news, but not GDP growth.

We can now use these findings to understand the model’s estimates of the output gap in a sample
from 1983:Q1 to 2009:Q4. The resulting double decomposition is shown in Figure 4. The upper-left
panel displays the data decomposition of the estimated path for the output gap. The remaining
panels show the data decomposition of the contribution of each structural shock to the estimated
path for the output gap. For example, the middle panel in the first row of Figure 4 shows the
estimated path for the output gap if only technology shocks were active and all other shocks were
zero. Consistent with our previous discussion, the data decomposition of the output gap reported in
the upper-left panel of Figure 4 shows that the estimated path of the output gap is almost entirely
driven by inflation news. The shocks associated with news about GDP growth and the T-bill have
largely offsetting effects on the output gap.

5These effects are calculated for an observation 54 quarters from both the beginning and end of the sample. This
corresponds to an observation in the middle of the 1983:Q1-2009:Q4 (i.e., arbitrary period in the middle between
1996:Q2 and 1996:Q3) sample used to estimate the model.



Figure 2. EFFECT OF NEWS AT TIME O ON ESTIMATED PATHS FOR STRUCTURAL SHOCKS
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Note: Shock responses are reported in standard-deviation units. Responses represent the effects of news at time 0 in
the given variable on the estimated path of the shocks (labelled in bold) 20 quarters before and after that time.

Given the simplicity of the model, this outcome could have been anticipated by noting that,
compared to DSGE models estimated on data after the Great Recession, the Phillips curve is
relatively sensitive to movements in real activity. Correspondingly, in the Ireland (2011) model,
the role of markup shocks is smaller than in those DSGE models. In this context, inflation is
naturally highly informative regarding the output gap. However, even in this simple case, running
through the formal logic of the double decomposition helps to narrow the key dynamic features of
the model underlying this outcome, i.e., that inflation is relatively responsive to both technology

and preference shocks.



Figure 3. EFFECT OF NEWS AT TIME 0 ON ESTIMATED CONTRIBUTIONS OF STRUCTURAL SHOCKS
TO THE OUTPUT GAP
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Note: Responses represent the effects in percentage point of news at time 0 in the given variable to the contribution
of a specified shock (labelled in bold) to the path of the output gap 20 quarters before and after that time.

4. A Large-Model Demonstration

4.1. The Model

To further demonstrate the utility of the double decomposition, we now turn to a larger model,
more like the workhorse models used in academia and central banks, featuring a much larger set of
observable variables and more complex transmission dynamics. In particular, we use an estimated
version of the model originally developed by Del Negro, Giannoni and Schorfheide (2015) (DGS).
Broadly speaking, the DGS model extends the baseline Smets and Wouters (2007) model with
financial frictions on the firm side and a time-varying inflation target in the monetary policy rule.
Our version of the model differs from the one described by DGS in two respects. First, our Taylor-

type interest rate feedback rule responds to the change in real GDP, rather than to the flex-price
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Figure 4. DECOMPOSITION OF STRUCTURAL SHOCK CONTRIBUTIONS TO THE OUTPUT GAP IN
THE IRELAND 2011 MODEL
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output gap. This assumption implies that the setting of the federal funds rate is not, by construction,

a strong signal about the output gap. The monetary policy rule in our model is given by
Ry = p"(Ri1) + (1= p") [¢n (me — 75) + &y (Y — ye-1)] + €

where the parameter p” reflects the degree of interest rate smoothing, 7} is the time-varying inflation

target, and €; represents a monetary policy shock. The time-varying inflation target follows

T} = PreTf + Ope€x (15)
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where 0 < pr+ < 1 and €+ is an 44d shock. The time-varying inflation target accounts for the
low frequency movements in longer-horizon inflation expectations in our estimation sample and
potentially any effects of unconventional monetary policy, such as forward guidance, on agents’
expectations. The inflation target is informed by matching model-based average expected inflation
over the next 10 years with the Survey of Professional Forecasters median 10 year-ahead inflation
expectations.

Second, following Barsky, Justiniano and Melosi (2014), we use several indicators of inflation
and wages, incorporating a factor structure in the corresponding measurement equations. For price
inflation, we consider the log difference of the GDP deflator, core CPI price inflation, and core PCE
price inflation. For wage inflation, we use average hourly earnings and the employment cost index.5

The model includes eleven shocks: shocks to transient TFP, permanent TFP, investment specific
technology, the aggregate risk premium, firm-specific risk, marginal bankruptcy costs, net worth,
price markups, wage markups, exogeneous spending, the inflation target, and the monetary policy
rule. For the estimation, we use data on GDP growth, consumption growth, investment growth, the
federal funds rate, the spread between corporate bonds and Treasuries of comparable maturity, net
worth, corporate debt, long-run inflation expectations, wage inflation measured by average hourly
earnings, wage inflation measured by the employment cost index, GDP deflator price inflation, core
CPI price inflation, and core PCE price inflation. The estimation sample is 1987:Q1-2015:Q4.7

4.2. Comparison with Standard Decompositions

In this subsection, in Figures 5-6, we present results from the standard shock and data decom-
positions for the output gap, defined as the log-difference between the level of actual output and the
level of output in a counterfactual economy (the "flex-price economy”) with flexible prices and wages
and without price and wage markup shocks. The output gap was mostly positive in the second half
of the 1990s and in the 2000s. In 2009, the output gap decreased rapidly to about -9 percent where
it remained for a couple of years before gradually recovering. The shock decomposition suggests
that financial shocks, notably the firm-specific risk shock, drive most of the business cycle variation
together with permanent productivity shocks. Since the Great Recession, investment specific shocks
and monetary policy shocks play an important and very persistent role preventing the output gap

from declining further.

