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Abstract

This thesis consists of three self-contained essays that contribute to the literature on macroeco-
nomic forecasting and empirical macroeconomics. The first essay establishes the importance of
good starting conditions (i.e., nowcasts) and terminal conditions (i.e., steady-states or ”stars”)
in obtaining accurate forecasts from vector autoregressive (VAR) models estimated with quar-
terly data. It does so by proposing the technique of relative entropy to tilt the VAR forecast
both in the near term with the survey nowcast and in the long run with the survey long-run
projection. Doing so leads to meaningful gains in multi-horizon forecast accuracy. The gains
in accuracy are made possible because our proposal is an indirect approach to accommodating

structural change and moving end points.

The second essay develops a framework based on the model and density combinations that
generate highly accurate point and density nowcasts of inflation at a daily frequency. We adopt
a novel flexible treatment in the use of the aggregation function to combine density estimates
from a range of mixed-frequency models. The framework permits dynamic model averaging via
weights that are updated based on learning from past performance. Together these features
allow non-Gaussian densities. The accuracy of the density and implied point nowcasts are sig-

nificantly more accurate than the nowcasts from the survey of professional forecasters.

The third essay develops a large-scale unobserved components model to estimate a range
of macroeconomic stars (i.e., terminal points). The model is motivated by economic theory
and empirical features such as time-varying parameters and stochastic volatility. The model
allows for a direct link between the model-based star and long-run survey expectations, which
significantly improves the precision of the model-based estimates of stars. The by-products are
the time-varying estimates of the wage and price Phillips curves, passthrough between prices
and wages, which provide new insights into these empirical relationships’ instability in the US
data.
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Chapter 1

Introduction

1.1 Motivation

Macroeconomic forecasts play a crucial role in the conduct of monetary policy. Monetary policy
is assumed to affect the economy with long and variable lags, and so policymakers need to be
forward-looking, which necessitates the reliance on forecasts. Over time, research has shown
the usefulness of clear communications and transparency in the effectiveness of the monetary
policy. An important component of clear communications involves communicating the outlook
to the public to support policy actions. Accordingly, central banks now routinely publish
their forecasts and give regular press conferences to explain their policy actions. In explaining
their actions, they often refer to their projections. The publication of the forecasts and their
focal role in the deliberations of policy discussions and as a communication device has increased
considerable interest in research related to forecasting and nowcasting macroeconomic variables.

In an influential work, Faust and Wright (2013) illustrate that in forecasting US inflation,
two critical ingredients to obtaining accurate forecasts for inflation are good “jumping-off” point
(i.e., an accurate nowcast) and a reasonable terminal point (i.e., steady-state). Similarly, Wright
(2013) shows using a vector autoregressive (VAR) model that the same two key ingredients,
accurate nowcast and reasonable estimate of steady-state matter, for improving the forecast
accuracy for a host of other macroeconomic variables in addition to inflation. Thus, in a
nutshell, “good” nowcasts and “reasonable” steady states are crucial ingredients to obtaining
accurate macroeconomic forecasts, a point also emphasized by Wright (2019). In addition,
surveys of professional economists, such as Survey of Professional Forecasters (SPF) and Blue-
Chip Economic Indicators (BC), two well-known surveys in the case of the United States, have
shown to be reliable sources for obtaining estimates of both the nowcasts and the (time-varying)

steady states.
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1.1.1 Importance of reasonable steady states

Macroeconomic forecasters often use atheoretical models for forecasting. For example, Ban-
bura, Giannone, and Reichlin (2010) and Koop (2013) show that fixed-parameter large VARs
containing more than 100 variables can work effectively, a finding that has contributed to a
resurgence in the use of VARs in forecasting and policy analysis by both central banks and
private forecasters.

Although computational advances and developments in Bayesian estimation methods have
made solving time-varying parameter VAR models convenient, constant parameter medium-
scale VAR models remain popular due to their ability to generate accurate forecasts. More
important, Aastveit et al. (2017) show that the forecasting accuracy of constant parame-
ter medium-scale VAR is competitive with both a small-scale time-varying parameter BVAR
with stochastic volatility (similar to Primiceri 2005), with a medium-scale time-varying BVAR
(built along the lines of Koop and Korobilis, 2013) and with a regime-switching VAR (Bar-
nett, Mumtaz, and Theodoridis 2014). This finding lends credibility to the use of medium-scale
fixed-parameter VAR models for forecasting, especially given their computational ease relative
to the alternatives.

In fixed-parameter VAR models, the unrestricted long-run forecasts converge to or nearly
to the unconditional mean of the estimation sample (i.e., implied trend or terminal points),
which at times differs substantially from economists’ views of the long-run values for particular
variables. Contributing to this divergence in views is the use of history for model estimation
that may reflect an outdated characterization of the macroeconomic relationships, including
the unconditional means. Furthermore, the entire forecast trajectory would be biased in the
direction of the implied trend estimated in the model over the full sample. This is because the
implied trend of the model increasingly influences the forecasts beyond five quarters. Therefore,
a badly estimated trend (i.e., the steady-state) is the primary source of forecast errors for
medium-term forecasts (as was emphasized by Clark and McCracken, 2008; Clements and
Hendry, 1999).

The long-run forecasts in published surveys of professional forecasters have shown to be rea-
sonable proxies for the underlying trends (steady states) because they adjust to any exogenous
and or underlying shifts in the economy more quickly than the unrestricted long-run model
forecasts (see Kozicki and Tinsley, 1998; Wright, 2013). The quicker adjustment of the survey
expectations stems from the fact the survey participants have at their disposal indicators that
typically are not included in the information set fed into the models, such as information about
the value of the inflation target, central bank communication, and demographic factorsE The
fact the survey long-run projections are reasonable proxies of steady states motivates Wright

(2013) to rely on survey projections as estimates of the steady-states for his VAR model. The

Tt is worth noting that even if these indicators were included as part of the model’s information set, the
time-invariant models such as VARs would extrapolate forward the trends prevailing over the entire estimation
sample, which may not necessarily align with recent developments.

17



insights of Wright (2013) motivate our chapter 2, and the results we find echo many of those
reported by Wright. However, imposing steady states on VAR models using the approach of
Wright (2013) requires specifying VAR in a certain way, i.e., deviation from means. As I discuss
shortly, chapter 2 proposes an alternate (arguably more flexible) approach to influencing the
VAR model(s) implied steady states. Specifically, the technique of relative entropy is utilized
to alter the medium- to long-horizon VAR forecast to match the real-time survey long-horizon
forecast.

The interest in the estimates of steady states of macroeconomic variables, often denoted with
“stars” notation, goes beyond forecasting. Their estimates are used for a variety of purposes. For
example, let’s take the steady-state unemployment rate (u-star); its estimates or equivalently
of the potential real GDP (gdp-star) are used to infer the economy’s cyclical position. The
information about the economy’s cyclical position is input in a range of policy decisions, business
decisions about future spending, and the construction of cyclical indicators. For example,
fiscal agencies use the information of steady states to separate fiscal balances into cyclical
and structural components. Similarly, an assessment of the cyclical position is essential in
constructing cyclical indicators, such as cyclical inflation measures (e.g., Stock and Watson,
2020; Zaman, 2019). And combined with information about estimates of the steady-state real
rate of interest (r-star) and steady-state inflation (pi-star), it plays a direct role in the conduct

of monetary policy.

1.1.2 Estimating steady states (stars)

The long-term expectations reported in surveys are a potential proxy for stars. However, to infer
the estimates of the stars, macroeconomists have applied a range of statistical and econometric
methods to observable historical data. These methods range from univariate statistical filters to
multivariate models, including semi-structural time-series models and fully structural dynamic
stochastic general equilibrium (DSGE) models. Economic theory posits that the structural
aspects of the economy, which inform the values of the stars, change slowly. Therefore, methods
that produce estimates of stars that change only gradually have more traction than methods that
give less smooth estimates. According to this criterion, multivariate unobserved components
(UC) models, which are statistical models that use economic theory to frame the empirical
specification, have been shown to provide reasonable estimates of the stars (e.g., Kuttner, 1994;
Laubach and Williams, 2003; Chan, Koop, and Potter, 2016). Hence, they are the dominant
methods for obtaining time-varying estimates of the stars.

However, with few exceptions, the popular multivariate UC models that provide estimates
of time-varying stars focus on a small number of observables, often just two or three, and have a
minimal structure (e.g., Laubach and Williams, 2003). As I discuss later, chapter 4 takes on the
challenge of jointly estimating several macroeconomic stars using a semi-structural time series
model (aka multivariate UC model with a particular structure informed from economic theory).

In principle, proceeding with the joint estimation of a framework that explicitly models the
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objects of interest and permits interactions among them (e.g., stars) can provide more reliable

estimates of the objects compared to approaches that ignore them.

1.1.3 Importance of good nowcasts and their role in forecasting

Like long-run survey projections, which have good forecasting properties, the nowcast estimates
of macroeconomic variables contained in surveys have shown to have good nowcasting proper-
ties. However, since the seminal work of Giannone, Reichlin, and Small (2008) on nowcasting
GDP, a growing literature has focused on developing quantitative methods, which utilizes high-
frequency data in conjunction with low-frequency data, to nowcast macroeconomic variables.
In this literature, the success of the proposed method is typically assessed relative to the survey
nowcasts, in that whether the nowcast accuracy of the proposed method matches the survey.
If it does, then the method is favorably viewed because there are advantages to using a model-
based approach to computing nowcasts. There is an implicit recognition in the literature that
survey point nowcasts are hard to outperform, so methods that rival surveys and or hard to
beat univariate benchmarks are viewed favorably (e.g., Carriero, Clark, and Marcellino, 2015
in the case of real GDP). And methods that outperform surveys attract greater attention and
become the new baseline for subsequent studies (e.g., Knotek and Zaman, 2017 in the case of
inflation).

Forecasters have at their disposal a rich set of empirical models to produce macroeconomic
forecasts. Often these models are estimated with quarterly data to match the frequency of key
variables such as real GDP. However, forecasts are produced at a frequency greater than once
per quarter to account for the flow of high-frequency information. The standard practice to
updating outlook involves augmenting model-based quarterly forecasts with updated nowcasts
informed from external sources. These include surveys, which are updated more than once per
quarter, or external nowcasting models that explicitly link high-frequency data to low-frequency
variables, e.g., real GDP; see Del Negro and Schorfheide (2013), and Knotek and Zaman (2019).

More recently, Kruger, Clark, and Ravazzolo (2017) show that conditioning quarterly fore-
casting models on both the nowcast mean and variance, i.e., uncertainty around the mean, leads
to improvements in multi-horizon forecast (point and density) accuracy compared to the typical
approach of conditioning with nowcast mean only. This improved accuracy translates into an
improved assessment of probability events (and balance of risks around point forecasts), such
as the risk of a recession or probability of deflation in the next X quarters or so.

The past two decades have seen considerable growth in density forecasting and density
nowcasting literature. However, recent work on density nowcasting (based on mixed-frequency
models) has generally focused on real GDP growth and other indicators of real economic activity
(e.g., Aastveit et al., 2014; Carriero et al., 2015). As discussed shortly, one of the contributions
of this thesis (i.e., chapter 3) is to provide a modeling framework to produce density (and

point) nowcasts of inflation at a trading day frequency.
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1.2 Contributions and Unifying Themes

1.2.1 Contributions of this thesis

In light of the discussion above, which emphasizes the usefulness of macroeconomic forecasts and
the estimates of the stars as inputs into the forward-looking monetary policy setting, this thesis
seeks to improve forecasting and allow for a more credible assessment about the “location” of the
stars. Specifically, the thesis develops frameworks to generate accurate forecasts for a range of
macroeconomic variables, highly accurate nowcasts of inflation measures, and credible estimates
of stars, which are of broader interest to macroeconomists. The forecasts and estimates of stars
from these frameworks are shown to be competitive to popular benchmarks. The expectation
is that the frameworks developed in this thesis would prove valuable to anyone interested in
macroeconomic forecasting, including central banks, private institutions, fiscal agencies, and the
public. We note that even though the empirical focus of the thesis is on US data, the modeling
frameworks developed are general enough and so can be applied more broadly. We expect
that the contributions of the essays will appeal to a broad group of empirical macroeconomic
researchers, and we find some evidence of this effect via increasing citations to the working
paper versions of the chapters.

Chapter 2 is titled “Combining survey long-run forecasts and nowcasts with BVAR, fore-
casts using relative entropy.” This chapter constructs hybrid forecasts that combine forecasts
from vector-autoregression (VAR) model(s) with both short and long-term expectations from
surveys. Specifically, we use relative entropy to tilt one step ahead, and long-horizon VAR
forecasts to match the nowcast and long-horizon forecast from the Survey of Professional Fore-
casters. Kruger, Clark, and Ravazzolo (2017) [KCR] use relative entropy to generate conditional
forecasts with moment conditions that match survey forecasts using the short-term forecast from
the survey as the mean condition on a one-step-ahead VAR forecast. They construct variance
conditions around their mean conditions using ex-post real-time survey nowcast errors. The
second chapter of this thesis extends the work of KCR: in addition to tilting the VAR forecast
in the nowcast quarter, we also tilt the medium-to long-horizon forecast from the VARs to
match the long-horizon forecast reported in the external survey of forecasters, the SPF. We
consider a variety of VAR models ranging from simple fixed-parameter to time-varying param-
eters. The results across models indicate meaningful gains in multi-horizon forecast accuracy
relative to model forecasts that do not incorporate long-term survey conditions. Accuracy im-
provements are achieved for a range of variables, including those not directly tilted but affected
by spillover effects from tilted variables. The accuracy gains for hybrid inflation forecasts from
simple VARs are substantial, statistically significant, and competitive to time-varying VARs,
univariate benchmarks, and survey forecasts. We view our proposal as an indirect approach to
accommodating structural change and moving endpoints.

We note that the by-product of our chapter is a rich set of forecasting results confirming

evidence documented in earlier papers: (1) Banbura, Giannone, and Reichlin (2010) and Koop
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(2013), in that medium-scale VARs generate more accurate forecasts than small-scale VARs;
(2) Clark (2011) and Koop and Korobilis (2013), in that allowing for stochastic volatility helps
improve forecast accuracy; (3) D’Agostino, Giannone and Gambetti (2013), in that stochastic
volatility helps more than time-varying parameters in forecasting macroeconomic variables; (4)
Kruger, Clark, and Ravazzolo (2017), conditioning on nowcast mean and nowcast variance leads
to spillover effects in the form of improved accuracy for further out horizons.

Chapter 3 is titled “Real-Time Density Nowcasts of US Inflation: A Model-Combination
Approach.” Recent work on density nowcasting (based on mixed-frequency models) has gener-
ally focused on real GDP growth and other indicators of real economic activity. This chapter
develops a flexible modeling framework to produce density nowcasts for US inflation at a trading-
day frequency. Our framework: (1) combines individual density nowcasts from three classes of
parsimonious mixed-frequency models; (2) adopts a novel flexible treatment in the use of the
aggregation function; and (3) permits dynamic model averaging via the use of weights that
are updated based on learning from past performance. Together these features provide density
nowcasts that can accommodate non-Gaussian properties. We document the competitive prop-
erties of the inflation nowcasts generated from our framework using high-frequency real-time
data over the period 2000-2015. As shown in chapter 2 and KCR, conditioning macroeconomic
models with nowcast means and nowcast densities (informed from external sources) lead to
improvements in the accuracy of multistep point and density forecasts, especially inflation. The
framework developed in chapter 3 provides a potential source of nowcast mean and nowcast
density estimates for inflation.

Chapter 4 is titled “A Unified Framework to Estimate Macroeconomic Stars.” This chap-
ter takes on the challenge of developing a flexible semi-structural time series model to estimate
jointly several macroeconomic stars, i.e., unobserved long-run equilibrium levels of output (and
growth rate of output), unemployment rate, the real rate of interest, productivity growth, price
inflation, and wage inflation. For each star, we formulate a rich structure whose elements are
motivated by economic theory and, in part, by the empirical features necessitated due to the
changing economic environment. Following recent literature on inflation and interest rate mod-
eling, we explicitly model the links between survey long-run expectations and stars to improve
the stars’ econometric estimation. We allow for time variation in the important macroeconomic
relationships and the error variances (aka stochastic volatility). Clark (2011), among many
others, highlights the importance of allowing for stochastic volatility in macroeconomic models.
Permitting time-varying relationships between model components will potentially lead to more
credible estimates and are arguably less susceptible to the Lucas critique. The by-products are
the time-varying estimates of the wage and price Phillips curves, passthrough between prices
and wages, changing procyclicality of labor productivity, and persistence in price and wage in-
flation dynamics, which provide new insights into the instability of these empirical relationships
in US data. To tractably estimate our large multivariate model, we use a recently developed

precision sampler that relies on Bayesian methods. Generally, the contours of our stars echo
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those documented elsewhere in the literature, which employs smaller models, but at times are
different, and these differences can matter for policy. Furthermore, our estimates of the stars are
among the most precise. Lastly, we document the competitive real-time forecasting properties
of our model and, separately, the stars’ estimates if they were used as steady-state values in

external models.

1.2.2 Unifying themes across chapters

Even though chapters 2, 3, and 4 of this dissertation are independent, they all share several
themes: improving inflation prediction and or trend measurement, accounting for model uncer-
tainty, providing role to survey expectations, and modeling changing economic environment.

The three chapters of the thesis contribute to inflation forecasting and trend estimation:
(1) the contribution of chapter 2 includes proposals to generate highly accurate (point and
density) forecasts of inflation using a range of VAR models; (2) Chapter 3 focuses on producing
high quality (point and density) inflation nowcasts using a range of mixed-frequency models;
and (3) the contribution of chapter 4 includes production of credible estimates (both point and
precision) of trend inflation using UC models.

In macroeconomic analysis, accounting for model uncertainty is crucial to the credibility of
the analysis. In the literature, several strategies have been entertained to account for model
uncertainty, and the same is the case for the three chapters of this thesis. In chapter 2, the
efficacy of the proposed method to construct hybrid forecasts (i.e., the combination of model
and survey forecasts) is examined across a range of VAR models, about 10 in total reflecting
the numerous models in use. In chapter 3, model uncertainty is accounted for by combining the
estimates of density nowcasts from many different models to construct a combined (composite)
estimate. In chapter 4, model uncertainty is highlighted by estimating the baseline model and
fifteen additional model specifications to assess the empirical support for numerous features
embedded in the baseline model.

Another unifying theme is the role of survey projections. In both the second and fourth
chapters, the information from the survey of professional economists plays a crucial role. In the
second chapter, the model-based forecasts for a select number of variables are augmented in the
near-term and the longer-term with survey expectations, resulting in improved forecast accuracy
(via spillover effects) for all the forecast horizons considered and for a range of macroeconomic
variables. Hence, information from surveys is an essential input to the forecasting models. In
the fourth chapter, survey long-term expectations play a vital role in improving the precision
and plausibility of the model-based estimates of stars, i.e., the long-run equilibrium values. In
the third chapter, the inflation nowcasts reported in the survey (SPF) — or estimated using the
variance of the past historical errors — are treated as a benchmark; the nowcasting accuracy of
the framework developed is assessed relative to this benchmark.

There is widespread recognition that macroeconomic relationships evolve, and so methods

that either implicitly or explicitly account for these changing relationships have greater appeal.
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The strategy employed to account for the changing economic relationships varies across the three
chapters. In chapter 2, our (hybrid) proposal, which anchors model-based forecasts towards
survey nowcasts and long-term projections, is a post-estimation procedure to accommodating
structural change and moving endpoints in the model-based forecasts. The fact that survey
participants have access to a large information set, the patterns gleaned from it can help shape
their opinions, including any perceived structural change, which can immediately influence their
expectations about the long-run. In chapter 3, we combine evidence (i.e., density nowcasts) from
a range of models that in principle should provide insurance in the face of “future uncertainties”
about specifications as it will be more robust to “structural instabilities” (see Durlauf and Vahey,
2010). In empirical studies, approaches that combine estimates from a rich set of models in a
dynamic fashion (i.e., where weights assigned to individual models are allowed to vary over time)
explicitly recognize that economic relationships, which models seek to capture, are evolving.
And at any given point in time, some models would do a better job than others. In chapter 4,
the modeling framework developed explicitly models time-variation in parameters assumed to

capture important macroeconomic relationships and error variances.

1.2.3 Layout of chapters and status

The three subsequent chapters are packaged such that they are self-contained. Each chapter
has its introduction, results with tables and figures, and footnotes. The corresponding sup-
plementary appendices are relegated to the end. In addition, all the references corresponding
to each of the chapters are compiled into one section labeled Bibliography. As of June 2021:
chapter 2 is published in the International Journal of Forecasting; chapter 3 is under review and
is available both as a Cleveland Fed working paper and a Strathclyde discussion paper; chapter
4 is under preparation for submission to a journal.

Chapter 2 (tilting VAR forecasts to surveys) is a co-authored work with Ellis W. Tallman.
I did most of the work, including writing the first draft and all the empirical work. My co-
author, Ellis, assisted with valuable edits to improve the exposition of the draft. Ellis taught me
the technique of relative entropy by meticulously going over his Matlab code from his paper,
Robertson, Tallman, and Whiteman (2005). Chapter 3 (density nowcasting inflation) is co-
authored work with Edward Knotek II. Again, I did most of the work and wrote the first
and second drafts of the chapter. My co-author, Edward, who is particular about writing,
contributed by editing and validating the draft to streamline the paper’s exposition. This
chapter substantially builds on my earlier work with Edward on inflation nowcasting (Knotek
and Zaman, 2017). Edward proposed the need to construct density estimates around our point
nowcasts from our earlier work. How to go about doing it, i.e., nowcasting via combining density
nowcasts from many different models, is what I contributed to in the conceptualization phase.
I was familiar with the density combination work by the Norges bank economists (e.g., Aastveit
et al., 2014) and by Anthony Garratt, James Mitchell, and Shaun Vahey (2014). I thought

that applying their methods to density nowcasting inflation (using mixed-frequency models)
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would be a fruitful avenue. Chapter 4 (joint estimation of macroeconomic stars), which is
solo authored, is under preparation for submission to a journal and soon will be available as a

Cleveland Fed working paper and a Strathclyde discussion paper.
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Chapter 2

Combining Survey Long-Run
Forecasts and Nowcasts with BVAR
Forecasts Using Relative Entropy

Based on the paper: Tallman, E.W. and Zaman, S. (2020). Combining survey long-run forecasts
and nowcasts with BVAR forecasts using relative entropy, International Journal of Forecasting,
36(2): 373-398

2.1 Introduction

Macroeconomic forecasters often use atheoretical models for forecasting. Banbura, Giannone,
and Reichlin (2010) show that large fixed-parameter VARs that contain more than 100 variables
can work effectively, a finding that has contributed to a resurgence in the use of VARs for
forecasting and policy analysis by both central banks and private forecasters.

This paper proposes a technique for adjusting the forecasts of the implied trends from a
VAR toward (plausible) values proposed by judgmental forecasters. Specifically, we utilize the
technique of relative entropy to alter the medium- to long-horizon VAR forecast to match the
real-time survey long-horizon forecast.

The long-run forecasts contained in published surveys of professional forecasters are reason-
able proxies for the underlying trends because they adjust to any exogenous and/or underlying
shifts in the economy more quickly than the unrestricted long-run model forecasts (e.g. Kozicki
& Tinsley, 1998; Faust & Wright, 2013; Wright, 2013). The quicker adjustment of the survey
expectations stems from the fact the survey participants have at their disposal indicators that
typically are not included in the information set fed into the models, such as information about
the value of the inflation target, central bank communication, and demographic factors.

In fixed-parameter VAR models, the unrestricted long-run forecasts converge to or nearly

to the unconditional mean of the estimation sample (i.e., implied trend or ‘end points’ in the

25



terminology of Kozicki & Tinsley, 1998), which at times differs substantially from economists’
views of the long-run values for particular variables. Contributing to this divergence in views
is the use of history for model estimation that may reflect an outdated characterization of
the macroeconomic relationships, including the unconditional means. Furthermore, the entire
forecast trajectory would be biased in the direction of the implied trend estimated in the
model over the full sample. This is because the forecasts beyond five quarters are increasingly
influenced by the implied trend of the model, and therefore a badly estimated trend is the
primary source of forecast errors for medium-term forecasts (as was emphasized by Clements
& Hendry, 1999; Kozicki & Tinsley, 2001a,b; Clark & McCracken, 2008).

Econometricians have addressed the misspecification issues that arise from structural changes
by introducing various innovations to standard VAR models, such as time-varying parameters
(e.g. Cogley & Sargent, 2005; Primiceri, 2005). These models appear to do well for forecast-
ing variables that exhibit notable structural shifts (e.g. D’Agostino, Giannone, & Gambetti,
2013). These models have become popular as the computational demands of operating them
have become less binding, due to both the availability of greater computing power and the
introduction of newer methods. The latter advantage has also allowed the potential for esti-
mating these models with larger information sets (e.g. Koop & Korobilis, 2013). However,
these models are complex (as there are so many moving parts involved) and require a certain
level of sophistication, which limits their wider use.

Some practitioners in the US and other advanced economies estimate VAR models using
data starting in 1985, i.e., after the well-documented structural change. Empirical evidence
documenting the good forecasting ability of VAR estimated with shorter samples (e.g. Aastveit,
Carriero, Clark, & Marcellino, 2017) supports this practice.

We account for the numerous models that are in use by considering the efficacy of our pro-
posal in a range of VAR models. Specifically, we consider a constant-parameter VAR estimated
with both a longer sample (starting in 1959) and a shorter sample (post-1985), and a time-
varying VAR. We consider model specifications both with and without stochastic volatility, and
perform our assessment on both small-scale and medium-scale VARs. All in all, our model
space consists of 10 models.

We use relative entropy to combine the VAR forecasts with the forecasts reported in the
Survey of Professional Forecasters (SPF). The technique has gained widespread use in combining
model-based forecasts with external information since its application to economic forecasting
by Robertson, Tallman, and Whiteman (2005). This increasing usage stems mainly from its
ease of use, computational ease, and flexibility; it allows the forecaster to combine appropriately
both the mean condition and the modeler’s confidence in that mean condition (i.e., variance),
as illustrated by Kriiger, Clark, and Ravazzolo (2017; KCR hereafter).

KCR use relative entropy to generate conditional forecasts with moment conditions that
match survey forecasts using the short-term forecast from the survey as the mean condition

on a one-step-ahead VAR forecast. They construct variance conditions around their mean
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conditions using ex-post real-time survey nowcast errors (using a rolling window over a pre-
forecast evaluation sample). This chapter extends the work of KCR: in addition to tilting the
VAR forecast in the nowcast quarter, we also tilt the medium- to long-horizon forecast from
the VARs to match the long-horizon forecast reported in the external survey of forecasters, the
SPF. Our methodology parallels that of Altavilla, Giacomini, and Ragusa (2017), who also use
the relative entropy to tilt the segments of the yield curve forecasts from the term structure
models so as to match survey expectations|l]

Two popular approaches to influencing VAR forecasts directly using survey long-run fore-
casts are: (1) a steady-state BVAR (developed by Villani, 2009), which Wright (2013) uses to
show that prior beliefs regarding the unconditional mean of the variable that are informed by
a survey’s (Blue Chip) long-run forecasts lead to systematic improvements in forecast accuracy
for a range of U.S. macroeconomic variables, especially for inflation; (2) modeling some or all
VAR variables in ‘gaps’, where gaps are computed as deviations from the trends informed by ei-
ther survey long-run projections or univariate moving average methods (e.g. Kozicki & Tinsley,
2001a,b; Clark & McCracken, 2010; Zaman, 2013). The crucial difference between our approach
and these existing approaches is that our approach influences the forecasts’ post-model estima-
tion. The insights of Wright (2013) motivate our study, and the results in this chapter echo
many of those reported by Wrightﬂ

Our main question of interest is whether we can achieve any meaningful gains in the forecast
accuracy of the VAR variables over the forecast horizons that are of interest to policymakers
by forcing the medium-term to long-horizon forecasts of a select number of VAR variables to
match the published survey forecasts. Essentially, the forecast of interest is a hybrid forecast
that consists of a survey nowcastﬂ a BVAR forecast, and a survey long-horizon forecast.

Our empirical forecast evaluation results provide evidence of notable improvements in both
the point and density forecast accuracies of hybrid VAR forecasts for several macroeconomic
variables. All of the models in our set benefit from being combined with survey information;
not surprisingly, the accuracy gains are largest for the model specifications estimated with a
longer sample and smallest for time-varying VARs, but all gains are statistically significant.
This result indicates that tilting helps to mitigate misspecification issues more in models that
are thought to have a higher degree of misspecification (caused in part by badly estimated
unconditional means). On a related note, we find that all models benefit from tilting in the
post-crisis period, a period that is associated with structural change (see Aastveit et al., 2017).

The accuracy gains are achieved not only for variables that are tilted directly, but impor-

!The empirical application in this chapter fits within the broader context in the use of relative entropy for
‘theory-coherent forecasting’, as proposed by Giacomini and Ragusa (2014). In our case, the use of survey long-
run forecasts as a proxy for trends can be viewed as adjusting the forecasts from atheoretic VAR models toward
long-run equilibrium values that are informed partly by economic theory.

?In a related work, Giannone, Lenza, and Primiceri (2019) propose a natural conjugate prior (denoted PLR)
for influencing the joint long-run behavior of the VAR variables modeled in levels.

3There is a long list of papers documenting the usefulness of nowcasts for helping improve the forecasting
accuracy for future horizons (e.g., KCR; Knotek & Zaman 2019).
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tantly also for variables that are influenced indirectly through the spillover effects of the tilted
variables (e.g. wage inflation and payroll employment). Over the forecast horizons that are of
interest to monetary policymakers (i.e., 1 to 12 quarters ahead), the gains in forecast accuracy
are strongest for inflation and the federal funds rate. We infer that the apparent structural break
in inflation and the extended experience of the federal funds rate near the zero lower bound
(ZLB) are the crucial challenges, especially in VAR models estimated with fixed coefficients.

We summarize additional findings as follows. First, we show that the point forecast accuracy
of hybrid CPI inflation forecasts from our modeling approach is competitive with those of tough-
to-beat univariate benchmark models. The forecasts are also competitive with those of SPF and
the Federal Reserve’s Greenbook. Our results make a practical contribution to policymakers.
Monetary policymakers desire to use multivariate model(s) which allow for feedback effects from
policy to the real economy and inflation. However, often these multivariate models are unable
to match the forecasting performances of the univariate forecasting models. The application in
this chapter provides one potential path.

Second, we show that hybrid forecasts generated from simple VARs estimated with post-
World War II data are competitive with the forecasts generated from computationally-intensive
time-varying VARs. For inflation, the hybrid forecasts are more accurate and the gains are
statistically significant. This result is of practical importance for practitioners who are reluctant
to use time-varying VARs for a variety of reasons, including computational reasons, complexity
issues, and shorter data samples (a primary concern in the case of developing and emerging
market economies).

The chapter is structured as follows. The next section describes the data and empirical
models. Section 2.3 compares the survey long-run forecasts with the BVAR model long-run
forecasts. Section 2.4 details our methodology for generating the hybrid forecasts. Section
2.5 reports the forecasting results. Section 2.6 concludes. Supplementary sets of results are

reported in the companion appendix A.

2.2 Data and the Empirical Model

2.2.1 Data

Our empirical examination uses real-time data at a quarterly frequency. Our model space
contains small VARs (denoted Small VAR) that consist of five variables and medium-sized
VARs (denoted Medium VAR) that consist of 10 variables. The Small VAR consists of real
GDP, the CPI, the unemployment rate, the effective federal funds rate, and the credit spread
(defined as the difference between the yield on Baa corporate bonds and the yield on the 10-
year Treasury note). Both real GDP and the CPI enter in annualized quarterly rates, and
the remaining three variables (the unemployment rate, the effective federal funds rate, and
the credit spread) are defined in units of percentage points. We use a Small VAR because

several papers on VAR forecasting employ it as a benchmark VAR that contains core variables
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that are of interest to central bankers. The Medium VAR adds to the Small VAR variables
that have been shown to be useful in improving forecasts of the core variables. Forecasts of the
additional variables may be of their own interest to central bankers, such as productivity growth
and wage inflation measures, for example. Specifically, these additional five variables include
real personal consumption expenditures, nonfarm business productivity, the employment cost
index—wage and salary of private workers (ECI), nonfarm payroll employment, and the core CPI
(i.e., the CPI excluding food and energy). All of these variables are transformed to quarterly
annualized growth rates. We compute the growth rates using 400 times the log difference
formula.

We construct our real-time quarterly data set using both the Federal Reserve Bank of
Philadelphia’s real-time data set for macroeconomists and the Federal Reserve Bank of Saint
Louis’s ALFRED database. Quarterly data on financial variables, which are real-time by con-
struction, are downloaded from Haver Analytics.

All vintages of real-time quarterly data coincide with the survey date of the SPF, which is
a quarterly survey that is released approximately in the middle of the second month of each
quarter. That is, each forecast origin coincides with the SPF survey release date, so whatever
quarterly data are available are utilized for estimation. For example, consider the forecast origin
in February 2016: for real GDP, the advance estimate for 2015.Q4 would be used (reported by
the Bureau of Economic Analysis in the last week of January 2016); for monthly variables such
as the unemployment rate, it will be the second estimate for 2015.Q4 (reported by the Bureau
of Labor Statistics in early February 2016). The real-time vintages start in 1994.Q1 and end
in 2016.Q4. In each real-time vintage, the data sample begins in 1959.Q4; in the 1994.Q1
vintage, the data sample ends in 1993.Q4; in the last vintage (i.e., 2016.Q4), the data sample
ends in 2016.Q3. The first real-time forecasting run is performed with estimation data ending
in 1993.Q4, and out-of-sample forecasts are generated one to twelve quarters ahead, i.e., for
1994.Q1 to 1996.QA4.

For the purpose of forecast evaluation, we treat the ‘truth’ as the third quarterly estimate
(as per Tulip, 2009)E|

We collect the SPF nowcasts and SPF long-horizon forecasts for real GDP growth, CPI
inflation, and the unemployment rate. The SPF does not report nowcasts or long-run forecasts
for the federal funds rate, but it does report long-run forecasts for the 3-month Treasury bill.

Accordingly, we treat the long-run forecast for the 3-month bill as the long-run estimate of

4For example, in the case of real GDP, the third estimate for 2015.Q4 would correspond to the actual value
available as of early 2016.Q2. Similarly, for the unemployment rate, which is a monthly variable, the third
quarterly estimate for the reference quarter (e.g. 2015.Q4) would coincide with the third revision to the final
month of the quarter (e.g. December 2015), which will be roughly the first week of the second quarter following
the reference quarter (e.g. 2016.Q2). We emphasize that our results for relative scores would have been similar
both qualitatively and quantitatively if we had treated the ‘truth’ as the latest available estimate instead. For
the results for the Medium VAR, please refer to the working paper version of this chapter (Tallman & Zaman,
2018). We use Haver Analytics to collect the most revised quarterly data for forecast evaluation (i.e., the vintage
available as of August 2017).
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the federal funds rateE] For the nowcast, we construct an estimate using the intra-quarterly
daily data on the federal funds rate along with the simple daily random walk model of Knotek
and Zaman (2019)@ We collect the daily data starting from January 1, 1994, to December 31,
2016, using Haver Analytics. For illustrative purposes, we also collect the long-run projections
from Blue Chip Economic Indicators (and Blue Chip Financial Forecasts), the Federal Open
Market Committee’s (FOMC) Summary of Economic Projections (SEP). For the formal forecast
evaluation exercises reported in the chapter, we use nowcasts and long-horizon forecasts from
the SPF.

Finally, we assess the accuracy of the Federal Reserve Board’s Greenbook forecasts by
collecting forecasts for real GDP, CPI inflation, and the unemployment rate (from the January
1994 FOMC meeting to the December 2012 meeting) from the Philadelphia Fed’s website (Real-
Time Data Research Center).

2.2.2 Bayesian VAR models

All empirical examinations in this chapter use VAR models estimated with Bayesian meth-
ods. We consider both fixed-parameter and time-varying parameter models (with and without
stochastic volatility). Following a long list of papers on forecasting with VARs, the lag order
(p) is set to four in the case of fixed-parameter VARs and two in the case of time-varying VARs.

Our model specifications follow Clark and Ravazzolo (2015).
VAR with constant volatility
This model is defined as
P
Y = Ag + ZAiY%—i + &4, e ~N(0,%), (2.1)
i=1

wheret = 1,...T, Y; is an n x 1 vector of n observed variables, Ag is an n x 1 vector of intercepts,

Ay, ... Ay are n x n matrices of coefficients, and ; is an n x 1 vector of error terms distributed
. . . . !

normally with zero mean and variance-covariance matrix ¥ = Eee;,.

For estimation details, please refer to the technical appendix AO.

VAR with stochastic volatility

The stochastic volatility process is modeled using the estimation procedure of Carriero, Clark,

and Marcellino (2016). The algorithm assumes a Kronecker structure for the multivariate

SHistorically, there is a small gap between the two, with the federal funds rate averaging roughly 30 basis
points higher than the 3-month Treasury bill on a quarterly basis.

5The procedure involves using the available daily reading as of the SPF survey date to fill the missing trading
days of the quarter. The average of the daily readings (which includes the daily data and the random walk
forecast) within the quarter constitutes our nowcast estimate.
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stochastic volatility, and thus makes it feasible computationally to estimate large VAR models.

P
Y, = Ao +2Athﬂ' + &¢
i=1

Et = BilA?.s,U/tu Mt ~ N (07 In) ) At = diag()\l,t) ceey )\n,t) (2 2)
log(Aj) = log(X\ji—1) + ejs, ji=1,n '

€t = (el,ta L 7€n,t)/ ~ N (0, @)
Ye=Var(e) = B~'AB™,

where B is a lower triangular matrix with ones on the main diagonal and nonzero elements
below it; A1, ..., An s are the diagonal elements of the matrix Ay, representing the time-varying
variances of the shocks, and are assumed to evolve according to a geometric random walk; the
variance-covariance matrix ® of innovations e; is assumed to be of full rank, i.e., correlations
among innovations of different equations is permitted; and the ¥; is the variance-covariance
matrix of the reduced form residuals ;.

For complete estimation details, please refer to Carriero et al. (2016).

Time-varying parameters VAR with constant volatility

The specification follows the same setup as per Cogley and Sargent (2005), but allows only re-
gression coefficients (including the intercepts) to be time-varying, and so does not allow stochas-

tic volatility.

Vi = XjA; + e, gt~ N(0,%)

(2.3)
A=A + €, e ~N(0,Q),

where Xy = I, ® [1, Y/ ;,..., Y/ ], and Ay = vec(Ao, A1, ..., Ap) is a n(k) x 1 column vector.
The VAR coefficients stacked in the vector A; are assumed to evolve independently according
to a random walk with shocks €; that are permitted to be correlated across equations (i.e.,
is of full rank).

For estimation details, please refer to Koop and Korobilis (2010).

31



Time-varying parameters VAR with stochastic volatility

The specification follows exactly the setup laid out by Primiceri (2005), but the estimation
procedure follows Del Negro and Primiceri (2015).

Y, = XA + &4, er ~N(0,%)

Ay = A1 + e, e~ N(0,Q)

Bt = Br—1 + 1, v~ N(0,R)

ee =B APy, e ~N(0,1,), A= diag(My, ..., Any) (2.4)
log(Aj) = log(Xji—1) + ejs, j=1n

er = (erg, ... ,en,t)’ ~ N (0,9)

Y =Var(e) = Bt_lAtB;_l,

where B, is a lower triangular matrix with ones on the main diagonal and non-zero elements
below it; B; is a column vector that stacks (by row) off-diagonal and non-zero elements of
matrix By, and is assumed to evolve according to a random walk with innovations that are
permitted to be correlated across equations; VAR coefficients stacked in the vector A; are
assumed to evolve independently according to a random walk with shocks that are permitted
to be correlated across equations; Ai g, ..., A, are the diagonal elements of the matrix A; that
represent the time-varying variances of the shocks, and are assumed to evolve according to a
geometric random walk; the variance-covariance matrix ® of innovations; e; is assumed to be
of full rank, i.e., correlations among innovations of different equations are permitted; and ¥, is

the variance-covariance matrix of the reduced form residuals &;.

Model set

VAR models are commonly estimated using either a longer history (e.g. post World War II
data) or a shorter history (e.g. post-1985). Accordingly, we estimate our set of VAR models
using both a longer sample (1959.Q4 onwards) and a shorter sample (1985.Q1 onwards). As
was discussed earlier, we consider both smaller (5 variables) and medium-sized (10 variables)
specifications. Thus, we estimate a VAR with constant volatility and a VAR with stochastic
volatility for both smaller and medium-sized versions. For time-varying VARs, only a small-
scale three-variable version (containing real GDP growth, CPI inflation, and the unemployment
rate) estimated over a longer sample is examined. All in all, our model space consists of 10
VAR models{]

e Small VAR est. 1960: fixed-parameter small VAR estimated with data from 1959.Q4

"We choose not to examine our proposal on nonlinear VAR models (e.g. threshold VARs and Markov-switching
VARs) for three reasons: (1) several recent papers have shown empirically that, at best, the forecasting perfor-
mances of these models are competitive to those of time-varying VARs (e.g. Barnett, Mumtaz, & Theodoridis,
2014; Alessandri & Mumtaz, 2017; Aastveit et al., 2017); (2) they are less popular for forecasting than the models
we consider; and (3) to keep our results manageable.
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onwards

e Small VAR SV est. 1960: fixed-parameter small VAR with SV estimated with data from
1959.Q4 onwards

e Small VAR est. 1985: fixed-parameter small VAR estimated with data from 1985.Q1
onwards

e Small VAR SV est. 1985: fixed-parameter small VAR with SV estimated with data from
1985.Q1 onwards

e Medium VAR est. 1960: fixed-parameter medium-sized VAR estimated with data from
1959.Q4 onwards

e Medium VAR SV est. 1960: fixed-parameter medium-sized VAR with SV estimated with
data from 1959.Q4 onwards

e Medium VAR est. 1985: fixed-parameter medium-sized VAR estimated with data from
1985.Q1 onwards

e Medium VAR SV est. 1985: fixed-parameter medium-sized VAR with SV estimated with
data from 1985.Q1 onwards

e TVP VAR: time-varying small VAR estimated with data from 1959.Q4 onwards

e TVP VAR SV: time-varying small VAR with SV estimated with data from 1959.Q4 on-

wards.

For TVP VAR and TVP VAR SV, the first 10 years of data (i.e., 1959.Q4 to 1969.Q3) are

used as a training sample for prior elicitation.

Forecast evaluation metrics

The models defined above are estimated using standard Markov chain Monte Carlo (MCMC)
methods. For details of the precise algorithms, we refer the reader to the papers cited under
the description of each model.

At each forecast origin, the estimation of each model involves simulating the model with D
drawsE] For each posterior draw, the simulated forecast path is constructed by iterating the
model forward h quarters (where h = 1,...40). The D forecast paths constitute the multivariate
predictive density. The point forecast is simply the (posterior) mean of the empirical predictive
density]]

We perform a real-time out-of-sample forecasting evaluation using a recursively-expanding

estimation window. The forecast evaluation sample spans the period 1994.Q1 to 2016.Q4. We

8D = 20,000 for time-invariant VAR model specifications; D = 40,000 + 4,000 (burn-in) for all model
specifications with stochastic volatility and or time-varying parameters; the results are very similar if we instead
use 20,000 for burn-in.