5To illustrate the procedure, let’s consider the case of wages. The vector of L,, quarterly wage growth data series
is given by:
’
wl = [wit7...7w§w’t] (16)

The measurement equation linking the model concept of wage inflation with the j** element of this vector, w;t, is as
follows
wh, = (0 +¢;) + Ajwp, ¢ + uje (17)
where w is the estimated steady state level and c¢; captures the differences in estimated means among different series.
The idiosyncratic disturbances, u; ¢, which follow an AR(1) structure, and loading factors, A;, are series specific.
"Our results may be specific to the sample period we use and the fact that we abstract from the issues that arise
due to the ZLB. We leave the estimation that would explicitly take into account the ZLB for future research.
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Figure 5. SHOCK DECOMPOSITION OF THE OUTPUT GAP
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Figure 6. DATA DECOMPOSITION OF THE OUTPUT GAP
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Looking at the data decomposition in Figure 6, we see that a number of observables influence
the estimate of the output gap. In particular, the federal funds rate, real consumption growth, and

the corporate bond spread seem to have the largest influence on the estimate of the output gap.
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Some features of these results resonate with other analyses of the output gap over our sample,
but others are more counter-intuitive. For example, the model estimates that the output gap was
far above zero in the second half of the 1990s, peaking at 9.6 percent at the end of 2000. Noting
the low level of unemployment, coupled with strong investment growth and subdued inflation over
that period, contemporary accounts from these years emphasized the role of productivity shocks
and this model agrees with that assessment, finding that almost all of the rise in the output gap
in the late 1990s is accounted for by shocks to permanent productivity. However, as shown by the
data decomposition of the output gap, news about investment growth, hours and inflation played
a very small role in the model’s estimates of the output gap at this time; rather, as in most other
times, contributions from consumption growth, the federal funds rate and the corporate bond spread
dominate. In the next section, we show that a consideration of the double decomposition helps to
explain why these observables are so influential and why they so strongly signal shocks to permanent

productivity.

4.3. Decomposing Estimates of the Output Gap

In this section, we employ the double decomposition to examine the model’s inferences about the
output gap. To provide an intuitive explanation of the double decomposition, we proceed as we did
in Section 3: we first examine the relationship between forecast errors in key observable variables
and the model’s estimates of structural shocks (described in Table 1) and then use impulse response
functions to relate these effects on shock estimates to the model’s estimate of the path of the output
gap (described in Tables 2 and 3).

We conclude that the output gap path is chiefly informed by two classes of observable variables:
spending components and financial variables. In the first class are spending components — consump-
tion growth most importantly — which provide relatively clean signals about permanent productivity
and firm-level risk shocks, the main contributors to the variance of the output gap. In the second
class, the model’s financial observable variables also signal large movements in productivity and firm
risk. These data are influential in the longer term, after the effects of transient offsetting shocks
also associated with these observables have faded. To streamline our discussion, we therefore focus
on this set of observable variables.

Table 1 displays the effect of a one-standard-deviation forecast error in these selected observables
on the model’s estimate of contemporaneously occurring shocks.® The first two columns of Table 1
describe the effects of one-standard-deviation forecast errors in consumption and investment growth,
respectively, holding all other forecast errors at zero. Because GDP, consumption and investment
growth are all observed, a forecast error in consumption or investment alone, holding the other
two fixed, requires an exactly offsetting movement in exogenous spending, equal to a little more
than one standard deviation (-1.16) in the case of a consumption forecast error and -0.74 in the

case of an investment forecast error. The crowding-in of consumption and investment occasioned

8For expositional ease, in this first step, we abstract from finite-sample effects and present results for inference at
an observation very far from the start and end of the sample (200 quarters). As in the previous section, in this table,
the magnitudes of the shocks are measured in standard-deviation units.
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by the decline in exogenous spending helps the model account for some of the higher-than-expected
private spending, but the model must also rely on other structural shocks. For consumption forecast
errors, the offsetting shock is chiefly a positive shock to permanent productivity, which boosts both
consumption and investment growth, and a much smaller increase in firm-level risk, which offsets

the impetus to investment that the first two shocks would otherwise deliver.

Table 1: EFFECTS OF NEWS ON SHOCK ESTIMATES

Positive news on

Shock Cons Inv  Hours FFR Spread Net Worth
Prod (temp) -0.11 0.02 -145 -0.06 -0.05 -0.02
Prod (perm) 1.01 -0.12 0.02 0.50  0.46 0.21
Firm-level Risk 0.14 -1.11 -0.01 -0.39 -0.35 -0.48
Risk premium -0.15 0.82 0.00 0.28 1.50 0.47
Exog. spending -1.16 -0.74 0.12 -0.01 -0.01 -0.00
Inv. efficiency -0.03 0.52 0.02 -0.21 -0.27 -1.12
Mon Pol -0.02 -0.02 -0.04 094 -0.02 -0.01
Price markup 0.06 0.02 -0.11 0.20 0.05 0.06
Wage markup -0.23 -0.03 -0.11 -0.08 -0.14 0.00
Net worth -0.01 -0.32 -0.02 -0.15 -0.33 -0.18
Infl Target 0.11  0.19 -0.23 0.04 0.09 0.25
Mar. bankruptcy 0.08 0.24 0.02 0.15 0.56 0.17

Note: Table entries are the effect of a one-standard deviation forecast error in the given observables on the model’s
estimate of the contemporaneous shock. Shocks are measured in standard-deviation units.

The negative shock to exogenous demand and the positive shock to firm-risk both imply lower
output gaps, while the positive productivity shock would imply a higher output gap. However,
the exogenous spending shock has a relatively weak impact on the output gap, while only a small
firm-level risk shock is necessary to account for the zero forecast error in investment. Accordingly,
we find that positive news on consumption is associated with higher output gaps, mostly because
such news signals the arrival of a permanent boost to productivity. This outcome is quantified in
the first column of Table 2, which shows that, all else equal, a one-standard-deviation forecast error
in consumption raises the estimated contribution of permanent productivity shocks to the output
gap by 0.44 percentage points, with small effects on contributions from other shocks.

Turning now to the case of a forecast error in investment growth (the second column of Table 1),
we find that, again, the implied decline in exogenous spending is not sufficient to explain the forecast
error. In fact, the forecast error is accounted for by a negative shock to firm-level risk, accompanied
by a positive shock to the marginal efficiency of investment (further boosting investment and, to a
lesser extent, consumption). By itself, such a configuration of shocks would entail a sizeable negative
forecast error in spreads and positive forecast errors in consumption, which, by assumption, did not
occur. The model thus infers that the aggregate risk premium must have experienced a large positive

shock, while permanent productivity suffered a modest downward shock; both of these shocks boost
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Table 2: EFFECT OF NEWS ON SHOCK CONTRIBUTIONS TO THE CONTEMPORANEOUS OUTPUT
GAP

Positive news on
Contribution to gap from Cons Inv  Hours FFR Spread Net Worth

Prod (temp) 0.03 -0.01 034 0.02 0.01 0.01
Prod (perm) 0.44 -0.09 -0.02 023 0.8 0.08
Firm-level Risk -0.04 029 -0.01 0.13 0.08 0.13
Risk premium 0.02 -0.08 0.01 -0.04 -0.22 -0.05
Exog. spending -0.04 -0.02 0.00 0.00 0.01 0.00
Inv. efficiency -0.01 -0.00 0.00 -0.02 -0.04 -0.06
Mon Pol 0.00 0.01 -0.00 -0.25 0.01 -0.00
Price markup -0.00 0.00 -0.00 -0.00 0.00 0.00
Wage markup 0.01 -0.00 0.04 -0.01 0.01 -0.00
Net worth -0.00 0.00 0.00 -0.02 -0.05 -0.01
Infl Target 0.01 0.01 -0.01 -0.00 -0.00 0.02
Mar. bankruptcy 0.00 -0.01 -0.00 -0.00 -0.02 -0.01
Total 043 0.11 036 0.04 -0.02 0.11

Note: Table entries are the effect of a one-standard deviation forecast error in the given observables on the model’s
estimate of the contemporaneous output gap, measured in percentage points.

spreads and lower consumption by much more than investment. Putting the pieces together, from
the second column of Table 2, we see that investment forecast errors are associated with an increase
in the contribution of the firm-level risk shocks to the output gap of 0.29 percentage points, about
half of which is offset negative contributions from the aggregate risk premium and permanent
technology shocks. Overall, then, news about investment growth emerges as less informative about
the contemporaneous output gap than news about consumption, essentially because consumption
growth errors are cleanly associated with a permanent productivity shock, which has strong effects
on the output gap, while investment growth is associated with a mix of offsetting shocks.

A data decomposition would find that the second most influential observable for the model’s
estimate of the contemporaneous output gap is aggregate hours: as shown by the third column of
Table 2, a one-standard-deviation forecast error in hours would raise the estimate of the output gap
at that date by 0.36 percentage points, similar to the effect of a one-standard-deviation forecast error
in consumption growth. In the case of aggregate hours, however, the forecast error is accounted
chiefly by a negative shock to temporary productivity. Because the productivity shock is temporary,
its effects on spending growth are largely muted by a rise in labor inputs — a desirable feature when
accounting for a positive forecast error in hours, but zero forecast errors in spending observable
variables. The association of hours with temporary productivity shocks accounts for nearly all of
the effect of hours forecasts errors on estimates of the output gap.

Finally, we now consider the effect of news on financial observable variables, several of which can
be influential on the model’s estimates of the output gap. Overall, these observable variables are

associated with sizeable movements in permanent productivity and firm-level risk. However, they
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are not, taken separately, very informative about the contemporaneous output gap, as the absence
of consistent forecast errors in spending implies the presence of strong offsetting shocks. As we
discuss below, these offsetting shocks are relatively transient and financial observables emerge as
informative about the output gap several quarters in the future.

We start with news about the federal funds rate, shown in the third column of Table 1. In this
model, systematic monetary policy depends only on observables, the unobserved inflation target and
monetary policy shocks. In fact, the forecast error in the federal funds rate alone is accounted for
mostly by the monetary policy shock. To account for the zero forecast errors in spending, the model
offsets the contractionary implications of this monetary policy shock with several expansionary
shocks, including positive shocks to permanent productivity and negative shocks to firm-level risk
and the aggregate risk premium. From Table 2, we see that the positive contributions to the output
gap from the permanent productivity shock and firm-level risk dominate the offsetting negative
contributions. On balance, a positive forecast error in the federal funds rate is associated with a
modest increase in the model’s estimate of the contemporaneous output gap.

The next financial indicator that we will consider, the corporate bond spread, is heavily driven by
shocks to the aggregate risk premium that appear directly as wedges in the equation characterizing
the laws of motion of this variable. As with forecast errors in the federal funds rate, however, the
positive shock to the aggregate premium must be offset by other expansionary shocks, in order to
be consistent with zero forecast errors in spending observables and, as we have also seen before, the
model infers positive shocks to permanent productivity and negative shocks to firm-level risk for
this reason. Again consulting Table 2, we see that these contributions are roughly offsetting and
the total effect of forecast errors in the spread is quite small.

The last observable that we will consider is net worth. A forecast error in net worth is largely
explained by a one-standard-deviation decline in the marginal efficiency of investment, which raises
the price of installed capital because investment flows are a less effective source of new capital.
However, as in the previous cases, this shock alone has counterfactual implications for consumption
and investment. Therefore, they must be accompanied by offsetting expansionary shocks, namely
positive permanent productivity shocks and negative firm-level risk shocks. These expansionary
shocks, as we have previously discussed, have much larger effects on the output gap than the
other main contributors in this case and so a one-standard-deviation forecast error in net worth is
associated with an 0.11 percentage point increase in the estimated output gap.

So far, we have focused on the link between forecast error and estimates of contemporaneous
structural shocks and output gaps. However, as we showed earlier, the contribution of the data to
latent variables can be thought of as contributions to estimated shocks at various horizons, weighted
by the impulse responses of the latent variable of interest at those horizons. In the current model,
the persistence of output gap effects differs quite a bit across different shocks. In particular, as shown
in the Appendix, permanent shocks to productivity and risk premium shocks induce movements in
the output gap that are substantially more persistent than other major sources of variation; indeed,
the output gap impulse response functions for those shocks are hump-shaped, peaking more than

two years after the shock at roughly double their value at impact. Hence, news about variables that
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Table 3: EFFECT OF NEWS ON SHOCK CONTRIBUTIONS TO THE OUTPUT GAP 8 QUARTERS IN
THE FUTURE

Positive news on
Contribution to gap from Cons Inv  Hours FFR Spread Net Worth

Prod (temp) 0.03 -0.01 040 0.02 0.01 0.01
Prod (perm) 1.29 -0.21 -0.00 0.65  0.58 0.26
Firm-level Risk -0.18 1.38 0.02 0.55 0.47 0.62
Risk premium 0.03 -0.15 0.00 -0.06 -0.30 -0.09
Exog. spending -0.04 -0.03 0.00 0.00 0.00 0.00
Inv. efficiency -0.01 0.09 0.01 -0.06 -0.09 -0.27
Mon Pol 0.00 0.00 0.01 -0.34 0.00 -0.00
Price markup -0.01 -0.00 0.02 -0.01 -0.00 -0.00
Wage markup 0.06 0.01 0.05 0.01 0.03 -0.00
Net worth -0.00 0.14 -0.00 0.00 0.02 0.04
Infl Target 0.03 0.04 -0.05 0.01 0.01 0.06
Mar. bankruptcy -0.00 -0.01 -0.00 -0.01 -0.02 -0.01
Total 1.18 1.28 047  0.77 0.72 0.62

Note: Table entries are the effect of a one-standard deviation forecast error in the given observables on the model’s
estimate of the output gap eight quarters later, measured in percentage points.

are linked to large movements in permanent productivity or risk premium shocks tend to be highly
influential about future output gaps, even this influence is somewhat obscured in the near-term by
signals about offsetting shocks. For this reason, we now examine the dynamic contributions of news
about observables to estimates of the future path of the output gap.