9In the case of time-varying VARs, following the common practice, the point forecast is defined as the median
of the predictive density.
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evaluate point forecasts using the widely-used metric of the mean squared forecast error (MSE),

E:Zlgf(}§¢+h‘*ii¢+h)2
Tl—h—To—l-l

MSE; ), = , (2.5)
where ¢ corresponds to the macroeconomic variable of interest (e.g., real GDP growth), Ty
denotes one quarter prior to the start of the evaluation period (e.g., 1993.Q4), T} is the end of
the evaluation period (2016.Q4), Y; ;44 is the actual realization, and ?i,tJrh is the forecast.

We evaluate the performances of density forecasts using the continuous ranked probabil-
ity score (CRPS) metric, as proposed by Gneiting and Raftery (2007). CRPS measures how
close the actual realization is to the predictive density: the closer the distribution is to the
actual realization, the smaller the CRPS value and the more accurate the predictive densitym

Accordingly, it is defined as

X

CRPS{"(Yigsn) = [ (P(2)=1 (Yiaen < 21z = BV = Yiesal = 0SB I¥on =Yyl

- (2.6)
where Y 41, is the actual realization, F' is the cumulative distribution function that corresponds
to the predictive density f, 1 {Y;;45 < 2z} is an indicator function that takes a value of one if
Yii+n < z and a value of zero otherwise, and Yz*t th and YZ"; 4 are independent random draws
from p (YTHLIHH g | yT).

The CRPS metric favors predictive densities that have higher probabilities near the actual
realization. As defined above, a lower CRPS is preferable to a higher score. We report the
average of the CRPS, computed over our forecast evaluation period.

We assess the statistical significance of the differences in forecast accuracy between the
baseline and hybrid forecasts following KCR and Altavilla et al. (2017). We use the Diebold
and Mariano (1995) and West (1996) test of equal predictive accuracy for pairwise comparisons
of the RMSE using the two-sided tests of the standard normal. In computing the test, we use
the HAC variance estimator (an input into the test statistic) with the lag h — 1 truncation
parameter and adjust the test statistic for the finite sample correction proposed by Harvey,
Leybourne, and Newbold (1997); see Clark and McCracken (2013). As was emphasized by
KCR, the use of our test statistics based on standard normal critical values is likely to be on
the conservative side, and should be treated as an approximation that, in our case, deals with
issues such as the nesting of forecasts and conditional forecasting (see Clark & McCracken,
2017).

The density calibration (i.e., absolute accuracy) of the density forecasts is assessed using
interval forecasts (i.e., 70% prediction intervals), and assessments of probability integral trans-
forms (PITS) via a battery of statistical tests: those of Kniippel (2015), Berkowitz (2001), and

Kolmogorov-Smirnov. For the latter, all three statistical tests generally point to similar infer-

0An assessment based on the log-score metric largely confirms the inference obtained from CRPS, and the
results are reported in Section A3 of the supplementary appendix.
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ences, and therefore we report only the results from the Kniippel test. Due to space limitations,

the density calibration results are reported in Section A2 of the supplementary appendix.

2.3 Real-time Long-horizon Survey Forecasts versus BVAR Fore-

casts

In the United States, the SPF and the Blue Chip Economic Indicators are the two most widely
known and easily available routinely-published forecast surveys. The SPF is a quarterly survey
that is released in the middle of the second month of each quarter. Each SPF survey release
contains forecasts of the macroeconomic and financial variables for the current quarter (i.e.,
nowcasts) and up to four quarters ahead. For the survey carried out in the third quarter of
the year, the SPF asks respondents for their estimates of the natural rate of unemployment.
Similarly, for the surveys carried out in the first quarter, the SPF asks respondents for their
projections of long-run values (defined as the 10-year annual average) of real GDP growth, the
short-term interest rate (i.e., yield on the 3-month Treasury bill), and a few other variables.
The SPF contains the projections for all of the core set of variables of interest for this chapter;
for our purposes, we treat the SPF’s projections of the natural rate of unemployment as the
long-run forecast of the unemployment rate. Following the forecasting literature, we use the
median projection for the SPF projections and the mean projection for the Blue Chip. The
evolution of the long-run forecasts across the two surveys is fairly similar, and therefore, for the
sake of brevity, this section focuses only on the SPF, with estimates from the Blue Chip being
relegated to the supplementary appendix for interested readersE]

Our forecast evaluation exercises in this chapter use the nowcasts and long-run forecasts
from the SPF[2

The four panels of Figure 1 plot the real-time evolution of the macroeconomic long-run
forecasts for real GDP growth (upper left), the unemployment rate (upper right), CPI inflation
(lower left), and the short-term interest rate (lower right). Each panel plots forecasts from
the small VAR estimated using the longer history (19604 ), the small VAR estimated over the
shorter sample (19854 ), a small time-varying VAR with SV, and the SPF. The sample period
is from 1994.Q1 to 2016.Q4, matching our forecast evaluation sample.

The real-time data that we use to estimate our VAR models is a subset of the information
set that would be available to professional forecasters. When coming up with their forecasts, the
professional forecasters would probably rely on a larger information set that included judgmental
opinions of their own and of the subject matter experts, along with their own econometric

methodologies. The use of forward guidance by the central bank and, more generally, the era of

"The supplementary appendix A1l plots the estimates of the long-run values from the FOMC’s SEP alongside
the Blue Chip estimates.

120ur choice of the SPF is due in part to the fact that it is available publicly. On a related note, Croushore
(2010) documents the good inflation forecasting properties of long-run forecasts of CPI inflation from the SPF
and suggests using them as a proxy for inflation expectations.
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more predictable monetary policy (through central bank communications) since the beginning
of the financial crisis are other examples of important information that will be at the disposal
of the survey participants. As a result, survey participants (collectively) are likely to have more
timely and better informed long-run projections. Figure 1 provides some evidence in support
of this claim.

The figure indicates two notable observations. First, the long-run forecasts from the VAR
estimated with a longer history adjust very sluggishly, whereas the survey projections fluctuate
considerably more. Second, the time-varying VAR that is built to accommodate structural
change explicitly (and which uses all of the available history for estimation) appears to adjust
more rapidly than its time-invariant counterpart on average. However, it adjusts more slowly
than SPF.

Starting with real GDP growth, the movements in forecasts from TVP-VAR-SV and Small-
VAR(1985) are generally similar to those from the SPF, though the SPF projections are on
the lower side. At the beginning of 1994, all three (SPF, TVP-VAR-SV and Small-VAR(1960))
were forecasting underlying growth in the range 2.7-2.9%, roughly four-tenths lower than that of
Small-VAR(1985). As time rolled forward from 1994 to 1996, professional forecasters gradually
lowered their estimates, while the forecasts from the VARs remained steady. In early 1997,
professional forecasters revised their forecasts back up by a couple of tenths to 2.5%, and left
it stable at that level through the end of 1999. Over this same period, the forecasts from all
three VARs were also revised up. Moving into 2000, while the VARs’ projections held steady
in the range 3.1-3.4%, professional forecasters revised their projection up strongly by roughly
six-tenths, to 3.1%. This upward revision was in response to stronger growth data the prior
two years that averaged more than 4%. The upward revision continued through 2005, by
which point the long-run forecasts by both survey forecasters and the VAR were roughly in
agreement at 3.4%. Beginning in 2006 and onward, the survey forecasters gradually lowered
their growth forecasts, reaching 2.3% by the end of 2016. This rate of growth roughly matches
the US economy’s average growth rate since the start of the post-crisis recovery. Over this
same period, forecasts from all three VARs also edged lower, but by a smaller margin (3.3% to
3.0% for Small-VAR(1960), and 3.0% to 2.6% for both TVP-VAR-SV and Small-VAR(1985))
compared to professional forecasters (from 3.4% to 2.3%).

In the case of the unemployment rate, while the forecasts implied by the VAR models have
fluctuated within a narrow range of around 6%, the professional forecasters’ estimates of the
natural rate have evolved in line with the movements in the business cycle. For example, the
estimate trended lower between 1994 and the start of 2001, but then reversed at the onset of
the 2001 recession and began to trend up until the beginning of the recovery. It then trended
lower again until the onset of the Great Recession. In response to a large upward spike in the
unemployment rate that reflected the severity of the recession and the associated disruptions to
the labor market, the professional forecasters rapidly adjusted their projections of the natural

rate of unemployment upward. By the end of 2011, the professional forecasters’ estimate of the

36



natural rate of unemployment increased to 6.0%, close to that implied by the VAR. Thereafter,
professional forecasters adjusted their estimates downward as the recovery picked up its pace,
reaching 4.8% by the end of 2016.

We next examine forecasts for the nominal variables: CPI inflation and the short-term
interest rate. First, there is a noticeable downward trend in the projections over our forecast
evaluation sample. Second, there is a sizable gap between the forecasts from the professional
forecasters and the VAR forecasts compared to the plot for real variables. For CPI inflation, the
SPF projection is relatively stable from 1999 onwards, even though all three VAR projections
continue gradually to trend lower. The projection from the TVP-VAR-SV is very similar to
that from Small-VAR(1985), especially since the start of the recovery in late 2009. However,
there is a sizable but declining gap between the SPF projection and the projections from each of
the VARs. Since 2009.Q1, on average the SPF projection is 1.70 percentage points lower than
that from Small-VAR(1960), 0.50 percentage points lower than that from Small-VAR(1985)
and 0.70 percentage points lower than that from TVP-VAR-SV. In the case of the short-term
interest rate, since 2009.Q1, the SPF projection has been 288 basis points lower than that from
Small-VAR(1960) on average, and 160 basis points lower than that from Small-VAR(1985).

Overall, these charts suggest that professional forecasters are quick to adjust their inflation
expectations and to recalibrate their estimates of the underlying trend growth. In reality, it is
difficult to distinguish between transitory fluctuations and fluctuations associated with changes
to the underlying trend. As a result, forecasters learn about shifts in the underlying trend
gradually. Even so, though, their expectations adjust more rapidly than those implied by the

statistical models.

2.4 Methodology for Tilting Forecasts

2.4.1 Relative entropy

The technique of relative entropy, applied to economic forecasting by Robertson et al. (2005),
consists of modifying a given predictive distribution to form a new predictive distribution such
that it satisfies a given set of moment conditions while minimizing the relative entropy between
two predictive distributions.

Let us begin with an unrestricted predictive distribution, p (YTH’T*H | YT), that corre-
sponds to an n-dimensional random variable Y obtained from a VAR model. We assume
that this predictive density consists of D draws {Y;,i = 1,...D}, and the corresponding
weights are {w; = 1/D,i = 1,...D}. If the modeler now wants to impose the moment con-
ditions contained in the matrix g on this predictive distribution p (YT+17T+H | YT) such that
Zi’;l wip(YiTH’TJFH) # g; i.e., the mean of the predictive distribution p(-) is not equal to the
mean condition required by the modeler (denote it as “new” information). For the predictive
distribution to satisfy the new information, the original weights {w;,i = 1,... D} must be mod-

ified. The new weights {w},i = 1,... D} that satisfy this new information are equivalent to
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finding a new predictive distribution that is as close as possible to the original predictive density
in the information-criterion sense.
Specifically, the relative entropy or Kullback-Leibler information criterion (KLIC) of w* to

w 1S D
w*
K(w* : = *log(—%). 2.7
) = 3w o) @)

We solve for new weights that minimize K (w* : w) and satisfy the following constraints:

D D
* * * T+1,T4+H —
w; >0, Zwizl, Zwip(Yi+ = 3. (2.8)
i=1 i=1

The first and second terms reflect the fact that weights are probabilities and so should be
non-negative and sum to one. The third term represents the new moment conditions.
The solution to the minimization problem above using the Lagrange method is

. w; exp(y p(Y; V)

Wi = T+1,T+H))’ (2.9)

D
> i1 wi exp(y’ P(Yz

where 7 is the vector of Lagrange multipliers associated with the constraints. According to this,
the original weights w have been tilted “exponentially” to produce the new weights w*.
The vector of Lagrange multipliers (i.e., tilting parameters) can be obtained as a solution

to the following minimization problem:

D
. 2 T+1,T+H\ —
v = arg m%nZwi exp(y [p(Y; Y _g)). (2.10)
i=1
Then, using the newly computed weights, the updated expectation of other functions of

interest can be computed simply as

D
> wih(y; ), (2.11)
=1

If the interest is in the modified probabilistic density g(Y7+LT+H) as will be the case in our
density forecast evaluation exercises, then, as was discussed by Cogley, Morozov, and Sargent
(2005), importance sampling techniques could be used to redraw YZ-TH’TJFH from the original
density p (YT+1’T+H ) using the newly-found weights w*, which can be achieved using the
multinomial resampling algorithm of Gordon, Salmond, and Smith (1993). The steps of the
algorithm (taken from Cogley et al., 2005) are detailed in Section A13 of the supplementary
appendix.

In our forecasting exercises, the current-quarter (median) forecast from the SPF is used as

the mean condition on the one-step-ahead VAR predictive density. Similarly, the long-horizon
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(median) forecast from the SPF acts as the mean condition on the VAR predictive density at
the horizon determined for combining the VAR with the survey long-run projections (detailed
in the next section)E In addition, following KCR, we also restrict the variance of the one-step-
ahead VAR predictive density (i.e., uncertainty around the current/nowcast quarter), with the
variance condition being computed as the variance of the SPF forecast errors over a fixed-length
rolling window that precedes the forecast origin. A variance condition that is constructed via
this approach is defined as an ex-post forecast uncertainty measure (see Clements, 2014; KCR).
f/;:ghPF

Specifically, if we treat as the SPF forecast for indicator Y;, then the variance condition

is formed as )
5

> (Vi petay—g — Vi Hotay—gn)* (2.12)

q=0
where h = 1Q, ¢ reflects the number of past forecasts that are used to compute the variance of
errors, and Delay indicates the number of quarters it takes the forecaster to learn about the
actual realization. To remain consistent with our measure of ‘truth’ defined earlier (see Section
, Delay is set equal to 2 for macroeconomic variables (real GDP growth, CPI inflation, and
the unemployment rate). For our financial variable, the federal funds rate, Delay is set equal
to 1, reflecting the fact that the actual quarterly value is available immediately preceding the
last day of the quarter For example, the variance conditions for macroeconomic variables at
the forecast origin 1997.Q1 are based on the variance of the SPF nowcast errors computed over
the preceding period 1992.Q4 through 1996.Q3. Similarly, for the federal funds rate, it is the
variance of the errors over the period 1993.Q1 to 1996.Q4.

In a VAR, conditioning or tilting on some future horizon will influence the forecast all the
way from the jumping-off point to the conditioned forecast horizon. For example, if we tilt the
real GDP growth at a forecast horizon of h = 6Q), then tilting it is likely to impact the forecast
trajectory from h = 1Q to h = 5Q for all of the variablesE Conditioning on multiple variables
simultaneously (in a system such as VAR) would result in forecast trajectories that reflect the
cumulative effect of those conditions.

We use relative entropy instead of other approaches to conditional forecasting because of
its ease of use, computational simplicity, and flexibility. Relative entropy is an effective and
flexible conditional forecasting methodology, because it allows us to combine effectively both
the mean condition and the modeler’s confidence in that mean condition (i.e., variance). This
is an important advantage if the interest is in density forecasts as well as point forecasts.
Furthermore, specifying only the mean condition will not result in the automatic shrinkage of

the variance around the mean condition to zero; relative entropy will assume that the variance

13SPF also reports forecasts for four subsequent quarters beyond the nowcast quarter (i.e., h = 2Q to h = 5Q),
and these additional survey forecasts could be used as the moment conditions for the respective VAR predictive
densities in order to obtain more accurate hybrid forecasts for the remaining forecast horizons that are of interest
to policy makers (h = 6Q to h = 12Q). We explore the usefulness of these additional conditions in Section A6 of
the supplementary appendix (”Are there benefits to utilizing survey information for additional horizons?”).

MWe provide an explanation of this spillover feature in Section A12 of the supplementary appendix using an
analytical Gaussian example.
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around that mean condition is the same as the unconditional[P’| In addition, as was discussed
by Giacomini and Ragusa (2014), relative entropy does not require Gaussian assumptions for
either the original densities or the modified tilted densities. This latter advantage makes it
possible to apply our proposal to nonlinear VARs and to density forecasts generated from a
combination of several component density forecasts, because both of these approaches generate

non-normal densities [Tl

2.4.2 Determining the forecast horizon for tilting

In combining the survey long-run projections with the VAR forecast, the initial inclination would
be to combine the survey projections with the VAR forecast at some very distant horizon. This
assumption is valid, because, by definition, the terminology long-run projection suggests many
years into the future. That said, several macroeconomic variables (transformed to growth
rates) display little persistence and therefore tend to move back rapidly to their respective
(unconditional) means — the unrestricted long-run model forecast. The real GDP growth
fits into this category. The VAR model forecasts of real GDP growth typically tend to move
back toward the estimated mean within a yearm At the other extreme are series such as the
unemployment rate, which are very persistent. Depending on the starting point, it may take
such series several years to move back toward the model-implied long run.

Based on the work of Clements and Hendry (1999) and Kozicki and Tinsley (2001a,b),
we also know that forecasts beyond four quarters in covariance-stationary VAR models are
influenced heavily by the model’s implied equilibrium value (i.e., unconditional mean). Clements
and Hendry (1999) illustrate that a poorly estimated mean of the variable is the dominant source
of the forecast errors beyond four quarters (e.g. a higher estimate of the trend than is thought to
be reasonable will result in forecasts that are persistently biased upwards)m This suggests that
influencing the trend estimate implied from the model with the one informed from the survey
requires us to begin doing so as soon as the model’s implied trend is expected to dominate
the forecast values. For real GDP growth, it suggests targeting the horizon somewhere at the
forecast horizon h = 4Q or h = 5Q. If the trend is imposed late in the forecast horizon, it will
be influenced too far out to have a meaningful influence on the forecast horizons of interest.
Hence, the forecast remains biased or corrupted from the influence of the model’s implied steady

stateJT_gl

15 Alternative approaches to the construction of conditional forecasts include Waggoner and Zha's (1999) soft
conditioning, which is an extension of the work of Doan, Litterman and Sims (1984); the approach of Andersson,
Palmqvist, and Waggoner (2010); and the Kalman filter approach as per Banbura, Giannone, and Lenza (2015).
All three of these approaches can also allow for both mean and variance conditions. Antolin-Diaz, Petrella, and
Rubio-Ramirez (2019) formally prove the equivalence between VAR conditional forecasting and relative entropy
for the Gaussian case. We get very similar results for the point forecast evaluation if we instead use the approach
of Doan et al. (1984) for imposing our conditions.

16Both these avenues are left for future research.

17See Domit, Monti, and Sokol (2019) for UK GDP growth and KCR for US GDP growth.

18See technical appendix A0.2 for an illustration of the implied steady state on the forecast trajectory.

19We illustrate this with two empirical exercises, reported in Section A15 of the supplementary appendix. In
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Accordingly, we propose that the horizon for tilting should be variable-specific, and we
suggest the following@ At each forecast origin ¢, retrieve the persistence estimates (i.e., slope

parameters) that correspond to variable i from equation i of the VAR system in Eq. (1):
BVAR _ o (i)i)
1(2,2
pj,_zg = Z AN ) (2.13)
=1

where flifl’i) represents the posterior mean estimate of the slope coefficient of variable i in
equation ¢ of the VAR system in Eq. (1). It reflects an estimate of variable i’s persistence
conditional on the VAR system@

The corresponding metric that roughly determines the number of quarters that it takes to

revert back to the VAR’s implied steady state is

1
hi = FVAR® (2.14)
’ L—=py;

The horizon hj, at which the survey long-run forecast is combined with the VAR forecast

for variable 7 is set as
hi, = max {P2 b4, (2.15)

where PtQ — 1 specifies the minimum number of quarters prior to which the long-horizon survey
forecast takes over the VAR forecast. The max operator ensures that the hybrid forecast uses
the VAR forecast at least for the PtQ —2 quarters following the nowcast quarter. In our exercises
we set PtQ = 5 to reflect our preference for having a dynamic and informative forecast in the
short to medium term. We note that the choice of PtQ does not influence our results; setting
PtQ = 0 gives us very similar forecasting results because this choice binds only on real GDP
growth (for just one or two quarters), not other variables@

In our empirical forecasting exercises, over the forecast evaluation sample, the horizon at
which the survey long-run projection takes over has ranged between h = 5Q and h = 17Q for
CPI inflation, h = 9Q and h = 30Q for the federal funds rate, and h = 10Q and h = 27Q for
the unemployment rate; for real GDP growth, on the other hand, the horizon for combination

has remained steady at h = 5Q. In the interests of brevity, the figures that plot the evolution

the first exercise, the horizon for combination is set dogmatically at h = 25Q (i.e., seven years out), and in the
second exercise, it is set at h = 40Q (10 years out). The results indicate reduced gains in forecast accuracy for
the horizons of interest. The reduced effects are most notable in the specifications that include SV.

29The suggestion is roughly equivalent to generating unconditional forecasts far into the future (e.g. 40 quarters
out) from the VAR model and then determining, for each variable, the precise forecast horizon at which it
converges to its equilibrium value (i.e., implied steady state).

210ur results are robust if the forecast horizon for tilting uses an estimate (of persistence) that is obtained
by estimating a univariate regression AR(4) recursively (i.e., at each forecast origin) for the variable of interest.
The results are reported in Tables A19 and A20 in Section A15 of the supplementary appendix.

220ver our forecast evaluation sample, it takes roughly three quarters on average for the real GDP growth to
move back to trend growth for most forecast origins. By setting h = 5Q, we delay the takeover of the model
forecast by the survey long-run forecast by two quarters, and so permit the possibility of imposing conditions on
additional VAR forecast quarters (i.e., h = 2Q through h = 4Q) for which survey expectations are available.
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of the tilting horizon by variable and for each VAR model are relegated to Section A14 of the
supplementary appendix@

2.5 Results

2.5.1 Forecasting exercise

Our main question of interest pertains to whether we achieve meaningful improvements in the
forecast accuracy of the variables of interest (to monetary policymakers) by tilting the model-
based forecasts to match the modeler’s long-run value. In our examination, the modeler’s
long-run value equates to the (median of the) long-horizon SPF projections.

We answer this by performing a real-time out-of-sample forecasting evaluation over the
period 1994.Q1-2016.Q4. We begin by estimating our VAR models using real-time data from
1959.Q4 to 1993.Q4 and generating unconditional forecasts iteratively, one to forty quarters out.
Next, we re-estimate the models using an additional data point and again generate forecasts up
to 40 quarters out. We repeat this recursive exercise until 2016.Q3. That is, the last estimation
sample uses data from 1959.Q4 to 2016.Q3, and the forecasts span the period 2016.Q4-2026.Q3;
however, given that data for evaluation are available only until 2016.Q4, we can only evaluate
the one-step-ahead forecast. The forecasts generated through this recursive exercise are denoted
‘raw’ VAR forecasts. Next, we use the technique of relative entropy to tilt the one-step-ahead
‘raw’ VAR forecasts (i.e., predictive densities) generated in the previous step to match the SPF
nowcasts for real GDP growth, CPI inflation (and core CPI inﬂationlﬂ in the medium VAR),
the unemployment rate, and the federal funds rate. We denote the resulting tilted forecasts
(corresponding to all variables) ‘baseline’ forecasts. The ‘baseline’ forecasts tilt on the nowcasts
only (i.e., both the nowcast mean and variance). Next, we generate another set of forecasts,
but this time tilting the ‘raw’ VAR forecasts toward both the nowcasts and the survey long-
run projections for the same set of variables (as in the ‘baseline’ forecasts). We denote these
forecasts ‘hybrid’ forecasts. Finally, for each VAR model under consideration, we evaluate and
compare the point and density forecast accuracies among the raw VAR, baseline, and hybrid
forecasts in a pairwise fashion.

All of the tables (unless specified) are formatted so to facilitate quick comparisons across
raw, baseline, and hybrid forecasts for each model, as well as comparisons of raw forecasts

across models. The comparison of raw forecasts between small and medium VAR models helps

23For all VAR models except for the TVP-VAR SV and TVP-VAR models, the forecast horizon for combination
is determined based on the specification with a constant variance, and the same value of the combination horizon
is used for the counterpart specification that allows for SV. This facilitates more direct comparisons between
specifications for assessing the role of SV in the forecast accuracy. However, our results remain qualitatively
similar if we relax this restriction.

24 For core CPI inflation, the SPF nowcasts are not available until 2007.Q1. The inflation nowcasting models
of Knotek and Zaman (2017) or Modugno (2013) could be used to produce core CPI inflation nowcasts prior to
2007.Q1; however, for the sake of consistency and simplicity, we merely use core CPI nowcasts from the SPF
starting in 2007.Q1.
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in assessing the usefulness of additional variables for improving the accuracy of the core set
of variables. In addition, the formatting of the results helps in assessing whether tilting helps
more models that are inferior to begin With.ﬁ Tables 2.1-2.6 (and Tables A1-A4 in Section Al
of the supplementary appendix) report the real-time forecast accuracies of real GDP growth,
CPI inflation, the unemployment rate, the federal funds rate, and credit spreads (Tables A1-A4
also report accuracy results for the additional five variables), and allow a quick assessment of
the usefulness of the stochastic volatility for the forecast accuracy. Each table is split into two
panels. The left panel reports accuracy results of the VAR model with constant variance, while
the right panel reports results for the equivalent VAR model with stochastic volatility. For each
variable, the first row reports the MSEs (CRPS values for density forecasts) for the raw VAR
forecast, while the subsequent three rows report the relative MSEs (relative CRPS values for
density forecasts): the MSE of the baseline forecast relative to the raw forecast, the MSE of the
hybrid forecast relative to the raw forecast, and the MSE of the hybrid forecast relative to the
baseline forecast. The accuracy results are reported for forecast horizons of one (i.e., nowcast
quarter), four, eight, and 12 quarters out, respectively. The forecast evaluation is based on the
full sample spanning the period 1994.Q1 to 2016.Q4.

Results: Small VAR estimated with the longer sample

Table 2.1 reports the real-time point forecast accuracy from the Small VAR estimated with
data going back to 1959.Q4. A couple of things stand out immediately. First, allowing for SV
helps to improve the point forecast accuracy; however, the magnitudes of the improvements and
persistence in those gains vary across variables. The gains are strongest for CPI inflation and
persist throughout the forecast horizon; for real GDP growth, on the other hand, improvements
are achieved at least through four quarters out. The improvements for unemployment rate are
marginal and persist throughout. These findings are in line with those of Clark (2011) and
D’Agostino et al. (2013). For the federal funds rate and the credit spread, the improvements
are short-lived, as allowing for SV appears to worsen the forecast accuracy by four quarters
out and beyond. Second, across all variables, tilting towards the survey nowcasts improves
the forecast accuracy significantly in the nowcast quarter (i.e., h = 1Q). The relative MSE
is substantially below one for rows labelled ‘Baseline/Raw’ and ‘Hybrid/Raw’. These large
improvements suggest that the SPF nowcasts are significantly more accurate than the VAR
model’s one-step-ahead forecasts, which is consistent with the results of KCR and several other
studies documenting the usefulness of external nowcasts for models estimated purely with quar-
terly data (e.g. Knotek & Zaman, 2019). Looking across all of the rows labeled ‘Baseline/Raw’,
the spillover effects (on subsequent forecast horizons) from more accurate nowcasts last longer
for persistent variables, CPI inflation, the unemployment rate, and the federal funds rate. For

real GDP growth, the gains are relatively short-lived.

25For a convenient assessment of the effectiveness of tilting, please refer to Section A4 of the supplementary
appendix.
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In all rows labeled ‘Hybrid/Raw’, the ratios are less than one and are generally smaller
than those reported in the row immediately above (‘Baseline/Raw’), with few exceptions. This
suggests that tilting the VAR forecasts to match the survey long-horizon forecasts in addition
to the survey nowcasts leads to further improvements in accuracy. A notable difference across
the two rows (i.e., Hybrid/Raw vs. Baseline/Raw) is the significantly improved accuracy at
forecast horizons that are further out.

The rows labeled ‘Hybrid/Baseline’ facilitate our attempts to get a sense of the marginal
gains in accuracy from tilting towards the survey long-horizon over and above that from tilting
towards the survey nowcasts only. For example, eight quarters out, the hybrid forecast for
real GDP growth (in both VAR specifications) is 15% more accurate than the baseline fore-
cast on average, as is indicated by the ratio of 0.85. Digging deeper into error evaluation, the
improvements in the average accuracy of the real GDP growth forecast come mainly from the
Great Recession and the subsequent recovery. This is evident in Figure 2, which plots the
timeline of the cumulative sum of squared forecast errors for the horizon h = 8Q: beginning
around the height of the Great Recession and continuing until the end of evaluation sample,
the baseline forecast consistently underperforms the hybrid forecast. This is evident from the
fact that the plot that corresponds to the hybrid forecast lies below the baseline forecast begin-
ning at the Great Recession, and the divergence between the two increases over the remaining
evaluation sample. The pattern of an improved accuracy of hybrid forecasts around the crisis
period and beyond fits with the formal statistical assessment of a structural change at that
period (see Aastveit et al., 2017). This result suggests that the hybrid approach adjusts the
forecasts to accommodate the possible structural change. This is confirmed further by an in-
spection of recursive forecast trajectories (not shown). The baseline forecast calls for stronger
long-run projections, and as a result, the recursive baseline forecast trajectories continuously
over-predict growth. However, the recursive trajectories from the hybrid forecast track the ac-
tual data relatively better because they rely on professional forecasters’ assessments of a lower
growth potential of the economy, perhaps drawn from demographics or specific assessments of
technological change.

For CPI inflation, the forecast accuracy gains are substantially higher, are statistically
significant, and persist throughout; the hybrid forecast for CPI inflation is roughly 25% (11%
for the specification with SV) more accurate than the baseline forecast two years out, and 30%
(17% for the specification with SV) more accurate three years out. This is not surprising because
it is well known that the inflation process has exhibited pronounced changes in the underlying
trend since the 1950s, meaning that accounting for those changes turns out to be very important
for achieving an improved accuracy. Just as in the case of real GDP growth, Figure 2 shows
that hybrid forecasts have been substantially more accurate than baseline forecasts since the
post-crisis period. Unlike in the case of real GDP growth, the superior accuracy of the hybrid
CPI inflation forecasts is evident over the entire forecast evaluation sample preceding the Great

Recession. This improved accuracy prior to the Great Recession has been possible because
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tilting is helping to reduce the bias in the forecasts that is introduced by a failure to account
for the structural break of the mid-80s (i.e., estimating with a longer history). The sizable
divergence between the hybrid and baseline forecasts since the post-crisis period partly reflects
the fact that tilting is helping the hybrid forecasts to mitigate the misspecification issues that
result from a failure to account for structural breaks in both the mid-80s and the post-crisis
period.

The improvements in accuracy for the effective federal funds rate are of similar magnitudes
to those for CPI inflation. The combination of improved inflation forecasts and tilting on
judgmental survey-based long-run values of the federal funds rate results in highly accurate
forecasts of the federal funds rate. The average improvements in forecast accuracy over the
baseline forecast by the end of the third year are 30% (40% in the VAR specification with SV).
Figure 2 confirms the conjecture that tilting is helping hybrid forecasts to handle structural
change better.

Credit spread is a variable that is not tilted directly, but its accuracy is affected indirectly
through the spillover effects of variables that are tilted directly. Not surprisingly, the improved
accuracies of the federal funds rate, inflation, and real GDP growth are associated with an
improved accuracy of the credit spread. The magnitudes of the gains are similar to those seen
for the federal funds rate.

In the case of the unemployment rate, the average gains from tilting towards survey long-
horizon forecasts are small. As is evident from Figure 2, the marginal gains in accuracy reflect
the slightly more accurate hybrid forecasts over the Great Recession and the post-recovery
period.

Table 2.2 reports the corresponding accuracies of the density forecasts. A lower value of
CRPS is preferred, so negative entries in the rows labeled ‘Baseline - Raw’ suggest that the
baseline density forecast is more accurate than the raw density forecast on average. Similarly,
negative entries for ‘Hybrid - Raw’ suggest that the hybrid forecast is more accurate than the
raw forecast, and negative entries in the case of ‘Hybrid - Baseline’ suggest that the hybrid
density forecast is more accurate than the baseline forecast on average. The results of the
density forecast evaluation echo the results of the point forecast evaluation reported in Table
2.1. First, adding SV helps to improve the density forecasts, with the pattern of improvements
being quite similar to that in the point forecast assessment. Second, the baseline forecasts are
more accurate than the raw VAR forecasts, and the hybrid forecasts are more accurate than
either the baseline or the raw VAR forecasts. Third, the results illustrate that the density
forecast accuracy gains of the hybrid forecasts for CPI inflation, the federal funds rate, and
credit spreads are substantial, are statistically significant, and persist far into the future. Table
A5 in the supplementary appendix reports the density calibration diagnostics. For the VAR with
constant volatility, we find that the density forecasts are badly calibrated (which is consistent
with the findings of Rossi & Sekhposyan, 2014), with the exception of the nowcast quarter
(and the subsequent quarter) for both hybrid and baseline forecasts. SV helps to improve the
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calibration of the density forecasts via an improved coverage (i.e., predictions intervals that are
close to the nominal coverage of 70%), which is consistent with the findings of Clark (2011) and
D’Agostino et al. (2013). However, it generally remains the case (for forecast horizons beyond
the short-term) that density forecasts with SV are unable to pass all of the necessary statistical

tests (of PITS) to be categorized as calibrated correctly.

Results: Small VAR estimated with the post-1985 sample

Table 2.3 reports the real-time point forecast accuracy from the Small VAR estimated with
data going back to 1985. The results indicate similar patterns of accuracy improvements to
those seen in the case of the VAR estimated with the longer sample, with the gains being
smaller in magnitude but still statistically significant in many instances. SV helps to improve
the point forecast accuracy, but the gains are substantially smaller than in the case of the VAR
estimated with the longer sample. Just like in the previous case for the VAR with the longer
sample, the hybrid approach helps to improve the accuracy in both economically meaningful and
statistically significant ways for the real GDP growth, CPI inflation, the federal funds rate, and
the credit spread. One exception is the unemployment rate, in that the hybrid approach appears
to worsen the forecast accuracy; however, those deteriorations are not flagged as statistically
significant. In that regard, the results for the unemployment rate across the two VARs (longer
and shorter samples) are similar, as the accuracy gains in the VAR with the longer sample were
not statistically significant.

The plots in Figure 3 indicate that most of the accuracy improvements (or losses in the
case of the unemployment rate) for the hybrid approach (compared to the baseline) come
from the evaluation period beginning in 2010; i.e., coinciding with the sample period that
is thought to have undergone structural change. This is exactly where we would expect to
see gains for the hybrid forecasts from VARs estimated with data beginning after the well-
documented structural breaks of the mid-80s, and supports our conjecture that the hybrid
approach helps to accommodate structural breaks. Recall that the Federal Reserve adopted an
inflation targeting framework in 2012, and it is since then that the CPI inflation forecasts derived
from the hybrid approach have outperformed the baseline, with gains that are statistically
significant though marginal. We also point out that these two VAR specifications outperform
the VAR specifications estimated with a longer sample (see Table A12 in Section A4 of the
supplementary appendix for the formal rankings based on forecast performances).

Table 2.4 reports the corresponding accuracies of the density forecasts. The results of the
density forecast evaluation echo those of the point forecast evaluation reported in Table 2.3.
One exception is the unemployment rate: the worsening in the density forecast accuracy of the
hybrid forecasts is marginally significant, whereas in the case of the point forecast accuracy,
the deteriorations in accuracy of the hybrid forecasts generally were not statistically significant.
Table A6 in Section A2 of the supplementary appendix reports the density calibration diagnos-

tics. Interestingly, the raw forecasts for real GDP growth from the VAR with constant variance
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are calibrated correctly. SV helps to improve the calibration of the density forecasts signifi-
cantly for CPI inflation; for the unemployment rate and the federal funds rate, SV improves
the coverage rate but the density forecasts generally fail the statistical tests for categorization
as calibrated correctly. SV helps to widen the prediction intervals (width of the 70% bands),
which is consistent with the discussion by Clark (2011). Interestingly, we find in general that
the hybrid forecast helps to improve the calibration via an improved coverage (i.e., prediction
intervals that are close to the nominal coverage of 70%) only if the underlying (raw or baseline)
forecast to be tilted is calibrated better. However, there are exceptions. For CPI inflation, all
three forecasts (raw, baseline, and hybrid) from the VAR specification with SV appear to be
well-calibrated (based on p-values from the Kniippel test being greater than 0.10). A closer
inspection reveals that, of these three forecasts, the hybrid forecast could be characterized as
slightly better calibrated, as its coverage rates are generally closer to the nominal rate of 70%
than those of the other two.

The evidence of the hybrid approach helping to improve the calibration is more prominent
for the VAR specification with a constant variance. As can be seen, the raw CPI inflation
forecast is calibrated poorly, because the null hypothesis of a well-calibrated density is rejected
at the 10% significance level for all horizons (p-values from the Kniippel test are below 0.10).
This is supported further by the corresponding empirical coverage rates, which are well below
the nominal value of 70%. Beyond the short-term, the baseline forecast also fails the tests of
properly-calibrated densities. In contrast, the hybrid forecast appears to be well calibrated for
all forecast horizons shown, as the p-values (from the Kniippel test) are all above 0.10 and the

empirical coverage rates are much closer to the nominal value of 70%.

Results: Time-varying parameters VAR

Table 2.5 reports the real-time point forecast accuracies from the small-scale time-varying VAR
estimated with data going back to 1959.Q4. The specification with SV helps to improve the
point forecast accuracy for both real GDP growth and CPI inflation. For CPI inflation, the
results point to economically meaningful and statistically significant accuracy improvements
that are similar to those for time-invariant VARs (with and without SV). Specifically, for the
time-varying VAR with a constant variance, the magnitudes of the accuracy gains for hybrid
forecasts are similar to those seen earlier for the small VAR estimated with the longer sample
(e.g., the three-year-out hybrid is 30% more accurate than the baseline). For the time-varying
VAR specification with SV, the gains are relatively smaller and are similar to those seen for
the small VAR estimated with post-1985 data (e.g., the three-year-out hybrid forecast is 18%
more accurate than the baseline on average). We find that the time-varying VAR with SV is
among the most accurate of the models considered in this chapter (see Table A12 in Section
A4 of the supplementary appendix). In the cases of real GDP growth and the unemployment
rate, the time-varying VAR with a constant variance is a close competitor. However, for CPI

inflation, it is the combination of time-varying parameters and stochastic volatility that helps
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to position it as a good forecasting model. We suspect that the superior accuracy of the SV
specification over the constant-variance specification for CPI inflation is due in part to the
much tighter priors that are required for the SV specification. Our results echo the findings of
D’Agostino et al. (2013)@ For real GDP growth, the results indicate a smaller benefit from the
hybrid approach: even though they appear economically meaningful, they are not statistically
significant. As in the case of the VAR models discussed earlier, Figure 4 illustrates that most
of the gains from the hybrid approach come from the post-crisis period. In the case of the
unemployment rate, the results are very similar to those of the small VAR estimated with the
post-1985 sample. On average, the hybrid approach leads to inferior forecasts relative to the
baseline for the unemployment rate, but the losses are not significant statistically. These loses
come primarily from the post-crisis period.

Table 2.6 reports the corresponding accuracies of the density forecasts. The results of the
density forecast evaluation echo those of the point forecast evaluation reported in Table 2.5.
Table A7 in the supplementary appendix reports the density calibration diagnostics. Beyond
the nowcast quarter, the density forecasts from the specification with a constant variance are
calibrated badly. Allowing for SV helps to improve the calibration of the density forecasts
for real GDP growth and CPI inflation. For real GDP growth, the density forecasts from
the SV specification are calibrated correctly. For CPI inflation, the SV specification leads to
improvements in the coverage rates but generally fails the statistical tests for classification as

calibrated correctly.

Results: medium VAR

In the interests of brevity, the results for the medium VAR are relegated to Section Al of the
supplementary appendix. Here, we summarize our findings briefly. Firstly, the patterns of both
point and density forecast accuracy improvements for hybrid forecasts are generally similar to
those of the small VAR. Specifically, the results for the medium VAR estimated with the longer
sample echo the results reported for the small VAR with the longer sample. One difference
is that the magnitudes of the improvements for the hybrid forecasts are slightly smaller than
those reported for the small VAR.

Secondly, the additional variables in the medium VAR help to improve the accuracy of the
core variables of interest (relative to the small VAR), and therefore tilting helps slightly less with
the more accurate raw forecasts. The finding that the medium VAR generates more accurate
forecasts than the small VAR is in line with the results of Banbura et al. (2010) and Koop
(2013). The results for the medium VAR estimated with the shorter sample echo the results
reported for the small VAR with the shorter sample. Unlike in the case of estimation with the

longer sample, where the medium-sized VAR was favored over the small VAR, we do not find

26D’ Agostino et al. do not report results for a time-varying VAR without SV, but one can perform a rough
assessment by comparing the TVP-AR model with a time-varying VAR with SV (denoted TVP-VAR in their
paper) for inflation. The TVP-AR performs significantly worse than the time-varying VAR with SV.
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this pattern for VAR models estimated with the shorter sample.

Thirdly, the most useful aspect of the results for the medium VAR is the strong positive
spillover effects that are seen on the accuracies of the variables that are not tilted directly.
Impressive and statistically significant gains in the accuracy of forecasts derived from the hybrid
approach are achieved for core CPI inflation, wage compensation, nonfarm payroll employment,
and the credit spread. It is also worth highlighting the fact that adding core CPI inflation and
SV to the medium VAR helps to improve the accuracy of the raw CPI forecasts greatly. This
implies that tilting is less effective for CPI inflation for those specifications, but that it is very

effective in all medium VAR specifications for core CPI inflation.

Results: Hybrid vs. the Federal Reserve’s Greenbook

The results shown thus far largely support our conjecture that the hybrid approach assists in
mitigating misspecification issues by helping to accommodate possible structural change (due
to changing trends) to the extent that it is detected in real-time by professional forecasters.
As a final check in support of our conjecture, we performed an additional exercise comparing
the accuracy of our hybrid forecasts to that of the Federal Reserve’s Greenbook (GB). The
GB forecast can be thought of as a combination of model and judgement, and therefore will
be expected to handle structural change better than standard VARs. We confirm that this is
indeed the case, and, strikingly, that the hybrid forecasts for real GDP growth and CPI inflation
from our simple VARs are competitive with the GB forecasts. In the case of the unemployment
rate, the hybrid forecasts under-perform GB during the Great Recession but are competitive
with GB on average. Due to space constraints, the results are presented in Section A7 of the
supplementary appendix.

Overall, our point and density forecasting results using real-time data provide compelling
evidence that tilting VAR forecasts to match the long-run forecasts from the Survey of Profes-
sional Forecasters systematically leads to improved forecast accuracies for most variables over
the forecast horizons that are of interest to monetary policymakers. In general, our proposal
is more helpful for models that perform worse in raw form (i.e., raw VAR forecasts). Interest-
ingly, the rankings are generally maintained post-tilting; i.e., models that were ranked low prior
to tilting continue to be ranked low post-tilting, though the differences in accuracy are much

smaller (see Section A4 of the supplementary appendix)ﬂ

27 As a further check of the robustness of this statement, we estimate the small VAR with loose priors and assess
the extent to which our proposal helps to improve its accuracy. We find that this VAR specification is ranked the
lowest (as would be expected) prior to tilting, gains the most from tilting in terms of accuracy improvements,
and remains ranked at the bottom post-tilting, but with a significantly reduced margin relative to the next best
model. The results of this exercise are reported in Section A5 of the supplementary appendix.
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2.5.2 Inflation forecast accuracy of the tilted VAR compared to univariate

benchmarks

Tilting the VAR forecasts to match the long-horizon survey forecasts leads to meaningful gains
in forecast accuracy for most variables, and the gains in point forecast accuracy are substan-
tial for nominal variables such as price inflation and wage inflation. Given these results, we
investigate how the accuracy of inflation forecasts from the tilting approach compares to those
from hard-to-beat univariate benchmark models. Accordingly, we next compare the inflation
forecast accuracy from our medium VAR (with and without stochastic volatility) using the
three best-known univariate benchmarks: a random walk model (Atkeson and Ohanian, 2001),
the univariate unobserved component with stochastic volatility (UCSV) model of Stock and
Watson (2007), and Faust and Wright’s (2013) inflation in gapFE]

Random walk model of Atkeson and Ohanian (2001). For our forecasting exercise,
the forecasts of CPI inflation into the future are computed by averaging the previous four
available quarterly annualized readings of the CPI.