To get a sense of how the persistence of the shocks affects the contribution of the different
observables, in Table 3, we examine the effect of the important observables on the contributions of
the various shocks to the output gap 8 quarters after impact.” From this table, it is immediately
apparent that, at this horizon, this set of observables is still highly influential regarding the output
gap, sometimes even more so than on impact as in the case of the federal funds rate, and that
almost all of that influence is mediated through the persistent effects of permanent productivity
and firm-level risk shocks.

To summarize our findings thus far, then, two classes of observables tend to contribute most
strongly to the estimated path of the output gap in this model. The first class of observables are
spending components, i.e., consumption and investment growth, whose forecast errors have sparse
and large loadings on permanent productivity and firm-level risk shocks, because these shocks
account for a large share of those observables’ variance and have much larger effects on them
than on the others variables in the information set. For the second class of observables (financial

observables) by contrast, productivity and firm-risk shocks are not necessarily the dominant source

9A more comprehensive set of coefficients from the data decomposition for these observables is available in the
Appendix. We note that, because of the effect of shocks on the gap is persistent, estimates of the time-T output gap
can depend on forecast errors after time T. However, as shown by Figure A.4, the influence of future forecast errors
is much smaller than the past and contemporaneous forecast errors, justifying our focus on the latter.
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of variance. Rather, for these variables, the dominant source of variance (monetary policy shocks, for
example, in the case of the funds rate) would, by itself, cause large movements in spending. Thus, a
non-zero forecast error in such a variable alone signals offsetting movements in the dominant drivers

of consumption and investment, muting the impact on the contemporaneous output gap.

Figure 7. DYNAMIC CONTRIBUTIONS TO TWO-SIDED ESTIMATES FOR THE FLEX-PRICE OUTPUT
GAP OVER THE ESTIMATION SAMPLE
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Note: Upper left panel: data decomposition of the output gap in percentage points. Other panels: data decomposition
of the contribution of the given shock to the output gap in percentage points. Sample: 1987q1-2015q4.

Having laboriously worked our way through this underlying logic, we now confirm that these
patterns are, indeed, reflected in the relation between observables and shock contributions in the
estimation sample. By doing so, we also show that the double decomposition can shed light on
why observables are particularly important for the data decomposition. Our results are presented
in Figure 7. Consistent with our theoretical priors, we see that forecast errors in investment growth
and net worth make significant contributions to the path of the output gap through their role in
signalling the level of firm-specific risk, while consumption growth is also influential, but chiefly

as an indicator of permanent productivity. The federal funds rate emerges as a fourth important
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observable and, in this case, conveys information about the level of both permanent productivity
and firm-level risk.

Tracing the impact of observables on the output gap through their effects on estimates of the
shocks clarifies why these variables emerge as influential, and why the observables emphasized by the
contemporary accounts are not so influential. For example, in this model, forecast errors in hours are
mostly driven by temporary productivity shocks, whose effects on the output gap fade rapidly. By
contrast, forecast errors in consumption, driven by permanent shocks to productivity, have similar
effects to hours errors on estimates of the contemporaneous output gap but build substantially over
subsequent years. Regarding investment growth, our earlier analysis shows that investment growth
can be highly informative about the output gap, but only at longer horizons, because the shocks
underlying investment growth errors have offsetting effects on the contemporaneous output gap.
Moreover, earlier forecast errors, especially in the federal funds rate, were associated by the model
with permanent technology shocks, explaining a significant fraction of the higher investment over

these years, further reducing the contribution of investment growth to the output gap.

4.4. Interpreting the News: An Illustrative Example

In this section, we illustrate the use of the decompositions derived above to construct simple,
easily interpretable narratives connecting news about the observables in the model to revisions to the
forecast. For our example, we focus on the model’s reaction to news between the end of the fourth
quarter of 2013 and the middle of the second quarter of 2014. We focus on this period because
the configuration of incoming news (e.g., very disappointing readings on labor productivity, but
unexpectedly strong consumption growth) is not naturally explained by a single shock, highlighting
the value of the decomposition that we presented above.

Specifically, in this experiment, we took a snapshot of the real-time data for two points in time:
the first one at 9am EST on December 31, 2013 and the second one at 9am EST on May 15, 2014.
That guarantees us that the first dataset includes real-time estimates for the third quarter of 2013,
including the advance estimate of GDP and its components. The second dataset includes real-time
estimates for the first quarter of 2014. We do not attempt to condition on partial information on
the forecast quarter from monthly data sources, such as the Employment Situation report.

Figure 8 displays the real-time data corresponding to both vintages, as well as the associated
forecasts and estimates of the output gap. As is apparent from the Figure, the main feature of the
news between these two datasets is a drastic positive forecast error for 2014:Q1 consumption growth,
while the forecast errors for 2014:QQ1 investment growth and output growth are negative. In the
data, the most obvious sources of weakness in 2014:Q1 output growth are in inventory investment
and net exports. Correspondingly, exogenous spending in this quarter was weak. The model was
surprised, to a lesser extent, by inflation, inflation expectations, and federal funds rates. Finally,
aggregate hours were only slightly below expectation, implying a large negative error in average
labor productivity.

Perhaps surprisingly, the model reacts to this constellation of news by keeping its forecast for

both output growth and hours at a very similar level, but revising its estimate of the output gap from
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Figure 8. COMPARISON OF FORECASTS FOR SELECTED VARIABLES, DECEMBER 2013 vs. May
2014
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about -8.5 percent to -7 percent in 2014:Q1. Furthermore, inflation and inflation expectations have
been revised upward, while the weakness in investments is projected to persist for a few periods. We
can use the general properties of the double decomposition to develop a crisp narrative explaining
this reaction.

Figure 9 displays the double decomposition for the revision to the output growth forecast. In line
with our earlier discussion, we can see that the negative forecast error in output growth signalled to
the model a very transient drop in exogenous demand, by virtue of the aggregate resource constraint
(the panel labelled “Exog Demand”). At the same time, the positive error in consumption growth
was associated with positive contributions to output growth from shocks to productivity (shown
by the positive green bars in the panel labelled “Productivity”), boosting the forecast for output
growth. Similarly, monetary policy shocks, almost exclusively informed by surprises in the federal

funds rate, were expansionary. However, these two effects were balanced by negative financial shocks
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(informed by the negative error in investment growth), so that the forecast for output growth was
little changed at the end of the day.