To ensure a fair horse race, we set ;41 equal to the survey nowcast
7A1't+h = 0.25(7%75_5_1 + 7+ 1 + ’7Tt_2) for h >= 2. (216)

Univariate unobserved component with stochastic volatility (UCSV) model of
Stock and Watson (2007). The superior accuracy of this model for forecasting inflation is
documented well in numerous studies. The model decomposes inflation into two components,
a stochastic trend component and a transitory component, and assumes time-varying variances
of the respective shocks to these two components. The specification of this model is as follows

(for ease of exposition, we retain the notation used by Stock & Watson, 2007):

ln(ag’t) = ln(oit,l) + Ve g, where v, is i.i.d. N(0,72).

T = Tt + N, where 7y = 0y Coy and (,y is 1.d. N(0,1q) (2.17)

Tt — Tt—1 + Et, where Et = 0'571545775 and C&,t is 1.i.d. N(O, Il) (218)
ln(ag’t) = ln(afm,l) +vp i, where v, is i.i.d. N(0,71) (2.19)
(2.20)

The model forecast for inflation an infinite number of quarters into the future is simply the
model’s current estimated trend inflation rate]
To ensure a fair horserace, we set 7.1 equal to the survey nowcast. For forecasts h >= 2,

we estimate the model through ¢ 4 1, treating the survey nowcast as data and computing the

28Gee Tallman and Zaman (2017) for a broader examination of the forecasting properties of other models, as
well as of these two.

2°The scalar parameters 41 and «; determine the smoothness of the stochastic volatility process. Following
Stock and Watson (2007), we fix both at 0.2.
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updated trend estimate:
ﬁ-t+h = 7A't;t+1 for h >= 2. (221)

Inflation in gap model of Faust and Wright (2013). This model is patterned along the
lines of Faust and Wright’s univariate AR1 inflation in gap model. According to this model, CPI
inflation (quarterly annualized rate) is modeled as a gap, where ‘gap’ is defined as a deviation

from a trend, which for CPI inflation is taken to be the SPF long-horizon forecast:

ﬂ_tGap =g+ Oélﬂﬁaf + &¢, gt ~ N (0,0’2) y (222)

where 77% = 7, — gSPF LR,

The estimated model is used iteratively to produce forecasts h periods ahead. The forecasts
are of the gap (i.e., the CPI inflation gap), and to it we add the latest available estimate of the
SPF trend (as of forecast origin t) to get the implied forecast of the CPI inflation.

Table 2.7 reports the results from a comparison of the out-of-sample CPI inflation forecasting
performances (both point and density) across five models: Medium VAR est. 1960, Medium
VAR SV est. 1960, random walk model, UCSV model, and Faust and Wright’s inflation in gaps
model. Also included is the forecasting performance of the SPF survey itself. Since the SPF
covers only forecast horizons h = 1Q to h = 5Q), its entries in the table for h = 8Q and h = 12Q
are blank. The top portion of the table reports the results that correspond to the full evaluation
sample, while the lower portion corresponds to the pre-crisis sample (i.e., 1994.Q1 to 2006.Q4).
The left panel reports an accuracy comparison of the Medium VAR (with constant variance)
with the univariate forecasts and the right panel reports an accuracy comparison of the Medium
VAR with SV to the same univariate forecasts.

As is shown by the numbers reported in the table, the hybrid CPI point forecasts are at
least competitive with univariate forecasts and more accurate in many cases, with several of
those gains being flagged as statistically significant. This result holds for each of the forecast
evaluation samples.

In regard to the density forecast accuracy, the UCSV forecast is substantially superior to
the baseline forecast obtained from the Medium VAR with constant volatility (as evidenced by
positive values), and the gains are statistically significant throughout. However, relative to the
hybrid forecast, the UCSV forecast is competitive through most of the forecast horizons but
slightly more accurate at the longer horizons (with the gain being marginally significant). In the
case of the Medium VAR specification with SV, both the baseline and hybrid density forecasts
are competitive to the UCSV forecasts. These results suggest that combining the long-horizon
survey forecasts with the VAR forecasts improves the density forecasts notably. Adding SV
helps to improve the density forecast accuracy of the hybrid forecasts further.

The evidence that the multivariate model (VAR) estimated using a sample that goes back

to 1960, when tilted towards survey long-horizon forecasts, generates inflation forecasts that
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rival both the point and density forecast accuracies of forecasts from tough benchmarks is a
worthwhile result, because policymakers at central banks who are faced with inflation targeting
may benefit from using models that allow for feedback between policy, the real economy and
inflation. Such models have been known to underperform simple univariate approaches in terms
of forecasting inflation, at times significantly so. An examination of our exercises suggests
that the modeling technique that we propose and illustrate may have some useful payoffs for

policymakers.

2.6 Conclusions

This chapter proposes a technique for adjusting the medium- and long-horizon forecasts from a
VAR toward plausible values that are proposed by judgmental forecasters. We construct hybrid
forecasts that consist of survey nowcasts, VAR forecasts, and long-horizon survey projections.
Specifically, by applying the flexible and powerful technique of relative entropy, we tilt the VAR
forecast both in the near term with the survey nowcast and in the long run with the survey
long-run projection. The horizon at which the long-run survey projection is combined with the
VAR forecast is variable-specific and is determined by the variable’s estimated persistence at
the forecast origin.

We consider the efficacy of our proposal on a variety of VAR models estimated using Bayesian
methods. We find that all of the models examined benefit through an improved accuracy, with
the largest gains in forecast accuracy being seen in models that are estimated with longer his-
tories and the smallest gains for models that attempt to accommodate structural changes. We
find that tilting VAR forecasts to match the long-run forecasts from the Survey of Professional
Forecasters systematically leads to improvements in forecast accuracy, as is indicated by the
lower MSE and lower CRPS values for most variables over the forecast horizons that are of
interest to monetary policymakers (i.e., one to three years out). The greatest gains in accuracy
are achieved for variables that are believed to have undergone marked shifts in their permanent
components (e.g. inflation and the federal funds rate). We also show substantial forecast accu-
racy improvements for a host of variables (such as compensation, payroll employment, credit
spread) that are not tilted directly but are affected through the spillover effects of the tilted
variables.

We also show that hybrid inflation forecasts from simple VAR models rival those of relatively
accurate univariate benchmark models. We view this as a useful and practical contribution
because the many frustrations of monetary policymakers include the inability of multivariate
models, which allow for feedback effects from policy to the real economy and inflation, to match
the forecasting performances of univariate forecasting models.

Finally, we show that all of the models considered display demonstrable improvements in
the forecast accuracies of hybrid forecasts for real GDP growth and CPI inflation over the last

decade (i.e., from the Great Recession to the present), which coincides with the time period

52



that is associated with possible structural change. These results lead us to view our proposal as
a low-cost method for mitigating model instability issues that may arise from structural shifts

caused by moving end points.
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Figure 2.2: Results of the small VAR est. 1960: cumulative squared errors (top) and cumulative
CRPS (bottom).
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Figure 2.3: Results of the small VAR est.
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Table 2.1: Out-of-sample point forecasting performance: small BVAR est. 1960.

Full sample (recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV
h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q

GDP
Raw 4.35 7.19 6.55 6.20 3.67 6.68 6.61 6.26
Relative MSE
Baseline/Raw 0.62%** 1.01 1.05%* 1.02 0.74** 1.00 1.01 1.00
Hybrid/Raw 0.62***  0.94 0.91 1.00 0.74**  0.90** 0.86* 0.98
Hybrid /Baseline  1.00 0.93* 0.86* 0.98* 1.00 0.90%* 0.85** 0.98
CPI
Raw 3.11 5.61 6.70 8.52 2.94 5.26 5.50 6.50
Relative MSE
Baseline/Raw 0.33**%*  0.90** 0.95 0.92* 0.35***%  0.86*%** (.99 0.94***
Hybrid /Raw 0.33%*F*  (.83%**  0.71%¥FF  (.61%** 0.35***  (.85%** (.88* 0.79%**
Hybrid /Baseline  1.00 0.92* 0.75%**%  0.67*F** 1.00 1.00 0.89%** 0.83***
UR
Raw 0.05 0.64 2.41 3.78 0.05 0.60 2.39 3.75
Relative MSE
Baseline/Raw 0.29%**  (.73* 0.92 0.95 0.32%** (. 73%* 0.90* 0.96
Hybrid/Raw 0.29%**  (.75%* 0.90 0.95 0.32%*F*  (.74%* 0.87 0.97
Hybrid /Baseline  1.00 1.03 0.98 0.99 1.00 1.01 0.97 1.00
FFR
Raw 0.19 2.11 6.12 10.16 0.10 2.12 7.17 11.66
Relative MSE
Baseline/Raw 0.03***  0.68*%** (.87** 0.93*** 0.05***%  0.63%** (.85*** (.92%*
Hybrid /Raw 0.03***  0.77*%* 0.77* 0.65*** 0.05***  0.64%**  (0.68***  (.57***
Hybrid /Baseline  1.00 1.13* 0.88* 0.70*** 1.00 1.02 0.80** 0.62%**
Credit spread
Raw 0.09 0.67 1.14 1.28 0.08 0.73 1.30 1.53
Relative MSE
Baseline/Raw 0.77* 0.95%*%*  0.97F**  (0.99 0.89**  0.99 0.98%* 0.99*
Hybrid/Raw 0.80 0.94* 0.85%**  (.85%** 0.89**  0.93%**  (.80*** (.72%**
Hybrid /Baseline  1.04 1.00 0.87***  (.86*** 0.99 0.94%* 0.81%** (. 73*%**

Notes: GDP: quarterly annualized real GDP growth rate; CPI: quarterly annualized inflation rate; UR: unemployment rate in levels; FFR:

effective federal funds rate in levels; credit spread: in levels. The raw forecast is defined as the unconditional forecast from the VAR. The

baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts only (both mean and variance). The hybrid forecast is

defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left panel

reports results for the VAR specification with a constant variance and the right panel reports results for the VAR specification with

stochastic volatility. The numbers reported in the rows labeled ‘Raw’ are the mean squared error (MSE), while the three rows below report

relative MSEs: baseline relative to raw, hybrid relative to raw, and hybrid relative to baseline. The table reports statistical significance

based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator, with the test statistic

adjusted for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997). *, ** and *** indicate significance at the

10%, 5% and 1% levels, respectively. The test statistics use two-sided standard normal critical values.
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Table 2.2: Out-of-sample density forecasting performance: small BVAR est. 1960.

Full sample (recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV

h=1Q h =4Q h =8Q h =12Q h=1Q h =4Q h =8Q h =12Q
GDP
Raw 1.21 1.48 1.43 1.41 1.08 1.39 1.42 1.42
Relative CRPS
Baseline - Raw —0.28*** 0.01 0.05** 0.01 —0.15%** 0.00 0.01 0.00
Hybrid - Raw —0.29%%* —0.04 —0.02 —0.01 —0.15%%*  —0.06** —0.05 0.00
Hybrid - Baseline 0.00 —0.05* -0.07 —0.02 0.00 —0.06** —0.07 0.01
CPI
Raw 0.95 1.22 1.42 1.57 0.95 1.20 1.34 1.46
Relative CRPS
Baseline - Raw —0.38***  —(.07F*F* —0.04 -0.02 —0.37**¥F (. 11%*%* -0.03 —0.05**
Hybrid - Raw —0.38%**% (. 12%F*  _(0.22%FF  _(.26*** —0.37F*FF (. 11%F*+* —0.09 —0.12%**
Hybrid - Baseline 0.00 —0.05%**%  —(.18%**  _(.24%** 0.00 0.00 —0.06* —0.07*
UR
Raw 0.12 0.40 0.80 1.07 0.12 0.37 0.79 1.05
Relative CRPS
Baseline - Raw —0.05***  —0.06** —0.04 —0.02 —0.05***  —0.06** —0.05* —0.02
Hybrid - Raw —0.05***%  —0.06** —0.05 —0.02 —0.05***%  —0.05%* —0.06 0.00
Hybrid - Baseline 0.00 0.00 —0.01 0.01 0.00 0.00 —0.01 0.02
FFR
Raw 0.28 0.84 1.43 1.87 0.17 0.78 1.54 2.04
Relative CRPS
Baseline - Raw —0.24***%  —(.13%** —0.08* —0.06** —0.13**¥*%  —0.16*%** —(0.13%** —0.06**
Hybrid - Raw —0.24**¥*%  —0.10** —0.15* —0.33%** —0.13**¥*%  —0.15%**  _Q.27¥FF  _(.43***
Hybrid - Baseline 0.00 0.03* —0.07 —0.28%** 0.00 0.01* —0.14** —0.37*%*
Credit spread
Raw 0.15 0.43 0.59 0.65 0.14 0.45 0.66 0.75
Relative CRPS
Baseline - Raw —0.01**  —0.01%** —0.01* 0.00 —0.01%*  —0.01*** —0.01 0.00
Hybrid - Raw —0.01%* —0.01 —0.06***  —0.07*F** —0.01%*  —0.02%**  —0.08%**  —(.11***
Hybrid - Baseline 0.00 0.00 —0.05%*FF  —0.07*** 0.00 —0.02%F%  —0.08%**  —(.11%**

Notes: GDP: quarterly annualized real GDP growth rate; CPI: quarterly annualized inflation rate; UR: unemployment rate in levels; FFR:
effective federal funds rate in levels; credit spread: in levels. The raw forecast is defined as the unconditional forecast from the VAR. The
baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts only (both mean and variance). The hybrid forecast is
defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left panel
reports results for the VAR specification with a constant variance and the right panel reports results for the VAR specification with
stochastic volatility. The numbers reported in the rows labeled ‘Raw’ are the mean cumulative ranked probability score (CRPS), while the
three rows below report relative CRPS values: baseline relative to raw, hybrid relative to raw, and hybrid relative to baseline. A lower
value for CRPS is preferable, meaning that a negative value in the row labeled ‘Hybrid - Baseline’ suggests that, on average, the hybrid
forecast is more accurate than the baseline forecast. The table reports statistical significance based on the Diebold-Mariano and West test
with the lag h — 1 truncation parameter of the HAC variance estimator, with the test statistic adjusted for the finite sample correction
proposed by Harvey, Leybourne, and Newbold (1997). *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively. The

test statistics use two-sided standard normal critical values.
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Table 2.3: Out-of-sample point forecasting performance: small BVAR est. 1985.

Full sample (recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV
h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q

GDP
Raw 3.43 6.23 6.65 6.46 3.42 6.07 6.51 6.62
Relative MSE
Baseline/Raw 0.79**  0.93 1.00 1.03%%* 0.79%*  0.96 1.01 1.00
Hybrid/Raw 0.79** 0.96 0.89* 0.96 0.79**  0.98 0.85%**  (.92**
Hybrid /Baseline  1.00 1.02 0.89%* 0.93* 1.00 1.02 0.84***  (.92*
CPI
Raw 2.95 4.71 5.11 6.12 2.77 4.79 4.67 5.50
Relative MSE
Baseline/Raw 0.35%*%* 1.00 1.00 1.00 0.37**¥*%  0.95%** 1.05 1.02
Hybrid/Raw 0.35%*%* 0.95 0.88***  ().87*** 0.37**¥% 0.91%** 0.97 0.89%***
Hybrid/Baseline  1.00 0.95%**%  (.88%** (. 87** 1.00 0.96* 0.93** 0.88%***
UR
Raw 0.04 0.48 2.22 3.94 0.04 0.46 2.09 3.84
Relative MSE
Baseline/Raw 0.35%**  (.75% 0.84 0.93 0.35%**%  0.76%* 0.86 0.92*
Hybrid/Raw 0.35%**  0.86 0.96 0.99 0.35%**%  0.87%** (.97 0.96
Hybrid/Baseline 1.00 1.14 1.14 1.06 1.00 1.15* 1.13 1.03
FFR
Raw 0.08 1.95 6.79 10.58 0.08 1.95 6.85 11.33
Relative MSE
Baseline/Raw 0.06***  0.57*** (.81** 0.94 0.06***  0.57*%** (.81*** (.93*
Hybrid /Raw 0.06***  0.57*** (0.71** 0.75 0.06***  0.57*F** (. 72%*%F  (.76%*
Hybrid /Baseline  1.00 1.00 0.87* 0.80* 1.00 1.00 0.89 0.82**
Credit spread
Raw 0.09 0.63 1.06 1.12 0.09 0.66 1.09 1.19
Relative MSE
Baseline/Raw 0.72%*  0.91%*  1.00 1.07 0.84**  0.91**  0.99 1.00
Hybrid/Raw 0.73** 0.93 0.91 0.97 0.82* 0.90%* 0.94 0.92*
Hybrid/Baseline  1.02* 1.02 0.91 0.91* 0.98 0.99 0.95 0.92*

Notes: GDP: quarterly annualized real GDP growth rate; CPI: quarterly annualized inflation rate; UR: unemployment rate in levels; FFR:
effective federal funds rate in levels; credit spread: in levels. The raw forecast is defined as the unconditional forecast from the VAR. The
baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts only (both mean and variance). The hybrid forecast is
defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left panel
reports results for the VAR specification with a constant variance and the right panel reports results for the VAR specification with
stochastic volatility. The numbers reported in the rows labeled ‘Raw’ are the mean squared error (MSE), while the three rows below report
relative MSEs: baseline relative to raw, hybrid relative to raw, and hybrid relative to baseline. The table reports statistical significance
based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator, with the test statistic
adjusted for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997). *, ** and *** indicate significance at the

10%, 5% and 1% levels, respectively. The test statistics use two-sided standard normal critical values.
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Table 2.4: Out-of-sample density forecasting performance: small BVAR est. 1985.

Full sample (recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV

h=1Q h =4Q h =8Q h =12Q h=1Q h =4Q h =8Q h =12Q
GDP
Raw 1.04 1.37 1.41 1.37 1.05 1.36 1.43 1.43
Relative CRPS
Baseline - Raw —0.11%* -0.03 0.01 0.04%** —0.13%** —0.03* -0.01 0.00
Hybrid - Raw —0.11%* —0.03 —0.10* —0.02 —0.13%** —0.03 —0.10%** —0.03*
Hybrid - Baseline 0.00 0.00 —0.11** —0.06** 0.00 0.01 —0.09*** 0.03*
CPI
Raw 0.94 1.14 1.20 1.33 0.92 1.14 1.16 1.26
Relative CRPS
Baseline - Raw —0.36%** —0.02 0.00 0.01 —0.35%**%  —(.04%** 0.00 —0.01
Hybrid - Raw —0.36**¥*  —0.06*%* —0.10%** —0.11*** —0.35%*¥*%  —0.08%**  —0.05** —0.06%**
Hybrid - Baseline 0.00 —0.04%*  —0.11%%F  —(.13%** 0.00 —0.04** —0.04** —0.05***
UR
Raw 0.12 0.36 0.80 1.13 0.11 0.35 0.76 1.11
Relative CRPS
Baseline - Raw —0.05%** —0.05* —0.04 —0.02 —0.04***%  —0.05%** —0.05* —0.04*
Hybrid - Raw —0.05%** —0.03 0.00 0.00 —0.04***%  —0.03** —0.02 —0.04
Hybrid - Baseline 0.00 0.02* 0.04* 0.02 0.00 0.02** 0.04 0.00
FFR
Raw 0.16 0.78 1.48 1.86 0.15 0.75 1.47 1.92
Relative CRPS
Baseline - Raw —0.12%¥*%  _(.19%** (. 12%** —0.05 —0.12%*¥*%  _(.19%**  —(0.15%** —0.08*
Hybrid - Raw —0.12%**  —(0.20%** —0.21%* —0.23 —0.12%**  —(0.19%**  _(.22%** —0.27**
Hybrid - Baseline 0.00 0.00 —0.09 —0.19* 0.00 0.00 —0.07 —0.20%*
Credit spread
Raw 0.15 0.43 0.57 0.62 0.15 0.43 0.57 0.62
Relative CRPS
Baseline - Raw —0.02%* —0.02* 0.00 0.02 —0.01%*  —0.02%**  —0.01** —0.01***
Hybrid - Raw —0.02** —0.02 —0.03* —0.03 —0.01%* —0.02%* —0.03*%* —0.02*
Hybrid - Baseline 0.00 0.00 —0.03* —0.04* 0.00 0.00 —0.02%* —0.02*

Notes: GDP: quarterly annualized real GDP growth rate; CPI: quarterly annualized inflation rate; UR: unemployment rate in levels; FFR:
effective federal funds rate in levels; credit spread: in levels. The raw forecast is defined as the unconditional forecast from the VAR. The
baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts only (both mean and variance). The hybrid forecast is
defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left panel
reports results for the VAR specification with a constant variance and the right panel reports results for the VAR specification with
stochastic volatility. The numbers reported in the rows labeled ‘Raw’ are the mean cumulative ranked probability score (CRPS), while the
three rows below report relative CRPS values: baseline relative to raw, hybrid relative to raw, and hybrid relative to baseline. A lower
value for CRPS is preferable, meaning that a negative value in the row labeled ‘Hybrid - Baseline’ suggests that, on average, the hybrid
forecast is more accurate than the baseline forecast. The table reports statistical significance based on the Diebold-Mariano and West test
with the lag h — 1 truncation parameter of the HAC variance estimator, with the test statistic adjusted for the finite sample correction
proposed by Harvey, Leybourne, and Newbold (1997). *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively. The

test statistics use two-sided standard normal critical values.
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Table 2.5: Out-of-sample point forecasting performance: small TVP-VAR.

Full sample (recursive evaluation: 1994.Q1-2016.Q4)

Small TVP VAR Small TVP VAR with SV
h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q

GDP
Raw 4.65 6.91 6.33 6.00 3.99 6.55 6.24 6.08
Relative MSE
Baseline/Raw 0.58%**  (.95%* 1.03 1.00 0.68***  (.92%* 0.98 1.01%*
Hybrid/Raw 0.58*** (.98 0.93 1.04%* 0.68***  (.86** 0.90 1.01
Hybrid/Baseline  1.00 1.03 0.90 1.05 1.00 0.94 0.92 0.99
CPI
Raw 3.41 6.01 6.65 7.82 3.10 5.21 5.45 6.25
Relative MSE
Baseline/Raw 0.30%**  (0.91** 0.95 0.95*** 0.33***  (.93%* 0.94%%*  (.96%*
Hybrid/Raw 0.30%**%  (0.82*%**  (0.69%** (.67F** 0.33***%  (.88%** (.82%** () 79¥**
Hybrid /Baseline  1.00 0.91%%*%  (.73%**  (0.70** 1.00 0.94* 0.88** 0.82%**
UR
Raw 0.05 0.49 1.98 3.16 0.05 0.50 2.04 3.36
Relative MSE
Baseline/Raw 0.32%*%%  (0.82*%** (.93* 0.98 0.34***  (.82%* 0.93 0.98
Hybrid /Raw 0.32***  0.91 1.04 1.13 0.34%**  0.84*** 1.00 1.09
Hybrid /Baseline  1.00 1.11 1.12 1.16 1.00 1.03 1.08 1.11

Notes: GDP: quarterly annualized real GDP growth rate; CPI: quarterly annualized inflation rate; UR: unemployment rate in levels. The
raw forecast is defined as the unconditional forecast from the VAR. The baseline forecast is defined as the raw VAR forecast tilted towards
survey nowcasts only (both mean and variance). The hybrid forecast is defined as the raw VAR forecast tilted towards both survey
nowcasts (both mean and variance) and long-horizon forecasts. The left panel reports results for the VAR specification with a constant
variance and the right panel reports results for the VAR specification with stochastic volatility. The numbers reported in the rows labeled
‘Raw’ are the mean squared error (MSE), while the three rows below report relative MSEs: baseline relative to raw, hybrid relative to raw,
and hybrid relative to baseline. The table reports statistical significance based on the Diebold-Mariano and West test with the lag h — 1
truncation parameter of the HAC variance estimator, with the test statistic adjusted for the finite sample correction proposed by Harvey,
Leybourne, and Newbold (1997). *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively. The test statistics use

two-sided standard normal critical values.
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Table 2.6: Out-of-sample density forecasting performance: small TVP-VAR.

Full sample (recursive evaluation: 1994.Q1-2016.Q4)

Small TVP VAR Small TVP VAR with SV

h=1Q h =4Q h=8Q h=12Q h=1Q h =4Q h =28Q h =12Q
GDP
Raw 1.27 1.49 1.44 1.42 1.14 1.42 1.35 1.33
Relative CRPS
Baseline - Raw —0.34**¥*%  —0.04** 0.01 —0.01 —0.21**¥*%  —0.07** 0.00 0.01
Hybrid - Raw —0.34%** —-0.01 —0.04 0.02%* —0.21%%*%  —(.12%* —0.05 0.02
Hybrid - Baseline 0.00 0.02 —0.06 0.03* 0.00 —0.05* —0.05 0.01
CPI
Raw 1.03 1.30 1.45 1.54 1.01 1.18 1.27 1.33
Relative CRPS
Baseline - Raw —0.45%**  —0.08%**  —0.04** —0.03*** —0.42%¥F  —0.07F*¥*  —0.05%** —0.02%**
Hybrid - Raw —0.45%*¥*%  —0.11**  —0.18%*  —(0.19** —0.42%%% Q. 11**¥*  —(.12%* —0.10**
Hybrid - Baseline 0.00 -0.03 —0.14** —0.15% 0.00 —0.04*** —0.06* —0.08**
UR
Raw 0.12 0.38 0.76 0.99 0.12 0.38 0.80 1.08
Relative CRPS
Baseline - Raw —0.05%**  —0.04*** —0.03** —0.01 —0.05%**  —(0.04%** —0.02 0.00
Hybrid - Raw —0.05***%  —0.04** —0.02 0.04 —0.05**¥*%  —(.05%** —0.02 0.01
Hybrid - Baseline 0.00 0.01 0.02 0.05 0.00 0.00 0.00 0.01

Notes: GDP: quarterly annualized real GDP growth rate; CPI: quarterly annualized inflation rate; UR: unemployment rate in levels. The
raw forecast is defined as the unconditional forecast from the VAR. The baseline forecast is defined as the raw VAR forecast tilted towards
survey nowcasts only (both mean and variance). The hybrid forecast is defined as the raw VAR forecast tilted towards both survey
nowcasts (both mean and variance) and long-horizon forecasts. The left panel reports results for the VAR specification with a constant
variance and the right panel reports results for the VAR specification with stochastic volatility. The numbers reported in the rows labeled
‘Raw’ are the mean cumulative ranked probability score (CRPS), while the three rows below report relative CRPS values: baseline relative
to raw, hybrid relative to raw, and hybrid relative to baseline. A lower value for CRPS is preferable, meaning that a negative value in the
row labeled ‘Hybrid - Baseline’ suggests that, on average, the hybrid forecast is more accurate than the baseline forecast. The table reports
statistical significance based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance
estimator, with the test statistic adjusted for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997). *, ** and

*** indicate significance at the 10%, 5% and 1% levels, respectively. The test statistics use two-sided standard normal critical values.
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Table 2.7: CPI inflation real-time out-of-sample point forecasting performance.

Panel A: Full sample (recursive evaluation: 1994.Q1-2016.Q4)

Medium VAR est. 1960

Medium VAR with SV est. 1960

CPI inflation

h=2Q h=4Q h=8Q h=12Q

h=2Q h=4Q h=8Q h=12Q

MSE
Hybrid

Relative MSE
Hybrid/RW (AO)
Hybrid/UCSV (SW)
Hybrid /FW
Hybrid/SPF

Relative CRPS
Baseline - UCSV
Hybrid - UCSV

4.36 4.58 4.55 4.91

0.86*  0.90%  0.84%  0.93%*
0.98 1.00 0.94 1.00
0.98 1.00 0.93%%  0.95%*
1.08 1.05 N/A  N/A

0.02 0.08***  (.12%4¢  (0.21**
—0.01 0.03 0.02 0.07*

4.50 4.47 4.57 4.95

0.88%  0.89%*  (0.84%  0.93%*
1.00 0.99 0.94 1.00
1.00 0.99 0.93%*  0.95%*
1.10 1.04 N/A  N/A

0.04 0.00 0.01 0.06
0.01 0.02 0.00 0.08

Panel B: Pre-crisis sample (recursive evaluation: 1994.Q1-2006.Q4)

Medium VAR est. 1960

Medium VAR with SV est. 1960

CPI inflation

h=2Q h=4Q h=8Q h=12Q

h=2Q h=4Q h=8Q h=12Q

MSE
Hybrid

Relative MSE
Hybrid/RW (AO)
Hybrid/UCSV (SW)
Hybrid/FW
Hybrid/SPF

Relative CRPS
Baseline - UCSV
Hybrid - UCSV

1.47 1.57 1.79 1.86
0.96 0.91 0.79 0.88
1.01 1.00 0.91 0.93

1.01 0.98 0.94 0.87
0.99 0.94 N/A  N/A

0.01 0.06 0.11 0.32%#*
0.01 0.04 0.06 0.11

1.35 1.45 1.71 1.89

0.89 0.84%  0.75%  0.89
0.93 0.92 0.87 0.94
0.92 0.90 0.89 0.88
0.91 0.87 N/A  N/A

0.00 —0.02 -0.01 0.08**
—0.02 —0.03 —0.05 0.02

Notes: The first row in each panel reports the mean squared error (MSE) that corresponds to the hybrid forecast obtained from a medium

BVAR. Rows 2 to 5 report relative MSEs, meaning that a ratio of less than 1 indicates that, on average, the hybrid forecast is more

accurate than the respective univariate forecast. Row 6 reports the relative CRPS values of the baseline density forecasts relative to UCSV,

where a negative value suggests that the baseline density forecast is more accurate on average. Row 7 reports the relative CRPS of the

hybrid density forecast relative to UCSV, with a negative value suggesting that the hybrid density forecast is more accurate on average.

The table reports statistical significance based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC

variance estimator, with the test statistic adjusted for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *,

** and *** indicate significance at the 10%, 5% and 1% levels, respectively. The test statistics use two-sided standard normal critical

values. All models use the SPF nowcast for the one-step-ahead forecast; as a result, the relative MSE is equal to one and is not reported.
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Chapter 3

Real-Time Density Nowcasts of US
Inflation: A Model-Combination
Approach

Based on the paper: Knotek, E.S., IT and Zaman, S. (2020). Real-Time density nowcasts of US
inflation: A model-combination approach. Federal Reserve Bank of Cleveland, Working Paper
No. 20-31.

3.1 Introduction

Inflation developments are of interest to policymakers, forecasters, financial market participants,
and the general public. This interest includes not only the point forecast but also the range
of potential inflation outcomes and their probability of occurring—i.e., the density forecast.
Building on the literature that finds that the accuracy of multistep point forecasts can be
improved by conditioning on high-quality point nowcasts, Kriiger, Clark, and Ravazzolo (2017)
and Tallman and Zaman (2020) document that conditioning quarterly macroeconomic models
with both nowcast means and nowcast densities leads to improvements in the accuracy of
multistep point and density forecasts, especially for inﬂationm Realizing these gains in practice
requires relatively accurate nowcast means and nowcast densities for inflation. Previous research
by Modugno (2013), Monteforte and Moretti (2013), Breitung and Roling (2015), Knotek and
Zaman (2017), and Clement (2017) has developed mixed-frequency approaches to nowcast U.S.
inflation, with an exclusive focus on point nowcast accuracy. In this chapter, we develop a
flexible framework that uses model-combination strategies with three classes of mixed-frequency
models to generate highly accurate point and density nowcasts for U.S. inflation.

The past two decades have seen considerable growth in the density forecasting and density

'E.g., Faust and Wright (2013) and Knotek and Zaman (2019) find that conditioning quarterly macro models
with more accurate jumping-off points from external nowcasts improves multistep forecast accuracy.

65



nowcasting literatureﬂ Density forecasts help to illuminate the balance of risks around point
forecasts (e.g., Rossi, 2014; Mazzi, Mitchell, and Montana, 2014) and strengthen the “credi-
bility” of forecasts (Wright, 2019). However, recent work on density nowcasting has focused
on real GDP growth and other indicators of real economic activity. The paper that comes
closest to the notion of inflation density nowcasting is Garratt, Mitchell, and Vahey (2014), but
there the nowcasts are one-step-ahead forecasts from models estimated with quarterly data;
intra-quarterly daily, weekly, and monthly data are not used, and hence the density nowcast
estimates are largely unchanged during the quarter.

We contribute to the density nowcasting literature by proposing a flexible framework to pro-
duce both point and density nowcast estimates for U.S. headline and core inflation measures:
CPI inflation, core CPI inflation, PCE inflation, and core PCE inflation. Our flexible framework
is based on model combinations across three classes of mixed-frequency models that previous re-
search has shown produce high-quality point nowcasts for inflation; for one of the model classes,
we develop a procedure to generate the density nowcasts. By using mixed-frequency models,
we can produce inflation density nowcasts at a trading-day frequency that take advantage of
high-frequency data and update as information accumulates over the course of a month or a
quarter.

We use model combinations because the characterization of uncertainty from a single (possi-
bly misspecified) model could be too restrictive. In addition, combining density estimates across
a range of models provides a flexible density that can potentially accommodate non-Gaussian
features such as skewness and kurtosis, which may more closely approximate the true den-
sityE| Inspired by previous research on density forecast combinations (e.g., Bache et al., 2011;
Aastveit et al., 2014; Garratt, Mitchell, and Vahey, 2014), we combine the density nowcasts
in a two-stage procedureﬁ In stage 1, density nowcasts coming from different model specifica-
tions within each of the three model classes are combined. In stage 2, we combine across the
three stage 1 combinations to form a “grand” combination. As illustrated in Aastveit et al.
(2014), an advantage of the two-stage procedure is that it directly accommodates instabilities
and uncertainty about model specification within each model class.

Combining densities requires a functional form for the aggregation and weights to apply
to the different densities. Previous research has used either the linear opinion pool or the
logarithmic opinion pool as the functional form for aggregation, with some researchers using
both methods and presenting results for the approach that is more accurate over some evaluation

period. Instead of enforcing a particular functional form for aggregation at the outset, we devise

2See Tay and Wallis (2000) for a survey on density forecasting, including its application in macroeconomics
and finance, and Aastveit et al. (2018) for a more recent survey on density forecasting and density combinations.

3 Alternatively, one could flexibly characterize uncertainty using a single mixed-frequency model featuring
stochastic volatility and estimate the model with Bayesian methods, as in Carriero, Clark, and Marcellino (2015b)
for real GDP growth or Koop, McIntyre, and Mitchell (2020) for U.K. regional indicators.

4Our general strategy for combining densities from many models is similar in spirit to the approach in Aastveit,
et al. (2014) for density nowcasting GDP, but with many differences in implementation. Chernis and Sekkel
(2018) employ a similar two-stage procedure to produce point nowcast combinations for real economic indicators.

66



and implement a novel flexible aggregation strategy that lets the data dynamically determine
which of the two functional forms it prefers. A potential advantage of this flexibility is that
it allows for the possibility of switching between the two functional forms, at different points
within a month or a quarter based on the nowcast origin or at different points in time during the
sample as more observations become available. This novel flexible aggregation strategy can be
used broadly in multistep forecasting applications when combining point or density forecasts.

The literature has considered a variety of weighting schemes to use when combining den-
sity forecasts, in part because no single scheme has been shown to work “best” under all
circumstances. The bulk of the density combination literature has considered a limited num-
ber of weighting schemes—although Kriiger (2015) and Ganics (2017) are exceptions—with the
scheme based on recursive updating of past performance using the log score metric being the
most popular. In contrast, we consider a relatively large number of weighting schemes, ranging
from equal weights to schemes based on past predictive performance to “optimal” schemes that
optimize some loss function over a historical sample. In most cases, these weights dynamically
update over time to learn from past performance.

Using high-frequency real-time data over the evaluation period 2000-2015, we conduct a
comprehensive set of out-of-sample inflation density nowcasting exercises to assess our flexible
framework using a variety of inflation measures, inflation rates, weighting strategies, and mixed-
frequency model classes. This examination reveals that combining individual densities generally
helps improve density nowcast accuracy, and as information accumulates over the course of a
month or a quarter, the accuracy of the combined density nowcasts and the associated point
nowcasts steadily improves. We also document evidence of dynamic model switching, which
highlights the importance of combining estimates from a range of models to circumvent the
instability issues from a single model. But it matters how the densities are combined: not all
combination methods improve accuracy compared with the best-performing individual densities.
The grand combinations based on our flexible aggregation strategy and the log score weighting
scheme, which relies on past predictive performance, or the “optimal” weighting scheme of
Conflitti, De Mol, and Giannone (2015) are among the best performing in terms of relative
accuracy for headline inflation and are well calibrated. The Ganics (2017) weighting scheme,
which optimizes the calibration fit, produces the best calibrated densities for headline inflation,
but its relative accuracy is inferior to the log score or Conflitti, De Mol, and Giannone (2015)
weighting schemes. In the case of core inflation, all weighting schemes generate comparable
accuracy of point and density nowcasts. Overall, the accuracy of the implied point nowcasts
from the grand combination matches the accuracy of the best performing mixed-frequency
model of Knotek and Zaman (2017) and is more accurate in the case of core PCE inflation.

Our empirical results indicate evidence of both time-varying skewness and kurtosis in the
predictive densities of inflation measures, suggesting that asymmetries and fat tails are an
empirical feature of inflation data. Combination methods that produce density estimates derived

from a richer set of models tend to display a higher degree of skewness and kurtosis in the
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predictive densities. We also find evidence of time-varying variances (i.e., uncertainty in the
nowcast estimates) that echo the broader patterns reported elsewhere in the inflation uncertainty
literature using stochastic volatility models (e.g., Carriero, Clark, and Marcellino, 2019; Knotek,
Zaman, and Clark, 2015).

Finally, we conduct a horse race with the Survey of Professional Forecasters (SPF) for point
and density nowcast accuracy. Our grand combination’s density nowcasts provide superior point
and density nowcasts for CPI inflation and PCE inflation. For core CPI inflation and core PCE
inflation, our grand combination’s nowcasting performance is competitive with the SPF. The
ability of our proposed framework to generate highly accurate point and density nowcasts of
inflation is a useful outcome for practitioners.

The chapter proceeds as follows. Section 3.2 describes the mixed-frequency models. Section
3.3 discusses the combination methods to combine individual densities. Section 3.4 describes
the real-time data. Section 3.5 discusses the nowcast evaluation strategy. Section 3.6 presents
empirical results. Section 3.7 compares the accuracy of the combined density nowcasts to SPF.

Section 3.8 concludes.

3.2 Mixed-Frequency Models

Building on the literature that has shown that relatively parsimonious approaches dominate
more sophisticated approaches for nowcasting and near-term forecasting of inflation (e.g., Koop
and Korobilis, 2012; Knotek and Zaman, 2017), we consider three classes of mixed-frequency
models that relate aggregate inflation to its components and to a limited number of other indi-
catorsﬂ To economize on space, we briefly discuss the models and procedures for constructing
their density nowcasts here. The supplementary appendix B provides detailed explanations of

the models and the bootstrap algorithms for constructing the density nowcasts.

3.2.1 Deterministic Model Switching (DMS)

Knotek and Zaman (2017) construct a mixed-frequency model for inflation point nowcasting
that relies on a small number of variables and combines univariate and multivariate regressions.
The model uses disaggregate and aggregate variables to construct nowcasts for the aggregate,
but the disaggregate information is used only if it is available and deemed usefulﬁ The latter
aspect gives rise to time-varying coefficients that change in a deterministic fashion based on the

available information set, which we label as deterministic model switching (DMS).

5These model classes have also been applied in other contexts, such as nowcasting GDP growth. We restrict
attention to models that are well understood by econometricians and economic forecasters, but one could extend
the model pool to include a larger and broader set of model classes, including machine learning models.

SHendry and Hubrich (2011) and Ravazzolo and Vahey (2014) focus on multistep inflation forecasting using
disaggregates.
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Monthly inflation rates m; for month ¢ are modeled via a general representation:

J
AS(T)Zt = BS(T) + Cs(T)Xt + Z Dj,s(T)Zt*j + Es(r),t (31)
j=1

For headline inflation, Z; is a vector of aggregates—CPI inflation, 77!, and PCE inflation,

aPCF —and X, is a vector of disaggregate components comprising gasoline inflation (7&Fasoline),
food inflation (7}°°?), and core inflation rates (7C°r¢¢P! and 7orePCE),

The coeflicient matrices A, B, C, and D; can potentially vary over time with the information
set s(7), where 7 is the point in time at which the nowcast is being made. As is common in
nowcasting applications, we produce and evaluate nowcasts at different points in time for a
given month; we use the notation 7 to capture the former and t to capture the latterm The
information set s(7) captures the data flow from statistical agencies that is available at that
point in time 7; in Section 3.4, we describe the data flow at the points 7 for which we evaluate
the nowcasts. We explicitly include the information set, s(7) in equation to emphasize
the dependence of the coefficients on the available information. As some of these coefficients
can take on values of zero, the model can switch over time between univariate and multivariate
forms depending on the available information set. To illustrate the type of deterministic model
switching that occurs, based on the available information set s(7), for example, the nowcast for

PCE tCPI tC’PI

U in month ¢ is a function of actual 7 in month ¢ via Ay, if ™ is available from

statistical agencies and hence part of the information set; if actual 77

PCE
t

is not available, the
nowcast for 7 in month ¢ is a function of disaggregates’ nowcasts included in X; via Cy).
If the vector of disaggregates is incomplete for month ¢, then C,(;) = 0. High-frequency data
on gasoline and oil prices are used to construct a gasoline inflation nowcast via an auxiliary
model, while food inflation nowcasts are derived using a univariate AR specification. Core
inflation rates are modeled using equation , where no disaggregates are used and nowcasts

tCm'eCPI

are formed either via univariate AR models or bridge regressions if 7 is available for

month ¢ while 7CorePCE

is not. This mixed-frequency model switches between univariate and
multivariate regressions depending on the available information within a month or a quarter.
We innovate on the DMS approach for constructing inflation point nowcasts in two ways.
First and foremost, we devise and implement parametric block wild bootstrap algorithms to
produce density nowcasts for the DMS framework. When the DMS selects the multivariate
regression model that uses disaggregates, the density nowcasts are constructed by: (1) con-
structing density estimates for each of the three disaggregates (core inflation, food inflation,
and gasoline inflation); and (2) combining the density estimates using the weights in Cy(;) to
construct the density nowcast for aggregate inflation, similar to the combination approaches in
Ravazzolo and Vahey (2014) and Tallman and Zaman (2017) but in this case with an applica-

tion to nowcasting. While Knotek and Zaman (2017) estimate the model using short rolling

"Note that the timing of the nowcasts 7 can occur before, during, and after the target month t—the backcasts
made after the month can still precede the official release of data by the statistical agencies.
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windows, which leads to very flexible parameters and incorporates changing volatility in a par-
simonious way, we consider density combinations that allow for a variety of rolling or expanding
estimation windows, as discussed below. The supplementary appendix B contains more details

on the model and the construction of the density nowcasts.