Figure 9. DECOMPOSITION OF THE REVISION IN THE FORECAST FOR OUTPUT GROWTH BETWEEN
DECEMBER 2013 AND MAYy 2014
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Note: Upper left panel: data decomposition of the revision to the forecast. Other panels: data decomposition of the
contribution of the given shock to the revision. Financial shocks include shocks to firm-specific risk, net worth and
bankruptcy costs. Productivity shocks include both permanent and transient shocks. Mark-up shocks include both
price and wage mark-ups.

Turning now to the revision in the output gap, as shown in Figure 10, the situation is somewhat
surprising, but consistent with the analysis of the output growth. As mentioned before, news about
consumption growth is mostly informative about permanent productivity in this model. Given
that we observed a sizeable positive surprise in consumption growth, the model inferred a shock to
permanent productivity, and not a demand shock as it would be the prior for most practitioners. The
output gap narrowed in the response, as growth in potential output increased. The estimated shock
to permanent productivity due to the consumption forecast error is attenuated by the negative

surprise in the federal funds rate. The revision to the output gap is further attenuated by the
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Figure 10. DECOMPOSITION OF THE REVISION IN THE FORECAST FOR THE OUTPUT GAP BETWEEN
DECEMBER 2013 AND MAy 2014
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Note: Upper left panel: data decomposition of the revision to the forecast. Other panels: data decomposition of the
contribution of the given shock to the revision. Financial shocks include shocks to firm-specific risk, net worth and
bankruptcy costs. Productivity shocks include both permanent and transient shocks. Mark-up shocks include both
price and wage mark-ups.

negative contributions from financial shocks inferred as a result of the surprisingly meagre growth
in real investment.

To summarize, the positive news on consumption growth, accompanied by little change in output
growth, suggested to the model that aggregate supply conditions in 2014:Q1 were better than
expected and the output gap has been revised up. This example demonstrates the utility of the

double decomposition for interpreting the reaction of the model to incoming data.
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5. Conclusion

In this paper, we advocate chaining the decomposition of shocks into contributions from forecast
errors to the shock decomposition of the latent vector in order to better understand model inference
about latent variables. This double decomposition allows us to gauge the influence of data on
the path of latent variables, like the data decomposition. However, by taking into account the
transmission mechanisms of each type of shock, we can highlight the economic structure underlying
the relationship between the data and the latent variables.

We demonstrate the usefulness of this approach by detailing the role of observable variables
in estimating the output gap within the DSGE model & la Del Negro, Giannoni and Schorfheide
(2015). Tracing the logic of the double decomposition, we find that real economic factors, such as
consumption and investment, and certain financial observables, such as the corporate bond spread,
are highly informative about the output gap largely because they provide strong signals about the
arrival of permanent productivity and firm-level risk shocks — the main drivers of variation in the
output gap. Our double decomposition results also highlight the mechanisms that explain some
puzzling features of the data decomposition, such as the weak role of aggregate hours and the
strong role of the federal funds rate in informing the model’s estimates of the path of the output
gap. As these features are key to the model’s reaction to data, the double decomposition enables

practitioners to better understand and communicate model estimates of latent variables.
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Appendix

A.1. The Kalman Filter and Smoother

Let us consider the following state space system:

Xt = ®Xi 1+ Ry
Vi = ZXi+e

Let us assume that the structural innovations 1 ~jq N (0,Q), the measurement errors &; ~ijiq
N (0,H), and the initial state Xg ~ N ()A(O|0,P0|O>. In stationary models, usually )A(O|0 and Py
correspond to the invariant distribution associated with the law of motion for the state vector, X;.

The Kalman filter and smoother recursions are based on the following lemma.

Lemma A.1.1. Let (2',3) be jointly normal with

= Haz and 3 — Yrw E:vy
Hy Yye Dy
Then the conditional probability density function p (x|y) is a multivariate normal with

Haly = Ha + SaySyy (v — 1y)
Zmz\y =Ygz — E:L‘yzgjylzyx

The Kalman filter recursions can be summarized as follows:

X1 = X, 11
Py = ®P_y,19 + RQR'
n = Y- S}t|t71 =Y — Z)?ﬂtfl
Xye = )?t|t—1 + Kyjp1v
Py = Py — Mt\t—lFtﬁilMtI\tq

Mt|t—1 = Pt|t—1Z
K1 = Mt|t-1Ftﬁ1,1
Fjn = ZMy 1+ H

Ly = @ [I—Pt“,lZ’Ft'—tl_lZ

Note that
QP = Li Py

We can rewrite the one-step ahead forecast errors or innovations, vy, as
n=Y—Yy1=2 (Xt - Xt|t—1) +er=Z& -1+ e
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where §;;_1 is the state estimation error:

o1 = Xe— Xy
= ®Xy1+ Ry — q))?t—lht—l
= ®[I - Ky 1y—2Z] & qji—2+ Ry — OK,y 10611
= Ly qp—28—1p—2+ Bt — Ky 142811

The equations for the Kalman smoother recursions are given by

Xyr = Xgo+ Pp® PR, (Xt“‘T - (I)X“t)
Pir = P+ Pye® Py, [Preoor — Pevae] Py ®Pre

which require inverting the matrix Ptjrll‘ , in each recursion. Following Durbin and Koopman (2002),

we reformulate the Kalman smoother recursions for the state vector so that we do not need to

compute the (T' — 1) inverse matrices. Let us define

—1 s E
o= Py <Xt+1\T - Xt+1|t>
Let us rewrite the smoothed state vector as

Xyr = Xy + Ky + Pt\tCD/Pt:_IHt (Xt+1\T - Xt+1|t)
Pt‘_tl_l (Xt\T - Xt|t71) =Tt-1 = Z,Ftﬁl_th + L£|t,17"t

Using forward recursions, we can write the vector r;_1 as a weighted sum of future one-step ahead
forecast errors

a1 / 1 —1 It / I p—1
re-1 =2y v+ Ly 2 F yveer o Ll gy Ly yyp o2 Fopyp_qvr

with r7 = 0. Recall the definition r;—; = Ptﬁil <)?t|T — )?t‘t), then

X = Xgp + P11 (A1)

and, therefore, the smoothed estimate of the state vector can be written as a weighted sum of
one-step ahead forecast errors. Moreover, using this formulation of the smoothed estimate of the
state vector, the econometrician does not need to compute additional inverse matrices since F]leﬂ
are already computed in the filtering recursions.

Using Lemma A.1.1, we have that the smoothed estimate of the vector of measurement errors

is given by

T

~ . / —1

Er = z :]E [8,5V7_] FTlT—].l/T
T
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where

0 T<t
E [stu;] = H T=t
E[ei6,a] 2 7>t
with
E [5t§t+1\t] = _HK£|t71(I),
E[eiiyopsr] = —HEK{ ®'Li,,
Eleirra] = —HEy 'L, Lijopir - Lryr_s

Then, the smoothed estimate for the vector of measurement errors is given by

=~ _ -1 7 ! 7l =1 7 I 11
S = H[Fﬂt—lyt Kt|t—1q)ZFt+1|tVt+1 Kt|t—1q)Lt+1|tZFt+2\t+1”t+2

/ I/ ! ! —1
= = Ky @ Ly Ly yyr 92 FT|T71VT:|

-1
= H |:Ft|t—lyt - K£|t_1(1)/rt]

Similarly, the smoothed estimate for the vector of structural shocks is

T
ﬁt\T = Z E [771‘/7/7‘] F‘I“T*l_lyT
T=1
where
0 T<t
E [TItV;-] = '
E [Utfﬂr—ﬂ Zm T >t
with

E[Utft\t—l] = QR
E[nt§t+1\t] = QR/ ;\t—l

/ /

E[mérr—1] = QRLyy Ly Lo
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The smoothed estimate for the vector of structural shocks can also be rewritten as a weighted sum
of future one-step ahead forecast errors or innovations, v,:

r = QR Z/Ftﬁl_lyt+L2|t—1Z/Ft111\tVt+1

/ / / ! —1
+.o o+ Ly Ly - Lpppa 2 FT|T71VT:|

_ QR/’f't—l (A.Q)

A.2. Historical Shock Decomposition

The historical shock decomposition represents the estimated latent variables in terms of con-
tributions of the estimated structural shocks. Let e, be the estimated path for the ith structural
shock obtained from the Kalman smoother and let ﬁlt—ﬂT be an n-dimensional vector of zeros with
€t|T in the i** row. Under the assumption of independently and identically distributed structural
shocks, the autoregressive model for the state vector in equation (1) has an infinite moving average
representation so that the contribution of the i** structural shock to the vector of latent variables

at time t is given by
t—1

Xijp=®'Xo+Y ORi_p (A.3)

7=0
Therefore, )?&T is the estimated model-implied path for the state vector given the estimated path
for the i*" structural shock conditional on the remaining (n — 1) structural shocks being zero for
all 7. The estimated actual realization of the state vector, )A(t‘T, is equal to the sum across the

structural shocks contributions

n t—1

Xyr =®'Xo+) Y O Ry__,; (A.4)
i=1 7=0

A.3. Historical Data Decomposition

Given the linearity of the econometric model, each observable variable has an independent effect
on the Kalman smoother’s estimate of a latent variable. The historical data decomposition traces
these independent contributions of each observable variable to the estimated smoothed realization
of each latent variable. We first compute the data decomposition for the filtered vector of state

variables, Xt\ta which is given by.

t
Xie = Q0 Xop + Y Qe Kypfra Vs (A.5)

=1
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In order to obtain the sequence of weights {2}~

from the Kalman filter recursion

Xip = Xgo1 + Kypp—1n

= Ky 1Vi+ [I— K] (I))?t—l\t—l

Let us define
Nt|t—1 = [I - Kt|t—1} ®

Note that N; = <I>*1Lt|t,1<1>. Then,

Xip = Kyp—1Yr + N1 X101

= Ky 1Y+ Ny 1 Ky qpp—2Yio1 + Ny N 12K o 3Yi—2+ ... +

Nyi—1Ni1jp—2 - - Nojn K )oY1 + Nyjp 1 Ny _1j4—2 - -

Thus, the observation weights for the filtered state vector are given by

I T=1t
Qt,ﬂ' =
Nt\t—th—1|t—2 e NT+1\T T<t

and the weight for the initial conditions is

Qo = Nye—1Ne—1j0—2 - - - N1jo

- N1 N1j0Xo0

——1, let us consider the updated state vector

In order to compute the data decomposition for the smoothed vector of state variables, )/(\'t‘T, let

us write the smoother recursion as

Xyr = Xy + Ppd Pt+1|t (Xt+1|T - (I)Xt|t> = Xy + P11 ®'re 1

We have already computed the observation weights for the filtered vector of state variables, )A(t‘t.

Thus, we only need to compute the data decomposition of r._1, which is a weighted sum of future

forecast errors

Te—1 = z' Fﬂt N L£|t 1Z Ft+1|tVt+1 +.o.t Lt\t lLt+1|t s ér—1|T 2Z FT|T 1Y
= Z/Ftﬁ Y+ Lt|t 2! t+1|th+1 +...F Lt\t 1 t+1|t e /T—1|T 2 Z' F:F|T 1YT
—1 -1 —
Z Ftlt 1Z¢Xt—1‘t—]. — t‘t 1Z Ft+1|tZ(I)Xt|t - ;Itfl “ e /7’71|T ZZ FT|T 1

Let the observation weights for the forward recursions in r;_1 be

I T=1t
=
t,r / / /
t—1lisap - Lripr—e T>1
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Then,

T-1

T
-1 = ZQ Z/Fr\i 1 Z ZQt 1,7 T+1\TZ(I)XT|T
=t T=t—1

T
= > O, ZFl Y, Z 2’0, T+1‘TZ<I>ZQUKH 1Y;
=t T=t—1 7=1

The data decomposition of the smoothed state vector is

t
Xyr = QoXor + Z W Kpr 1Yy

=1
T T—-1

+Py @ |3 ap ZELLY, -y 7z, TH|TZ<1>ZQT]KJ|J Y| (A6)
T=t T=t—1 j=1

which states that the time-varying observable weights depend on the relative position of 7 with
respect to t.
The contribution of the j** observable variable to the estimated latent variable vector at time

t, X/

AT is given by

t
XtJ‘T — Qt,0X8|T + Z S)t,‘l'-[(7'|7'—1)/V7.'7

T=1
T T-1

Py | D QL2 EL Y- Y 20, T+1|TZ<I>ZQ”KW Y (AT
=t T=t—1 =1

where Y7 is an n—dimensional vector with all rows equal to the unconditional mean of the corre-
sponding observable variable but the j** row, which is set to the actual observed value.
The estimated actual realization of the smoothed state vector, )/(\'t‘T, is equal to the sum across

the observable data series contributions.

)?t|T ZXﬂT _thtOZXO|T+ZZQtT T|lT— 1Y

j=1l71=1

+Pt|t71q)’z ZQ ZELLY, Z 70, T+1|TZ®ZQT]KZ|Z Y7 |(A8)

T=t—1

Similarly, the data decomposition of the smoothed vector of structural shocks is given by

Hyr = QR ZQ Z'F ) Z 20, T+1|TZ<I>ZQU jli-1Y;

T=t—1
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A.4. Historical Double Decomposition

The historical double decomposition links the historical data decomposition of the structural
shocks and the historical shock decomposition of the latent vector.