3.2.2 Mixed Data Sampling (MIDAS)

Monteforte and Moretti (2013) generate inflation point nowcasts using a MIDAS model with
leads, which is a reduced-form regression relating a low-frequency variable to high-frequency
variable(s)ﬁ In our application, oil and gasoline prices act as the high-frequency leads, while
monthly inflation is at a lower frequency. To prevent parameter proliferation, MIDAS works
with distributed lag polynomial operators that reduce the estimation to a smaller number of
parameters. The model is estimated using nonlinear least squares.

The MIDAS model with leads for inflation at time 7 for month ¢ + h, 744, 7, takes the form

P(M)—1 P(M)—1
Tith,r = O(p),r T Z Xj+1,(h) Tt—j + Z Vi41,(h) Lt—jt
=0 §=0
P(HF)-1 (32)
/B(h),T Z WP(HF)—j (9515) X};‘r(%p),j,tH*-eHh,T
=0

where Z includes other monthly variables; P(M) is the number of lags of the monthly regres-

HF
P(HF)t+1

in month ¢ + 1 (i.e., the target nowcast month). The coefficients are independently estimated

! wP(HF)—j(QfF)

sors (we use 1); and P(HF') is the number of high-frequency observations, X ﬂﬁl, e X
for each forecast horizon (h)ﬁ The assumption Zf:(é{F)_ = 1 helps identify
By -

We extend Monteforte and Moretti’s (2013) work on inflation point nowcasts by generating
inflation density nowcasts from MIDAS models; see the supplementary appendix for details.
These density nowcasts are constructed by drawing errors from a normal distribution with a
standard deviation coming from past residuals after rescaling to correct the variance. Aastveit,
Foroni, and Ravazzolo (2017) show that this approach is slightly inferior to the block wild boot-
strap in their application when nowcasting GDP, but it provides a substantial computational

advantage in our exercises.

8Ghysels, Santa-Clara, and Valkanov (2005, 2006) popularized these models; Clements and Galvdo (2008) is
an influential paper on the application of MIDAS to macroeconomic forecasting. These models are increasingly
used for nowcasting macroeconomic indicators across the globe (e.g., see Allan et al., 2014, for the economy of
Scotland).

9In our exercises, h ranges from 1 to 2 for nowcasting monthly inflation and from 1 to 4 for nowcasting
quarterly inflation.
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3.2.3 Dynamic Factor Model (DFM)

Building on Giannone, Reichlin, and Small (2008), mixed-frequency dynamic factor models
(DFMs) are widely used for nowcasting. Modugno (2013) uses a DFM to generate inflation
point nowcasts from a data set comprising monthly, weekly, and daily data by extracting a
common factor at a daily frequency via the estimation method of Baribura and Modugno (2014).
At the trading-day 7 frequency, the DFM takes the form

yr =Cfr +er, e, ~N(0,%) (3.3)

where y, is a vector of observations of mixed frequencies, C is a matrix of loadings, £, is a
vector of idiosyncratic components, and f, is a vector of unobserved common components that
follows

Bfr = A(L)fr—1 + ur, ur ~N(0,Q) (3.4)

where B and A(L) are coefficient matrices that capture factor dynamics, some of which may
be time-varying, and p, is a vector of residuals. The estimated latent daily factor(s) aggregate
to weekly and monthly factors, which are used to construct nowcast estimates for monthly
variables, including inflation. Please refer to the supplementary appendix B.1.2. (DFM Model)
for details about coefficient matrices B and A(L).

We extend the previous work using DFMs for inflation point nowcasts in order to generate
density nowcasts for U.S. inflation. Our density nowcasts are constructed using a standard
parametric bootstrapping procedure for factor models, similar to Aastveit et al. (2014), which
we detail in the supplementary appendix. This bootstrapping procedure accounts for factor,

parameter, and shock uncertainty.

3.2.4 Mixed-Frequency Model Space

Each of the three mixed-frequency model classes requires assumptions about certain elements,
such as the size of the rolling windows in the DMS model, the polynomial specification in the
MIDAS model, or the number of lags of the factors in the DFM. To account for this uncertainty
within each model class, we consider many different specifications, listed in Table 3.1. We
employ 132 model variants distributed unequally across our three model classes, with 108 in
the DMS class, 12 in the MIDAS class, and 12 in the DFM classm We combine density
nowcasts within each model class in “stage 1” combinations, and we then combine the stage 1

combinations into a “grand” combination in stage 2.

°Tn preliminary results, we considered 36 specifications for the MIDAS model class (12 each for Beta, BetaNN,
and Almon polynomials). This combination performed similarly to the combination in the chapter, but the latter
approach greatly reduced computing time. For the DFM class we initially used combinations with one or two
factors, giving us 24 specifications. This combination slightly underperformed the combination reported in the
chapter using only one factor, consistent with DFM inflation point nowcasting accuracy findings in Modugno
(2013).
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3.3 Combination Methods

Simple combinations of point forecasts have a long history (see Bates and Granger, 1969)
and often perform well, even when compared with weighting schemes that minimize some loss
function (e.g., Clark and McCracken, 2010). In contrast, the density forecast combination
literature has generally documented performance gains from optimal weighting schemes and
schemes based on past predictive performance over the use of equal WeightsE-] Combining
candidate density estimates requires both a functional form to use in combining the densities
and a mechanism for deriving the weights to place on each density. We present a novel functional
form to aggregate our candidate density nowcasts and consider a variety of weighting schemes
in this context. To be clear about our approach, in stage 1 we use a particular functional form
and weighting scheme to combine the individual densities within a model class, for each of the
three model classes; and then in stage 2, we use the same functional form and weighting scheme

to combine the densities from the three model classes into the grand combination.

3.3.1 Functional Forms for Aggregation

We consider three functional forms or aggregation methods: the linear opinion pool, the log-
arithmic opinion pool, and a novel flexible method that combines the previous two functional
forms in a data-dependent way.

The linear opinion pool is the weighted linear combination of individual component densities
and is widely used (e.g., Bache et al., 2011; Aastveit et al., 2014; Mazzi, Mitchell, and Montana,
2014; Ravazzolo and Vahey, 2014). If there are M models, then

M
PEN () = wrain FrinWillres) (3.5)
=1

where pf {]}{ (y¢) is the combined linear pool predictive density for variable y at different points

in time 7 for month ¢ for forecast horizon h. The density forecast from model 4, fr ¢ n(ye|Irz4),
is conditional on information set I ;; which can differ across models. The potentially time-
varying, nonnegative weights w,;  are recursively updated at each forecast origin based on
some criteria that we discuss below and sum to 1.

This linear form of aggregation implies that if all the individual component densities are
distributed normally with different mean and variance, then the combined density will be non-
normal (or a mixture-normal). The nonnormal characteristic for the combined density via the
linear pool is desirable if the unknown true density is nonnormal. An advantage of a mixture-
normal distribution is that it permits skewness and kurtosis.

The logarithmic opinion pool is the geometric weighted average of the individual component

"For some examples, see Hall and Mitchell (2007), Jore, Mitchell, and Vahey (2010), Bache et al. (2011),
Bjornland et al. (2011), and Aastveit et al. (2014). Kascha and Ravazzolo (2010) and Garratt, Mitchell, and
Vahey (2011) provide counterexamples.
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densities: ;
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where p7Y}" (y¢) is the combined log pool predictive density for variable y at the point in time

PEON () = (3.6)

7 within month ¢ for forecast horizon h. (To economize on notation, we omit h subscripts
going forward.) Importantly, the combination based on this geometric functional form assigns
a zero probability to a region if any single individual density assigns a zero probability to that
region. This may be an undesirable feature because a single incorrectly specified density can
significantly influence the specification of the combined density (see Bjornland et al., 201 1)@

In this chapter, we propose a novel flexible aggregation method that is in the spirit of “letting
the data speak” about which of the two functional forms—the linear pool or the logarithmic
pool—is preferredE Specifically, instead of taking a stand on a particular functional form at
the outset, we allow flexibility in letting the data determine which of the two functional forms
is preferred at every point in time. A potential advantage of this flexibility is that it allows for
the possibility of dynamically switching between the two functional forms, at different points
in time in the sample (¢ in our notation above) and at different points in time within a month
or a quarter (7 in our notation above), to take advantage of the differing information sets and
the high-frequency data flow for nowcasting applications. For example, at the beginning of a
month, when uncertainty around the point nowcast for that month would be expected to be
higher, since much of the underlying source information is not yet available, the data may prefer
the linear opinion pool (i.e., over the historical sample the combined density constructed using
the linear opinion pool is more accurate on average than combined density based on logarithmic
opinion pool), while later in the month the data may prefer the log opinion pool. This flexible
aggregation method could be applied in more general multistep forecasting applications where
the functional form is allowed to vary based on the forecasting horizon.

We implement this flexible aggregation method by determining, for each point in time 7
for each target month to be nowcasted ¢, which of the two functional forms has historically
produced the more accurate densities. We denote the start and end of the sample by Ty and T,
respectively, and we let D, denote the normal data release lags (in number of months) at the
point in time 7, which captures the delay in calculating the historical density accuraciesE We

initialize the flexible functional form by using the linear pool, i.e., if t < Ty + D, — 1,

functional form;; = Linear Pool (3.7)

12Fjigure B1 and Figure B2 in the appendix visually contrast the properties of the linear and log opinion pools.

13Kniippel and Kriiger (2019) and Garratt, Henckel, and Vahey (2019) propose approaches to modify the linear
opinion pool but do not consider the hybrid approach that we pursue.

14n our empirical application, the delay parameter D is dependent on 7, the position within the month when
the nowcast is being made. Because we use the third monthly inflation release as the “true” inflation reading for
a particular month, the delay D = 4 early in the month when nowcasting monthly inflation, because the most
recent “true” inflation reading comes from four months prior to the current month being nowcasted. The delay
D = 3 late in the month, however, as the statistical agencies have released prior months’ inflation numbers by
that point.
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Subsequently,

Linear Pool it LIN,; > LOG;
functional form,; = ’ (3.8)
Logarithm Pool if LIN.; < LOG;;

fort=Ty+ D,,...,T, with

-D,
S log(pEEN (ys = y2))
t—D,—Tp+1

LIN,; = (3.9)

-D;
>y log(PESC (ys = y2))
t—D;,—Ty+1
LIN LOG : :
where the values for p~'*(.) and p are computed from equation (3.5) and equation (3.6)),

respectively, and yy is the observed value in month ¢, which is independent of the point in time

LOG,, = (3.10)

when the nowcast was made (7) and the nowcast or forecast horizon (h).

3.3.2 Weighting Schemes

We consider five weighting schemes, ranging from equal weights to schemes based on average

past predictive performance to schemes based on optimization of a specific loss function.

1. Equal weights. Simply, each density ¢ gets a weight

1

o (3.11)

Wr ti =

in the construction of the combination density nowcast. Aastveit et al. (2018) characterize such

a combination as a “restrictive finite mixture.”

2. Log-score weights. The logarithmic score (log-score) is the logarithm of the density
forecast evaluated at the observation and is widely used to assess the accuracy of density
forecasts. Accordingly, it makes sense to derive weights based on the past nowcast performance
of the candidate densities using the log-score metric, with more accurate candidate densities
receiving larger Weightsﬁ The weights w;;; are computed by averaging the past predictive

performance using an expanding window for nowcast evaluation. We initialize the weights by

15This approach amounts to “learning from past mistakes” and is widely used in the density combination
literature due to its simplicity (e.g., Gerard and Nimark, 2008; Jore, Mitchell, and Vahey, 2010; Kascha and
Ravazzolo, 2010; Bjornland et al., 2011; Garratt et al., 2011; Aastveit et al., 2014; Beckmann et al., 2020). While
we use the entire expanding history, we also explored the strategy of computing the weights over rolling 12-month
periods, to “learn from recent mistakes” in computing the average score. The density nowcasting accuracy results
were similar. We thank Gary Koop for suggesting this exercise.

74



setting them to equal weights (equation 3.11)) if t < Ty + D, — 1. For t =Ty + D, ..., T:

ewp[EZ;% log frsi(ys = y2)]
Sy exp> iy 10g frs i (ys = )]

(3.12)

Tt =

3. Continuous ranked probability score (CRPS). The CRPS is a widely used alternative
metric for assessing density forecasts that is also based on past predictive performance. It is
popular because it is more robust to outliers compared with the log-score metric and it rewards
densities that have probability mass closer to the actual observation. The CRPS score for
density nowcast 7 at the point in time 7 within month ¢, CRPS;;;, is the squared difference
between the CDF of the density forecast and the CDF of the actual realizations:

“+o00
CRPS7ti = / (Fri(ye) — Huf <we})’ (3.13)

—o0
where Fr;; is the CDF of density nowcast i, fri(y:) , and 1{yy < y;} is the indicator function
equal to 1 if yf <y, and 0 otherwiseE The smaller the difference between the two cumulative
distributions, the more accurate is the density nowcast, and the more weight that density
nowcast ¢ should receive, such that weights depend on the inverse CRPS. We initialize the
weights by setting them to equal weights w,;; = 1/M ift <To+ D, —1. Fort =Ty +D,,..., T,
the weights are computed based on an expanding window of historical predictive performanceﬂ

[ CRPS. ]

T,t,0

L7 CRPS 1]

j=1 Tt

(3.14)

Wrti =

4. Conflitti, De Mol, and Giannone (2015) iterative algorithm. Following Hall and Mitchell
(2007), the optimal vector of weights W, = (w}, 1, ....,w}, ,;) minimizes the Kullback-Leibler
information criterion (KLIC) divergence, KLIC, ;= (1/t) 32" _ [log gs(ys = y2) — log fr.s(ys =
Y2, Wr )], where fr (., W;,) is the combined density nowcast across the M individual densities
at time 7 which is a function of weights W, ; and g,(.) is the true but unknown density corre-
sponding to the actual realizations y7. The solution to the optimization problem, subject to

constraints w;;; > 0 Vi and Zf\il wrt; = 1 in each period, is

t

N 1
W2, = arg TVT[}?X —To+1 Sz; [l0gfr,s(ys = Yo Wr,s)] (3.15)
=410

16The CDF of the observation is a Heaviside step function, which takes a value of 0 for all values of the density
that are less than the actual realization and 1 for all values of the density that are greater than or equal to the
realization.

'"We also explored the strategy of computing weights using a 12-month rolling window. The results for density
nowcasting accuracy were similar.
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Hall and Mitchell (2007) and Amisano and Geweke (2011) note that this optimization can be
solved using numerical search algorithmsE Conflitti, De Mol, and Giannone (2015) propose
an iterative solution to the above optimization problem that is computationally feasible for
combining density estimates for large M. Specifically, they break the objective function (equa-
tion into a set of auxiliary functions that can be easily maximized in an iterative fashion
to solve for the optimal weights each period subject to the constraints. The maximization of
auxiliary functions is convenient because it is simply a sum of M terms, and when each term is
a function of a single weight, there are a total of M weights. The algorithm is initialized with
equal weights, 0. = 1/M. If t < Ty+ D, — 1, then w*, . = w'% .. For t = Ty + D», ..., T, then

T,t,0 T,t,1 T,t,i°

t—D
1 g i(ys = y2
gf;;l) - gft)yith —Th+1 Z M fTEZ)Z(yS v2) (3.16)
T 0 s=Tp Zj:l wT,s,jnysyj (yS = yg)
If (wgf;;l) — wgkt)z) < ¢, then wr,; = wi’;ﬁl). The constraints on the weights are satisfied at

every iteration so long as the weights are initially equal. We denote this combination as CMG.

5. Ganics (2017) optimization based on calibration fit. Ganics (2017) proposes an approach
to derive optimal weights based on the calibration fit of the model using the probability integral
transform (PIT). If the preference is for well-calibrated densities irrespective of the user’s loss
function, then intuitively it makes sense to devise a weighting strategy that directly accounts
for the calibration fit of each individual (model) density forecast. Ganics (2017) illustrates via
Monte Carlo applications and an empirical application that a combination approach relying
on the calibration fit to derive the weights not only yields well-calibrated densities but also
leads to superior density forecasts in terms of log-score. The paper examines the efficacy
of three popular metrics to evaluate the calibration fit—the Kolmogorov-Smirnov, Cramer-
von Mises, and Anderson-Darling (AD) statistics—and finds that the three metrics perform
comparably with a slight advantage for the scheme based on the AD statistic in terms of
improved calibration of the combination. Accordingly, we consider the weighting strategy that
optimizes the calibration fit based on the AD metric.

The Ganics optimization-based weights are calculated as followsH For a combined density
nowcast fr¢(y, Wr;) that is a function of a vector of weights W ;, compute the spread between
the CDF of the perfect uniform distribution and the empirical CDF of the PIT z;; corresponding
to the combined density nowcast, Qr¢(r, Wrs) = 1[zry < 7| —r, where r € [0, 1] denotes the

quantile of the combined density nowcast. Next, compute an average of the spread over the

18Pauwels and Vasnev (2016) perform an in-depth analysis of this optimization procedure and document a
number of practical recommendations.
19We are grateful to Greg Ganics for sharing computer code.
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forecast evaluation sample,

T‘r,t(ra WT,t) = t— T, Z Q‘r,s(ra WT,S) (317)

The AD statistic, which is used as the objective function for the combined density, is defined

as
AD, (W) = /p Wdr (3.18)
for p € [0, 1]. Since a lower value for the AD statistic is preferred to a higher value, we again
initialize the Ganics weights as equal weights wy,; = 1/M if t < Ty + D, — 1; otherwise, for

t="1Ty+ D.,...,T, the Ganics weights solve the minimization problem

Wi, = arg %in AD; (Wry) (3.19)

3.4 Real-Time Data

Under the assumption that density nowcasts are most informative when they are made in real
time, our analysis relies on the real-time data that would have been available to forecasters
in the past. Our mixed-frequency model-combination framework can generate nowcasts on a
daily basis. To keep the results manageable, we assess nowcasting performance for each month’s
inflation reading at six representative dates. Table 3.2 provides details about the information
flow corresponding to these representative datesm

We use the following data transformations and data set in our nowcasting exercises. The
monthly inflation rate is defined as m; = 100(P;/P;,—1 —1), where P, is the price index in month ¢.
The 12-month trailing (year-over-year) inflation rate is m;¢—12 = 100(P;/P;_12 — 1). Quarterly
annualized inflation rates are 7752 = 100[(P76;2/P79_1)4 — 1], with PYC;2 = 1/3(Prt=1 + Pri—2 +
Pr—3) the price index for quarter T" and Pr;—, is the price level in the k-th month of quarter
T. The mixed-frequency models forecast monthly inflation rates, which are used to back out
the corresponding price indices to calculate the 12-month trailing inflation rate and quarterly
annualized inflation rate.

We nowcast U.S. headline and core inflation rates in both the consumer price index (CPI)
and the personal consumption expenditures price index (PCE), which are monthly series. All
three model classes use higher-frequency data on gasoline and oil prices. The DMS and DFM
models also use data on monthly food and gasoline inflation. To evaluate our models, we
use the real-time data set from Knotek and Zaman (2017). The real-time vintages for the
monthly PCE price index and core PCE price index begin in June 2000 and come from the
Federal Reserve Bank of Saint Louis’ Archival Federal Reserve Economic Data (ALFRED). The

2OWe also produce results for quarterly inflation rates, shown in the appendix. Table B1 shows the seven
representative dates that we use for the quarterly nowcasting exercise and the available information.
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real-time vintages for CPI inflation, core CPI inflation, and food CPI inflation going back to
November 1996 are also from ALFRED. The real-time data for gasoline CPI inflation beginning
in January 1999 come from Haver Analytics and ALFRED. Weekly retail gasoline prices (for all
grades) going back to the start of 1993 are obtained from the Energy Information Administration
(EIA)FEI Daily Brent crude oil spot prices going back to 1987 are obtained from the Financial
Times via Haver Analytics. The real-time CPI gasoline series, which is seasonally adjusted
by the Bureau of Labor Statistics, is used to compute real-time seasonal factors that are then
applied to retail gasoline prices to adjust them for seasonality.

Additional data are included in the estimation of the DFM. The additional weekly data
include the prices of diesel fuel, regular-grade retail gasoline, mid-grade retail gasoline, and
premium-grade retail gasoline (from the EIA). The additional daily variables include the food-
stuffs price index from the Commodity Research Bureau (CRB), the grains price index from
Standard & Poor’s (S&P), the fats and oils price index from CRB, the raw sugar price from the
International Sugar Organization, the raw industrials price index from CRB, the agricultural
commodities price index from S&P, the textiles and fibers price index from CRB, the industrial
metals price index from S&P, steel scrap prices from the Foundation for International Business
& Economic Research, the 10-year Treasury note constant maturity yield and the 3-month Trea-
sury bill rate from the Federal Reserve Board, the S&P 500 stock price index as reported in the
Wall Street Journal, and the nominal trade-weighted exchange value of the dollar against major
currencies from the Federal Reserve Board. These high-frequency data are all downloaded from
Haver Analytics and are assumed to be unrevised and hence real-time in nature. Hence, at any
point in time 7, we can generate the density nowcasts that would have been available as of that
particular day.

To facilitate a horse race between nowcasts produced from our modeling framework and
those reported in the Survey of Professional Forecasters (SPF), we also download the historical
SPF nowcast estimates from the Federal Reserve Bank of Philadelphia’s real-time database.

Our real-time evaluation period runs from September 2000 through June 2015, to com-
pare the implied point nowcast accuracy of our results to those in Knotek and Zaman (2017).
Following Tulip (2009), we treat the third inflation reading for each month or quarter as our
measure of “truth.” The third estimate has the advantage that it incorporates more complete
source data than earlier estimates, but it usually abstracts from methodological revisions, which

would have been difficult to predict in real time.

3.5 Nowcast Evaluation

We use a range of metrics to evaluate our inflation density nowcasts by examining both the
absolute accuracy and the relative accuracy of the density nowcasts along with the accuracy

of the implied point nowcasts. Absolute accuracy tests for the calibration fit of the density

21The EIA publishes weekly gasoline prices every Monday.
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estimate. Density forecasts are considered well calibrated or correctly specified when the density
forecasts match the distribution of the observations over a large sample. The preference is for
densities that are well calibrated. We assess the calibration properties of the density nowcasts
using probability integral transforms (PITs), originally proposed by Diebold, Gunther, and Tay
(1998), and interval forecasts (i.e., 70% prediction intervals).

The PIT z,, is the CDF of the predictive density nowcast pr(y;) from the point in time 7

when the nowcast is made for month ¢ evaluated at the actual data realization yf:

Zrp = /yt pri(u)du, t="Tp,..,T (3.20)
—o0

Intuitively, the PIT indicates in which region (i.e., percentile) of the density nowcast the
actual realizations fall (see Gerard and Nimark, 2008). A realization that falls at the middle
of the density nowcast would be assigned a PIT value of 0.5, while a realization at the 10th
percentile would be assigned a value of 0.1. Density nowcasts that are well calibrated have PITs
that are uniformly distributed across observations ¢; in a large sample, the actual realizations
would be expected to span the entire region of the density nowcast with a probability matching
the probability implied by the density nowcast. Therefore, a visual assessment for calibration
can be performed by plotting PITs in the form of a histogram along with the uniform U(0, 1)
distribution. Correctly specified density estimates resemble rectangles (i.e., flat histograms),
while severe departures from uniformity suggest calibration failure. In addition to this visual
assessment, we conduct a battery of formal statistical assessments using Pearson’s Chi-squared
test (of uniformity and independence), the Berkowitz (2001) test (of normality of the inverse
normal of the PITs), the Kolmogorov-Smirnov test (of uniformity), the Anderson-Darling test
(of uniformity that specifically puts more weight on deviations between the empirical CDF of
the PITs and the CDF of the uniform distribution in the tails), and the Kniippel (2015) test@
The Kniippel test allows for simultaneous testing for both uniformity and independence of the
PITs.

Interval forecasts are another popular metric to gauge the calibration of the density fore-
casts (e.g., Clark, 2011; Carriero, Clark, and Marcellino, 2015b; Tallman and Zaman, 2020).
Accordingly, we compute the empirical 70% prediction intervals (i.e., the coverage rates) of the
density nowcasts, which are defined as the difference between the 85th and 15th percentiles of
the density nowcasts. We compare the empirical 70% coverage rates with a nominal value of
70% to assess the extent to which the density nowcast estimates are correctly calibrated.

The PITs from two or more competing density nowcasts can all be uniformly distributed
and hence appear correctly specified, but we would not be able to distinguish whether one
density is of higher quality (i.e., more accurate) than the others based on PITs alone. Relative

accuracy involves comparing competing density estimates for their quality based on numerical

228ee Hall and Mitchell (2007) and Rossi and Sekhposyan (2014) for details about the exact implementation
of these tests. In implementing the calibration metrics, we benefitted from Matlab code made available on the
websites of Barbara Rossi, Tatevik Sekhposyan, and Malte Kniippel.
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scores. The density forecast that assigns a higher density (i.e., a higher probability mass) at the
actual realization gets a higher numerical score and is considered more accurate. Conditional
on obtaining well-calibrated density nowcasts, the density nowcast with the highest numerical
score is preferred. Scoring metrics such as log score and CRPS are two widely used scoring rules
that allow for the ranking of rival density nowcasts. As discussed earlier, the log score is the
logarithm of the probability density function (corresponding to the density nowcast) evaluated
at the actual realization. The higher the log score, the more accurate the density nowcast.
The CRPS is the difference between the predicted and the realized cumulative distributions.
Smaller CRPS values imply more accurate density nowcasts.

We also examine point nowcasts based on the mean of the (combined) density nowcasts. We

assess point nowcast accuracy via the standard metric of root mean squared error (RMSE):

T
1, (7 — E(ps 2
RMSE,, \/Zt_%%_ o) )

where E(p;+(y:)) refers to the mean of the density nowcast, pr¢(y:), and T'— Ty + 1 is the

size of the forecast evaluation sample.

3.6 Empirical Results Using Real-Time Data

We perform a comprehensive investigation of nowcast combination methods with multiple
mixed-frequency inflation nowcasting approaches to produce density and point nowcasts of
U.S. inflation. Overall, we examine three combination methods; five weighting schemes; four
inflation measures (headline and core inflation, CPI and PCE inflation); three inflation rates
(12-month trailing inflation, month-over-month inflation, and quarterly inflation); and multiple
intraperiod points at which we generate our nowcasts (six distinct points for each monthly in-
flation reading, and seven distinct points for each quarterly inflation reading). In short, we end
up with a massive number of results.

To keep the discussion of the results and the length of the chapter manageable, we focus
on a subset of results. Specifically, our discussion focuses entirely on results corresponding to
combinations derived from our novel flexible aggregation Strategyﬁ The main text also consid-
ers inflation nowcast accuracy for 12-month trailing inflation rates@ We first briefly examine
the accuracy of the individual density nowcasts from one model in each of the three mixed-
frequency model classes and then the accuracy of the stage 1 combinations. We then compare

results for grand combinations across all five weighting schemes, followed by a comparison of

23The results based on this flexible strategy are equivalent to the ones based on the linear opinion pool,
because in our empirical exercises the linear opinion pool always performs better than the log opinion pool and
hence the flexible strategy always selects the linear opinion pool over the log opinion pool as the aggregation
function. However, we see value in the flexible aggregation strategy because this result need not always hold in
all applications.

24Gee the appendix for results for month-over-month inflation rates and quarterly annualized inflation rates.
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the accuracy of the grand combination constructed using the log-score weighting scheme with
its three component densities (DMS, MIDAS, and DFM). Finally, we examine the time-varying

properties of the grand combination.

3.6.1 Density Nowcasts from Mixed-Frequency Model Classes

We first establish that density nowcasts obtained from a single specification within each of
the three model classes are incorrectly calibrated with relatively few exceptions. The exact
specifications we consider for the single DMS model, the single MIDAS model, and the single
DFM model follow the baseline models in each class in Knotek and Zaman (2017).

Figure 3.1 plots the density nowcast PITs from these three mixed-frequency models for
the four inflation measures, based on nowcasts made at two distinct points in time: using the
available data through the end of the month preceding the target nowcast month (case 1), and
using the available data as of day 22 of the target nowcast month (case 4). We find these points
to be broadly representative of our results without showing every case. In general, the arrival of
additional data during the target month very marginally improves the calibration of the density
nowcasts, as is evident by comparing the proximity to uniformity in the top and bottom panels.

Each of these three individual mixed-frequency models fails one or more of the necessary
statistical tests of calibration fit for at least one of the inflation measures of interest. For
example, the DFM generates well-calibrated densities for CPI inflation (in cases 1 and 4) and
PCE inflation (in case 4) but fails to do so for both core CPI and core PCE, as evidenced by
notable departures from uniformity. The DMS model has difficulties producing well-calibrated
densities overall, although as more information accumulates for the target month, the calibration
of the CPI density nowcasts produced from the DMS model improves significantly (e.g., case
4). The calibration of the MIDAS model’s CPI density nowcasts also improves considerably
with the arrival of additional information; by contrast, the core PCE inflation density nowcasts
are fairly well calibrated both early and late in the targeted month.

The requirement of correctly specified density nowcasts is a necessary condition. So with
these individual specifications generally failing this important requirement, we omit a discussion
of relative accuracy performance. In summary, the density nowcasts produced from a single
model specification have difficulties capturing the true degree of uncertainty around the point
nowcasts.

We next consider the stage 1 combinations that produce density nowcasts within each class
of mixed-frequency models. Figure 3.2 plots the PITs from the combined density nowcasts from
each model class. The plots indicate some improvements in the calibration fit of the combi-
nations compared with the respective individual specifications, especially for the DFM model
class. However, in some instances there is evidence of a slight deterioration in the calibration
fit. For example, the calibration fit of the combined density nowcasts from the MIDAS class for
core PCE inflation in case 4 worsens compared with the single specification as shown in Figure

3.1. This latter result highlights an important aspect of density combination, which is that if
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the candidate densities are all individually well calibrated, then their combination via the linear
opinion pool may suffer calibration failure due to an increased variance (i.e., the combination
overestimates uncertainty). Fortunately, in our application, the density nowcasts for core PCE
inflation from the 12 different MIDAS specifications are similar. Therefore, the variance of the
resulting combination does not increase enough to cause issues with the calibration fit; i.e., the
disagreement component, disagreement about the mean, is small.

In addition to some improvements in calibration fit, the relative accuracy of the stage 1
combinations in terms of log scores is at least as accurate as, and often more accurate than,
the respective individual specifications (see Figure B3 in the appendix). Taken together, these
results suggest that there are gains from combining models within a model class, but there

remain deficiencies in the calibration fit of these within-model-class combinations.

3.6.2 Comparison across Grand Combinations

We next explore whether the calibration fit of the density nowcasts can be improved further by
combining the stage 1 combination density nowcasts from each of the three mixed-frequency
model classes into a stage 2 “grand” combinationﬁ Figure 3.3 plots the PITs across various
grand combinations based on the five weighting schemes listed above. Immediately, the fig-
ure demonstrates that there are gains from combining densities across mixed-frequency model
classes as evidenced by PITs that are now closer to the uniform distribution. More precisely,
combining densities via our two-stage procedure fixes the defective stage 1 combination density
nowcasts. A close inspection of the PIT histograms across all four inflation measures, and in
both cases 1 and 4, reveals that all five grand combination density estimates are better cali-
brated compared with the density estimates from either the individual specifications or those
formed by combining specifications only within a model class.

Tables 3.3 and 3.4 report the formal statistical assessment of the calibration fit. Among
the five combinations we consider, we find that the combination based on the weighting scheme
proposed by Ganics generates the best-calibrated densities, with the smallest number of re-
jections of the null hypothesis of correct calibration@ The density estimates based on the
log score and CMG weighting schemes are the next best combinations, with somewhat higher
numbers of rejections of the null. The ability of the Ganics weighting scheme to produce the
best-calibrated densities makes intuitive sense, as his approach is based on direct optimization
of the calibration fit of the candidate densities.

Beyond calibration fit, we are also interested in relative accuracy. Figure 3.4 assesses rela-
tive accuracy via the log score (panel a) and CRPS (panel b) metrics. In general, the relative

accuracy of the grand combinations improves as additional information arrives over the course

25As a reminder, the same weighting scheme is used to form both the stage 1 and stage 2 combinations.
Figure B4 in the appendix plots the nowcasts coming from the grand combination using real-time data at two
representative dates (case 1 and case 4) for each month along with the actual outcomes.

26We omit the results for the equal weights scheme and the CRPS weighting scheme to economize on space in
the table; in general, these weighting schemes were inferior to those shown, which is visible in Figure 3.3.
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of the target nowcast month, as is evident by steadily increasing average log scores and declin-
ing CRPS values. The figure shows that the grand combination based on the Ganics weighting
scheme generates inferior density nowcasts for CPI inflation and PCE inflation compared with
both the log score and CMG weighting schemes. In the case of core CPI inflation, all weighting
scheme combinations perform comparably in terms of relative accuracies. For core PCE infla-
tion, the log score and Ganics weighting schemes are a touch worse than the other schemes when
using log score as the relative accuracy metric, but the log score weights are just as accurate as
other weighting schemes when using CRPS to judge relative accuracy. Given that the density
nowcast estimates based on log score and CMG weighting schemes generate superior relative
density nowcast accuracy and satisfactory calibration fit across inflation measures, we generally
favor these schemes over the other weighting schemes.

The patterns observed for the relative accuracy scores of the density nowcasts echo the
point nowcast accuracy results reported in Knotek and Zaman (2017). Knotek and Zaman
(2017) document that a single version of the DMS model was substantially more accurate then
competing MIDAS or DFM models in nowcasting CPI inflation and PCE inflation, while all
three models were competitive in nowcasting core CPI inflation and core PCE inflation. In
terms of the relative accuracy of the density nowcasts, combination schemes such as log score
that put more weight on the DMS model class generate more accurate density nowcasts for
CPI inflation and PCE inflation, even though the calibration fit of the density nowcasts from
the DMS model class is inferior to both the DFM and MIDAS model classes for these inflation
measures. However, the mean of the density nowcasts—i.e., the point nowcasts—from the DMS
model class is substantially more accurate than the means coming from either the DFM or
the MIDAS model classes. When evaluated using the log score metric, which is considered a
broader measure of density accuracy (e.g., Clark, 2011), the DMS model class’s more accurate
density nowcast mean more than offsets its slightly poorer calibration fit, resulting in a higher
log score.

In contrast, the Ganics weighting scheme, which focuses on calibration fit, assigns large
weights to the DFM and MIDAS model classes for nowcasting CPI inflation and PCE inflation
(see Figure B5 in the appendix for an example), because these two model classes produce better-
calibrated densities than the DMS model class. The equal weights scheme and the CRPS-based
weighting scheme also tend to put more weight on the DFM and MIDAS model classes. Because
these two model classes produce substantially inferior point nowcasts compared with the DMS
model class, the additional weight assigned to them results in lower log scores and higher CRPS
values.

In addition to absolute and relative accuracy in a density sense, Figure 3.5 plots the RMSE
of the implied point nowcasts corresponding to the grand combinations. The results for point
nowcast accuracy echo the results for density nowcast accuracy shown in Figure 3.4. As in-
formation accumulates over the course of the month and we move from case 1 to case 6, the

accuracy of the point nowcasts steadily improves and the RMSEs steadily decline. In the case
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of CPI inflation and PCE inflation, the combinations using log score weights produce lower
RMSEs than the other weighting schemes. For core CPI inflation and core PCE inflation, the
differences in RMSEs across weighting schemes are very small and all combinations generally

perform comparably.

3.6.3 Comparing the Grand Combination with Its Underlying Component
Densities

We noted above that the grand combination helps improve the calibration of the density now-
casts, which is an important objective. We also compare the accuracy of the grand combination
to its three component densities—DMS, MIDAS, and DFM—when both the stage 1 and stage
2 combinations are made using the log score weighting scheme to assess the extent to which
relative accuracy and point accuracy gains are coming from combining densities across mixed-
frequency model classes.

Figure 3.6 plots the density nowcast relative accuracy comparison using the log score and
CRPS metrics. These figures indicate that the grand combination’s nowcasts are generally
among the best performing, especially when assessed using the CRPS metric. However, when
evaluated using the log score metric, there are some instances for CPI inflation and PCE inflation
where the DMS combination is significantly more accurate than the grand combination. Indeed,
the DMS combination alone is often quite competitive with the grand combination. Only in the
case of core PCE inflation with the log score metric does the MIDAS combination outperform
the DMS combination.

Figure 3.7 compares the point nowcast accuracy of the grand combination with the DMS
combination and the single DMS specification from Knotek and Zaman (2017)@ The point
nowcast accuracy of the grand combination is similar to the single DMS specification for CPI
inflation, PCE inflation, and core CPI inflation. In the case of core PCE inflation, the grand
combination is more accurate than the single DMS specification, with notably lower RMSEs for
cases 1 through 4; for cases 3 and 4, the accuracy gains are statistically significant at the 10%
significance levelﬁ We view these results as desirable because it satisfies an important objective
of our model-combination approach, which is that we want the point nowcasting accuracy of
the combined density to be at least as good as the single DMS specification from Knotek and
Zaman (2017).

Given that the point accuracy of the DMS combination is similar to the accuracy of the
grand combination for all four inflation measures, one could focus only on combinations from
the DMS model class. However, we view combining density nowcasts across the three mixed-

frequency model classes as more desirable for at least two reasons. First, given the preference

2"We omit the MIDAS and DFM combinations because the DMS combination is substantially more accurate
for CPI inflation and PCE inflation, and all combinations are competitive for core PCE inflation and core CPI
inflation. The grand combination and DMS combination use the log score weighting scheme.

28Gtatistical significance is based on the Diebold-Mariano and West test (with the truncation lag parameter
h-1 for the HAC variance estimator), and two-sided standard normal critical values.

84



for well-calibrated densities, the grand combination comes closer to being correctly specified
than the DMS combinations. Second, while the DMS model class performed well over our
evaluation sample, there is no guarantee that it will continue to do so going forward. The grand
combination based on a richer set of models provides better insurance in the face of future

uncertainties about model specifications and will be more robust to structural instabilities”)

3.6.4 Time-Varying Properties of the Grand Combination: Weights, Uncer-
tainty, Skewness, and Kurtosis

The blend of adaptive, possibly time-varying weights and the use of a flexible aggregation strat-
egy could yield time-varying estimates of the variance (uncertainty), skewness (asymmetry),
and kurtosis in the inflation density nowcasts. Figures 3.8 and 3.9 plot the properties of the
density nowcasts for the four inflation measures for cases 1 and 4 during the target nowcast
month: the evolution of the weights applied to the stage 1 combinations in making the stage 2
grand combination (top row); the evolution of the uncertainty (i.e., the volatility) around the
point nowcasts, measured as the width of the 70% prediction intervals of the density nowcasts
(second row); estimates of skewness (third row); and estimates of kurtosis (fourth row)m

We note the following items from the figures. First, in the case of CPI inflation and PCE
inflation, the DMS model class quickly dominates the DFM and MIDAS model classes, receiv-
ing much or nearly all of the weight for most of our evaluation sample. However, it is worth
pointing out that even if a single model class receives a nearly 100% weight in the stage 2
combination, that model class is nevertheless a stage 1 combination of many individual model
specifications. These stage 1 combinations almost always include more than one model specifi-
cation (see Figures B10, B11, and B12 in the appendix). In the case of core CPI inflation and
core PCE inflation, there is considerably more variation regarding which model class receives
the most weight, although the MIDAS model class tended to be the best performing late in the
sample and so received the most weight.

Second, we highlight the fast model-switching behavior of the weighting scheme based on
the log-score. When the differences in the density accuracy among the candidate densities are
in the moderate to large range, then the log score metric discriminates among densities rather
sharply by heavily penalizing the poor performers. This sharp distinction implies that the
density nowcast assessed as the most accurate gets a very high score, which translates into a
substantially higher average score and, in turn, significantly higher weight in the combination,
possibly resulting in a fast-switching pattern@ Recent research generally views this feature of

fast model-switching as desirable, and so a framework that allows for it is viewed favorably (see

Figures B6, B7, B8, and B9 in the appendix report similar results for month-over-month inflation and
quarterly annualized inflation rates.

39Gkewness=0 and kurtosis=3 for a variable that is normally distributed, so departures from these values
suggest evidence for asymmetric distributions if skewness is different from zero or fat tails if kurtosis is greater
than 3.

3! Aastveit et al. (2014) document a similar characteristic for the log score weighting scheme in their real GDP
nowcasting application.
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Beckmann et al., 2020).

Third, as information accumulates over the course of the target nowcast month, the precision
of the density nowcasts improves, and there is a shift lower in the uncertainty estimates in case
4 compared with case 17

Fourth, there are visible movements in the uncertainty estimates, more so in the case of
headline inflation than core inflation. It is also evident that the profiles of the uncertainty
estimates differ across inflation measures and across monthly cases, reflecting different nowcast
origins within a month for a given inflation measure. Interestingly, the patterns seen in the case
of quarterly inflation provide stronger evidence of shifts in uncertainty over time (see Figure
B13 in the appendix). Moreover, the broader movements in the uncertainty estimates implied
by our density nowcasts for quarterly inflation are similar to uncertainty estimates reported
elsewhere in the literature using stochastic volatility models (e.g., Knotek, Zaman, and Clark,
2015).

Fifth, there is evidence of both time-varying skewness and kurtosis in the density nowcasts.
There have been extended stretches in which skewness differed from zero and kurtosis differed
from three, consistent with departures from Gaussianity, along with occasional spikes in both
measuresﬂ Overall, the density nowcast estimates generated from our two-stage combination
process featuring a flexible aggregation strategy with the log score weighting scheme can adapt
in a time-varying manner to accommodate non-Gaussian features such as asymmetry and/or
heavy tails and are doing an adequate job of capturing uncertainty around future inflation

outcomes@

3.7 Comparison with the Survey of Professional Forecasters

Given the ability of their respondents to use a variety of high-frequency data sources in a flexible
fashion, nowcasts coming from surveys of professional forecasters are a difficult benchmark to
beat. We test the nowcasting performance of our grand combination against the inflation
nowcasts provided by the Survey of Professional Forecasters (SPF), in terms of both point
nowcasting performance and density nowcasting performance. In doing so, we match our model’s
real-time information set to the survey dates from the SPF each quarter.

For point nowcasting, we compare the median SPF response to the mean of the combined
density nowcast coming from the grand combination using the log score weighting scheme and
the flexible aggregation strategy. For density nowcasting, we compare our grand combination
with estimated survey density nowcasts formed using a normal distribution, whose mean is set

equal to the median SPF point nowcast and whose variance is set to match the variance of the

323ee the narrowing of the prediction intervals in case 4 compared with case 1 in Figure B4 in the appendix.

33Figure B14 in the appendix illustrates the stage 2 grand combination as of case 1 for nowcasting the target
month of January 2001; the resulting CPI inflation and PCE inflation grand combination densities are noticeably
fat tailed and asymmetric compared with the densities for core CPI inflation and core PCE inflation.

34Figures B15, B16, and B17 in the appendix plot the weights and higher-order moments when using the CMG,
Ganics, and CRPS weighting schemes, respectively.
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past historical errors of the SPF point nowcasts over a short rolling window.

Estimates of survey density nowcasts based on historical errors have been shown to be a
good benchmark, especially for inﬂationﬁ The Federal Open Market Committee uses histor-
ical forecast errors to provide an estimate of the uncertainty surrounding the outlook in the
Summary of Economic Projections (see Reifschneider and Tulip, 2019). While the SPF does
provide some density forecasts by combining individual respondents’ density forecasts, we fa-
vor the historical errors approach because Clements (2018) shows that the survey projection’s
second moments are inferior to simple statistical models. In addition, the SPF only reports
fixed-event density forecasts for core PCE inflation and core CPI inflation, which limits their
comparability to our results to the fourth quarter of each year.

Table 3.5 reports the results from the out-of-sample nowcasting horse race between our grand
combination using real-time data and the SPF for point and density nowcasts. The evaluation
period runs from 2000Q4 through 2015Q2 for CPI inflation, and 2007Q1 through 2015Q2 for
core CPI inflation, PCE inflation, and core PCE inflation.

The point nowcasts implied by the grand combination are substantially more accurate (i.e.,
have lower RMSEs) than the SPF for both CPI inflation and PCE inflation, and the gains are
statistically significant. For these two inflation measures, the density nowcasts from the grand
combination are substantially more accurate than the simple SPF-based benchmark density
nowcasts, as indicated by significantly higher log scores.

For core CPI inflation and core PCE inflation, both the point accuracy and the density
accuracy of the grand combination are competitive with the SPF. As noted above, there is
only limited evidence of skewness and kurtosis in the predictive distributions for core inflation,
suggesting that flexible density estimates are not far from the normality assumption embedded
in the estimated SPF density. In the case of core inflation, we see our framework’s ability to
adapt in a dynamic fashion to produce an approximately normal distribution as a testament to

the benefits of our flexible approach.

3.8 Conclusion

We develop a flexible framework based on model combinations to produce density nowcasts for
U.S. inflation. By combining individual density nowcasts from three classes of parsimonious
mixed-frequency models, this framework generates nowcasts at a trading-day frequency and
updates as information accumulates over the course of a month or a quarter. We propose a novel
flexible aggregation strategy to combine the density nowcasts both within and across model

classes. We complement this flexible aggregation strategy with an examination of a variety

35Kriiger, Clark, and Ravazzolo (2017) and Tallman and Zaman (2020) document competitive nowcasting
performance, including the good calibration fit of the density nowcasts of inflation constructed through this
simple procedure. The procedure’s use of a short rolling window in computing the variance of the past historical
errors is a simple and convenient way to incorporate the changing variance of the density estimates instead of
explicitly modeling stochastic volatility, a point also emphasized by Ganics, Rossi, and Sekhposyan (2019)
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of dynamic model averaging approaches, where the weights used to combine the nowcasts can
be updated based on learning from past performance. An important feature of this proposed
framework is its ability to accommodate non-Gaussian and time-varying properties of variance,
skewness, and kurtosis in the density nowcast estimates. These dynamic features are essential
in improving the accuracy of density nowcasts for headline inflation.

Our flexible framework allows us to incorporate a range of recent density combination meth-
ods proposed in the literature in a comprehensive empirical examination. Overall, using high-
frequency, real-time data over the period 2000-2015, we show that the grand combination from
our approach can generate highly accurate density nowcasts, but the combination method mat-
ters for the accuracy of the combined density nowcasts. Density combinations based on our
novel flexible aggregation strategy using the log score weighting scheme, which relies on past
predictive performance, or the “optimal” weighting scheme proposed by Conflitti, De Mol, and
Giannone (2015) are among the best performing in terms of relative accuracy and are well cali-
brated. The Ganics (2017) weighting scheme produces the best calibrated densities for headline
inflation, but its relative accuracy is inferior to the log score and the Conflitti, De Mol, and
Giannone (2015) weighting schemes. In the case of core inflation, all combination methods
perform comparably.

In a horse race with the Survey of Professional Forecasters, the grand combination’s density
nowcasts provide superior point and density nowcasts for CPI inflation and PCE inflation. For
core CPI inflation and core PCE inflation, our grand combination’s nowcasting performance is
competitive with the SPF. The ability of our proposed framework to generate highly accurate
point and density nowcasts of inflation is a useful outcome for practitioners.

Our empirical findings should serve as a guide to practitioners about the combination meth-
ods that may or may not work for nowcasting U.S. inflation. Our study provides further
evidence that, when it comes to density combinations, there is no single best procedure; rather,

it is important to examine combination methods on a case-by-case basis.
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Table 3.1: Model Space: Mixed-Frequency Model Classes and Specifications

Model Class

Modeling Options

Number of Models

DMS Autoregressive (AR) Lags = [1, 2] 108
Estimation window core inflation = [24, 36] months
Estimation window headline inflation = [24, 36, 84] months
Estimation window oil-gasoline error correction = [60, 72, 84] months
Number of years to use for computing seasonal factors = [3, 5, 7] years

MIDAS Estimation window = [5-year, 7-year, 10-year rolling, expanding] 12

Polynomial option = [Beta]
High-frequency data = [Daily only, weekly only, both daily and weekly]

DFM Number of factors = [1] 12
Number of lags = [1, 2, 3, 4, 5, 6]
Estimation window = [Expanding, 5-year rolling]

Total 132

Notes: DMS is deterministic model switching; MIDAS is mixed data sampling; and DFM is dynamic factor model. See the text and the

appendix for details.

Table 3.2: Representative Dates for Monthly Nowcasting Performance
Information Set s(7) Target Month
Case Date (Example: Nowcasting target month is January) Horizon (t+h)
1 Last day of the December 31: Have CPI and PCE through November; CPI: h=2
previous month high-frequency information through December 31 PCE: h=2
2 Day 8 of the January 8: Have CPI and PCE through November; CPI: h=2
target month high-frequency information through the end of the 1st week of Jan., PCE: h=2
which includes weekly retail gasoline reading for the 1st week of Jan.
3 Day 15 of the January 15: Receive CPI for December and have PCE through CPI: h=1
target month November; high-frequency information through end of 2nd week of PCE: h=2
Jan., which includes two weekly retail gasoline readings for Jan.
4 Day 22 of the January 22: Have CPI for December and PCE through November; CPI: h=1
target month high-frequency information through end of 3rd week of Jan., which PCE: h=2
includes three weekly retail gasoline readings for Jan.
5 Last day of the January 31: Have CPI for December and receive PCE for December; CPI: h=1
target month high-frequency information for all of January, which includes all four PCE: h=1
weekly retail gasoline readings for Jan.
6 Day 15 of the February 15: Receive CPI for January and have PCE through CPIL: h=n/a
following month ~ December; high-frequency information for all of Jan. PCE: h=1
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Table 3.3: Calibration Diagnostics

Nowcasting Case Berk. Chi-Sq. AD KS KL 70% Cov Rate.
CPI: Grand Combination Based on Log Score

Case 1 0.80 0.05 0.02 0.35 0.26 60.67
Case 2 0.23 0.98 042 091 0.74 72.47
Case 3 0.50 0.38 0.74 0.81 0.79 69.66
Case 4 0.00 0.33 0.36  0.50 0.38 77.53
Case 5 0.01 0.05 0.44 0.18 0.09 76.97
CPI: Grand Combination Based on CMG
Case 1 0.14 0.92 0.63 0.95 0.99 70.22
Case 2 0.00 0.28 0.36  0.20 0.50 74.16
Case 3 0.05 0.28 0.37 0.52 0.56 76.40
Case 4 0.01 0.14 0.37 0.17 0.37 77.53
Case 5 0.00 0.03 0.07 0.13 0.07 80.90
CPI: Grand Combination Based on Ganics
Case 1 0.10 0.55 0.37 0.76 0.22 71.35
Case 2 0.01 0.75 0.39 0.56 0.44 71.35
Case 3 0.07 0.02 0.35 0.38 0.29 77.53
Case 4 0.11 0.56 0.36  0.48 0.43 76.40
Case 5 0.04 0.23 0.39 0.17 0.21 75.84
Core CPI: Grand Combination Based on Log Score
Case 1 0.32 0.02 0.42 0.30 0.20 65.73
Case 2 0.17 0.22 043 0.22 0.30 61.80
Case 3 0.52 0.41 0.36  0.46 0.43 64.61
Case 4 0.39 0.38 0.35 0.43 0.46 65.17
Case 5 0.33 0.28 0.37 0.37 0.47 65.73
Core CPI: Grand Combination Based on CMG
Case 1 0.02 0.70 042 0.24 0.53 67.42
Case 2 0.01 0.46 0.09 0.16 0.42 67.98
Case 3 0.41 0.72 0.36  0.44 0.52 65.17
Case 4 0.38 0.43 0.35 0.60 0.53 66.29
Case 5 0.35 0.60 0.35 0.58 0.53 66.85
Core CPI: Grand Combination Based on Ganics
Case 1 0.08 0.16 0.06 0.10 0.35 65.73
Case 2 0.17 0.61 0.08 0.19 0.36 65.73
Case 3 0.44 0.05 0.36  0.26 0.47 63.48
Case 4 0.25 0.23 042 0.14 0.39 63.48
Case 5 0.37 0.14 0.39 0.30 0.28 65.17

Notes: Entries except for those in the final column are p-values. “Berk” is the Berkowitz test. “Chi-Sq” is the Pearson
Chi-Squared test. “AD” is the Anderson-Darling test. “KS” is the Kolmogorov-Smirnov test. “KL” is the Kniippel test.
Entries in bold indicate rejection of the null hypothesis of correctly calibrated density nowcasts at a 5% significance level.

“70% Cov. Rate” shows the 70% empirical coverage rates. The evaluation sample: September 2000 through June 2015;
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excludes September 2001 and October 2001 for PCE and core PCE inflation calculations.
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Table 3.4: Calibration Diagnostics (continued)

Nowcasting Case Berk. Chi-Sq. AD KS KL 70% Cov Rate.

PCE: Grand Combination Based on Log Score

Case 1 0.53 0.02 0.01 0.06 0.14 59.66
Case 2 0.05 0.30 0.01 0.01 0.34 65.91
Case 3 0.20 0.46 0.37 024 0.37 68.75
Case 4 0.09 0.11 0.39 045 0.43 72.73
Case 5 0.05 0.18 0.03 0.11 0.51 69.89
Case 6 0.49 0.19 0.01 0.14 0.13 63.07
PCE: Grand Combination Based on CMG
Case 1 0.23 0.51 0.40 031 0.73 67.61
Case 2 0.02 0.48 0.07 0.03 0.57 69.89
Case 3 0.07 0.01 0.36  0.26 0.37 71.02
Case 4 0.03 0.07 0.37 0.37 0.28 71.02
Case 5 0.00 0.11 0.07 0.09 0.51 70.45
Case 6 0.04 0.82 0.39 0.27 0.72 65.34
PCE: Grand Combination Based on Ganics
Case 1 0.39 0.56 0.45 054 094 68.18
Case 2 0.05 0.74 0.42 0.21 0.68 69.89
Case 3 0.93 0.33 0.50 0.67 0.54 67.05
Case 4 0.91 0.76 0.57 047 0.50 67.05
Case 5 0.13 0.47 0.41 0.52 0.29 73.86
Case 6 0.07 0.63 0.36  0.68 0.71 65.34
Core PCE: Grand Combination Based on Log Score
Case 1 0.26 0.01 0.36  0.28 0.44 63.07
Case 2 0.43 0.78 0.36  0.38 0.61 64.20
Case 3 0.17 0.06 0.01 0.12 0.12 59.09
Case 4 0.06 0.01 0.00 0.25 0.16 60.80
Case b 0.42 0.49 0.38 0.67 0.55 66.48
Case 6 0.77 0.05 0.04 0.28 0.26 63.07
Core PCE: Grand Combination Based on CMG
Case 1 0.00 0.70 0.63 0.90 0.76 67.61
Case 2 0.00 0.94 0.55 0.87 0.67 67.61
Case 3 0.04 0.40 0.67 0.90 0.89 69.32
Case 4 0.06 0.25 0.64 0.82 0.90 68.18
Case 5 0.17 0.70 0.36  0.21 0.67 66.48
Case 6 0.21 0.94 0.40 0.83 0.75 67.05
Core PCE: Grand Combination Based on Ganics
Case 1 0.00 0.64 0.44 0.83 0.57 67.05
Case 2 0.00 0.68 0.51 0.79 0.79 67.05
Case 3 0.52 0.70 0.35 0.71 0.63 65.34
Case 4 0.46 0.88 0.36  0.71 0.49 64.77
Case 5 0.97 0.88 0.37 0.80 0.73 69.32
Case 6 0.54 0.51 0.36  0.83 0.70 64.20
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Table 3.5: Nowcasting Comparison with the Survey of Professional Forecasters

CPI Core CPI PCE  Core PCE

Point Nowcast Comparison

Grand combination RMSE 1.040  0.569 0.793  0.525
SPF (median) RMSE 1.429  0.577 1.089  0.504
Ratio, avg. SPF MSE/Grand MSE 1.888  1.025 1.883  0.922
GW p-values 0.010 0.881 0.002 0.617
Density Nowcast Comparison

Grand combination log score (Grand LS) -1.370 -0.811 -1.064 -0.735
SPF log score (SPF LS) -1.913  -1.519 -1.572  -0.780
Relative, SPF LS — Grand LS -0.543 -0.709 -0.508 -0.045
DM type test p-values 0.000 0.185 0.000 0.525

Notes: The grand combination uses real-time data available through the SPF survey date for each quarter. The SPF
density nowcasts are based on historical forecast errors; see the text for details. The CPI exercise uses real-time data from
2000Q4 through 2015Q2. The core CPI, PCE, and core PCE exercises use real-time data from 2007Q1 (the first available
SPF estimate) through 2015Q2. The DM type test reports the results of a test for equal predictive accuracy based on

testing whether the constant term in the regression of the differences in the log score on the constant is statistically different

from zero.
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Figure 3.1: Comparison of PITs across Single Specifications of Mixed-Frequency Model Classes
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Notes: The figure plots histograms of the empirical distribution of the PITs for single specifications of the DMS, MIDAS,
and DFM model classes (blue bars) and the uniform U(0,1) distribution (black lines), generated at either the last day of
the month preceding the target nowcast month (case 1) or day 22 of the target nowcast month (case 4). The x-axis shows
the decile bins and the y-axis shows the percentage of observations falling within each decile bin. The nowcast evaluation
sample spans September 2000 through June 2015; we omit September 2001 and October 2001 for PCE inflation and core

PCE inflation calculations.

94



Figure 3.2: Comparison of PITs across Stage 1 Combinations within Model Classes
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Notes: The figure plots histograms of the empirical distribution of the PITs for stage 1 combinations within the DMS,
MIDAS, and DFM model classes (blue bars) and the uniform (0,1) distribution (black lines), generated at either the last
day of the month preceding the target nowcast month (case 1) or day 22 of the target nowcast month (case 4). The x-axis
shows the decile bins and the y-axis shows the percentage of observations falling within each decile bin. The nowcast

evaluation sample spans September 2000 through June 2015; we omit September 2001 and October 2001 for PCE inflation



Figure 3.3: Comparison of PITs across Grand Combinations
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Notes: The figure plots histograms of the empirical distribution of the PITs for stage 2 combinations across the DMS,
MIDAS, and DFM model classes (blue bars) and the uniform (0,1) distribution (black lines), generated at either the last
day of the month preceding the target nowcast month (case 1) or day 22 of the target nowcast month (case 4). The x-axis
shows the decile bins and the y-axis shows the percentage of observations falling within each decile bin. The nowcast
evaluation sample spans September 2000 through June 2015; we omit September 2001 and October 2001 for PCE inflation

and core PCE inflation calculations.



Figure 3.4: Density Performance Comparisons across Grand Combinations

(a) Relative accuracy based on log score
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Notes: The top panel plots the average log score and the bottom panel plots the average CRPS for grand combinations

based on log score, CRPS, equal, CMG, and Ganics weighting schemes. The evaluation sample runs from September 2000

through June 2015; we omit September 2001 and October 2001 for PCE inflation and core PCE inflation calculations.
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Figure 3.5: Point Nowcasting Performance across Grand Combinations

RMSE: Monthly Inflation (12-month % change)
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Notes: The figure plots the RMSEs for grand combinations based on log score, CRPS, equal, CMG, and Ganics weighting
schemes and using the flexible aggregation strategy. The cases reflect the point in time when each nowcast was made
relative to the target nowcast month; see Table 3.2. The evaluation sample runs from September 2000 through June 2015;

we omit September 2001 and October 2001 for PCE inflation and core PCE inflation calculations.
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Figure 3.6: Density Performance of Grand Combination vs. Its Components

(a) Relative accuracy based on log score
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Notes: The top panel plots the average log score and the bottom panel plots the average CRPS for the grand combination
based on the log score weighting scheme and combinations based on the DMS model class, MIDAS model class, and DFM
model class, where each individual model class uses the log score weighting scheme. The evaluation sample runs from
September 2000 through June 2015; we omit September 2001 and October 2001 for PCE inflation and core PCE inflation

calculations.



Figure 3.7: Point Nowcasting Performance, Grand Combination vs. DMS
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Notes: The figure plots the RMSE for the grand combination based on log score and using the flexible aggregation strategy;
the stage 1 combination from the DMS model class; and a single specification from the DMS model class based on Knotek
and Zaman (2017). The cases reflect the point in time when each nowcast was made relative to the target nowcast month;
see Table 3.2. The evaluation sample runs from September 2000 through June 2015; we omit September 2001 and October

2001 for PCE inflation and core PCE inflation calculations.
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Figure 3.8: Weights and Higher-Order Moments (CPI and Core CPI)
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Notes: The first row of each panel plots the evolution of the weights for the three model classes underlying the grand
combination, based on the flexible aggregation strategy and log-score weighting scheme. (Each model class is a combination
of multiple model specifications.) The second row plots estimates of dynamic uncertainty, defined as the width of the 70%
prediction intervals. The last two rows plot time-varying estimates of skewness and kurtosis. The sample period spans

September 2000 through June 2015.
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Figure 3.9: Weights and Higher-Order Moments (PCE and Core PCE)

(c) PCE inflation
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Notes: The first row of each panel plots the evolution of the weights for the three model classes underlying the grand
combination, based on the flexible aggregation strategy and log-score weighting scheme. (Each model class is a combination
of multiple model specifications.) The second row plots estimates of dynamic uncertainty, defined as the width of the 70%
prediction intervals. The last two rows plot time-varying estimates of skewness and kurtosis. The sample period spans

September 2000 through June 2015.
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Chapter 4

A Unified Framework to Estimate

Macroeconomic Stars

4.1 Introduction

The economic concept of a long-run equilibrium level (often denoted with the “star” symbol)
is central to macroeconomics. These long-run levels are thought to reflect the fundamental
structure of the economy (in the absence of shocks). Hence, they are used as reference points,
and deviations from these long-run levels reflect cyclical or idiosyncratic fluctuations. Dynamics
of cyclical changes and the pace of their adjustment towards the long-run equilibrium are of
interest to macroeconomists. However, effective identification of cyclical fluctuations in any
macroeconomic aggregate requires knowledge of its long-run equilibrium.

In this chapter, we estimate jointly range of macroeconomic stars that are of broader interest
to macroeconomists and policymakers: the equilibrium rate of productivity growth (p-star), the
level of potential output (gdp-star), the growth rate of potential output (g-star), the equilibrium
level of the unemployment rate (u-star), the equilibrium level of the real rate of interest (r-star),
the equilibrium rate of price inflation (pi-star), the equilibrium rate of nominal wage inflation
(W—star)E] The assumption that a long-run equilibrium exists implies that in the long-run, the
economy is growing at potential, inflation equals its trend rate, the unemployment rate reflects
a combination of structural and frictional factors, i.e., there is no cyclical pressure, nominal
wages grow at a rate equal to the sum of labor productivity growth and price inflation, and
the real interest rate reflects the rate consistent with output growing at potential and stable
inflation 4

!The subset of these stars, p-star, g-star, u-star, and r-star, reflect the fundamental structural features of the
economy whereas others, pi-star and w-star are thought to be influenced by central banks and monetary policy.

2The literature has referred to the concept of long-run equilibrium using different terminologies, such as “nat-
ural”, “neutral”, “trend”, “steady-state”, and “long-run”. There are subtle differences among them, but they can
be interpreted as the same for the purpose of this chapter. In some studies, especially using Dynamic Stochastic
General Equilibrium (DSGE) models, the concept of the natural rate refers to medium-horizon equilibrium, and
in these same models, the concept of steady-state is used to refer to the long-run equilibrium.
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As discussed in Weber et al. (2008), conceptually, determining stars’ estimates appears
straightforward, however, in practice, it is fraught with difficulties. The difficulties stem from the
fact that the values of the stars and their determinants are unobserved. To infer the estimates
of the stars, a range of statistical and econometric methods are applied to observable historical
data. These methods range from statistical univariate filters (e.g., Hodrick and Prescott, 1997;
Christiano and Fitzgerald, 2003; Ashley and Verbrugge, 2009) to multivariate models, including
semi-structural time-series models (e.g., Pescatori and Turunen, 2016; Morley and Wong, 2020),
and fully structural DSGE models (e.g., Del Negro et al., 2017).

Economic theory posits that the structural aspects of the economy, which inform the values
of the stars, change slowly. Therefore, methods that produce estimates of stars that change only
gradually have more traction than methods that give less smooth estimates. According to this
criterion, multivariate unobserved components (UC) models, which are statistical models that
use economic theory to frame the empirical specification, have been shown to provide reasonable
estimates of the stars (e.g., Kuttner, 1994; Basistha and Nelson, 2007; Laubach and Williams,
2003; Chan, Koop, and Potter, 2016). Hence, they are the dominant methods for obtaining
time-varying estimates of the stars.

However, with few exceptions, the popular multivariate UC models that estimate time-
varying stars focus on a small number of observables, often just two or three, and minimal
structure (e.g., Laubach and Williams, 2003). Studies that entertain more variables have ab-
stracted from important empirical features such as time-varying parameters and stochastic
volatility (e.g., Del Negro et al., 2017; Fleischman and Roberts, 2011). A priori, one would
expect a framework based on greater information that explicitly permits (contemporaneous)
interactions between stars and between cyclical components and a richer structure to provide
more reliable estimates of the objects of interest (e.g., stars) than frameworks that ignore them.
Indeed, Taylor and Wieland (2016) make a similar argument in the importance of appropriately
accounting for trends in the determinants of the r-star to estimate r-star correctly. Specifically,
Taylor and Wieland (2016) point out, “What appear to be trends in the equilibrium interest
rate may instead be trends in other policy variables that affect the economy.”

Accordingly, in this chapter, we take on the challenge of jointly estimating several macroe-
conomic stars simultaneously, including g-star (and gdp-star), u-star, p-star, pi-star, w-star,
and r-star, using a semi-structural time series model (aka multivariate UC model with a par-
ticular structure informed from economic theory). For each star, we formulate a rich structure
whose elements are guided by past research. For example, econometric estimation of r-star
is informed from various sources: Investment-Savings (IS) equation, Taylor-type rule, equation
linking g-star and r-star, and equation relating r-star to survey expectations. We allow for time-
variation in important macroeconomic relationships and error variances. Fernandez-Villaverde
and Rubio-Ramirez (2010), Koop and Korobilis (2010), Carriero et al. (2019), among many
others, highlight the importance of allowing for stochastic volatility in macroeconomic models.

Incorporating these empirical features should better distinguish between cyclical fluctuations
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and lower-frequency movements in the macroeconomic aggregates considered in this paper.

We extend the Chan, Clark, and Koop (2018) — henceforth CCK — approach of using long-run
survey expectations to improve pi-star precision to other macroeconomic stars. Specifically, for
each macroeconomic variable of interest, we explicitly model the link between the unobserved
“star” and the expectations about the star contained in the Blue Chip survey of economic
forecasters (or reported by the Congressional Budget Office [CBO] when the survey estimate
is not available)ﬂ In a high-dimensional model like ours, the use of long-run survey expecta-
tions, which are direct measures of stars, could help anchor model-based estimates of stars to
reasonable values (especially in times of heightened uncertainty) and potentially improve the
precision of the estimates. We estimate our feature-rich UC model using Bayesian techniques,
specifically the efficient sampling techniques developed in Chan, Koop, and Potter (2013) and
the precision sampler proposed in Chan and Jeliazkov (2009).

All in all, the combination of time-varying parameters, SV, joint modeling of multiple stars,
implementation of an expanded structure, and allowing for a direct connection between stars and
long-term survey expectations is what differentiates our UC model from the existing literature.
Many popular UC models could be viewed as special cases of our larger UC model, which
facilitates model comparison. We note that among the stars considered, w-star has received
less attention in the literature. Our UC model’s ability to provide real-time estimates of w-
star and model-based decomposition into its determinants p-star and pi-star, as implied by
economic theory, is a novel contribution. This specific decomposition is useful to monetary
policymakers, who often refer to developments in nominal wages to support their forecasts and
related discussions on price inflation and employment.

Our results indicate that there are payoffs to modeling stars jointly using a larger multivari-
ate UC model. The metric of Bayesian model comparison generally favors our larger UC model
over smaller-scale UC models. The model yields credible estimates of stars (and the output
gap). For example, the output gap estimate is similar to the CBO estimate based on a produc-
tion function approach. Generally, the contours of stars echo those documented elsewhere in the
literature but at times are different, and these differences can matter for policy. For example,
let’s consider pi-star, from 2000 to 2010, our UC model has an estimate of the pi-star stable at
or close to 2%, whereas pi-star from a popular univariate model (of Stock and Watson, 2007)
displays notable fluctuations around 2%, and the bivariate model of CCK indicates a stable
pi-star about few tenths below 2%. These differences in pi-star matter for central banks tasked
with inflation targeting. Compared to some of the popular UC models and the smaller-scale
restricted variants of our larger UC model, the precision estimates of the stars (and the output
gap) from our UC model are among the most precise, where precision is measured as the width

of 90% credible interval. The model’s reliance on long-term survey expectations data is the

3The long-run survey expectations can be thought of as a hybrid forecast because it combines judgment based
on a range of information and forecast derived from a range of modeling approaches. Our use of such a hybrid
forecast implicitly serves as an additional channel through which the issue of omitted variable bias is mitigated.
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key reason for this improved precisionﬁ Survey expectations played a crucial role in guiding
the model-based assessment of stars during the COVID-19 pandemic, a period of heightened
uncertainty. Our UC model’s real-time point and density forecasting accuracy rivals and, in
some cases, outperform hard-to-beat benchmarks, including small-scale UC models.

We also demonstrate the usefulness of stars’ estimates (from our UC model) as terminal
values for external models. Previous research shows that forecasting models, such as (steady-
state) vector autoregression (VAR) model, often benefit significantly (in terms of improved
forecast accuracy) from external information about steady-states informed by long-run survey
expectations (e.g., Wright, 2013). Using a real-time forecasting horse race, we show that if we
were to inform steady-states in a VAR with the stars from our UC model, gains in forecast
accuracy (for some of the variables) are achieved compared to the standard approach relying
on survey expectations. Hence, our framework provides a potential source for obtaining the
stars’ estimates in real-time. An advantage of our framework compared to surveys is that it
provides estimates of stars (steady-states) for variables not covered by surveys (such as w-star)
and offers both point and density estimates for the stars.

We summarize three additional findings. First, we find that the empirical evidence in
the link between r-star and g-star, as implied by theory, is weak (consistent with Hamilton
et al., 2016; Lunsford and West, 2019), but by bringing survey expectations into the model,
the link becomes stronger (providing support to Laubach and Williams, 2016). Second, our
results indicate economically and statistically significant evidence of time-variation in our model
parameters capturing macroeconomic relationships and strong support for SV’s inclusion in
our model equations. It lends support to the popular narratives: “(price) Phillips curve has

7

weakened over time,” “wage Phillips curve is alive,” and “weakening in the procyclicality of
labor productivity.” Third, a comparison between final and real-time estimates of the stars
indicates that their broad movements have generally tracked each other closely. We view this
as a valuable finding because it suggests that we make some progress in mitigating the well-
known difficulties associated with the real-time estimation of the stars.

In recent years, several papers have provided estimates of the stars using UC models with
more indicators and or an expanded structure. For example, Johannsen and Mertens (forth-
coming) [henceforth JM], Pescatori and Turunen (2016), Del Negro et al. (2017), Brand and
Mazelius (2019), Gonzalez-Astudillo and Laforte (2020), among others, have examined the roles
of additional determinants in explaining r-star. Neither of these studies feature time-varying
parameters, and only JM allows for SV, but their model size is significantly smaller than ours.
Chan, Koop, and Potter (2016) [henceforth CKP] illustrate the value of modeling u-star and
pi-star as bounded random walk processes in a bivariate Phillips curve. More recently, using a
fixed-parameter UC model, Crump et al. (2019) estimate u-star by combining a range of labor

market indicators across demographic groups and survey expectations of inflation. This chapter

4Qur precision estimates are on a par with recent studies highlighting the improved precision of stars derived
from their approaches (e.g., r-star by Del Negro et al., 2017; u-star by Crump et al., 2019; pi-star by CCK).

106



goes further by implementing a UC model that estimates long-run equilibrium values for many
variables with a rich dynamic structure, including stochastic volatility and time-varying param-
eters, and uses survey information about the long-run expectations of inflation, unemployment
rate, real GDP growth, and interest rates ]

The chapter is organized as follows. The next section describes in detail the econometric
model and its variants. Section 4.3 describes the data and estimation. Section 4.4 presents and
discusses in detail the estimates of stars and other model parameters. Section 4.5 reports the
real-time forecasting results and a discussion comparing real-time and final estimates of stars.
Section 4.6 illustrates the ability of the model to handle the COVID-19 pandemic data. Section
4.7 concludes. This chapter has a supplementary online appendix that lists detailed Bayesian

estimation steps and some additional results.

4.2 Empirical Macro Model and Variants

The ingredients of our macroeconomic econometric model are guided by economic theory, and
in part, by features that previous research shows to be empirically relevant. These features
include stochastic volatility and time-varying parameters, which in turn imply time-varying
predictability. Collectively, these empirical features permit modeling changing macroeconomic
relationships in a flexible way.

We represent our empirical model using six sets of equations, which we denote blocks. These
six blocks, which allow for contemporaneous interactions between them, characterize the joint
dynamics of the unemployment rate, output growth, labor productivity growth, price inflation,
nominal wage inflation, nominal interest rate, and corresponding stars. To be sure, the model
assumes that all innovations are uncorrelated both serially and across equations. However, we
emphasize that any assumed current period correlations between the cyclical components and
or between stars are directly modeled via the model equations that define the contempora-
neous relationships between the components (e.g., cyclical output gap at time ¢ with cyclical
unemployment gap at ¢; r-star and g-star).

Before we jump into the model description, we describe some basics, including the econo-
metric definition of the star and the usefulness of survey long-run expectations in the estimation

of stars.

4.2.1 The econometric notion of a long-run equilibrium

Following CCK, Mertens (2016), Lee and Nelson (2007), Morley (2002), among many, this

chapter defines the long-run equilibrium (or star) of a particular macroeconomic series as its

®Morley and Wong (2020) and Chan (2019) propose alternative modeling framework based on VARs to
estimate the long-run equilibrium values. The advantage of the VAR based framework is the ability to handle
larger amounts of information conveniently and flexibly compared to UC models. On the other hand, the
advantage of UC modeling, as emphasized by CKP, is the availability of the direct estimates of stars, which in
our case proves quite convenient to allow for direct modeling of the relationships between various stars.
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infinite-horizon forecast conditional on the current information set. This definition of a star is
consistent with the notion of Beveridge-Nelson trend decomposition, and extensive literature
has adopted this approach to estimate stars. Equivalently, as commonly defined in the trend
estimation literature, the infinite horizon forecast could be viewed as an estimate of trend
conditional on the current information set (e.g., CCK, Garcia and Poon (2018), Mertens (2016),
Lee and Nelson (2007), Morley (2002)). As discussed in Mertens (2016), among others, different
information sets would likely yield different estimates of the infinite-horizon forecast (or trend).
Mertens showed that including survey projections of long-term inflation (hereafter survey long-
run forecasts) in the information set led to more precise and forward-looking estimates of trend
inflation.

The link between the infinite-horizon forecast and the underlying trend is described well
by the unobserved components (UC) model (see Laubach and Williams, 2003; Lee and Nelson,
2007; Mertens, 2016; CCK). In a UC model, a series (Y}) is typically represented as a sum of a
nonstationary trend component Y;*,, which is assumed to evolve slowly and a stationary cycle

Y,¢, whose infinite-horizon conditional expectation is assumed to be zero. Accordingly,

Y =Y+ Y~ 4.1
t ¢

The trend component Y;* is interpreted as the limiting forecast of the series (conditional on

the information set I;) as the forecast horizon tends to infinity,

lim E[Y;.j|T] = Y;'. (4.2)
j—00

Differencing the above equation yields,

Yy =Y+ lim E[Yeyy 1) = lim B[Vl li1] = Vi + e, e~ N(0,02). (4.3)
j—00 j—o0

which suggests a random walk process for the trend Y;*H It also suggests a stationary,
ergodic mean-zero process for Y.

Intuitively, the above set of assumptions imply that once the effects of the shocks have fully
played out, the macroeconomic series of interest, Y; gravitates to its underlying trend level, Y;*.

As discussed in CCK, various statistical and econometric models could fit within the above-
specified decomposition. This chapter formulates a specific unobserved components time series

model and its variants.

5The commonly adopted assumption of modeling Y;* as a random walk is partly due to consensus among
macroeconomists that the factors driving the long-run equilibrium levels are perceived to be quite persistent
(e.g., Lee and Nelson, 2007). In practice, the assumption of a (driftless) random walk has generally worked quite
well, in that it has provided reasonable estimates of the stars (e.g., Clark, 1987; Kuttner, 1994; Laubach and
Williams, 2003; Mertens, 2016).
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4.2.2 The role of survey expectations

As discussed in the introduction, an important contribution of this chapter is to provide a direct
role for long-run survey expectations in refining the stars’ estimates. Specifically, we follow the
approach of CCK (and Pescatori and Turunen, 2016). These papers explicitly estimate an
equation linking the observed measure of a long-run forecast obtained from external sources
(survey in the case of CCK and CBO projection of the output gap in Pescatori and Turunen,
2016) to an unobserved object of interest. We extend their approach to the macroeconomic
variables considered in this chapter.

Several papers have documented an essential role of long-run survey (and institutional)
forecasts in helping refine the econometric estimation of model parameters, including the latent
components (e.g., pi-star: Kozicki and Tinsley, 2012; Mertens, 2016; CCK; Mertens and Nason,
2020; gdp-star: Pescatori and Turunen, 2016; r-star: Del Negro et al., 2017). Specifically,
Mertens and Nason (2020), CCK, Mertens (2016), and Kozicki and Tinsley (2012), in using
different methodologies (in combining survey data with model forecasts) to estimate trend in US
inflation, show that survey long-run forecasts of inflation deliver crucial additional information
(beyond the recent inflation history) in refining trend estimates and improving model fit. In
a similar vein, Pescatori and Turunen (2016) document the usefulness of CBO’s projection of
the potential output gap in improving their model’s output gap precision. It is this particular
literature that motivates us to consider survey long-run forecasts in our large-scale econometric
model.

The advantage of survey (and institutional) forecasts stems from the fact that they could be
viewed as hybrid forecasts, i.e., a combination of judgment and forecasts derived from various
modeling approaches. The fact that human judgment enters into survey expectations is an
important reason for their success. As discussed by Kozicki and Tinsley (2012) and others, the
good forecasting properties are partly because survey participants have at their disposal a wide
range of indicators, including central bank communications, and information about changes in
the tax laws, etc. The patterns gleaned from this large information set can help shape opinions,
including any perceived structural change, which can immediately influence expectations about
the long-run.

The usefulness of this hybrid forecast measure is appealing from both theoretical and prac-
tical perspectives. From a theoretical standpoint, the notion of such a type of hybrid forecast
is well-aligned with the New-Keynesian view that emphasizes the importance of allowing for
interlinkages between the current state of the economic variables and their expectations about
the future in determining the relevant stars (see Weber et al., 2008).

From a practical point of view, such a hybrid measure helps limit the number of variables
(i.e., information) that need to be brought into the model. Put differently, explicitly utilizing
survey long-run expectations through an equation linking these expectations to the correspond-
ing model’s latent objects could be thought of as a short-cut to enrich the necessary information

set used in model estimation. Furthermore, in high-dimensional models, such as the one de-
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veloped in this chapter, the use of survey long-run projections, which are targeted and direct
measures of stars, could help anchor model-based estimates of stars to reasonable values and
have the potential to improve precision of the estimates.

Accordingly, in this chapter, with the exceptions of nominal wage inflation and labor pro-
ductivity, for each of the remaining four variables, we model the direct link between long-run
survey projection (or the long-run CBO projection in the years for which survey projections are

unavailable) and the corresponding star using the following econometric equations[l,

Z{ =CY + By + €%, &Y ~N(0,02), y=m,u,g,r (4.4)
Cy =CY | +¢eY, Y~ N(0, agy), Y =m,Uu,g,r (4.5)

where 7 refers to price inflation, u refers to the unemployment rate, g refers to real GDP
growth, r refers to the real interest rate, Z; refers to the survey long-run forecast corresponding
to the variable y, and y; is the unobserved y star.

C} is the time-varying intercept assumed to evolve as RW process to possibly capture the
permanent wedge between survey estimate and the model-based star. This wedge can arise due
to several reasons, including the fact that star is assumed to be the infinite-horizon forecast,
whereas the survey forecast refers to the average forecast for the five-year period starting seven
years into the future in the case of BC and ten-year ahead forecast in the case of SPF (for price
inflation).

The above set of equations define a simplistic and flexible relationship between the long-run

survey expectations and the star. ﬁ

4.2.3 Unemployment block

The long-run equilibrium level of unemployment (u-star) is the unemployment rate that prevails
when output is growing at potential, and the economy adds jobs so as to maintain the full-
employment level. This equilibrium level of unemployment is primarily the result of labor-
market imperfections caused by frictional and structural aspects of the labor markets.

As discussed in Crump et al. (2019), two approaches are commonly used to estimate u-star.
The first approach applies UC modeling to detailed labor market data (such as job vacancies,
firm’s recruiting intensity, demographic changes, flows into and out of unemployment) to extract
respective trends. These trends are used to construct implied estimates of u-star (e.g., Daly,
Hobijn, Sahin, and Valleta, 2012; Davis, Faberman, and Haltiwinger, 2013; Barnichon and
Mesters, 2018; Tasci, 2012). The second approach uses a combination of information from

prices (and or nominal wages, survey expectations) and the estimated Phillips curve relationship

"For the long-run inflation forecast, we use the Survey of Professional Forecasters (SPF)/PTR, and for the
long-run forecasts of the other three variables, we use the Blue Chip (BC) survey.
8We note that we adopt a relatively less flexible relationship between survey forecasts and stars than CCK.
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between price inflation and the aggregate unemployment rate to backout the estimate of u-
starﬂ Various modeling techniques ranging from parsimonious UC modeling to structural
DSGE models are applied to estimate the Phillips curve relationship (e.g., Staiger, Stock, and
Watson, 1997; Orphanides and Williams, 2002; Lee and Nelson, 2007; CKP; Gali, 2011).

Following CKP, we posit that the observed unemployment rate is decomposed into a (bounded)
RW trend component (u-star) and a stationary cyclical component. The cyclical component
is modeled as an AR(2) process. The use of a parsimonious (time-invariant) AR2 process to
identify the cyclical component of the unemployment rate is a commonly used assumption, in
our case motivated by a recent string of empirical studies, e.g., Lee and Nelson (2007), Gali
(2011), Stock and Watson (2015), CKP, Tallman, and Zaman (2017), and Gali and Gambetti
(2020), who all document reasonable patterns of the cyclical unemployment component (i.e.,
movements in this component correlate quite well with the NBER, business Cycle)m

More generally, the assumption of an AR2 to model the cyclical component of macroeco-
nomic variables has a long tradition, at least going back to Clark (1987). However, because we
are also modeling the output gap (i.e., level of real GDP minus level of potential real GDP),
we depart from the previous literature by augmenting the AR2 unemployment gap with the
output gap (denoted ogap) as an additional explanatory variable. Sinclair (2009), Grant and
Chan (2017), and Berger, Everaert, and Vierke (2016), among several others, document the
empirical importance of jointly modeling the unemployment rate gap and the output gap.

Similarly, as shown later, we add information from the unemployment gap when modeling
the output gap. We find that the joint modeling of the output gap and the unemployment gap
is empirically and economically useful (confirming previous research findings, e.g., Fleischman
and Roberts, 2011). In addition, joint modeling of both the output gap and the unemployment
gap allows us to estimate the strength in the relationship between the two cyclical components,
popularly known as Okun’s law. In equation , the coefficient ¢, captures the contempo-
raneous relationship between the output gap and the cyclical unemployment rate gap. The
estimate, %fiu—pg

We note that when jointly modeling output and the unemployment rate, most researchers

could be interpreted as the Okun’s law coefficient.

assume a common cyclical component between the two. However, in light of the empirical
evidence that cyclical unemployment displays more persistence than the output gap (e.g., Berger
et al., 2016), we model two separate cycles linked to each other via Okun’s law relationship.
As shown in Berger et al. (2016), a specification that entertains two separate cycles (cyclical

unemployment and the output gap), the data support a time-invariant parameter describing

9 As mentioned in Crump et al. (2019), one of the criticisms of this approach is that it will be impacted by the
breakdown of the Phillips curve relationship post 2007. However, by allowing time-variation in the coefficients
capturing the price and wage Phillips curve relationships, as we do, our approach should face less of a problem.
In addition, as illustrated in Del Negro, Giannoni, and Schorfheide (2015) and Clark (2014) bringing information
from long-run survey expectations of inflation (as we do) should further help capture the inflation behavior in
the post 2007 period.

0CKP explores the empirical importance of allowing for time-variation in the parameters of AR2 process, and
finds that data prefers the time-invariant AR2 process, hence validating the widely used assumption of a simple
AR2 process.
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the Okun’s law relationship. In contrast, a specification with a common cyclical component
favored a time-varying Okun’s law relationship (adding support to Knotek, 2007).

In a nutshell, the inference of Berger et al. (2016) suggests that time-variation in the
parameter capturing Okun’s law reflects the sluggish response of the cyclical unemployment
to movements in the output gap. Omnce they allowed for a sluggish response of the cyclical
unemployment rate by adding persistence, via one-period lag of the cyclical unemployment rate,
evidence of a time-varying Okun coefficient disappears. We found similar evidence. Hence, we
adopt the modeling of two separate cycles and a time-invariant Okun’s law relationship for
our baseline setup; this has the added advantage of requiring estimation of significantly fewer
parametersﬂ

With the exception of CKP, most of the literature models u-star as a driftless RW. The
use of an unrestricted RW process has empirically been shown to work well, but CKP shows
that modeling u-star as a bounded RW process is even better. Motivating their use of bounds
is because, by construction, the unemployment rate is a bounded variable, which implies that
the long-run equilibrium in the labor market would restrict the movements in u-star within a
bounded interval [

Accordingly, we model u-star as a bounded RW, where the bounds’ values are fixed at 3.5%
(lower bound) and 7.5% (upper bound)E Following CKP, the variance of the error in the

cyclical component is not allowed to vary over time.

Uy = U +U? (4.6)

Ur = Ui = pi (U1 = Ui ) + ps (Uima = Ujp) + d"ogapy + €', & ~ N(0,07) (4.7)

where, py + py <1, py — pf <1, and |p3| < 1; ¢" <0

Ui = Ut*fl + E:‘,L*7 571;* ~TN(ay —U_y,b, — Ut*fl; 0, O’?L*) (4.8)

where the notation TN (a, b; i1, %) refers to normal distribution with mean p and variance

o? but truncated in the interval (a, b).

" Bayesian model comparison assessment slightly preferred the approach of two separate cycles with time-
invariant Okun’s law compared to common cycle with time-varying Okun’s law parameter. Also, we note that
Sinclair (2009) and Grant and Chan (2017) model two separate cycles, linked through a time-invariant parameter.

12CKP argue that economic forces that govern the movements in u-star are slow-moving and those forces would
not cause the unemployment rate to fall to levels close to zero or to levels that are higher than the previous peaks
caused by recessions.