The data decomposition of the smoothed estimate for the vector of structural shocks is given by

T
> 20 Fr 20 Q0 Ky Y
T=t—1 =1

Myr = QR (A.9)

T—1
Tlr=1"7""

T
o, Z'Fl Y,
T=t

Substituting this expression for the vector of smoothed structural shocks in the co—MA represen-

tation of the smoothed vector of latent variables in equation (A.4), we obtain

n t—1 T T—1 k
Xyr =o' Xor+) Y ORQR | Y QI Fg Y] — Y 2%k Feap 2Py Quaky Y/
j=171=0 k=7—1 k=t—71—1 =1
(A.10)
A.5. Tables and Figures
Table A.1: EFFECTS OF NEWS ON SHOCK ESTIMATES
Positive news on

Shock Real GDP Infl core PCE core CPI Exp Infl Debt Wages ECI

Prod (temp) 1.17 0.00 0.00 0.00 0.02 -0.01 -0.01 -0.02

Prod (perm) 0.09 -0.01  -0.02 -0.02 -0.16 0.00 0.02 0.07
Firm-level Risk 0.14 0.01 0.01 0.01 0.08 -0.05 -0.00 -0.02

Risk premium -0.10  -0.00 -0.01 -0.01 -0.05 0.04 0.01 0.02

Exog. spending 1.76 0.00 0.00 0.00 -0.00 -0.00 -0.00 -0.01

Inv. efficiency 0.02 0.01 0.01 0.01 0.04 -0.11 -0.00 -0.00

Mon Pol -0.23  -0.06 -0.16 -0.16 0.02 0.02 0.01 0.03

Price markup 0.02 0.14 0.36 0.37 -0.11  -0.03 -0.04 -0.14

Wage markup 0.02 0.02 0.06 0.06 0.28 -0.01 0.09 0.36

Net worth 0.05 0.00 0.01 0.01 0.05 -0.02 0.00 0.00

Infl Target -0.08  -0.02 -0.04 -0.04 1.02  0.03 -0.02 -0.09

Mar. bankruptcy  -0.04  -0.00 -0.01 -0.01 -0.04 0.01 -0.00 -0.01

Note: Table entries are the effect of a one-standard deviation forecast error in the given observables on the model’s
estimate of the contemporaneous shock. Shocks are measured in standard-deviation units.
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Table A.2: ErFrFECTS OF NEWS ON ESTIMATES OF THE CONTRIBUTION OF SHOCKS TO THE
OutprPUT GAP

Positive news on
Contribution to gap from Real GDP Infl core PCE core CPI Exp Infl Debt Wages ECI

Prod (temp) -0.28 0.01 0.02 0.02 -0.02  -0.00 0.00 0.00
Prod (perm) 0.07 0.00 0.01 0.01 -0.09 0.05 0.02 0.07
Firm-level Risk -0.05 0.00 0.00 0.00 -0.02 0.13 0.00 0.02
Risk premium -0.00  -0.00 -0.00 -0.00 0.01 -0.07 -0.00 -0.01
Exog. spending 0.05 -0.00  -0.00 -0.00 0.00 -0.00 -0.00 -0.00
Inv. efficiency 0.01 0.00 0.00 0.00 0.00 0.00 -0.00 -0.00
Mon Pol 0.07 0.03 0.07 0.07 -0.02 -0.01 0.00 0.00
Price markup 0.00 -0.01  -0.03 -0.03 0.01 -0.00 0.00 0.01
Wage markup -0.03 -0.01 -0.04 -0.04 0.01 0.01 -0.01 -0.04
Net worth 0.01 -0.00  -0.00 -0.00 0.00 -0.06 0.00 0.00
Infl Target -0.01 -0.01  -0.02 -0.02 0.10 0.01 -0.01 -0.02
Mar. bankruptcy 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Total -0.15 0.01 0.01 0.01 -0.01 0.03 0.01 0.03

Note: Table entries are the effect of a one-standard deviation forecast error in the given observables on the model’s
estimate of the contemporaneous output gap, measured in percentage points.

Table A.3: EFFECT OF NEWS ON SHOCK CONTRIBUTIONS TO THE OUTPUT GAP 8 QUARTERS IN
THE FUTURE

Positive news on
Contribution to gap from Real GDP Infl core PCE core CPI Exp Infl Debt Wages ECI

Prod (temp) -0.32 0.01 0.01 0.01 -0.01 -0.00 0.00 0.01
Prod (perm) 0.15 -0.00 -0.01 -0.01 -0.23 0.08 0.04 0.14
Firm-level Risk -0.20 -0.00 -0.01 -0.01 -0.10 0.33 0.01 0.04
Risk premium 0.02 -0.00 -0.00 -0.00 0.01 -0.04 -0.00 -0.01
Exog. spending 0.07 -0.00 -0.00 -0.00 0.00 -0.00 -0.00 -0.00
Inv. efficiency 0.02 0.00 0.00 0.01 0.01 -0.02  -0.00 -0.00
Mon Pol 0.08 0.03 0.07 0.07 -0.02 -0.00 -0.00 -0.00
Price markup -0.01 -0.02 -0.04 -0.04 0.02 0.00 0.00 0.02
Wage markup -0.03 -0.02 -0.04 -0.05 -0.03 0.02 -0.03 -0.13
Net worth -0.00 -0.00 -0.01 -0.01 -0.01 -0.23  0.00 0.00
Infl Target -0.03 -0.01 -0.02 -0.02 0.27 0.01  -0.01 -0.04
Mar. bankruptcy 0.00 0.00 0.00 0.00 0.00 0.00 0.00  0.00
Total -0.25 -0.02 -0.05 -0.05 -0.10 0.14  0.01 0.03

Note: Table entries are the effect of a one-standard deviation forecast error in the given observables on the model’s
estimate of the output gap eight quarters later, measured in percentage points.
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Figure A.1. IMPULSE RESPONSES FUNCTIONS FOR MAJOR OUTPUT GAP DRIVERS