13These values are informed by estimating the CKP model over our estimation sample, and are close to values
reported in CKP based on their estimation sample. As a further check, most estimates of the u-star reported in
commonly cited literature fall within the bounds we use in this chapter.
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Lastly, the equation relating long-run survey projection of the unemployment rate to U™,

7 = C + BUS + €%, i ~ N(0,02,) (4.9)

Cf = Ciy +ef", e ~N(0,02,) (4.10)

4.2.4 Output block

We are interested in both the potential output (i.e., gdp*) and the growth rate in potential
output (i.e., g*). To feasibly estimate both these latent processes, we follow the commonly
adopted approach, which decomposes the level of aggregate output into the level of potential
output and a cyclical component (output gap), where the cyclical component is defined as the
deviation of observed aggregate output level from potential output. This simple decomposition
has a long tradition going back to Harvey (1985) and Clark (1987).

gdp: = gdp; + ogapy (4.11)

where gdp = log(GDP) and gdp* refers to potential output, which is unobserved.

A common approach to model gdp* is to assume a random walk with a time-varying drift
term (i.e., the local level trend process), where the time-varying drift term (interpreted as g*)
is assumed to follow a random walk process (to allow for a stochastic g*). More recently, Chan
and Grant (2017) show that a model where gdp* is assumed to follow a second-order Markov
transition process fits the data better compared to the model where gdp* is assumed as a random

walk with time-varying drift. Hence, we follow Chan and Grant (2017) and model gdp* as,

* * * dp* dp*
gdp; = 2gdp;_, — gdp}_y + ], el ~ N(0,054,.) (4.12)

Which can be re-written as,

* * dp*
Agdp; = Agdp;_ | + €{™

If we define, g; = Agdp} , where A is the first difference operator. Then,

dpx
9 = gi—1 +el” (4.13)

An advantage of modeling g* as a second-order Markov process compared to RW with time-
varying drift is that it requires estimating a single shock parameter (O’;dp*), as opposed to two
for the latter (one for the shock to gdp* and the other for the shock to time-varying drift, aka
g*). This modeling assumption implies that all permanent shocks to output are attributed as
shocks to g*[1]

“Note: the second-order Markov process for gdp* could be thought of as a limiting case of the process.
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The cyclical component, ogap, is assumed a stationary AR(2) process augmented with

additional explanatory variables: the real interest rate gap and the unemployment gap,

ogap, = p(ogapi—1) + p3(ogapi—2) + a"(ry — rf) + N (Uy — Uy) + 9% (4.14)

where, 79" ~ N(0,05,,,), p{ +p3 <1, p3 — p{ <1, and |pj| <1; N <0

Equation could be interpreted as defining an IS-curve (as in LW and subsequent
papers modeling r-star) that allows feedback from the real interest rate gap to the output gap
(i.e., the real interest rate gap responds to economic slack). The IS equation is inspired by LW
but with two modifications. First, instead of using the interest-rate gap based on the short-term
real rate of interest, we use the long-term real interest rate (Gonzalez-Astudillo and Laforte,
2020). Specifically, the long-term real interest rate is constructed as the difference between the
nominal yield on a 10-year Treasury bond and the 10-year inflation expectations (i.e., the PTR
series for PCE inﬂation)@

In theoretical models, the long-term interest rate influences household consumption decisions
and business investment decisions. Second, to improve the econometric estimation of the output
gap, we enrich the IS equation by bringing in information from the unemployment gap (from
the unemployment block) as an explanatory Variablem This latter addition is motivated by the
approach taken in a long list of papers (e.g., Morley and Wong, 2020; Chan and Grant, 2017;
Fleischman and Roberts, 2011; Sinclair, 2009; Clark, 1989) that demonstrate the usefulness
of the unemployment rate in improving the econometric estimation of the output gap. As
mentioned earlier, in the equation for the unemployment gap, we add the output gap to improve
the former’s estimation. The coefficient A9 captures the contemporaneous relationship between
the output gap and the unemployment gap. The parameter a” relates the output gap to the
real interest rate gap.
and €2, are uncorrelated. In an important contribution,

2
gdpx ogap
Morley et al. (2003), who assumes a deterministic g-star, show that this assumption matters for

We note that innovations e

Assuming gdp* as a RW with time-varying drift term, where the variance of shock to the gdp* goes to zero,
and shock to the time-varying drift term (g-star) is the only relevant driver governing the evolution of gdp* and
g-star (see Chan and Grant, 2017).

15We also experimented with an alternative specification, in which the interest rate gap is constructed as the
difference between the short-term federal funds rate and first lag of four-quarter trailing PCE inflation, similar
in spirit to LW. Based on model fit (log marginal likelihood), this specification was inferior compared to the Base
specification. It is worth noting that had the longer history of long-term inflation expectations data available at
the time of the writing, LW would have constructed the interest rate gap using the long-term interest rate (see
page 1064 in LW).

16)Model fit, the precision metric for u-star and the output gap, and the plausibility of the estimates of output
gap strongly supports the joint modeling of output gap and unemployment gap. We note that LW estimated an
alternative specification in which they added information from the labor market (hours worked) and found that
doing so improved the precision of the estimated output gap, however, that improved precision did not spillover
to r-star estimate (the focus of their paper) and therefore in their baseline specification they omit the labor
market variable.
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estimating potential output. However, Chan and Grant (2017) show that in their specification,

2 2
gdps a0 €50, goes to zero.

They also show that the model without correlation performs comparably to the model with

once a stochastic g-star is allowed for, the correlation between &

correlated innovations based on Bayesian model comparison. Accordingly, to keep estimation

tractable, we assume uncorrelated innovations.

The equation linking survey projection of potential growth rate to g*,

2] =Cf + B9 dx g + 7, & ~ N(0,0%) (4.15)

C)=C)  +eff, € ~N(0,02,) (4.16)

We could potentially bring in additional information from the CBO’s projection of the level
of the potential GDP to improve the econometric estimation of the level of potential real GDP.
However, as shown in the results section 4.4, the implied estimates of the output gap from
our multivariate framework (with or without survey data) are remarkably similar to CBO’s

estimates suggesting the limited value of bringing additional information from CBO projections.

4.2.5 Productivity block

Since the publication of economist Adam Smith’s influential book, Wealth of Nations, it is
widely acknowledged, among various actors, that long-run productivity growth is the most
important contributor to long-run changes in the living standards. Therefore, estimates of the
long-run level of (labor) productivity growth (p-star) have received considerable discussion in
the past decades and are of great interest. Labor productivity is defined here as output per
hour worked.

Furthermore, the estimates of p-star are an important input into policymaking, as they are
used to gauge the appropriateness of the monetary policy stance. The importance of p-star
for monetary policy is because standard macroeconomic models tightly connect p-star to the
long-run level of real interest rate (i.e., r-star). In these models, a lower level of p-star implies
a lower level of r-star, and a higher level of p-star implies a higher r-star (see Lunsford, 2017).
However, based on post-1960 data, Lunsford (2017) found no statistical evidence supporting
the link between p-star and r-star.

Several papers have endeavored to estimate the long-run level of productivity growth using
various statistical and econometric models. A subset of those papers has documented support in
favor of a regime-switching framework to model long-run labor productivity growth (e.g., Kahn
and Rich, 2007). Also, to extract more precise and timely estimates of p-star, various authors
(e.g., Kahn and Rich, 2007; Roberts, 2001) have proposed using additional variables alongside
labor productivity (e.g., real compensation, real consumption, and average hours worked). On

the other hand, Edge et al. (2007) show that estimates of long-run productivity growth obtained
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from a simple trend-cycle univariate model solved with Kalman filter does an adequate job of
mirroring the long-run projections of productivity growth reported in the survey of professional
forecasters and institutional forecasts (e.g., CBO)E

On closer inspection, the ability of the Kalman filter to echo the predictions of the profes-
sional forecasters is not surprising, however. Productivity growth is a notoriously volatile series
and is subject to extreme revisions from one vintage to another. So, distinguishing highly per-
sistent fluctuations from truly permanent changes is a difficult job for professionals and models
alike. Jacobs and van Nordern (2012) discuss in detail some of these challenges when working
with productivity data.

The combination of findings in Lunsford (2017), Edge et al. (2007), and Jacobs and van
Norden (2012) motivates the formulation of a parsimonious structure for the productivity block
relative to other blocks of the model. In particular, we abstract from explicit modeling of direct
links between p-star and r-star and between p-star and g-star. But our formulation is still in
some ways richer than used in the cited literature, as we allow for time-varying parameters,
including stochastic volatility. Specifically, the productivity gap, which is defined as (nonfarm)
labor productivity growtfm (quarterly annualized) less p-star, is modeled as a function of a one

quarter lag in the productivity gap and the contemporaneous cyclical unemployment gap.

P— Py = (Pt = Py) + XU — U7) 4 €, & ~ N(0,¢) (4.17)

where, [pP| <1

The inclusion of the cyclical unemployment gap (or output gap) helps tease out movements
in productivity associated with the business cycle. The growth in labor productivity (and more
generally aggregate productivity) has been shown to be procyclical to some degree (e.g., Roberts
2001); it typically increases sharply at the onset of recoveries and falls during recessions. How-
ever, empirical evidence on the strength and the direction of the cyclical relationship is mixed.
This mixed evidence stems from the use of different estimation samples and or cyclical indica-
tors (employment-based or output-based). For instance, Gali and van Rens (2020), using split
sample estimation, illustrate empirically the significant weakening in the correlation between
labor productivity and employment, especially post-1984. They find that the relationship has
become countercyclical in the past three decades when using employment as the cyclical indi-
catorE But, it is slightly procyclical when using output as the cyclical indicator. This latter

finding motivates our alternative specification that replaces cyclical unemployment with the

171t is worth emphasizing, in contrast to the regime-switching model (as used in Kahn and Rich, 2007), which
allows for deterministic values of p-star, a random walk assumption for p-star (as in Edge et al., 2007) allows for
the possibility that p-star may be changing (slowly) in every period.

18 As discussed in Kahn and Rich (2007), the focus outside of the farm sector is primarily on avoiding short-term
transitory volatility in the farm sector that is heavily driven by weather and other non-technological factors.

9Cali and van Rens (2020) using a structural macro model interpret the weakening procyclicality of labor
productivity in part to increased flexibility of the US labor market post-1984, which has enabled firms to make
adjustment at the extensive margin quickly and easily in response to shocks.
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output gap.

P, — Pt = pP(Pi1 — P ) + 6P (ogapy) + 2, €2 ~ N(0,€e") (4.17b)

Gali and van Rens (2020) find weakening in the correlation between labor productivity and

the cyclical indicator which motivates time-variation in the coefficients AP and ¢? @

No=M + 52\p, sg\p ~ N(0, 0'/2\p) (4.18)

D=t +el?, eff ~ N(0,03,) (4.18D)

The variance of the error term &£ is allowed to change over timeH Allowing for the time-
variation in the cyclical relationship and the error term would better discriminate the cyclical
movements and idiosyncratic movements in productivity from those associated with shifts in
p-star.

The SV process is defined as a driftless random walk in the log-variance.
W =hy | +el”, " ~N(0,07,) (4.19)

P-star is modeled as a driftless random walk component, and the variance of the shocks to
this component is assumed to be constant. By modeling p-star this way allows it to capture
both unobserved and observed factors that are thought to be persistent but hard to measure.
In particular, one factor is developments in fiscal policy; for example, high levels of government
debt in the longer-term tend to crowd out private investment, thereby reducing longer-term

productivity growth.

Pr=P +e", & ~N(0,07,) (4.20)

Economic theory posits that the long-run nominal wage inflation equals the sum of long-run
productivity growth and long-run price inflation. As discussed later in the wage inflation block,
this theoretical restriction defines the law of motion for w-star and constitutes an additional

channel influencing the dynamics of p-star.

4.2.6 Price inflation block

We use price inflation as measured by the Personal Consumption Expenditures (PCE) price
index, the inflation measure that the Federal Reserve targets. Our formulation for price inflation

block closely follows CKP and CCK, combining elements from both of these papers. Specifically,

20Fernald and Wang (2016) documents weakening in the cyclicality of productivity at the industry level,
suggesting that results of Gali and van Rens (2020) are not due to changes in the industry composition.

2l Carriero, et al. (2019) and Tallman and Zaman (2020) document superior forecast accuracy of variables in-
cluding labor productivity from Bayesian VARs with SV compared to VARs without SV; suggesting the usefulness
of allowing for SV. We also find empirical support for the inclusion of SV.

117



as in CKP, the stationary component, inflation gap (defined as the deviation of inflation from
pi—star)ﬂ is modeled as a function of one-quarter lagged inflation gap, unemployment gap, and
an error term, whose variance is allowed to vary over time.

The coefficient, p™ on the lagged inflation gap, which captures persistence in inflation dy-
namics (i.e., persistence in deviation of inflation from pi-star), is allowed to vary over time@
The motivation for time-variation stems from evidence in Weise (2012), who documents that in
the period of Great Inflation, deviations of inflation from the desired target were very persistent
because the Fed at the time either was unable or unwilling to enact policy to reduce inflation
to its desired level. However, in the 1980s, the Fed was aggressive in returning inflation to the
desired target. Modeling time-variation in this parameter allows such contrasting behavior to

be captured.

7= 17 = P (mie1 — 7y) + N[ (Ur = Up) +€f, € ~ N(0,e) (4.21)

p?— = pg—l + Etpﬂ—a gfﬁ ~ TN(O - p?——la 1- Pg—ﬁ 07 U?ﬂr) (422)

The innovations to the AR(1) coefficient, p™ are truncated so that 0 < pJ < 1, ensuring
that the inflation gap (in equation [4.21)) is stationary at each point in time ¢.

F=Ag+e e ~TN(=1-A1,0 = A7450,0%,) (4.23)

A™ is the slope of price Phillips curve and is constrained in the interval (-1,0).

The parameter A estimates the price Phillips curve relationship (i.e., the relationship between
the inflation gap and the unemployment gap at business cycle frequency). There is ample
empirical evidence in support of a time-varying price Phillips curve (e.g., Stella and Stock,
2015; CKP; Del Negro et al., 2020) hence our choice of allowing for time-variation in the
parameter )\”@

? = Zr—l + 5im’ 5im ~ N(Ov Ul?m) (4'24)

The SV process is defined as a random walk in the log-variance.
Both the theoretical and empirical literature emphasizes the usefulness of the signal from
fluctuations in labor costs for inflation dynamics. Post-Keynesian theory posits that excess wage

inflation over labor productivity gains puts upward pressure on price inflation, i.e., causality runs

22Modeling inflation in gap form, where gap is defined as the difference between inflation and slowly-moving
trend, was popularized by Cogley, Primiceri and Sargent (2010), and since then has been a widely used approach
to modeling inflation in macroeconomic models for policy and forecasting (e.g., Faust and Wright, 2013).

23Chan et al. (2013), CKP, and CCK have found strong empirical support for the time-variation in the
coefficient of inflation gap. Our results reinforce the empirical importance of allowing for time-variation in this
coefficient.

24Gee Del Negro et al. (2020) for a comprehensive literature review of the instability of the Phillips curve in
the US data, and similarly Banbura and Bobeica (2020) for the euro area data.

118



from labor costs to price inflation. In comparison, the Neo-Classical theory suggests causality
runs in the opposite direction, from price inflation to nominal wage inflation. The empirical
evidence in the US data is inconclusive in that there is no clear evidence in the direction of the
causality. If anything, the evidence suggests they co-move together (see Knotek and Zaman,
2014 and references therein).

Given the empirical evidence of co-movement, we explore an alternative specification in
which we allow for a connection between two cyclical inflation components, nominal wage in-
flation gap and price inflation gap, by adding the nominal wage inflation gap as an explanatory
variable in the equation describing price inflation gap. The parameter v captures the strength
—
interpreted as the passthrough from cyclical wage inflation to cyclical price inﬂation@

of the relationship between the two cyclical inflation measures. The expression can be

i — 7 = pp(m—1 —m_1) + A\ (U = US) + " (W — W) +€f, ef ~ N(O, eh?) (4.21D)

Similarly, as shown later, we add the price inflation gap to the equation describing the nom-

inal wage inflation gap.

Pi-star is modeled as a driftless random walk component, and the variance of the shocks to
this component is assumed to be constant (as in CKP). This latter assumption of homoscedastic
errors is in contrast to Stock and Watson (2007), Mertens (2016), and several others. Our choice
not to incorporate SV into shocks to pi-star is made to keep the estimation manageable and

maintain consistency with our modeling assumptions for the stars@

7T2< = ﬂ-:—l + 6?*7 5?* ~ N(Oa 072r*) (425)

Following CCK (and others, such as Mertens and Nason, 2020) to improve pi-star’s econo-
metric estimation, we bring in information from the long-run survey expectations (of PCE
inflation). An important empirical finding of CCK is that long-run survey expectation of in-
flation is a biased measure of the underlying trend inflation, at least at some times. Hence,
simply equating pi-star with the long-run survey expectation or assuming survey expectation
as an unbiased measure of pi-star or calibrating econometric estimates of pi-star to surveys (as
is commonly done) may not be a reasonable strategy.

Accordingly, we add an equation linking long-run survey expectations of inflation to pi-star,

where the intercept, C7, is time-varying to capture possibly time-varying differential between

25We explored the possibility of allowing for time-variation in 4™ but the estimation ran into difficulties hence
we resort to time-invariant 4.

26 Allowing SV in the inflation gap component and not in the trend component is not without precedent. Besides
CKP, Chan (2013) is a recent paper modeling SV only in the measurement equation (i.e., cyclical/transitory
component). Berger et al. (2016) find support for SV in the inflation gap component but weak evidence for SV
in the trend component. Our preliminary results indicate similar findings that adding SV to the pi-star equation
neither helps nor hurts the model fit.
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the twoPIl

ZT = CT + B™n) + &7, e ~ N(0,02)) (4.26)

F=Cly+ef, e ~N(0,02) (4.27)

Our model specification modifies and extends the baseline model of CCK in five important
ways. First, we allow a time-varying Phillips curve relationship by adding the cyclical unem-
ployment component (similar to CKP)@ Second, we explore a model specification that allows
for a link between the nominal-wage inflation gap and the price-inflation gap (capturing the
evolving passthrough from labor costs to price inflation). Third, we adopt a more simplistic
approach to modeling the link between survey expectations and pi-star. Fourth, the variance
of the shocks to the pi-star process does not entertain SV. Fifth, pi-star is restricted to satisfy
the long-run restriction informed by theory (see equation .

4.2.7 Wage inflation block

The long-run equilibrium level of nominal wage inflation (w-star) is the nominal wage growth
rate consistent with its fundamentals — p-star and pi-star. As noted earlier, in the long-run,
economic theory posits that the nominal wage inflation equals the sum of the long-run growth
rate of labor productivity and the long-run level of price inflation. In other words, in the
long-run, labor productivity growth is the only fundamental driver of real wages; therefore,
price inflation and nominal wage inflation have to adjust relative to each other to maintain the

fundamental relationship. In our setup, we impose this relationship to define w-star.

W} =7 + Pf +e*, e ~ N(0,02,) (4.28)

The above equation implies that W* is approximately equal to sum of n} + Pf

In order to assess empirical support for the theoretical restriction defined by equation (4.28|),
we explore an alternative specification that models W* as a RW process,
Wi =W} +e, ¥ ~ N(0,02,) (4.28b)

Equation (4.29)) relates the nominal wage inflation gap, defined as the difference between the

nominal wage inflation and w-star, to its one-quarter lagged gap, the cyclical unemployment

2"Our formulation is flexible but less so than the one adopted by CCK. In addition to time-variation in the
intercept, CCK add time-variation in the slope coefficient, and moving average (MA) in the error term. For PCE
inflation, CCK did not find the addition of the MA in the error term useful. We think our relatively simplistic
equation suffices in its aim of influencing econometric estimation of pi-star through the survey expectations.

28CCK explored an alternative specification in which they add cyclical unemployment but as an exogenous
variable (constructed using the CBO estimate of the natural rate). CCK found that adding the cyclical unem-
ployment slightly worsened the fit of their model.
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gap, and the price inflation gap@ The variance of the error term, €}, is allowed to vary over
time. The latter feature is motivated by findings in Tallman and Zaman (2020) and Peneva and
Rudd (2017), who document better fit of the VAR with SV to nominal wage data compared to
VAR without SV.

Wi = Wi = pf(Wim1 = W) + M (Us = Up) + 6 (m — ) +ef, e ~ N(0,e")  (4.29)
The SV process is defined as random walk in the log-variance.

3&1} - Ztﬂ—l + 5?w7 E?w ~ N(07 J}ZLw) (4'30)

The findings in Knotek and Zaman (2014) motivate the inclusion of a one-quarter lagged
nominal wage inflation gap, with time-variation in the parameter p”, the latter quantifies the

persistence in wage inflation dynamics.

pr=pila el " ~ TN = pily, 1= pily;0,00,) (4.31)

The innovations to the AR(1) coefficient, p* are truncated so that 0 < p}’ < 1, to ensure
that the wage gap (in equation [4.29)) is stationary at each point in time ¢.

The parameter AV in equation measures the strength of the cyclical relationship
between the nominal wage gap and labor market slack (aka the wage Phillips curve). Many
studies, both theoretical (e.g., Gali, 2011) and empirical (e.g., Knotek and Zaman, 2014; Peneva
and Rudd, 2017; Gali and Gambetti, 2019), have documented strong support for the existence
of a wage Phillips curve in the US data. These studies have also demonstrated the instability

of the wage Phillips curve, motivating the need for time-variation in the parameter )\wﬂ

P= N e, e~ TN(=1 = A2, 0= AP 50,0%,,) (4.32)
where A% is the slope of wage Phillips curve and is constrained in the interval (-1,0).
As discussed earlier in the price inflation block, both theory and empirical evidence point to

the connection between price inflation and nominal wage inflation. The standard fully structural

models describing the New Keynesian Phillips curve posit a tight relationship between price and

29Following the literature on modeling price inflation in the gap, Knotek and Zaman (2014) apply a similar
transformation to modeling nominal wage inflation for the US. In particular, they construct the nominal wage
inflation gap as nominal wage inflation less pi-star, where pi-star is survey expectations. They note the com-
petitive forecasting properties of their model is due to modeling in gaps. Following Knotek and Zaman (2014),
Bobeica, Ciccarelli, and Vansteenkiste (2019) construct a nominal wage inflation gap for the euro area data and
find empirical support for the gap specification.

30Literature has posited various explanations for the instability of the wage Phillips curve, including downward
nominal wage rigidities, where the degree of rigidity varies with the phase of the business cycle (see Daly and
Hobijn, 2014).
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wage inflation via the channel of current and expected future marginal costs. In these models,
price inflation today is a function of expected price inflation and expected future marginal costs,
where marginal costs are generally linked to wages. Knotek and Zaman (2014) provide empirical
evidence of the connection between nominal wage and price inflation. In particular, they show
no clear evidence of one Granger-causing the other; instead, both wage and price inflation
generally tend to move together. This reasoning would suggest the importance of modeling the
direct relationship between wage inflation and price inflation. Hence, the inclusion of the price
inflation gap in the measurement equation .

Several studies document a significant weakening in the empirical link between price infla-
tion and nominal wage inflation since the 1980s (e.g., Peneva and Rudd, 2017; Knotek and

ki’

Zaman, 2014), motivating time-variation in the parameter /f”“” The expression = could be
t

interpreted as an estimate of the passthrough from price inflation to wage inflation.

ki = ki +ef?, ef? ~ N(0, O'zw) (4.33)

To assess empirical support for the inclusion of the price inflation gap in the equation
describing the nominal wage gap, we estimate an alternative model that replaces equation
(4.29) with the following,

We = Wi = pP (Weer = W) + AP (U = Uf) + e, eff ~ N(0,") (4.29b)

4.2.8 Interest rate block

We close our model with the interest-rate block characterizing the interest rate dynamics and
the law of motion for r-star (the long-run equilibrium real short-term interest rate).

Our first equation of the block brings information from the nominal short-term interest rate
via a Taylor-type rule (TR) to aid in identifying r-star. Past research has shown the TR’s
usefulness in characterizing the monetary policy reaction function over the past four decades.
Specifically, this equation characterizes the dynamics of the short-term nominal interest rate
gap, where the gap is the difference between the nominal short-term interest rate i, and the
long-run level of the nominal neutral rate of interest, i-star. (i-star = pi-star + r-star). When
modeling the nominal short-term interest rate, especially in a framework like ours, one must
account for the effective lower bound (ELB) period.

Recent literature provides at least two options to handle the ELB. The first is to explicitly
but separately model the observed short-term nominal rate, which cannot go below zero, and
the “shadow interest rate,” which is a hypothetical unobserved and unbounded counterpart.
Wu and Xia (2016) popularized the concept of the shadow interest rate, and JM and Gonzalez-
Astudillo and Laforte (2020) are two recent approaches well suited for inclusion in UC models.

The second approach is to treat the estimate of the “shadow rate” obtained from Wu and Xia

31Bobeica et al (2019) find that in the euro area the link between labor compensation and price inflation
continues to remain strong post-1980.
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(2016) as the measure of the short-term nominal interest rate in measurement equations such
as the TR (e.g., Pescatori and Turunen, 2016)@

Given our model’s size and complexity, we adopt the latter approach, which is simpler
though not perfect. Using a direct measure of the nominal shadow rate allows us to capture
both conventional and unconventional monetary policy effects when the (observed) nominal
federal funds rate is constrained at the ELBE]

Equation relates the nominal interest rate gap (based on the shadow federal funds
rate) to its one-period lag interest rate gap, current quarter inflation gap (i.e., deviation of
inflation from pi-star), and unemployment rate gap (i.e., deviation of unemployment rate from
u-star). This equation roughly characterizes the monetary policy reaction function as defined by
Taylor (1999)@ There is a broad consensus that policy adjustments outside of cyclical turning
points are made very gradually (e.g., Carlstrom and Zaman, 2014). Hence, the inclusion of the
lagged interest rate gap term.

Recent research documents strong empirical support for constant parameters in the Taylor
rule equation while allowing for stochastic volatility in the errors (see Chan and Eisenstat, 2018a;
2018b; and JM). Accordingly, we allow for SV in the interest-rate equation. JM, Gonzalez-
Astudillo and Laforte (2020), and Brand and Mazelius (2019) document the usefulness of adding
the TR equation to identify r-star. The latter two do not entertain SV, which JM has found
to be empirically important. As discussed later, we also found that adding the TR equation
improves the precision of the r-star estimates significantly, and data strongly favors allowing

for SV in the error process.

iy —mf — 1 = pl(ig_1 —mf =) F N (U = UF) + K (m — ) + €8, €l ~ N(0, eh%) (4.34)
where, p’ is truncated so that 0 < p < 1.
hi = hi_y +et, /" ~ N(0,0,) (4.35)

The SV process is defined as random walk in the log-variance.

Our second equation motivated by LW heeds to the economic theory suggesting the role of
various real factors in influencing movements in r-star. These factors include long-run output
growth (and long-run productivity growth), trend labor force growth (reflecting shifts in demo-

graphics and net migration), taxation structure, government expenditure shifts, and shifts in

32The estimates from Wu and Xia (2016) are publicly available and regularly updated.Treating the shadow
rate as the measure of the short-term nominal rate in place of the federal funds rate is commonly done, and often
academic papers report results indicating robustness to the use of Wu and Xia (2016) shadow rate (e.g., Beyer
and Wieland, 2019; Lewis and Vazquez-Grande, 2019)

33The nominal shadow federal funds rate is identical to the nominal federal funds rate when effective lower
bound (ELB) is not binding.

341t is worth emphasizing that we denote this equation as a “Taylor-type rule” and not an exact Taylor-rule
because in our equation, pi-star refers to the estimate of trend inflation which may or may not equal to central
bank’s long-run inflation goal.
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liquidity preferences (e.g., Del Negro et al., 2017; Bullard, 2018). Accordingly, equation
expresses r-star as a linear function of g-star and a “catch-all” component D. In our baseline
specification, both g-star and D follow random walk processes similar to LW (and many other
papers). The RW assumption for D is an appropriate one, given our focus is the long-run r-star

that should, in principle, be influenced over time by permanent shifts in aggregate supply and
demand (Laubach and Williams, 2016) 7]

ri =Cg; + Dy (4.36)

Dy =Dy 1+, e~ N(0,07) (4.37)

In more recent literature on long-run r-star, modeling r-star as a random walk process has
performed better empirically than model specifications relying on the link between g-star and
r—starm Accordingly, we explore an additional specification that models r-star simply as the
RW process (similar to g-star, p-star, pi-star, u-star). The RW assumption for r-star implies
that we are agnostic about the underlying unobserved forces driving r-star but acknowledge
those forces reflect persistent structural shifts in aggregate demand and supply that ought to

have a bearing on r-star.

Tf = th—l + 8;,1*’ 53;* ~ N(O’ 0-72**) (436b)
Lastly, the equations linking implied estimate of the long-run survey expectations of real

short-term interest rate to r* is defined asB7|

T=Cl +B"rf +ef", e ~ N(0,02%) (4.38)

[ =Cly+ef, & ~N(0,05) (4.39)

All in all, information from six sources and or elements inform the econometric identification
of r-star. These sources include: an IS equation (4.14)), TR equation (4.34]), which allows for
SV: an equation linking r-star to survey expectations; shadow rate; and an equation relating

r-star to g-star. As we show shortly, all these sources play a role in improving r-star’s precision.

35Researchers have also explored AR process for component D, which would be consistent if the interest is in
medium-term r-star (see Lewis and Vazquez-Grande, 2019), as this would allow r-star to be influenced by the
transitory shocks to aggregate demand (via the AR process) and permanent shocks to aggregate supply (via the
RW process for g-star). In studies focused on the long-run notion of r-star, such as LW, Laubach and Williams
(2016), Clark and Kozicki (2005), and Kiley (2020) specification based on RW assumption has shown empirically
to be favored by data compared to AR assumption.

36See Kiley (2020), Gonzalez-Astudillo and Laforte (2020), JM, Orphanides and Williams (2002)

3"The r-star survey estimates are not direct estimates instead they are inferred from the Blue Chip survey
long-run estimates of GDP deflator and short-term interest rates using the long-run Fisher equation. The survey
expectations for r-star goes back to 1983.Q1. Please refer to the supplementary appendix C9 for details on the
procedure to back cast estimates all the way back to 1959
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To reiterate, in our framework, we utilize information from both short-term nominal interest
rates (via a TR equation) and long-term nominal interest rates (via an IS equation) to inform

the estimation of r—star@

4.2.9 Base model and its variants

The equations (4.6), (4.7)... defines our baseline model formulation (denoted Base).
Figure 4.1 provides a visual representation of our Base model. And section Cl.a. of the
supplementary appendix lists all the equations for the Base model for easy reference. To assess
the usefulness of survey information in the econometric estimation of our multivariate UC model,
we also estimate a variant of the baseline model that excludes the equations linking long-run
survey expectations to stars (i.e., excluding equations 14.10} |4.15] |4.16} [4.26] 4.27 [4.38] and
. We denote the latter specification as Base-NoSurv. The model specifications Base and

Base-NoSurv constitute our two main model specifications. To assess the empirical support for

numerous additional features (informed from theory and past empirical research) embedded in
our modeling framework, we formulate several additional model specifications, each of which is
a restricted variant of the Base. For instance, to assess the empirical support of the theoretical
restriction defined by equation m (which defines w-star as the sum of pi-star and p-star),
we estimate a variant of the baseline model that replaces equation [£.28 with a random walk
assumption for w-star as defined by the equation We denote this specification as Base-
W*RW.

Similarly, to assess the empirical support for the theoretical restriction defined by equation
m (the link between gstar and rstar), we estimate a model specification that replaces equation
with a random walk assumption for r-star as defined by the equation Table 4.1
reports the description of model specifications that are formulated to assess various features
of importance. We ran few additional specifications to explore the role of priors in influencing
r-star, and for brevity purposes they are relegated to the appendix. To keep the length of
chapter manageable, we report selected results from the auxiliary model specifications in the

main part of the chapter with additional results included in the supplementary appendix.

4.3 Data and Bayesian Estimation

4.3.1 Data

We estimate the empirical model using the following quarterly data: (1) the unemployment
rate; (2) Real GDP growth; (3) Nonfarm labor productivity growth; (4) inflation rate in Per-
sonal Consumption Expenditures (PCE) price index; (5) Average Hourly Earnings (AHE) of

38Del Negro et al. (2017), JM, Bauer and Rudebusch (2020), Gonzalez-Astudillo and Laforte (2020) are recent
studies that have highlighted the usefulness of exploiting information from both short-term and long-term interest
rates in the identification of r-star.
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production and nonsupervisory workers (total private industries)f’_gl (6) Federal funds rate; (7)
Nominal yield on 10-year Treasury Bond; (8) Shadow federal funds rate from Wu and Xia
(2016); (9) Blue Chip (real-time) long-run projections of 3-month Treasury Bill, real output
growth, the unemployment rate, and GDP deflator inflation; (10) Long-run inflation expecta-
tions of PCE inflation (PTR series). We also collect the real-time long-run CBO projections
of real output growth, level of real potential output, and the natural rate of unemployment.
For forecast evaluation exercises, the real-time data vintages of real GDP growth, PCE infla-
tion, the unemployment rate, AHE, and nonfarm labor productivity spanning 1998Q1 through
2019Q4 are downloaded from the ALFRED database maintained by the St. Louis Fed and the
real-time database maintained by the Federal Reserve Bank of Philadelphia. For the data series
labeled (1) through (7), which comprises our core dataset, we collect two vintages of revised
data: 2020Q2 and 2020Q4 vintages, respectively. We use data starting 1959Q4 through 2019Q4
from the 2020Q2 vintage (which includes the third estimate of 2019Q4) as a featured sample
for this chapter. To show the implications of the COVID-19 data on our model estimates, we
estimate our model(s) using the 2020Q4 vintage, which has data spanning from 1959Q4 through

2020Q3. The vintages corresponding to the revised data are downloaded from Haver Analytics.

4.3.2 Bayesian estimation

We use Bayesian estimation methods to fit our Base model and its variants. The use of inequality
restrictions on latent parameters in our model(s) setup leads to a non-linear state-space model,
which renders estimation using standard Kalman filter methods infeasible. Accordingly, we
implement our Markov chain Monte Carlo (MCMC) posterior sampler based on computational
methods developed in Chan, Koop, and Potter (2013) and CKP, which uses the band and sparse
matrix algorithms detailed in Chan and Jeliazkov (2009). Specifically, the MCMC posterior
sampler is a significantly scaled-up version of the sampler employed by CKP. The CKP posterior
sample developed for a relatively smaller-scale nonlinear state-space model is carefully extended
to accommodate the additional structure and numerous features of our model(s). Since the
computational methods used in this chapter are based on CKP, we relegate the specific details
of the sampler to the supplementary appendix C1.

In a methodological sense, this chapter’s novelty is in assembling the existing sampling
algorithms based on the fast band and sparse matrix routines to solve a large nonlinear and a
high-dimensional UC model. We found that the use of inequality restrictions such as bounds on
the u-star and other parameters is crucial to estimate the model, especially in the Base-NoSurv
model. Intuitively, features such as truncated distributions that we implement for some of the
time-varying parameters, e.g., the Phillips curve (price and wage), persistence, and bounds on

u-star facilitate estimation by guiding the estimation procedure to the credible regions of the

39 Average Hourly Earnings (AHE) of production and nonsupervisory workers in total private industries goes
back to 1964Q1. From 1959Q4 through 1963Q4, we use the AHE of production and nonsupervisory workers in
goods producing industries. We splice them together.
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parameter space.

For each model, we simulate 1 million posterior draws from the MCMC posterior sampler.
We then discard the first 500,000 draws, and of the remaining, we keep every 100th draw.
Accordingly, all the reported results for the Base model and its variants are based on 5000
retained draws.

As emphasized by Chan (2017), the MCMC algorithm is considered efficient if the draws
it produces have low autocorrelation — they are autocorrelated by construction — and the time
it takes to sample a given number of posterior draws is reasonable. In the appendix (see
section C3), we report efficiency diagnostics of our MCMC algorithm. Those diagnostics, which
include inefficiency factors and convergence metrics, indicate good convergence properties (and
low autocorrelation) of our sampler for both Base and Base-NoSurv models@

Bayesian model comparison is based on the marginal likelihood metric. In computing
marginal likelihood for various models, we use the approach proposed by CCK, which decom-
poses the marginal density of the data (e.g., inflation) into the product of predictive likelihoods;
see appendix C1.d for detaﬂsﬂ Our preference to use the CCK approach is because it allows
us to separately compute marginal data density for each variable of interest: inflation, nominal
wages, interest rate, real GDP, the unemployment rate, and labor productivity. The variable
specific marginal densities prove useful for us because it allows for deeper insights about the
source of the deficiencies, which helps differentiate models at a more granular level.

We note that our prior settings are similar to those used in CKP, CCK, Gonzalez-Astudillo
and Laforte (2020). As discussed in CCK, UC models with several unobserved variables, such
as the one developed in this chapter, require informative priors. That said, our priors settings
for most variables are only slightly informative. The use of inequality restrictions on some pa-
rameters such as the Phillips curve, persistence, bounds on u-star could be viewed as additional
sources of information that eliminates the need for tight priors, something also noted by CKP.
The parameters for which there is a strong agreement in the empirical literature on their val-
ues, such as the Taylor-rule equation parameters, we use relatively tight priors, such that prior
distributions are centered on prior means with small variance. In model comparison exercises,
the priors are kept the same for the common parameters across models. We also perform some

prior sensitivity analysis reported in the appendix C2.

10Regarding computational time, given the high-dimensionality of our model(s) and the number of posterior
simulations we require, the speed is quite fast (in our assessment). When applied to the Base model, the MCMC
algorithm, which is implemented in Matlab, takes about 350 seconds to generate 10,000 posterior draws using a
laptop computer with an Intel(R) Xeon(R) E-2176M CPU @ 2.70 GHz processor. To generate 1 million posterior
draws, it takes less than 10 hours.

4! Alternatively, one could use the cross-entropy (Kullback-Leibler divergence) approach proposed by Chan and
Eisenstat (2018a,b). We leave this for future extension.
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4.4 Full Sample Estimation Results

This section sequentially discusses results for each of the six blocks, particularly the full-sample
estimates of stars. Here, we briefly highlight some of the noteworthy findings. Comparing esti-
mates of the stars between model specification Base and Base-NoSurv, a clear pattern emerges.
The precision of the estimates, as measured by the width of the 90% credible intervals, indi-
cates that the Base model, which explicitly accounts for the links between stars and survey data,
yields more precise estimates of the stars than Base-NoSurv. Although the broader contours
seen in the estimates of stars from our two main model specifications, Base and Base-NoSurv,
are comparable, at times, the differences can be notable, especially in the case of r-star. In
the case of g-star (and in-turn the output gap), our two model specifications yield very simi-
lar trajectories as implied by the posterior mean estimates. This result suggests that data is
very informative about g-star, and not so much in the case of r-star, confirming Kiley’s finding
(2020).

Furthermore, the Bayesian model comparison indicates marginally higher support in data for
Base over Base-NoSurv, as shown in table 4.3. The breakdown of the marginal data density by
variables suggests that the Base model’s improved fit over Base-NoSurv is due to its improved fit
to inflation and nominal interest rate data. But that improved fit is offset mainly by worsening
fit to the unemployment and wage data. The table also reports the marginal data density for
two additional Base model variants that the Bayesian model comparison indicates a comparable
fit to the data. Overall, we find that bringing additional information from surveys — by directly
modeling the connection to the stars — leads to more reasonable values, provides more precise

estimates, and marginally improves the model fit.

4.4.1 Estimation results for u-star

Figure plots the evolution of u-star (and its uncertainty) covering the period 1960 through
2019. Panel (a) plots the posterior estimates from the Base model and panel (b) from the
Base-NoSurv model. Also plotted are the corresponding 90% credible intervals. Both models
imply smooth evolution of u-star. In the past six decades, the (posterior mean of) u-star has
fluctuated between 4.4% and 5.7%, peaking in the early-1980s and early-2010s; and troughs in
the late-1990s and at the end of our sample period. The contours of u-star from both models
are generally similar (as can also be seen conveniently in panel d); however, the level of u-star
can differ notably in some periods. From 1960 through the late-1970s, the u-star has gradually
increased (from 5.4% to 5.7% in Base and 5.0% to 5.6% in Base-NoSurv). But, since the mid-
1980s through the late-1990s, u-star has steadily drifted lower (to 4.5%). This downward trend
in the later period is also documented in the u-star literature based on job-flows data, which
attributes the decline in u-star to declining trends in job-separation and job-finding rates (e.g.,
Crump et al., 2019; Tasci, 2012).

From early-2000 through early 2010, the u-star has trended higher, with a sharp pickup
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during the Great Recession period. Since 2010, u-star has steadily drifted lower. By the end of
2019, Base has u-star at 4.4% (with a 90% interval covering 3.7% to 5.2%) and Base-NoSurv
at 4.5% (with a 90% interval covering 3.7% to 5.4%). As shown in figure at the end of
2019, the unemployment gap implied by both models is negative, i.e., the unemployment rate
is below the estimated u-star.

The use of survey information in the Base model mainly contributes to the difference in the
levels of the u-star across the two models. To facilitate comparison, panel (a) also plots u-star
from the survey. As is evident from the plot, u-star from the survey displays more pronounced
shifts in u-star than the model-based estimates. However, due to a strong estimated relationship
between the survey u-star and Base u-star (i.e., posterior mean of 8% = 0.988; see table ,
the Base estimate of u-star reflects the contours in survey u-star. As can be seen in panel (e),
which plots the precision (measured as the width of the 90% intervals), taking onboard survey
information improves the precision of u-star notably (comparing Base and Base-NoSurv).

Surprisingly, based on the Bayesian model comparison, the Base model has an inferior fit to
the unemployment data compared to Base-NoSurv. As shown later, this result contrasts with
the results for pi-star, r-star, and g-star, for which survey information helps improve the model
fit or at least does not worsen the fit ]

Sensitivity of u-star to modeling assumptions including information set

Panel (c) plots additional estimates of u-star (posterior mean) from the variants of the
Base model to highlight the sensitivity of u-star to modeling assumptions and the informational
aspect of joint modeling. The plot denoted Base-NoBoundU* represents the Base model variant
that eliminates the bound on the random walk process describing the u-star. Doing so has a
trivial effect on the estimates of u-star, the precision of u-star, and model fit. Comparing
between panels (a) and (c), the posterior mean estimate of u-star is quite similar across Base
and Base-NoBoundU*. Similarly, there is little change in the u-star estimate’s precision across
the two models, with Base only marginally better in the latter part of the sample (as shown
in panel e). Not surprisingly, the Bayesian model comparison suggests equal support for both
Base and Base-NoBoundU*.

We highlight two noteworthy comments in regards to the implementation of bounds on u-
star. First, the trivial difference in the estimates between Base and Base-NoBoundU* is because
the bounds defined on u-star are wide. Put differently, the values of the bound we have set
are not binding on the Base model. Second, we find that using bounds on u-star is extremely
important in the Base-NoSurv, as it helps keep the estimation tractable. In other words, the
advantages of using bounds on the random walk processes stressed in CKP were in full display
in the estimation of Base-NoSurv. Hence, our preference to keep bounds on u-star in our main

models, including Base.

“2Wright (2013) and Tallman and Zaman (2020) use long run survey information in an attempt to improve
VAR model forecasts. In both cases, survey information did not improve unemployment rate forecast accuracy,
although they found survey forecasts useful in improving accuracy for a range of other macroeconomic variables.
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When writing this chapter, we got hit with a COVID-19 shock, an extreme and an un-
precedented global health shock along various dimensions, leading several analysts to call it a
“once-in-a-lifetime upheaval.” As we will show in section 4.6, the implementation of bounds on
u-star is part of the story in preventing our models from blowing up in response to COVID-19
data.