0
204 E 2.0.05 ERY
o S 405 o 5-0.
O] [O2he S 01 G
502 5 5 5-02
o o 01 0 -0.15 o
-0.3
0 -0.15 -0.2
10 20 30 40 10 20 30 40 10 20 30 40 10 20 30 40
Tech (perm) Firm Risk Risk Premium Mon Pol
0.3 0 0 0
£ £ £ £
Zo2 g0 g g-02
15 G A 502 15
201 2 > >-04
c c c c
= £415 = 04 =
. -0.6
0 -2
10 20 30 40 10 20 30 40 10 20 30 40 10 20 30 40
Tech (perm) Firm Risk Risk Premium Mon Pol
! 0 0 0
» 08 » » »
5 5-0.5 5-0.1 £-02
20€ 2 2 2
0.4 A 0.2 0.4
0.2 03 0.6
10 20 30 40 10 20 30 40 10 20 30 40 10 20 30 40
Tech (perm) Firm Risk Risk Premium Mon Pol
%1073 %1078
15 0.15
0.15 5
g 10 8 8 8
© @ 0.1 @ 0.1 ©
o o o g9
5 5 3 @ @
@ 0.05
0.05
-5
0 0
10 20 30 40 10 20 30 40 10 20 30 40 10 20 30 40
Tech (perm) Firm Risk Risk Premium Mon Pol
o T——
0.1 0 0
£ £ £ £
5 505 502 5
=005 3 = =05
3 3 - 304 3
=z =z =z =z
0 -0.6
1.5 -1
10 20 30 40 10 20 30 40 10 20 30 40 10 20 30 40
Tech (perm) Firm Risk Risk Premium Mon Pol
0

Output Gap
<3 =
[$,] - (4

o

<

o
o

Output Gap
S o

Output Gap
S

-
Ll

Output Gap

S & & o
o o »~ N O

10 20 30 40

Tech (perm)

Note: Impulse responses are calculated following one-standard-deviation shocks and are reported

in percentage points.

10 20 30 40

Firm Risk

10 20 30 40

Risk Premium

10 20 30 40
Mon Pol



‘syutod oFejuedtod ur pejrodel ore pue

Bre pu| UHM 18N Aodnjug SN a6em
oy 0€ 02 OF oy 0€ 02 Ol oy 0€ 02 O} oy 0 02 Ol
o . €0 vo-
10~
.~ O (] ] £0-O
20 - 0-
5 005 cors 5
=4 s = 20-S
E0o 0 9 o-© o)
D D D )
v0° 500 ° ° 100
o 0
Bre] pu| UHM 18N Kodnjug SN abem
oy 0€ 02 OF oy 0 02 O} oy 0 02 O} oy 0¢€ 02 Ol
€0-
0 ¥0°0-
500Z voz 20§ i
S
= = 1'0-=2 =
5105 = = 0o =
0
g0 0 200
Birey yu UMM 1oN Kodiug SN 8Bem
oy 0€ 0c OF oy 0€ 02 O} oy 0€ 02 Ol

¥ & o
spealdg

g0

Bre] |
oy 08 02 Ok

UUM 18N
oy 0¢ 0z OF

=}

g
o
speaids

2 5 8
o 5 o
s ° s
spealdg
o
<
)
a
S
I
@ )
o 2
X
°© o ¥ ©
spealdg

Aodjug
0c 0z o1

=3
<

N o6
oy 0€ 02 OF

@ N -
o o o
SINoH

SINoH

° st N

< <
SINOH
o - N
<
SINOH

S0°0-

S00

S0

)

o

S0°0-

S00
Birey yu| UMM 1oN Kodiug YN 86em
o 0¢€ 02 O} o 0€ 02 OF o 0€ 02 OF oy 0€ 02 O}
€0- -0-
o _ _ g0 _ Lo
5002 20 2 z0-2 2
o 9 o} o} o)
0 ¢ 1'0-g 1'0-S ]
2 S E o =
S0 0 = 0 = =
o 10 10
Birey yu| UMM 18N Kodnyug YN 86
oy 0¢ 02 O} o 0€ 02 OF o 0€ 02 OF oy 0€ 02 OF
0
o [=¥e) 200 o
S008 S S
@ @ 100- @
n 9 09 o
Ho g S H
S S , =

&0k

L@ =
UIMOID LoD

S0°0

SOOYS UOIJRIAIP-PIRPUL)S-0UO0 SUIMO[[0] Paje[no[ed are sosuodsal asndwy 970\

SN U] puadg Box3 [EL (dwsay) yoa |
oy 0€ 02 OF oy 0e 02 Ol oy 0e 02 Ol oy 0€ 02 O}
0 20"
20
4 2 0 2 vo- £
el © he] ©
105 500 =% =% =%
g 1% 20 @ zo g
0 © © © ©
10 vo 0
SUIN U puedg Box3 13N (dwey) yooa |
oy 0€ 02 OF oy 0 02 Ol oy 0 02 Ol oy 0€ 02 OF
1070~
20- _ .
z 0z s Yoo
o) a o) g
100 0-
o3 3 -3 a0 2
E 200 3 3 3
0
N €00 0 L
SN | puads Box3 (dwey) yoo |
oy 0€ 02 O} oy 0¢e 02 Ol oy 0€ 02 OF
W
A 8
w w (2]
] k! el
@ .l cQo
2 2 2
1 1 "
0 €
e0bX 601X e-0kx
SUIN U puedg box3 13N (dway) yoa |
oe 02 O} oy 0€ 02 O} . oy 0€ 02 O} oy 0€ 02 OF
20
0~
g : 3
[=4 c
* 20-
0
YN Ul puads Box3 13N (dway) yos |
oe 0c O} oy 0€ 02 O} oy 0€ 02 O} oy 0€ 02 OF
200~
0 0
m ) z02 o 2
o) 2005 ® ®
m 5] 00 _c
2 Y00% 2 200 5
= = 90 = =
90°0 20 00
SN Ul puads 6ox3 13N (dwsay) yos |
oe 0c O} oy 0€ 02 O} oy 0€ 02 O} oy 0€ 02 OF
900- 80°0- 0 S0°0-
<) el o o
0o g 900§ .- g
v00- & ol 0] 0 0]
3 v00- g 5 3
0oz H S £
= 200-5 1o 3 =3
0

SNOILONNA SHSNOdSHY HSTNdINI HHHL() ¢’V @.HDM?..H

35



Figure A.3. EFFECTS OF DATA NEWS ON TWO-SIDED ESTIMATES OF STRUCTURAL SHOCKS.
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Inv Growth Fed Funds Risk Spread Net Worth

Cons Growth

Each row shows the effect of a one-standard deviation forecast error in a selected observable at time 0 on the

Note

two-sided estimate of various shocks, also expressed in standard deviations.
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Figure A.4. EFFECTS OF SELECTED FORECAST ERRORS AT TIME O ON THE PATH OF THE OUTPUT
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Note: Panels represent the effect of a one-standard-deviation forecast error in the given variable at time 0 on the

estimated path of the output gap between 10 quarters before that date and 40 quarters after. Effects are calculated

assuming that the news arrives 200 quarters after the beginning of the data set.
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