The other model variants plotted in panel (c) are all nested specification of the Base model:
the Bivariate model of GDP and the unemployment rate (is a Base model that excludes sur-
vey information and everything else except the equations describing the dynamics of GDP and
unemployment rate); Bivariate+Surv, which is Bivariate but adds survey data for GDP and
unemployment; and CKP Adjusted, which is a bivariate model of inflation and the unemploy-
ment rate as in CKP but with no bounds on pi-star. For visual reasons (to limit the number
of plots), u-star from Base in panel (c¢) is not shown. However, for the sake of discussion, we
could treat the plot representing Base-NoBoundU* as the estimate for the Base model, since
they are identical to each other (as discussed in the preceding paragraph).

These plots show that different model specifications could provide very different signals
about the level of long-run unemployment, indicating the sensitivity of u-star to modeling
assumptions. As evident from the figure, the small-scale model specifications indicate u-star
range-bound between 5.3% and 6.5% over the sample. In contrast, the Base specification has
u-star fluctuating over a broader range. A model specification that infers the estimate of u-star
from inflation and unemployment data only, i.e., the price Phillips curve (CKP Adj. model),
has a higher trajectory of u-star compared to Base. The story is similar in the case of the
model specification that infers the estimate of u-star from GDP and the unemployment data
only, i.e., the Okun’s law relationship (Bivariate model), though the trajectory of u-star is lower
than implied by the CKP-Adj model. Once the Bivariate model is augmented with survey data
for GDP and unemployment, the trajectory is revised higher to resemble CKP-Adj, but with
contours similar to Base (because of the survey data).

Panel (d) compares the u-star estimates from our main model specifications with the CBO
estimate of the long-run unemployment rate. Interestingly, except for the 2000-2007 period, the
CBO u-star’s contour is similar to our model-based estimates, though the level of CBO u-star
estimate is significantly higher from 1960 through the early-2000s. From 2000 to 2007, both
Base and Base-NoSurv indicate a steadily rising u-star, whereas CBO has u-star trending lower.
At the onset of the Great Recession and through the early phase of the economic recovery, all
three have u-star continuing to move higher. Whereas Base and Base-NoSurv peak in late 2010
at 5.5% and 5.2%, respectively, CBO has u-star peaking in late 2011 at 5.8%. Since then, u-star
has steadily moved lower, with the pace of decline quite similar across CBO and Base. CBO
has u-star at the end of 2019 at 4.4%, identical to Base and just a tenth shy of Base-NoSurv.

Precision of u-star

The panel (e) plots the precision of u-star estimates for Base, Base-NoSurv, Base-NoBoundU*,
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and Bivariate+Surv. The plots indicate couple of observations. First, comparing between Base
and Bivariate+Surv, both these model specifications use information from the surveys and the
Okuns relationship. However, Base relies on greater information and additional structure (e.g.,
wage Phillips curve, price Phillips curve, cyclical productivity, monetary policy stance via the
Taylor-type policy rule) to infer the u-star compared to Bivariate4Surv, hence the more im-
proved precision of the resulting u-star. The latter reasoning contributed to the very different
estimate of u-star from the Base than Bivariate+Surv discussed earlier (and shown in panel
¢). And the model comparison indicates a significantly higher fit of the Base model to the
unemployment data compared to the Bivariate+Surv.

Second, comparing with Base and Base-NoSurv, additional information from survey fore-
casts improve the precision of u-star, but this improved precision does not translate into the
improved model fit, which worsens somewhat (as shown in table .

Panel (f) shows the precision of u-star for Base-NoSurv, Bivariate (GDP and unemploy-
ment), and CKP-Adj (which is bivariate model of price inflation and unemployment rate). As
indicated earlier, the u-star from Base-NoSurv is inferred from a broader information set and
structure than the other two small-scale models. Accordingly, Base-NoSurv estimate of u-star
is, for the most part, more precise and the model comparison indicates a substantially higher
fit to the unemployment data than the other two. The plots also show that u-star inferred
from the Okun’s law relationship (i.e., Bivariate model) is less precise than inferred from the
price Phillips curve (i.e., CKP-Adj model). In contrast, the Bayesian model comparison lends
support to the Bivariate model over the CKP-Adj model.

The results also provide evidence that adding survey data to the Bivariate model (Bivari-
ate4Surv) improves further both the precision of the u-star (comparing Bivariate and Bivariate-
Surv in panels e and f) and the fit to the unemployment data (Bivariate: -56.5 vs. Bivari-
ate+Surv: -46.5, as shown in table . This latter finding of improved fit from adding survey
data is interesting because in the case of Base, adding survey data worsens the model fit (Base:
-24.6 vs. Base-NoSurv: -21.7). Importantly, it suggests that survey forecasts of u-star are likely
useful in the case of parsimonious models but of limited use for models that already are utilizing

various sources of information to infer u-star.

Cyclical unemployment

Figure presents the posterior mean estimate of the unemployment gap (i.e., the cyclical
component of the unemployment rate) and the corresponding 90% credible intervals. The top
panel plots the estimates from the Base model, and the bottom panel from the Base-NoSurv
model. A visual inspection indicates that the movements in the cyclical unemployment corre-
spond quite well with the NBER’s business cycle dating. For instance, cyclical unemployment
falls in economic expansions and rises during recessions. Both models show a significant spike in
the cyclical unemployment rate in the 1982-83 and 2007-09 recessions. And a sharper recovery

following the 1982-83 recession but a more gradual recovery following the Great Recession. The
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figure also highlights that both models produce similar estimates of cyclical unemployment.
Comparing estimates of (smoothly evolving) u-star in the previous figure to estimates of the
cyclical unemployment rate indicates that fluctuations in the observed unemployment rate are

attributed mainly to cyclical unemployment.

4.4.2 Estimation results for g-star and the output gap

The panels (a) and (b) in figure plot the g-star estimates from several sources, and panel
(c) plots the corresponding precision. As is evident, g-star estimates from all sources shown
indicate a steady decline throughout the sample, except a temporary rise in the late 1990s,
which literature has attributed to the technology boom. According to the posterior mean
estimates of g-star from our Base and Base-NoSurv models, the growth rate of potential output
has continuously drifted lower from an annualized rate of close to 4.5% in early 1960 to 1.4%
by the end of 2019. The estimate of g-star fell to 1.2% in 2012 and remained there through
2015 and then began very slowly to move up. The story is generally similar based on the
inference from simpler (nested) specifications of the Base model: (1) univariate model (which
is Chan and Grant 2017 model); (2) the bivariate model of real GDP and unemployment rate;
(3) and the bivariate model augmented to include survey data for g-star and u-star (denoted
Bivariate+Surv).

This continuous reduction in the growth rate of potential output has been extensively doc-
umented elsewhere (e.g., Berger et al., 2016; Chan and Grant, 2017; Coibion et al., 2018) and
in particular the decline since 2009 has been of great concern among the policymakers. Sev-
eral other researchers including, Summers (2014), Eggertson, Mehrotra, and Summers (2016),
Pescatori and Turunen (2016), LW (2016), Antolin-Diaz, Drechsel, and Petrella (2017) have
also documented the secular decline in g-star over the past two decades.

Not surprisingly, the precision of the g-star estimates (and of the output gap) display pat-
terns that align well with intuition. For instance, model specifications that incorporate survey
expectations (i.e., Base and Bivariate + Surv) yield more precise estimates than specifications
that ignore survey data. As discussed earlier, previous researchers have shown unemployment
data to be the most critical indicator for the estimation of g-star and the output gap, and the
plots provide evidence to that effect. For example, the model specification Bivariate, which
builds on the univariate GDP model by adding the unemployment rate, yields a substantial
improvement in the precision of the g-star estimate. Interestingly, the g-star estimate’s preci-
sion from Bivariate is about the same as the Base-NoSurv, suggesting that unemployment is
the most crucial variable influencing estimation of g-star. However, as we show shortly, model

comparison results indicate support for Base-NoSurv over Bivariate in the output gap case.
Output gap estimates

Next, we examine the estimates of the output gap. In figure panels (d) and (e) plot

the output gap estimates from the same sources as in the case of g-star, and panel (f) plots the
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corresponding precision. Overall, the estimates of the output gap from Base and Base-NoSurv
are quite similar. They accord well with the NBER recession dates. Furthermore, as noted by
Morley and Piger (2012) and Johannsen and Mertens (2015), our model-based estimates provide
evidence of asymmetry in that recessions are shorter in duration but deeper than expansions
in the US. It is instructive to highlight that estimates imply a more negative output gap (of
—10.5%; posterior mean) during the 1981-82 recession compared to the Great Recession period
(=7%) when output fell more dramatically. At a first pass, this may seem odd. But a closer
inspection reveals that in comparison to the 1981-82 recession during the Great Recession, g-
star fell significantly (as can be seen in panel a), resulting in a smaller negative output gap; in
contrast, during the 1981-82 recession, g-star is estimated to have remained stable.

Bivariate models are consistent with a similar story, but there are notable differences in
the estimates implied from a univariate model. For instance, the latter model suggests a less
dramatic fall in the output gap in 1973-74, 1981-82, and 2007-09 recessions. In the mild 2001
recession, the univariate model estimates a positive output gap, although less positive than
before the recession. Also, as of 2019, according to this model, the output gap remains negative,
which is in sharp contrast to other models and the consensus view (e.g., CBO output gap).

The precision estimates and the Bayesian model comparison indicate the inferior quality of
the univariate model’s output gap estimate. Table reports the assessment of model fit to the
GDP data for the various model specifications discussed in this section. As in the case of g-star,
the output gap estimate from the univariate model is subject to a great deal of uncertainty. The
bivariate model, that brings additional information from the unemployment rate helps improve
the precision significantly. This improved precision is also reflected in the bivariate model’s
substantially improved fit to GDP data compared to the univariate model (Bivariate: -280.4 vs.
Univariate: -296.5). In our subjective assessment, the estimate of the bivariate model’s output
gap is more reasonable because its trajectory aligns well with Base and Base-NoSurv, and as
shown shortly, with the consensus view.

Further improvements in precision are realized by bringing in additional information from
the surveys (comparing Bivariate vs. Bivariate+Surv); however, the model fit, which reflects
uncertainty about other model parameters in addition to g-star and the output gap, is little
changed — slightly deteriorates. The usefulness of survey data in improving the quality of the
g-star and output gap estimates is also apparent comparing precision between Base and Base-
NoSurv; however, model fit is nearly similar. Contributing to comparable model-fit between the
two models is that beginning 1990 onwards, the precision of output gap across the two models
is identical. Unlike, in the case of g-star, the Base-NoSurv yields significantly more precise
estimates of output gap than Bivariate, suggesting the usefulness of additional information and
structure embedded in Base-NoSurv; hence, on-net the slightly better fit of the Base-NoSurv
model to GDP data compared to Bivariate (Base-NoSurv: -279.1 vs. Bivariate: -280.4)

Posterior parameter estimates output block
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Next, we discuss the Base model’s parameter estimates of the output block that drive the
dynamics of g-star and the output gap. The posterior mean estimates of parameters p{ and pj
indicate a high degree of persistence (p{ 4+ p3 = 0.74) and suggest a hump-shaped response of
output gap to shocks (as p{ > 1). These parameters are precisely estimated as evidenced by
tight posterior credible intervals. The posterior estimate of parameter A9 (the coefficient on the
unemployment gap in the output gap equation) is negative and highly significant statistically.
The estimated posterior mean of A9 is —0.46 (with 90% interval —0.58 to —0.34). Similarly,
the parameter ¢% (the coefficient on output gap in the unemployment equation), discussed
earlier, is also negative and highly significant statistically. Together, these estimates indicate
a strong Okun’s law relationship in the data. The implied posterior mean estimate of the
Okun’s law coefficient, (1_’2{7“_’)3) is —2.1, with 90% credible intervals spanning —2.3 to —1.8.
This estimated coefficient is strikingly identical to the conventional estimate often discussed
in macroeconomic textbooks. Therefore, not surprisingly, both the estimated output gap and
unemployment gap (shown earlier) reveal similar cyclical dynamics. For instance, according to
both cyclical measures, the 1981-82 recession is estimated to have been deeper than the Great
Recession.

The parameter a”, which relates the output gap to the real rate gap (characterizing the IS
relation), is negative and much smaller than the prior mean. The estimated posterior mean of
a” is —0.07 (with 90% interval —0.14 to —0.00).

The posterior mean estimate of E(agdp*), the variance parameter of the innovations to the
process governing the evolution of the g-star (and gdp-star), is nearly identical across the Base
and Base-NoSurv models: 0.022. For comparison, the prior mean F (O’Sdp*) is 0.012. Similarly,
for the output gap, the posterior mean estimate of E(aggap), the variance parameter of the
innovations to the IS equation, is also identical across the two models: 0.722 (compared with a
prior of 12)@ The estimation results suggest that data is quite informative in influencing the

dynamics of both output gap and g-star, confirming Kiley (2020).

Model-based estimates of output gap vs. CBO and others

Figure presents estimates from outside sources, CBO, and LW model to gauge how our
model-based output gap estimates compare to measures from other sources. Also plotted are
estimates from Base and Base-NoSurv in panel (a) and from the Bivariate and Bivariate+Surv
models in panel (b) to facilitate comparison with the outside estimates. A few observations
immediately stand out. First, the output gap estimate implied from the LW model is notably
different over most of the sample period. In particular, during the Great Recession period,
the output gap from LW turned slightly negative, while other estimates implied larger negative
gaps. The slight negative gap in the LW model is the result of the LW model estimating a

02
43Note, our prior setting implying a high ratio of ~$2%2 is consistent with the high noise to signal ratio suggested
Ugdp*
in Kamber et al. (2016). Specifically, they recommend fixing the noise-to-signal ratio to a high value to obtain
large and more persistent cycles when estimating output using Morley et al. (2003) UC model with maximum

likelihood estimation.
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dramatic fall in potential output, in line with the collapse in the actual output.

Second, both Base and Base-NoSurv models produce estimates of the output gap generally
similar to the CBO estimate. This close similarity is notable because the CBO approach,
which uses a production function approach (see Shackleton, 2018), differs from our multivariate
modeling approach@ Note that the Bivariate models of real GDP and the unemployment rate
(with and without survey), which are nested specifications of our bigger Base model, produce
estimates of the output gap broadly similar, though not identical, to our two main model
specifications. Interestingly, in periods when the output gap estimates from our Base (and
Base-NoSurv) differ from the CBO estimates, the Bivariate models’ estimates are identical to
the CBO’s. And in periods when Bivariate models differ from CBO, the Base (and Base-NoSurv)
estimates are identical to CBO’s.

The estimation results suggest an important takeaway: that joint modeling of real GDP and
the unemployment rate is the key to obtaining credible output gap estimates. Morley and Wong
(2020), who estimate the output gap using a large BVAR, also found that the unemployment
rate is the most crucial indicator for the output gap. (In section 4.6, we compare our model
estimates with additional estimates, including Morley and Wong’s). Recently, Barbarino et al.
(2020) use a range of small-scale UC models to estimate the output gap and similarly find that
the unemployment rate is the most valuable indicator.

Our chapter’s result indicating a close resemblance of our models’ output gap estimates to
the CBO’s output gap provides evidence supporting the common practice of using output gap
estimates from the CBO as an exogenous variable in empirical macroeconomic models (e.g.,
JM; Stock and Watson, 2020). We view this result as a useful contribution to the applied
macroeconomics literature.

On the one hand, the fact that model-based estimates of the output gap bear a strong
resemblance to institutional forecasts, i.e., CBO, are encouraging and lends credibility to our
model(s). However, on the other hand, in light of the evidence reported in Coibion et al. (2018),
the strong resemblance to outside estimates is an unfortunate outcome. We say this for the
following reason. Coibion et al. (2018) examine estimates of potential output taken from a
variety of model-based and external sources, including CBO and survey forecasts, and based on
a range of shock measures, find that (in real-time) the estimates of potential output are unable
to distinguish between transitory and permanent shocks effectively. Put differently, they find
that their estimates of potential output respond “gradually and similarly” to both supply shocks
and demand shocks that drive cyclical fluctuations in real GDP. This is unfortunate, since, by
definition, potential output (and g-star) should only adjust in response to permanent shocks.

Coibion et al. (2018) in their conclusion postulate whether a framework that jointly esti-
mates the dynamics of potential output with other relevant stars (as theory would imply) better

distinguish between permanent and transitory components and hence lead to more credible es-

4We note that in recent years, more and more papers using UC models, which jointly models real GDP growth
and unemployment rate, yield estimates of output gap similar to CBO output gap (e.g., Johannsen and Mertens,
2015; Berger et al., 2016; Kiley, 2020; Gonzalez-Astudillo and Laforte, 2020).
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timates of potential output. Unfortunately, our model estimates suggest otherwise.

4.4.3 Estimation results for p-star

Figure |4.6| presents posterior estimates of p-star and other parameters of the productivity block.
The panels (a), (b), and (c) present p-star estimates from the Base, Base-NoSurv, and Base-
W*RW models, respectively. Both the posterior mean and the 90% credible intervals are shown.
Also plotted is the actual labor productivity series. A visual inspection of the actual series in-
dicates the unusually high volatility of the quarterly productivity data. In addition, this series
is subject to a high-degree of revisions in subsequent data vintages, suggesting the extreme dif-
ficulties of its measurement in real-time (see Jacobs and van Norden, 2016). Perhaps, a quote
from the former Chair of the Federal Reserve, Alan Greenspan (courtesy of Jacobs and van
Norden, 2016), would be instructive to reflect a general sentiment about the productivity data,
“The productivity numbers are very rough estimates because we are measuring a whole set of
production outputs from one set of data and a whole set of labor inputs from a different set.
That they come out even remotely measuring actual labor productivity is open to question...”
(Transcript: Meeting of the Federal Open Market Committee, March 25, 1998, p. 96)

Not surprisingly, researchers have emphasized that these difficulties of extreme volatility,
extensive revisions, and real-time measurement issues with productivity data complicate its
trend-cycle decomposition (e.g., Edge, Laubach and Williams, 2007; Kahn and Rich, 2007).
Our model-based estimates reflect these challenges. For instance, the estimate of the parameter
pP, reported in table 4.2, indicates close to zero persistence in the labor productivity data,
defined as the difference between the growth rate in labor productivity and p-star. Similarly,
our estimation indicates that labor productivity data has very little influence on the estimate
of p-star. Put differently, the data is so volatile to allow for a meaningful identification of trend
in the productivity data. The posterior mean of E (012)*), the variance of the shock process for
p-star, is essentially the same as the prior mean@ As a result, the degree of time-variation
in p-star is primarily influenced by the prior setting. So conditional on our prior belief, which
allows p-star to evolve slowly from one quarter to the next, we find considerable evidence of
gradual time-variation in p-star over the post-war sample. The evidence of time-variation is
economically significant and is consistent with the findings of Roberts (2001), Benati (2007),
Edge, Laubach and Williams (2007), and Fernald (2007).

Comparing across the three top panels in the figure, the paths of p-star (posterior mean
estimates) from Base and Base-NoSur are lower than Base-W*RW. The latter model removes
the restriction that the long-run w-star grows at a rate equal to the sum of pi-star and p-star.
So removing this restriction eliminates the direct influence on p-star from wages and prices and

helps raise the level of p-star. As evident from the Bayesian model comparison reported in table

45We tried different values for the prior mean on this parameter, and found that posterior moves with the
prior.
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[4.6] the elimination of this restriction improves the fit of the model to the productivity data
but reduces the overall model fit to other data, particularly interest rates — via the changes
in pi-star and u-star in the Taylor-type rule equation. That said, all three models generally
indicate similar broad patterns in p-star.

After averaging between 2% and 3% in the 1960s, the models indicate that p-star experienced
a sharp deceleration in the 1970s through mid-1980s, mirroring the dramatic fall in productivity
growth. Both Base and Base-NoSurv estimates show p-star trending lower from 2.4% (2.3%)
in early 1970 to 0.5% by mid-1980, whereas Base-W*RW has it falling close to 1.5%, with wide
90% credible intervals that range from 0.4% to 2.3%. From there on through to the late 1990s,
p-star increased sharply, at a pace roughly equivalent to its deceleration in prior periods, to
reach a level of 2.0 to 2.4% by 1999. The literature attributes part of this acceleration in the
latter half of the 1990s to the information technology boom. Roberts (2001), Edge, Laubach,
and Williams (2007), and Benati (2007) document estimates of trend productivity generally
similar to the p-star implied from the Base-W*RW model@

In the 2000s, the models have p-star gradually declining to a level close to 1.0%-1.2% by
2010. It remained close to that level through most of the past decade, but since 2018, it has
steadily increased. At the end of our sample, all three models estimate the posterior mean
of p-star at, or close to, 1.5%. As we show in appendix C12, these estimates of p-star are
consistent with the narrative implied by the two-regime Markov-switching model of Kahn and
Rich (2007), an influential contribution in the trend productivity literature.

The uncertainty around the posterior mean estimates of p-star is large. Panel (d) quan-
tifies this uncertainty by reporting the width of the 90% credible intervals corresponding to
all three models. The plots provide evidence that the theoretical restriction (defined by eq.
contributes to a substantially improved precision of p-star (just like it does for pi-star and
w-star), as evident by Base and Base-NoSurv plots lying below the Base-W*RW. Interestingly,
the estimate of p-star from the Base is more precise than Base-NoSurv in 1960 through the
mid-1980s, even though we do not utilize survey based long-run expectations of productivity in
the estimation. Based on the Bayesian model comparison, the Base model’s fit to productivity
data is marginally better than Base-NoSurv. The improved precision and better fit of the Base
model to productivity data suggest there are important spillover effects in the estimation from

survey forecasts of other stars.

Cyclical dynamics of labor productivity

Panel (e) plots the estimate of the parameter A, which relates cyclical unemployment to
the productivity gap, from all three models. The plots indicate a high level of uncertainty
around the estimates of AP. The 90% credible intervals are wide, such that they include both

positive and negative values complicating reliable inference. Going just by the posterior mean

46Edge et al. (2007), who collect real-time estimates of long-run productivity from various sources, including
historical Economic Reports of the President, document a similar pattern in the trend productivity estimates.
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estimate, the evidence suggests a counter-cyclical behavior of labor productivity, which weakens
over time.

The model specification Base-P*CycOutputgap, which relates productivity to output gap in-
stead of unemployment gap (through parameter ¢P), provides generally similar inference about
the cyclical nature of labor productivity. The plot for the time-varying parameter ¢P is rel-
egated to appendix C13 to conserve space. The credible intervals are wide and include both
positive and negative values. Based on the posterior estimate of parameter ¢P, productivity
is procyclical in the 1960s and post-2010, but it is either acyclical or countercyclical in other
periods. Overall, the empirical evidence generally corroborates the evidence presented in Gali
and van Rens (2020). The model comparison results indicate a slightly inferior fit of the Base-
P*CycOutputgap model compared to Base (-608.1 vs. -606.9 in the case of productivity data
and -1773.8 vs. -1771.7 for the overall fit).

The importance of SV in productivity equation

An essential element of our decomposition of labor productivity into the trend, cyclical, and
idiosyncratic components, which others have abstracted from, is that we permit a time-varying
variance of the idiosyncratic component. Empirically, our results show this to be an important
extension, as shown in the SV plots included in panel (f) and the model comparison results
reported in table The plots indicate statistically significant evidence of time-variation in
the volatility of the idiosyncratic component. The model comparison further provides evidence
supporting SV inclusion, as the Base-NoSV is the worst performing and has a significantly worse
fit to productivity data compared to Base.

We also explored the possibility that the SV may be soaking up the variation in produc-
tivity, which otherwise would have been attributed to the cyclical component of productivity.
The model specification Base-NoSV, which shuts down SV in the idiosyncratic component of
productivity (and other model equations), yields estimates of A’ similar to Base, suggesting

that SV is not contributing to the ambiguous result on the cyclicality of labor productivity.

4.4.4 FEstimation results for m-star

Figure panels (a) and (b) plot the posterior mean estimates of pi-star along with the 90%
credible intervals from the Base and Base-NoSurv model specifications, respectively. Panel (c)
plots the corresponding precision estimates, defined as the width of the 90% intervals. A quick
visual inspection shows that the pi-star from the Base specification is significantly more precise
than Base-NoSurv, as evidenced by narrower credible bands and the precision plot corresponding
to Base lying below the Base-NoSurv plot. Based on the marginal likelihood criteria, the fit of
the inflation equation to the data in the case of Base is greater than Base-NoSurv (as reported
in Table . The fit of the overall Base model to the data is also higher than Base-NoSurv.
Our finding that adding survey expectations improves both the model fit and the precision of

pi-star is consistent with CCK.
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The broad contours reflected in the posterior mean pi-star from the two models are similar
to those documented elsewhere in the literature (e.g., CCK). For instance, pi-star was low in the
1960s, high in the 1970s, fell sharply in the 1980s, continued a steady deceleration in the 1990s,
fluctuated in a narrow range between 2.0% and 2.5% in the 2000s, and has been below 2% since
2012. This general pattern is consistent with the widely held view. Focusing on the specifics,
unlike some papers (e.g., Stock and Watson, 2007; Mertens, 2016), which show two peaks in
pi-star, one in the mid-1970s and another in the early 1980s, our model-based estimates (both
with and without survey data) do not show the earlier peak (similar to CCK). Relatedly, in
those same papers, the pi-star is estimated to peak at a level of 10% or higher; in contrast, the
mean estimate of pi-star in our model specifications peak at a lower level (similar to CCK and
Mertens, 2016 — in his model spec that augments survey data)ﬂ

Comparing estimates from Base and Base-NoSurv specifications, the level of pi-star is simi-
lar in the 1960s but starting in early 1970, pi-star from the Base specification sharply accelerates
to peak at 6% in early 1980, whereas, while the estimates of pi-star from Base-NoSurv specifi-
cation also accelerate but peaks at a lower level of 4.5%. As shown, uncertainty about pi-star
increases sharply in early 1980, with the Base-NoSurv estimates experiencing a much more
dramatic rise. It is the case that uncertainty around pi-star (as measured by the width of 90%
credible intervals) inferred from the Base-NoSurv is higher compared to the Base throughout
the estimation sample. But in early 1980, the differential in uncertainty is twice as large, as
can be seen comparing dotted and solid plots in panel (c).

A similar rise in model-based estimates of pi-star uncertainty in the late 1970s through early
1980 (known as the Great Inflation period) has been noted elsewhere (e.g., Mertens, 2016). A
subset of literature attributes the rise in pi-star uncertainty to un-anchoring of inflation ex-
pectations during the Great Inflation period. Beginning early 1980 through early 2000, both
models have (posterior mean of) pi-star steadily declining to 2%. Between 2000 and 2012,
whereas in the case of Base, pi-star is flat at 2%, in Base-NoSurv, it is stable at a slightly higher
level of 2.3%. Since 2012, pi-star has slowly moved down to reach 1.5% (in Base) and 1.4% (in
Base-NoSurv).

Inflation gap persistence

Panel (d) shows the posterior mean estimates of parameter p™ for Base (solid line) and Base-
NoSurv (dotted line). Also plotted are the 90% credible intervals from the Base model. As is
evident, the uncertainty around the posterior mean is high. That said, both models indicate
quite similar estimates of persistence in the deviations of inflation from pi-star. There is also
strong evidence of time-variation in inflation gap persistence. For example, gap persistence was

low (0.25 to 0.35) in early 1960, but from thereon began to increase steadily, reaching close

“7Since both Stock and Watson (2007) and Mertens (2016) endow SV to the RW process governing the pi-star
whereas we do not, this difference in the modeling assumption may explain why the difference in the pi-star
estimates around the Great Inflation period. However, CCK, who also allows SV in the pi-star process, yields
pi-star generally similar to our pi-star estimates suggest that the SV assumption is likely not the answer.
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to 0.85 by early 1970, and remained at that level through the early 1980s. Subsequently, the
persistence declined steadily to 0.4 by the early 1990s. From the late 1990s to the early 2000s,

persistence fell further to 0.3, and it remains at that level.

Price Phillips curve

Panel (e) plots the posterior mean estimate of parameter \™, which is the slope of the price
Phillips curve. As before, the plots from the main model specifications are shown. (The 90%
credible intervals are from the Base model). The plots indicate both model specifications yield
very similar estimates of the parameter linking the inflation gap to the unemployment gap. The
estimates also indicate strong evidence of time-variation in the slope of the Phillips curve. For
example, both models estimate a steeper Phillips curve in the 1960s that subsequently weakens
(becomes less negative) over time through 2010. From thereon, it slowly begins to become
steeper (more negative), ending 2019 at -0.23, which is still weak historically speaking and is
surrounded by wide intervals spanning -0.05 to -0.52. This pattern is consistent with the famil-
iar narrative (also documented in several other papers) that the “Phillips curve has weakened

over time.”

SV in price inflation equation

Panel (f) plots the volatility estimates (i.e., the standard deviation of the shocks to the
inflation gap, ¢ ) corresponding to the two model specifications. The figure shows that the
posterior mean estimates are quite similar. The estimates imply high volatility during the pe-
riod of Great Inflation that fell subsequently. Inflation volatility increased sharply again during
the Great Recession but has trended lower since then. By 2019, inflation volatility had re-
turned to the low levels of the early 2000s but remains shy of historic lows of the mid-1960s
and mid-1990s. The contours of the volatility in the inflation gap are generally similar to those
reported in CCK and Chan, Koop and Potter (2013). Bayesian model comparison indicates

strong evidence supporting the inclusion of SV in the price inflation equation.

Link between survey and pi-star

In figure C6 (appendix), panels (a) and (b) plot the posterior estimates of the coefficients C™
and 8™ that provide a sense of the estimated relationship between survey forecast and pi-star.
The prior assumes an unbiased relationship between survey forecasts and pi-star (i.e., prior
mean 5™ = 1 and at all periods CJ = 0). The model estimation yields posterior mean estimate
of 0.99 for 57, with 90% credible interval spanning 0.91 to 1.07 (also reported in table. The
posterior mean of CT displays considerable time-variation; however, the 90% credible intervals,
for the most part, include zero. Taken together, the posterior estimates of ™ and C7 imply
that the survey forecast, on average, is somewhat a biased measure of pi-star. This latter result
confirms the findings of CCK.
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In the supplementary appendix Cll.a, we include the results and discussion comparing pi-
star estimates from the Base model to external models: CCK, CKP, and UCSV. The estimates
indicate that the CCK model generates the most precise pi-star, followed by the Base model,
CKP, and UCSV. The latter model yields volatile and erratic estimates of pi-star (and precision).

Summary: pi-star

All told, we summarize the analysis of the inflation block as follows. First, the Base model
and its variants indicate contours of pi-star that corroborate the narrative documented elsewhere
in the literature. However, in some periods, pi-star estimates can differ notably across models,
and as emphasized in CCK, these differences can have important implications for monetary
policy. Second, comparing across Base and Base-NoSurv specifications, and comparing the
Base specification with outside models, strongly suggests the usefulness of survey forecasts in
improving the econometric estimation of pi-star (i.e., survey forecast information yields sensible
estimates of pi-star and improved precision); hence, corroborating evidence in CCK, Mertens
(2016), and Nason and Smith (2020). Third, we find evidence in support of incorporating
time-variation in the price Phillips curve. Specifically, suggesting, in a broad sense, weakening
of the relationship between inflation and labor market slack since the 1960s, something also
documented by several others (e.g., CKP; Stella and Stock, 2015; Del Negro et al., 2020).

Fourth, as found by CKP, CCK, Mertens and Nason (2020), among others, we find evidence
supporting time-variation in the persistence of the inflation gap. Fifth, as noted by many,
including Stock and Watson (2007) and Clark and Doh (2014), we find strong evidence of SV
in the innovations of the inflation equation. Sixth, as in CCK, we find evidence that the survey
forecast of PCE inflation is a biased measure of pi-star. Lastly, the Base model’s improved fit
to inflation data compared to some of its variants provides evidence supporting the long-run
theoretical restriction defined by equation , which imposes w-star = pi-star + p-star.

4.4.5 Estimation results for W-star

In modeling w-star, a novel feature of our framework is the decomposition of w-star into its
fundamental components, pi-star and p-star. Figure presents posterior estimates of w-star
along with the decomposition. The first row in the figure plots estimates from the Base model,
and the second-row plots estimates from the Base-NoSurv. Third-row plots p-star estimates
from other model variants alongside Base and Base-NoSurv models, and also presents precision
estimates of the w-star.

The estimates imply w-star increased steadily in the 1970s and peaked in the early 1980s.
This increasing w-star reflected upward drift in pi-star that more than offset the downward
drift in p-star, as evidenced by the widening in the shaded area representing pi-star and slight
narrowing of the shaded area representing p-star. Base model implies w-star peaked at 7.3% in
the early 1980s, while Base-NoSurv has w-star peaking at 6%. Both models have w-star sharply
drifting lower through much of the 1980s to reach near 4% by early 1990. From thereon, the
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path of w-star across the two models is very similar and indicates a gradual slowing to 2.5%
by the end of 2017. W-star moved up to 3.0% by the end of 2018, only to fall back to 2.8% in
2019.

Not surprisingly, w-star is more precisely estimated in the Base model than in the Base-
NoSurv model, as shown in panel (f). The considerable uncertainty around w-star, implied by
the Base-NoSurv model during the 1970s, is mostly driven by pi-star. As noted earlier, the
pi-star estimate from the Base-NoSurv was highly imprecise during the 1970s. Interestingly,
despite the inferior precision of the Base-NoSurv compared to Base, the Bayesian model com-
parison suggests a better fit of the Base-NoSurv model to the nominal wage data than Base (see
Table . However, the overall fit of the Base-NoSurv to data (which includes data beyond

nominal wage) is slightly worse than Base.

Sensitivity of w-star to modeling assumptions

Panel (e) plots estimates of w-star from two additional Base model variants, Base-W*RW
and Base-NoPT. The Base-W*RW model eliminates the long-run restriction that w-star is the
sum of p-star and pi-star (on average) and instead models w-star as a RW process. Interestingly,
the path of w-star implied by Base-W*RW is similar to Base-NoSurv through the mid-1980s.
From thereon, w-star from Base-W*RW is below the Base-NoSurv through early 2010. Since
then, it is identical to Base and Base-NoSurv. Although in the first half of the estimation
sample, the w-star from Base-W*RW is less precisely estimated than Base, in the second half
of the sample, it is more precise. According to the Bayesian model comparison, the fit of the
Base-W*RW to the nominal wage data is inferior to both Base-NoSurv and Base. However,
compared to Base, the degree of inferiority is only slight. The overall fit of the Base-W*RW
model to the data is substantially worse than achieved by either the Base and Base-NoSurv
model.

The Base-NoPT model eliminates the passthrough from prices, i.e., it removes the price
inflation gap from the equation describing the wage inflation gap. In other words, the direct
link between the cyclical components of prices and nominal wages is eliminated, but the con-
nection between the permanent components pi-star and w-star remains. Doing so has notable
implications for the estimate of w-star and the model’s fit. As shown in panel (e), the w-star
implied from Base-NoPT is higher than that implied by the other models through the first half
of the sample. While the Base model has w-star peaking at a little above 7% in the early 1980s,
the Base-NoPT model implies a higher peak of 8.2%. The acceleration in w-star implied by the
Base-NoPT model during the 1970s is much stronger than that implied by the Base model es-
timates. This stronger path of w-star is associated with more precise estimates of w-star in the
1970s compared to the Base and other models, as can be seen in panel (f). However, according
to the Bayesian model comparison reported in table £.7, removing the connection between the
cyclical components negatively impacts the model fit, as evidenced by the substantially inferior
fit of the Base-NoPT model to data compared to the Base model.
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Wage persistence, Wage Phillips curve, Passthrough from prices, and SV in wage equation
Figure [4.9| presents the time-varying posterior estimates of the parameters describing the
persistence in the nominal wage gap, the wage Phillips curve, the short-run passthrough from
prices to wages, and stochastic volatility of the shocks to the nominal wage equation. Estimates
from three models, Base, Base-NoSurv, and Base-W*RW are presented. A quick visual inspec-
tion indicates both statistically and economically significant evidence of time-variation in these

parameters that capture important empirical relationships.

Wage gap persistence

Panel (a) plots the posterior estimates of the parameter p", capturing the persistence in the
nominal wage inflation gap. Also included are the 90% credible intervals from the Base model.
The posterior mean estimates for the three models indicate increasing persistence in the wage
inflation gap beginning in early 1960 and peaking in mid-1980. The Base model shows a notably
higher peak at 0.45 compared to 0.39 and 0.33 for Base-NoSurv and Base-W*RW, respectively.
The higher peak suggests that the Base model attributes a higher share of fluctuations in the
cyclical nominal wages to the persistence component than that implied by the other two models.
From the mid-1980 to the early 1990s, the persistence steadily declines but after that increases
through the mid-2000s; from there on through the early 2010s, the estimated persistence in the
nominal wage gap falls to levels seen in the mid-1970s. Since then, it has been slowly increasing.
It is worth noting that credible intervals around the posterior mean are wide, suggesting high

uncertainty in the inference about the estimated persistence.

Wage Phillips curve

In Figure panel (b) plots the estimates of parameter A", which captures the wage Phillips
curve relationship in the US data. The plot provides strong evidence supporting the existence of
the wage Phillips curve in the post-war data. Notably, the plot also offers convincing evidence
of a time-variation in this relationship. According to the posterior mean estimate, from the
early 1960s through mid-1970s, our models imply the strength of the wage Phillips curve at
a moderate level, but from thereon through the mid-1980s, the wage Phillips curve steepened
sharply in Base and Base-NoSurv (less steep in Base-W*RW). By the mid-1980s, in the Base
model, the posterior mean of the wage Phillips curve parameter is estimated to be —0.5, with
90% credible intervals ranging from —0.23 to —0.75. From thereon, it gradually flattened until
the mid-2000s, but soon afterward, it began to flatten more rapidly through to early 2010. In
2010, all three models estimate the posterior mean of the Phillips curve parameter at —0.2. The
prevalence of the downward wage rigidities during the Great Recession is among the primary
explanations for the flattening wage Phillips curve (see Daly and Hobijn, 2014).

From 2010 onwards, with an improving economy, the estimated wage Phillips curve has

steadily steepened. Our empirical evidence on the wage Phillips curve is consistent with the
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findings of Knotek and Zaman (2014), Peneva and Rudd (2017), and Gali and Gambetti (2019),
who all document strong support for the continuing existence of a wage Phillips curve in the
US data.

Passthrough from prices
Panel (c) plots the estimates of the short-run passthrough from prices to wages defined as
K’
I-pp"
nominal wage inflation and cyclical price inflation over the estimation sample, confirming the
evidence presented in Peneva and Rudd (2017) and Knotek and Zaman (2014). The relationship

between the two was strong in the 1970s through to the mid-80s, but since then, it has gradually

The posterior estimates of passthrough indicate a weakening relationship between cyclical

weakened such that it has been nonexistent (i.e., the passthrough is estimated to be zero) for
the past decade. Coincidentally, this period of the breakdown in the relationship between the
two cyclical components has coincided with low and stable price inflation, and the Federal
Reserve has adopted an explicit target of 2%. Literature has attributed various explanations to
this breakdown in the relationship that includes improved anchoring of inflation expectations
(Peneva and Rudd, 2017) and amplification of downward wage rigidities during low levels of
price inflation (Daly and Hobijn, 2014).

Our empirical finding also supports the results of Bobeica et al. (2019), who show using
euro area and US data that the link between labor compensation and price inflation in the
short-run importantly depends on the prevailing inflation regime. They find a high inflation
regime associated with a tighter connection between labor costs and price inflation and a low
inflation regime associated with a weaker link. All three of our models imply similar inference.
Both Base-NoSurv and Base-W*RW indicate a stronger passthrough than the Base model in the
1970s and 1980s, periods associated with high inflation in the US. Comparing between panels
(a) and (c) suggests that during that period, Base attributes more of the increase in nominal
wage inflation to increase in persistence than to the passthrough from price inflation, hence the

less strong passthrough estimate than seen in the Base-NoSurv and Base-W*RW models.

SV in the wage equation

Panel (d) plots the time-varying standard deviation of the innovations to the nominal wage
inflation gap. The plot indicates the importance of allowing for SV in the equation for nominal
wage inflation. All three models show very similar posterior mean estimates of SV. The estimates
suggest that volatility in the early 1960s was high but then subsequently fell to rise back up
again in the late 1960s and early 1970s. From thereon through the mid-1970s, it fell steeply. It
increased in the early 1980s, but less sharply than in the previous decades. From the mid-1980s
through the early 1990s, volatility moderated to low levels, and since then, it remains flat at that
low level. The Bayesian model comparison indicates further evidence supporting the inclusion
of SV in the wage equation, as evident by the substantially inferior fit of the Base-NoSV model

to nominal wage inflation data compared to Base and Base-NoSurv models (Base-NoSV: -344.3
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vs. Base: -277.5; see table .

4.4.6 Estimation results for r-star

Figure presents r-star and the “catch-all” component D estimates for our two main model
specifications. The top row of the figure plots the estimates of r-star (panel a) and component D
(panel b) from the Base model. Also included in panel (a) are the survey expectations of r-star
(which enters our Base model). As can be seen, the contours of (posterior mean) r-star from
the Base model track the survey estimate, this suggests that survey data plays an influential
role in guiding the model’s assessment of r-star. The posterior mean estimate from the Base
model shows r-star staying relatively flat at 3.5% in the 1960s, and then slowly trends down
through the 1970s to reach 3% by early 1980. Thereafter, it fluctuates in a range between 2.8%
and 3.5% through to the beginning of 2000. From there on, it steadily declines to reach 1.1%
at the end 2019.

Panel (b) plots the estimate of component D, whose dynamics are shaped by the survey
expectations data and by information from the Taylor rule and IS equations. As can be seen in
the figure, component D is imprecisely estimated. According to the posterior mean estimate,
in the 1960s, component D exerts slight upward pressure on r-star that is mostly offset by
downward pressure coming from g-star (via equation , helping keep r-star relatively flat.
After that, with D remaining flat through 2000, developments in g-star shape the trajectory of
r-star. Beginning in 2000 and onwards, all forces (as captured through the model structure)
work in the same direction to push r-star steadily downwards. The estimated link between
r-star and g-star is of moderate strength (posterior mean of parameter m = % = 0.701); see
table ; therefore, movements in g-star play an influential role in driving r-star.

Moving on to the Base-NoSurv model specification, in panel (c), the mean estimate shows
r-star rising from 2% in early 1960 to 3.5% through early 1980 and then remaining stable
through early 2000. This trajectory is similar to Gonzalez-Astudillo and Laforte (2020), who
also utilize the Taylor-rule and information from long-term interest rates in their estimation.
Beginning 2000 onwards, r-star steadily declines to reach 1.4% at the end 2019. The trajectory
of r-star from 2000 onwards is similar to that from the Base model. It is worth noting that
our models’ indication of a secular decline in the r-star beginning in 2000 is also documented
elsewhere in the literature tackling r-star (the exception being JM)@ However, the extent of
decline varies considerably across studies. The literature attributes this secular decline in r-star
to various explanations, including: a trend decline in g-star (e.g., LW, 2016); rising premiums
for convenience yield, i.e., increased demand for safety and liquidity Treasury bonds (see Del
Negro et al., 2017; Bullard, 2018); and excess global savings (Pescatori and Turunen, 2016).

The uncertainty around the r-star estimate from the Base-NoSurv model is substantially

48 JM document that r-star from their preferred specification (which allows for SV in TR equation) is generally
flat over their sample spanning 1960 through 2018. However, in an alternative specification, which does not permit
SV, the r-star estimate exhibits decline in r-star similar to that documented elsewhere. In our examination, r-star
trajectory is little changed comparing between Base specification and Base without SV (i.e., Base-NoSV).
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higher than Base, as can be seen by comparing panel (a) and panel (c) of figure and also
shown in panel (b) of figure The increased uncertainty in r-star comes from component D,
which is imprecisely estimated without the survey data. Furthermore, based on the marginal
likelihood criteria, the Base model is favored over the Base-NoSurv model (see table |4.9)).

Without the survey information about r-star, the estimated link between g-star and r-star is
significantly weaker (posterior mean of m = % = 0.390; see table , which is consistent with
the evidence documented in Hamilton et al. (2016) and Lunsford and West (2019). Therefore,
the movements in component D significantly dominate the contours of r-star in Base-NoSurv
model. Both the IS curve and Taylor rule equations shape the evolution of component D. The
hump-shaped patterns in both D and r-star reflect the trends in real long-term interest rates
(informed from the IS equation) and short-term interest rates (from the Taylor-rule equation).
It is interesting to note that the r-star estimate from JM (and Gonzalez-Astudillo and Laforte
(2020)) — who use the Taylor-rule equation and information from both short and long-term
interest rates — also exhibit hump-shaped behavior though, in the case of JM, it is only slight.
As we show shortly, the prior setting on the shock process for r-star (in our Base and Base-
NoSurv cases, component D) plays an essential role in shaping the contours of r-star.

As discussed earlier, the estimates of g-star from both Base and Base-NoSurv models are
quite similar. Therefore, the primary source of the differential in the r-star estimates between
Base and Base-NoSurv is the quantitatively weaker relation estimated between r-star and g-star

in Base-NoSurv than Base.

Assessment of policy stance

Panel (e) of figure [£.10] provides an assessment of the stance of monetary policy. Following
Pescatori and Turunen (2016), we gauge monetary policy’s stance as the deviation of the short-
term nominal interest rate from the long-run nominal neutral rate of interest (defined as the
sum of r* and pi*) — this is the interest rate gap from the Taylor rule equation. A positive
interest rate gap characterizes a restrictive monetary policy stance, and a negative interest rate
gap implies a stimulative stance. The solid line corresponds to the policy stance inferred from
the Base model and the dashed line to that inferred from the Base-NoSurv model. Even with
notable differences in the estimates of r-star across the two models, the assessment of the policy
stance is remarkably similar throughout the sample. So why are they so similar?

The answer lies in the differences in pi-star estimates across two model specifications, as
shown in figure (panels a and b). In other words, the differences between r-star estimates
across the two models are compensated (i.e., offset) by the differences between pi-star, such that
assessment about the stance of monetary policy across the two models is strikingly similar. For
instance, in the 1960s, the r-star estimate from the Base is on average 1.34 percentage points
(ppts) higher than that of Base-NoSurv. However, over the same period, the pi-star estimate
from the Base model is 0.54 ppt lower than that of the Base-NoSurv model, which reduces the

difference between their associated assessments of policy stance.
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According to our model(s) estimates, the policy stance appeared to be slightly restrictive
before the Great Recession, but at the onset of the Great Recession, the policy stance immedi-
ately turned accommodative. Since then, it has remained very accommodative (reflecting the
effects of unconventional monetary policy). After peaking in late 2015, the degree of accommo-
dation has gradually declined (i.e., the interest rate gap has become less negative), such that,
by the end of 2019, it has edged closer to the neutral threshold.

A closer inspection of the figure reveals an interesting insight. Since 1990, both the degree
and duration of policy accommodation in response to the recession have been more significant
than the previous recession. For instance, the monetary policy stance was more accommodative
both in terms of level and duration following the 2001 recession than the 1990-1991 recession.
Similarly, during and following the Great Recession, the policy stance in terms of level and
duration was more significant than following the 2001 recession. Broadly speaking, our model
implied assessment of the stance of monetary policy mirrors that in the assessment documented
in Brand and Mazelis (2019).

Random walk assumption for r* vs. Base (and Base-NoSurv)

As is commonly done when estimating stars, a random walk assumption for r-star is a
popular choice (e.g., Kiley, 2020; JM). Accordingly, we explore this particular modeling choice’s
fit to the data and empirical properties by replacing the equation linking r-star to g-star and the
RW component D with an equation that assumes a random walk process for r-star in our main
model specifications (Base and Base-NoSurv). We denote these specifications, Base-R*RW and
Base-NoSurv-R*RW. By adopting a RW assumption for r-star, the models will be unable to
attribute any specific causes of movements in estimates of r-star.

Figure m panel (a) plots the posterior mean r-star estimates from the Base-R*RW and
Base-NoSurv-R*RW models. To facilitate comparison, also shown are estimates from Base
and Base-NoSurv models. Panel (b) plots the corresponding r-star precision estimates (defined
as the width of 90% credible intervals). A few observations immediately stand out. First,
the estimated r-star from model specifications with the RW assumption, although exhibiting
broadly similar contours, are higher than those obtained from the specifications that impose
a relation between r-star and g-star. Second, beginning 2000 and onwards, r-star estimates
from the specifications with the assumed link between r-star and g-star experience a more stark
decline than those from the specifications with the RW assumption. For instance, by late 2019,
the estimates of r-star from both the Base-R*RW and Base-NoSurv-R*RW models settle at
close to 2%, whereas those from the Base and Base-NoSurv models fall further to the range of
1.2 to 1.4%. This differential is mostly explained by the lack of direct downward pressure from
g-star in the specifications with RW assumption.

Third, bringing information from the survey improves the precision of the r-star estimates
substantially, irrespective of whether r-star is modeled simply as RW process or the combination

of RW component and a component linking r-star to g-star. Fourth, the specifications that
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allow for a link between r-star and g-star are more precise than those that do not. The Base
specification generates the most precise r-star estimates relative to those obtained from the
other three specifications.

Based on the model comparison metric reported in table the model indicating the most
precise r-star does not necessarily rank as the best fitting model. The fit of the Base specification
is slightly inferior to that of both the Base-R*RW specification and the Base-NoSurv-R*RW,
but not by very much. This evidence nicely illustrates that the marginal likelihood metric has
a built-in penalty that increases as the model complexity goes up. When comparing between
Base-NoSurv-R*RW and Base-R*RW specifications, the addition of survey data increases the
model’s fit to the interest rate data slightly from -215.58 to -214.04 (but reduces overall model
fit marginally from -1769.3 to -1770.8). In comparison, moving from the Base-NoSurv to the
Base specification, the fit to the interest rate data increases, from -221.98 to -216.4 (and the
overall model fit from -1772.8 to -1771.7).

Taken together, the evidence described above suggests that the RW assumption for r-star
is a viable option, and bringing in information from surveys helps improve precision of the
estimates of r-star substantially. Another result worth highlighting from the model comparison
exercise concerns the marginal value of survey information in the estimation of r-star. In a
model specification that imposes a relationship between r-star and g-star (e.g., Base; Base-
NoSurv), adding survey information is crucial in making the model a competitive alternative.
By bringing in survey information, which has a high correlation between g-star and r-star survey
expectations (0.8), the estimated link between g-star and r-star in the model becomes stronger
(m = § = 0.701 in Base vs. m = § = 0.390 in Base-NoSurv).

Given the evidence on model comparison and the precision of r-star estimates, our preferred
choice is the Base model because its fit to the data is competitive (just marginally inferior to
spec with RW assumption). And it produces the most precise r-star estimate compared to
the alternative specifications. An additional factor that influences our choice is the ability to
provide an explanation for movements in r-star, which is made possible due to its direct link to
g-star.

In a supplementary set of exercises, we illustrate the usefulness of the Taylor-type rule
equation and the equation linking r-star to survey expectations for identifying r-star. The
addition of the Taylor-type rule equation turns out to be crucial to yield plausible and precise
estimates of r-star (see appendix C10.d).

We also explored the role of data versus prior in determining r-star, and in the interest
of brevity, the results of the exercises are relegated to the appendix (see C10.a). Here, we
briefly mention that results indicate that in the case of the Base-NoSurv model, the prior views
determine the shape of the posterior for r-star, confirming Kiley (2020). However, in the Base
model, which links r-star to survey expectations, the data does have some influence. In the case
of the Base-NoSurv model, we also find that if we loosen the prior on the variance of the r-star

process (to values similar to Kiley, 2020), then the data begin to shape the posterior. But, this
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comes at the cost of worsening fit to the interest rate data.

Overall, we find that when it comes to r-star, specification choices matter a lot (something
also highlighted by Clark and Kozicki (2005), Beyer and Wieland (2019), and Kiley (2020)). The
model specifications that include survey expectations yield estimates that are both reasonable
and the most precise. In our examinations, the Base specification, which allows the link between
g-star and r-star, is equally preferred by the data to variant of the Base specification that
assumes r-star as a RW. Since 2000, the best fitting model specifications indicate a steady

decline in r-star, similar to documented elsewhere in the literature.

4.5 Real-time Estimates and Forecasting

In this section, we perform two real-time, out-of-sample, forecasting exercises. In the first ex-
ercise, we compare the real-time forecasting performance of our two main models, Base and
Base-NoSurv. We evaluate both the point and density forecast accuracy for real GDP growth,
PCE inflation, the unemployment rate, nominal wage inflation, labor productivity growth, and
the shadow federal funds rate. We show that the Base model is more accurate on average
compared to Base-NoSurv for all variables of interest except the unemployment rate. We also
document our Base model’s superior forecasting properties relative to “hard to beat” bench-
marks, including some of the recently proposed UC models for inflation forecasting. By-products
of our real-time forecasting exercise are the real-time estimates of the stars from 1999 through
2019. We compare these real-time estimates to the final (smoothed) estimates — based on the
entire sample spanning 1959Q4 through 2019Q4.

In the second forecasting exercise, we illustrate the efficacy of the stars’ estimates produced
from our models by demonstrating their usefulness in forecasting with external models (e.g.,
steady-state VARs). We find that the quality of our estimates of the stars from the Base model
is generally competitive to the survey estimates, which are commonly used as proxies for stars in
VAR forecasting models. For brevity purposes, we relegate the discussion of this latter exercise
to the appendix C5.

Table [L.10] presents the results from comparing the out-of-sample forecasting performance
(both point and density) between the two models over the forecast evaluation sample spanning
1999Q1 through 2019Q4. The forecast evaluation is based on real-time data vintages and uses a
recursively expanding estimation window, where each recursive run uses an additional quarterly
data point in the estimation sample@ The forecast accuracy (point and density) is computed

from one-quarter ahead to 20 quarters out. Partly due to our focus on the medium-term horizon

®Going back in time means that we are using relatively fewer observations to estimate model(s). As is
commonly done when performing real-time forecasting using multivariate UC models, we need to tighten priors
on the shocks’ variances driving the latent components (see, for instance, Barbarino et al., 2020). Accordingly, we
devise a systematic approach to adjusting the prior on the Scale parameters of the inverse gamma distributions
defining the variances of the stars. We multiply the Scale parameter with the factor = (3F —1) * (m),
where N is total sample size from 1959Q4 through 2019Q4, and T refers to the number of data points in a given

data vintage. At the end of the sample,the factor = 1 because T'= N.
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and partly in the interest of space, we report accuracy metrics for four, eight, twelve, sixteen,
and twenty quarters ahead. We evaluate the forecast accuracy using real-time data; specifically,
we treat the “actual” as the third release of a given quarterly estimateﬂ For instance, in the
case of real GDP, the third estimate for 2018Q4 corresponds to the GDP data available in late
2019Q1. The point forecast accuracy is assessed using the root mean squared error (RMSE)
metric, and the density forecast accuracy is evaluated using the log predictive score (LPS).
The statistical significance of the point forecast accuracy is gauged using the Diebold-Mariano
and West test and in the case of density forecast accuracy based on the likelihood-ratio test of
Amisano and Giacomini (2007).

The top panel of the table reports the results corresponding to the point forecast accuracy,
while the lower panel for the density forecast accuracy. The numbers reported in the table
correspond to relative RMSE ~RMSE Base relative to RMSE of Base-NoSurv — in point forecast
comparison, and relative mean LPS — LPS Base minus LPS Base-NoSurv — in the case of density
forecast comparison. Hence, numbers less than one in the top panel suggest that point forecast
accuracy of the Base forecast is more accurate on average, and positive numbers in the bottom
panel suggest that density forecast accuracy of the Base forecast is more accurate than Base-
NoSurv forecast.

As is evident by the numbers reported in the table, except for point forecast accuracy of
the unemployment rate, the evidence generally favors the Base model as more accurate than
Base-NoSurv. The evidence in support of the Base model is strongest for PCE inflation and
labor productivity growth. In the case of the unemployment rate, as was the case with the in-
sample model fit (see table 4.3), the Base-NoSurv model outperforms the Base model in point
forecast accuracy. However, over the forecast evaluation sample, the uncertainty around the
point forecast of unemployment rate implied by the Base-NoSurv model was higher than the
Base model (on average). This higher uncertainty contributed to inferior density forecasts from
the Base-NoSurv model compared to the Base model, as is evident by the positive numbers in
the row corresponding to the unemployment rate. It is generally the case across all variables,
except the real GDP growth, the accuracy of the density forecasts from the Base model are
more accurate than Base-NoSurv. In the case of real GDP growth, even though, for the most
part, the point forecast accuracy between the two models are similar on average, the density
forecasts from the Base-NoSurv model are more accurate than the Base model.

We also compared the forecasting performance of our Base model to the outside benchmark
models, which forecasting literature has shown to be useful forecasting devices. Specifically,
we compare the accuracy of the inflation forecasts from our Base model to the following three
models, UCSV of Stock and Watson (2007) [UCSV], Chan, Koop, and Potter (2016) [CKP],
and Chan, Clark, and Koop (2018) [CCK]. We compare the accuracy of the unemployment

rate forecasts from our Base model to the Chan, Koop, and Potter (2016), and the accuracy

50Results are qualitatively similar if we instead use the revised data (2020Q1 vintage data) as the actual values
in the forecast evaluation exercises. The results are available on request from the author.
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of the nominal wage inflation from the Base model to the UCSV model applied to the nominal
wage inflation — motivated by Knotek (2015). Our forecasting results provide strong evidence
in support of our Base model’s competitive forecasting properties. For the sake of brevity, the

results are included in the appendix C4 table C3.

Real-time versus final estimates

Up to this point, we only examined the smoothed estimates of the stars inferred using all
the sample data, i.e., from 1959Q4 through 2019Q4, which we denote here as final estimates. As
discussed in CKP and Clark and Kozicki (2005), the examination of final estimates is beneficial
for “historical analysis,” such as the evaluation of past policy. But for real-time analysis, such
as forecasting and policy-making, real-time estimates at time t — estimates based on data and
model estimation through time t (instead of through 1:T) — are the relevant measures. In
estimating the stars, a voluminous number of papers have documented the typical pattern of
notable differences between real-time and final estimates, e.g., see Clark and Kozicki (2005) and
Beyer and Wieland (2019) for r-star and Tasci (2019) for u—star@

Relatedly, several researchers have attributed the inability to precisely know the location
of these stars in real-time to past policy mistakes, see Powell (2018) and references therein.
The documented differences between the real-time and final estimates, which at times could
be dramatic, and the recognition of these differences by policymakers have been the primary
reason limiting the usefulness of real-time estimates of the stars in policy discussions in recent
years (see Powell, 2018). Hence, there is a strong preference for methods that can provide more
credible inferences about stars in real-timeZ

Comparing real-time and final estimates of the stars from our Base model suggests that we
make some progress in mitigating the difficulties in previous real-time estimation of the stars.
However, in the Base-NoSurv model, there is less success in mitigating this issue. We believe a
big reason for this lack of success in the latter case is that we estimate a very high-dimensional
model with a lot less data (as will be the case when stopping estimation at earlier periods).
An artifact of this is that it requires the imposition of very tight priors in earlier periods than
when estimating with more recent periods, which, in turn, impacts on the posterior estimates of
model parameters and the stars. This latter fact mechanically contributes to more considerable
observed differences between real-time and final estimates in the first half of the sample period
analyzed. In the case of the Base model, the use of survey information helps anchor the estimates

to more reasonable values even in the face of tight priors.

51Both revisions to past data and the accrual of additional data could contribute to the observed differences
between the real-time and final estimates. The estimation with additional data has been found by many to be
the primary factor causing revisions to historical estimates of the stars and contributing to divergence between
the real-time and final estimates (see Tasci, 2019; Clark and Kozicki, 2005).

52The issue of imprecision in the estimation of stars is an important one. It has been long recognized that
considerable uncertainty surrounds the estimated stars complicating reliable inference (e.g., Cross, Darby and
Treland, 2005). Despite the stars’ imprecision, they continue to be used as inputs into policymaking and for other
purposes (see Williams, 2018; for r-star). After all, as discussed in Mester (2018), uncertainty about the stars is
just one source of uncertainty among many that confront policymakers.
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Figure[4.12|plots the real-time posterior mean estimates of the stars from 1999Q1 to 2019Q4.
Also plotted are the corresponding final (posterior mean) smoothed estimates and the 68% and
90% credible bands, respectively. The real-time estimates are the end-sample posterior mean (of
the smoothed) estimates at any given period, e.g., 1999Q1 estimate corresponds to estimating
the model(s) from 1959Q4 to 1999Q1; similarly, 1999Q2 estimate corresponds to estimating the
models from 1959Q4 to 1999Q2. As can be seen, for the most part, the real-time estimates of
the stars generally remain within the credible intervals, especially the 68% credible sets implied
based on full sample information. The exception is the g-star, and in turn, the output gap,
the latter shown in figure C3 of the appendix for brevity purpose. In the case of g-star, the
real-time estimate, which before 2007 is not aware that the Great Recession (GR) is about to
occur, is relatively upbeat like the survey estimate (at 2.9% vs. 2.25% for the final). Between
2007 and 2011, the real-time estimate gradually decelerates to 2.5%, but from thereon through
2015, it declines very rapidly, catching up to the final estimate.

Interestingly, the BC survey (which is real-time data) fell by only two-tenths over this period,
but between 2015 and 2017, it dropped another three-tenths to 2.0% and remained at that level
through the end of 2019. Whereas beyond 2017, the survey estimate remained flat, the real-
time model estimate gradually moved back up partly in response to stronger realizations in real
GDP growth than the implied g-star. The more gradual decline in the real-time g-star during
the GR implies a larger (negative) output gap estimate than is indicated by the final estimate.

In the case of u-star, interestingly, in the first half of the forecast evaluation sample, the
real-time estimate generally fell outside the 68% credible intervals but inside the 90% intervals.
In contrast, in the second half, it remained inside the 68% intervals and tracked quite closely
the posterior mean of the final estimate. In the case of p-star, the real-time posterior mean
estimate largely remained inside the 68% intervals, and post-2007, the implied inference on
p-star is consistent with the final estimate, as evident by similar contours of the real-time and
final estimates. It is worth noting that both the real-time and final estimates of p-star are
notably lower than the survey estimate of p-star; to be sure, survey estimate of p-star is not
used in the estimation of the Base model.

In the case of pi-star, the real-time estimate closely tracked the final estimate from 1999
through 2004, and from thereon through 2016, it averaged three tenths higher. From 2017
through 2019, the real-time estimate once again closely tracked the final estimate. The contours
of the real-time and final estimates are similar, and the real-time estimate remained within the
90% credible intervals throughout the sample period analyzed. Consistent with a generally
higher real-time estimate of p-star and pi-star than the final estimate, the real-time estimate
of w-star is higher than the final. Just as in the case of p-star and pi-star, the contours of the
real-time and final estimates of w-star are similar, and the real-time estimate of w-star remained
within the 90% credible intervals. Also plotted are the implied survey estimates of the w-star,
constructed by adding p-star and pi-star survey estimates. Arguably, these implied estimates

are implausibly high given that the actual realizations of nominal wage inflation in the post-
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2007 period were mostly below these implied estimates. The results of a forecasting exercise
presented in the appendix further confirm the implausibility of the implied survey estimate.

In the case of r-star, the contours of the real-time and final estimates are remarkably similar.
Between 2000 and 2005, and post-2014, the real-time estimate closely tracked the final estimate.
From 2006 through 2013, the real-time estimate averaged 35 basis points higher than the final
estimate. In our assessment, the magnitude of the gap between real-time and final estimates is
relatively small compared to the uncertainty estimate around the posterior mean and estimates
of uncertainty typically reported in papers estimating r-star, e.g., Clark and Kozicki (2005),
Laubach and Williams (2016), and Lubik and Matthes (2015). Furthermore, the real-time
estimate of r-star remained within the 68% credible intervals throughout the sample period
considered. The width of the estimated 68% (and 90%) intervals from the Base model has been
remarkably stable between 0.9 and 1.2 percent (1.5 and 2.0 percent) in the last 25 years. For
reference, the typical estimates of 90% bands from popular models such as LW and Lubik and
Matthes (2015) have a width averaging more than 4% and 3.5%, respectivelyﬁ Given that
the 68% and 90% credible intervals are significantly narrower compared to typical estimates
reported elsewhere in the literature, we view the evidence of our real-time r-star remaining
inside the estimated credible intervals as encouraging.

Overall, the real-time estimates of stars and forecast evaluation based on the past twenty
years of data provide empirical evidence supporting the competitive forecasting and real-time
properties of the Base model. Ideally, we would have liked to evaluate our models’ real-
time properties over the more extended historical sample, but are restricted due to the high-
dimensional nature of our models and also to availability of the real-time data on nominal wage

inflation.

4.6 The implications of COVID-19 Pandemic on Stars

At the time of writing this chapter, the global economy is in the midst of an ongoing global
pandemic crisis (GPC), which has continued to inflict significant disruption to economic activity
both here in the US and globally. The GPC, which started in early 2020, contributed to extreme
movements in many US macroeconomic indicators, including those used in this chapter. For
instance, the US real GDP growth in quarterly annualized term declined from -5% in Q1 to
-31% in Q2, the deepest contraction in post-war data (COVID-19 recession). And in Q3,
growth rebounded to +33%, a record increase in the post-war data. These extreme movements,
which were several standard deviations away from their historical averages, contributed to the
breakdown of many conventional time series models, especially the time-invariant VAR models
estimated with monthly data, see Lenza and Primiceri (2020) and Carriero et al. (2021).

Up to this point, our analysis has focused on the pre-GPC data. In light of the recent work

53We note that recent approaches to model r-star such as JM and Del Negro et al. (2017) also generate precise
intervals similar to ours, with JM marginally less precise and Del Negro and all measurably more precise than
ours.
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documenting the difficulties of the standard time-series models handling pandemic data, we are
naturally curious to see how our two main models respond to the COVID-19 GPC data? What
do data during the pandemic imply for the estimates of the stars, or, in other words, what
are the estimated long-run consequences of the GPC data? As we illustrate shortly, the short
answer to the first question is that both models, Base and Base-NoSurv, handled the pandemic
data well, but the Base model, in our judgment, did a much better job than the Base-NoSurv
model.

The answer to the second question is a bit complicated. But, briefly, the models indicate
that, at the moment, the long-run consequences of the economic developments related to the
pandemic are highly uncertain. We view this latter characterization as a reasonable one. Let’s
take long-term productivity growth. Based on past research, the pandemics are associated with
the hit to long-term productivity growth; think of disruptions to schools and universities@
On the other hand, given the state of the technological advances and the unique nature of
the GPC, which has raised prospects of recurrent pandemics, the recent research argues will
lead to an acceleration in automation (see Leduc and Liu, 2020) and, in turn, boost long-term
productivity. The net effect of these opposing factors on p-star is uncertain, and our model-
based estimates of p-star reflect this via increased assessment of uncertainty around p-star, as
shown in the appendix C8.

We believe that the rich features of our models helped position our models, especially the
Base model, to handle the pandemic data quite Wellﬁ In the interests of brevity, we refer the
reader to appendix C8 for the results comparing the pre-pandemic and pandemic periods, and
results comparing estimates from the Base model to outside sources including CBO and Morley
and Wong (2020).

4.7 Conclusion

This chapter takes up the challenge of developing a large-scale UC model to jointly estimate the
dynamics of inflation, nominal wages, labor productivity, the unemployment rate, real GDP,
interest rates, and their respective survey expectations to back out the estimates of long-run
counterparts of these variables. These long-run counterparts include potential output (gdp-
star), the growth rate of potential output (g-star), the equilibrium level of the unemployment
rate (u-star), the equilibrium real rate of interest (r-star), the trend in inflation (pi-star), the
trend in labor productivity (p-star), and the trend in nominal wage inflation (w-star). The
structure of our UC model is guided by economic theory and past empirical research. Past
research has highlighted strong evidence of changing macroeconomic relationships and allowing

for stochastic volatility in the shocks to cyclical components of a range of macroeconomic

54 Aucejo et al.(2020) document negative impact of the COVID-19 on the students’ academic performance.

55The rich features include: (1) modeling the changing economic relationships via the implementation of time-
varying parameters; (2) allowing for changing variance of the innovations to various equations (i.e., SV); (3)
imposing bounds on some of the random walk processes; (4) joint modeling of the output gap and unemployment
gap in particular; (5) and the use of survey forecasts;
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indicators. Accordingly, our model structure permits time-varying parameters and stochastic
volatility in most model equations.

An essential feature of our model structure is the explicit role of the survey long-run forecasts
in possibly informing the econometric estimation of the stars. Like other researchers, we find
adding information from surveys to be an important element in yielding reasonable and credible
estimates of the stars. Incorporating a rich set of empirical features leads to a very flexible but
heavily parameterized model. To feasibly estimate this model (and its variants), we use Bayesian
techniques, specifically the efficient sampling techniques developed in Chan, Koop, and Potter
(2013), and the precision sampler proposed in Chan and Jeliazkov (2009).

We explore the empirical relevance of various features incorporated in our baseline model
by estimating several variants of the baseline model. The Bayesian model comparison results
provide strong support to model features informed based on past research and confirm findings
documented elsewhere. For instance, we find that allowing for SV in the model equations to be
very important. Similarly, we find economically and statistically significant evidence of time-
varying price Phillips curve, wage Phillips curve, the evolving cyclicality of labor productivity,
a changing passthrough relationship between wages and prices, and evolving persistence in
price inflation and wage inflation gaps. Given the richness of our model, we document an
expansive set of empirical results that we hope will prove helpful for both applied and theoretical
macroeconomists alike.

The estimates of the stars from our modeling framework generally echo the contours of
stars documented elsewhere in the literature utilizing smaller-scale models. However, they are
more precise, a consequence of the use of surveys, a flexible multivariate approach, and jointly
modeling the dynamics of several stars. We also show that our baseline model held up well when
including the COVID-19 pandemic data. The rich set of features endowed in our UC model
helped handle the pandemic data without any difficulties. Lastly, we document the competitive
real-time forecasting properties of both our main model and, separately, the estimates of the

stars, if they were to be used as steady-state values in external models.
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Figure 4.1: Visual Overview of Interactions Between Blocks
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Table 4.1: Description of Model Specifications

Panel (a): Main Models

Model

Description

Base

Full model as formulated in equations ({4.6)) through ({4.39

Base-NoSurv

Model as defined by baseline but excluding equations linking surveys to

stars (i.e., excluding and .

Aim: assess the usefulness of survey data

Panel (b): Auxiliary Models

Base-W*RW

Base but replaces eq. (4.28) with a RW assumption for W* as defined eq. (4.28Db).

Aim: assess the support for the theoretical restriction W* = n* + P*

Base-PT-Wages-to-Prices

Base but replaces eq. (4.21) with eq. (4.21Db) .

Aim: asses the usefulness of allowing for pass-through from wages to prices

(for reference, Base allows for pass-through from prices to wages)

Base-NoPT

Base but replaces eq. (4.29) with eq. (4.29Db).
Aim: assess the usefulness of inclusion of wage inflation in the price equation

AND the inclusion of price inflation in the wage equation.

Base-NoSurv-NoPT

Base w/o surveys and replaces eq. (4.29) with eq. (4.29b).

Aim: usefulness of inclusion of wage inflation in the price equation
AND the inclusion of price inflation in the wage equation in a Base-NoSurv.

Base-P*CycOutputGap

Base but replaces eq. (4.17) with eq. (4.17Db)).

Aim: assess empirical link between output gap and productivity gap and

whether data support inclusion of output gap instead of unemployment gap.

Base-NoR*Surv

Base but excludes survey expectations of r*; i.e., removes eq. (4.38]) and eq. (4.39).
Aim: assess specifically the marginal value of survey expectations of r*

Base-NoR*Surv-NoTRule

Base but excludes (1) survey expectations of r*, i.e., removes eq. (4.38]) and eq. (4.39);

and (2) policy rule eq. 1}
Aim: assess the marginal value of the policy rule equation to the model.

Base-R*RW

Base but replaces eq.(4.36) and eq.(4.37) with a RW assumption for »* as in eq. (4.36b).

Aim: assess the support for the theoretical link between r* and g*.

Base-NoSurv-R*RW

Base-NoSurv but replaces eq.(4.36) and eq. 4.35 with a RW for r* as in eq. (4.36D).

Aim: assess support for the link between r* and ¢g* in a spec. w/o survey data.

Base-R*AR

Base but replaces eq. (4.37) with AR assumption for D.

Aim: support of r* defined as comb. of permanent and transitory components.

Base-NoSurv-R*AR

Base-NoSurv but replaces eq. 4.32 with AR assumption for D.
Aim: support of r* defined as comb. of permanent and transitory components.

Base-NoSurv-R*TightPrior

Base specification but tighter prior for std. of the shock to process D.

Aim: assess the impact on r* estimate of using a tighter prior for D.

Base-NoSV

Base specification but with no SV in any of the measurement equations.

Aim: assess the importance of stochastic volatility in shock variances.

Base-NoBoundU*

Base specification without the bounds on the U* process in eq. (4.8]).

Aim: assess empirical support for imposing bounds on U*.
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Table 4.2: Parameter Estimates

Parameter | Parameter description Posterior estimates
Base Base-NoSurv

Mean 5% 95% Mean 5% 95%
a” Coefficient on interest-rate gap -0.069 -0.141 0.002 | -0.054 -0.130 0.015
o+ 05 Persistence in output gap 0.738 0.678 0.797 | 0.732 0.669  0.794
Pt Lag 1 coefficient on UR gap 1.283  1.238  1.327 | 1.277 1.232  1.322
Py Lag 2 coeflicient on UR gap -0.504 -0.542 -0.466 | -0.503 -0.540 -0.466
Pt + py Persistence in UR gap 0.778 0.736  0.821 | 0.774 0.733 0.814
o Persistence in productivity gap -0.006 -0.118 0.110 | -0.001 -0.119 0.115
m = % Relationship between r* and g* 0.701  0.621 0.784 | 0.390 0.270  0.560
ot Persistence in interest-rate gap 0.879 0.838 0.917 | 0.860 0.816  0.904
A Interest rate sensitivity to UR gap -0.229 -0.278 -0.180 | -0.243 -0.293 -0.194
K Interest rate sensitivity to inflation 0.061  0.014 0.107 | 0.085 0.035 0.134
I Output gap response to UR gap -0.457 -0.580 -0.339 | -0.454 -0.575 -0.333
o UR gap response to Output gap -0.108 -0.130 -0.086 | -0.118 -0.140 -0.096
U=ei=ri) | Implied Okuns Law 2.054 -2.327 -1.803 | -1.929 -2.179 -1.699
B9 Link between g* and survey 0.929 0.774 1.082 — — —
B¢ Link between u* and survey 0.988 0.919  1.055 — — —
8" Link between r* and survey 1.018 0.923  1.117 — — —
6 Link between 7* and survey 0.991 0912 1.070 — — —
a2, Variance of the shocks to 7* 0.1212  0.100%2 0.1412 | 0.127% 0.084% 0.1822
O'g* Variance of the shocks to p* 0.145% 0.111%2 0.183% | 0.141%2 0.109%> 0.1762
o Variance of the shocks to u* 0.075%  0.064% 0.0892 | 0.084% 0.071%> 0.1002
U;dp* Variance of the shocks to gdp* 0.018% 0.014%2 0.021% | 0.0212 0.016% 0.0262
o2 Variance of the shocks to d 0.093%  0.077% 0.110% | 0.114% 0.0842 0.148?
a2, Variance of the shocks to w* 0.1582  0.1122  0.2152 | 0.158% 0.111%2 0.2202
Jggap Variance of the shocks to Output gap 0.7252 0.6722 0.781% | 0.723% 0.669% 0.7802
a2 Variance of the shocks to UR gap 0.268% 0.2482 0.2892 | 0.265% 0.245%  0.286°
J,%p Var. of the Volatility — Productivity eq. | 0.2742 0.219%2 0.3362 | 0.273%2 0.220® 0.3352
os Var. of the Volatility — Price Inf. eq. 0.297% 0.237%  0.364% | 0.2982 0.238%2 0.3652
. Var. of the Volatility — Wage Inf. eq. 0.301% 0.237% 0.374% | 0.303% 0.239% 0.3732
0,2”. Var. of the Volatility — Interest rate eq. | 0.3772 0.293%2  0.4692 | 0.369% 0.287%2 0.4542
o3 Var. of the shocks to TVP A" 0.041%2 0.032%2 0.052? | 0.041%2 0.0322 0.0512
0% Var. of the shocks to TVP A% 0.041%2  0.0322 0.0512 | 0.040%> 0.032% 0.0502
af\p Var. of the shocks to TVP AP 0.044%  0.034%2 0.057% | 0.0452 0.034%2 0.0572
a2, Var. of the shocks to TVP %, PT 0.041%2  0.0322  0.0522 | 0.041%> 0.032% 0.0522
02y Var. of the shocks to TVP p% 0.0422  0.033%2  0.0532 | 0.042% 0.032% 0.0522
Uiﬁ Var. of the shocks to TVP p™ 0.0482  0.0372 0.0622 | 0.047% 0.036% 0.0602
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Table 4.3: Bayesian Model Comparison: Main Models and selected variants

Base Base-NoSurv Base-R*RW Base-NoSurv-R*RW

MDD of Inflation -366.6  -368.6 -366.8 -370.1

MDD of Productivity -606.9  -607.1 -607.5 -607.4

MDD of Nominal Wage -277.5  -274.3 -278.0 -274.9

MDD of Unemployment -24.6 -21.7 -24.7 -21.8

MDD of Interest rate -216.4  -222.0 -214.0 -215.6

MDD of GDP -279.7  -279.1 -279.8 -279.5

MDD -1771.7 -1772.8 -1770.8 -1769.3

Table 4.4: Model Comparison: Variants focused on unemployment rate

Base Base-NoSurv Base-NoBoundU* Bivariate Bivariate+Surv CKP-Ad]

MDD of UR -24.6 -21.7 -25.0 -56.5 -46.5 -61.9

Table 4.5: Model Comparison: Variants focused on GDP
Base Base-NoSurv  Univariate Bivariate Bivariate+Surv

MDD of GDP -279.7 -279.1 -296.5 -280.4 -281.9

Table 4.6: Model Comparison: Variants focused on labor productivity

Base Base-NoSurv Base-W*RW  Base-P*CycOutputGap Base-NoSV

MDD of Productivity -606.9 -607.1 -603.5 -608.1 -633.4

MDD of model -1771.7 -1772.8 -1790.8 -1773.8 -2024.3

Table 4.7: Model Comparison: Variants focused on nominal wages

Base Base-NoSurv Base-W*RW Base-NoPT Base-NoSV

MDD of Nominal wages -277.5 -274.3 2777 -281.5 -344.3

MDD of model -1771.7 -1772.8 -1790.8 -1776.3 -2024.3
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Figure 4.2: Full Sample Estimates for Unemployment Rate block
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Figure 4.3: Full Sample Estimates for Cyclical Unemployment
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Figure 4.4: Full Sample Estimates for Output block
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Figure 4.6: Full Sample Estimates for Productivity block
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Figure 4.7: Full Sample Estimates for Price Inflation block
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Notes: The posterior estimates are based on the full sample (from 1959Q4 through 2019Q4).

Table 4.8: Model Comparison: Variants focused on price inflation

Model variant MDD of Price inflation MDD Model
Base -366.6 -1771.7
Base-NoSurv -368.6 -1772.8
Base-W*RW -367.0 -1790.8
Base-PT-Wages-to-Prices -366.7 -1771.4
Base-NoPT -365.2 -1776.3
Base-NoSV -413.9 -2024.3
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Figure 4.8: Full Sample Estimates for Nominal Wage block
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Figure 4.9: Wage Persistence, Wage Phillips Curve, Passthrough from Prices, and SV
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In top panel, the plot labeled "survey exp.’

Figure 4.10: Full Sample Estimates for Interest Rate block

(a) R*: Base

Base

5 ———-Survey exp.

-1
1960 1970 1980 1990 2000 2010 2019

(c) R*: Base-NoSurv

-1
1960 1970 1980 1990 2000 2010 2019

(b) Base: D-RW process

VY N

-1
1960 1970 1980 1990 2000 2010 2019

(d) Base-NoSurv: D-RW process

-1
1960 1970 1980 1990 2000 2010 2019

Policy Stance: i- «* -r*

12 -

Base Base-NoSurv.

-8
1960 1970 1980

Y

167

2000 2010 2019

Notes: The posterior estimates are based on the full sample (from 1959Q4 through 2019Q4).
is an implied estimate: inferred from the Blue Chip
survey long-run estimates of GDP deflator and short-term interest rates (3-month Treasury
bill) using the long-run Fisher equation. Specifically, the long-run forecast of 3-month Treasury
bill less the long-run forecast of GDP deflator. To this differential, we add +0.3 to reflect the

average differential between the federal funds rate and the 3-month Treasury bill.



Figure 4.11: More Estimates for Interest Rate block
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Table 4.9: Model Comparison: Variants focused on interest rate

Model variant MDD of Interest rate MDD Model
Base -216.4 -1771.7
Base-NoSurv -222.0 -1772.8
Base-R*RW -214.0 -1770.8
Base-NoSurv-R*RW -215.6 -1769.3
Base-NoSurv-R*TightPrior -232.0 -1773.6
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Figure 4.12: Real-time Recursive Estimates of Stars: Base model
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Notes: The plots labeled Base are posterior estimates reflecting information in the full sam-
ple (from 1959Q4 through 2019Q4). The plots labeled Base:RealTime are posterior estimates

reflecting information available at a given point in time (i.e., truly real-time).
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Table 4.10: Real-Time Forecasting Accuracy: Base vs. Base-NoSurv

Panel A: Point Forecast Accuracy (Recursive evaluation: 1999.Q1-2019.Q4)

Relative RMISE: RMSE Base / RMSE BaseNoSurv

h=4Q h=8Q h=12Q h=16Q h=20Q

Real GDP 1.07* 1.03 1.01 1.00 0.99
PCE Inflation 0.96 0.94* 0.91%* 0.89 0.88*
Productivity 0.98* 0.98 0.97 0.98* 0.97
Nominal Wage (AHE) 0.98 1.01 1.05 1.05 1.02
Unemployment Rate 1.07* 1.05* 1.03* 1.02* 1.00
Shadow FFR 0.98 1.00 1.00 0.99 0.98

Panel B: Density Forecast Accuracy (Recursive evaluation: 1999.Q1-2019.Q4)

Relative Log Predictive Score (LPS): LPS Base - LPS BaseNoSurv

h=4Q h=8Q h=12Q h=16Q h=20Q

Real GDP -0.003*  -0.002* -0.002* -0.001* -0.001*
PCE Inflation 0.018*  0.020*  0.025%  0.027*  0.026*
Productivity 0.001 0.002*  0.002*  0.002*  0.003*

Nominal Wage (AHE)  0.017*  0.016*  0.018* 0.018*  0.019*
Unemployment Rate -0.003 0.005 0.009*  0.012*  0.013*
Shadow FFR 0.020%  0.007* 0.003 0.000 0.000

Notes for Table: The top panel compares the point forecast accuracy of Base model with Base-NoSurv model. The numbers less than 1
indicates that Base model is more accurate on average. The bottom panel reports the corresponding density forecast accuracy performance.
A positive value (for the relative mean predictive log score) suggests that Base model is on average more accurate. The log predictive
scores are computed using parametric normal approximation. The table reports statistical significance based on the likelihood-ratio test of
Amisano and Giacomini (2007) for the density forecast accuracy, and based on the Diebold-Mariano and West test (with the lag h — 1
truncation parameter of the HAC variance estimator) for the point forecast accuracy. The test statistics for likelihood-ratio test use
two-sided t-test. In the case of the Diebold-Mariano and West test, the test statistics use two-sided standard normal critical values for

horizons less than equal to 8 quarters, and two-sided t-statistics for horizons greater than 8 quarters. *up to 10% significance level.
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Chapter 5

Conclusions

5.1 Summary of contributions and policy implications

In recent years, a consensus is developing in the crucial role of “good” nowcasts and reasonable
estimates of steady states for obtaining accurate macroeconomic forecasts. My thesis, through
a series of chapters, enhances this consensus view. First, it adds support to the consensus
via empirical exercises applied to a range of VAR models. The subsequent chapters take the
consensus view as given and develop approaches that improve the accuracy of the nowcasts
(of inflation) and the estimation of the steady states for a range of macroeconomic variables.
Specifically, the second main contribution of the thesis is that it provides a framework to
obtain highly accurate nowcasts of inflation, a variable that is of considerable importance to
various economic agents, including central bankers. The third main contribution is this thesis
develops a unified framework to estimate time-varying steady states (i.e., “stars”) for a host of
macroeconomic variables. The estimates of these steady states are of value to macroeconomic
forecasters. They can also be used for various other purposes, such as the construction of cyclical
indicators, guiding fiscal policy by separating fiscal balances into their cyclical and structural
components, and much more.

Chapter 2 proposes an approach to adjust the medium- and long-horizon forecasts from
a VAR toward plausible values informed by judgmental forecasters. Specifically, by applying
the flexible and powerful technique of relative entropy, we tilt the VAR forecast both in the
near term with the survey nowcast and in the long run with the survey long-run projection.
We denote the resulting forecast as the “hybrid” forecast. The horizon at which the long-run
survey projection is combined with the VAR forecast is variable-specific and is determined by
the variable’s estimated persistence at the forecast origin. We take as given the fact that survey
nowcasts and survey long-run projections are reasonable estimates of starting and terminal
conditions (steady states), respectively. Our approach is an alternative to the one proposed
by Wright (2013), which uses steady-state BVAR where survey long-run forecasts inform the
steady states. However, in contrast to Wright’s approach, which requires specifying VAR in a

certain way — specifically in deviations from means — our approach is more general because it
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is a post-estimation procedure. Therefore, it can be applied to any VAR model, including a
steady-state VAR, or as a matter of fact, to any empirical model that can generate a density
forecast. Our results echo many of those reported in Wright (2013), in particular, confirming
the importance of reasonable steady states in generating accurate forecasts. Our work is also
related to Kruger, Clark, and Ravazzolo (2017), who use relative entropy to tilt VAR forecasts
to survey nowcasts. We extend their work: in addition to tilting the VAR forecast in the
nowcast quarter, we also tilt the medium-to-long-horizon forecast from the VARs to match the
long-horizon forecast reported in the survey of professional forecasters.

Unlike Wright (2013) and Kruger, Clark, and Ravazzolo (2017), who consider only a single
Bayesian VAR model, we consider the efficacy of our proposal to a variety of Bayesian VAR
models. We summarize our four main findings as follows. First, all the models examined ben-
efit through improved accuracy, with the greatest gains in forecast accuracy seen in models
estimated with longer histories and the smallest gains achieved in models that attempt to ac-
commodate structural changes. Second, the gains in forecast accuracy are achieved for most
variables. Still, the most significant gains are for variables believed to have undergone marked
shifts in their permanent components (e.g., inflation and the federal funds rate). Third, the hy-
brid inflation forecasts from simple VAR models (such as the fixed-parameter VAR model) rival
those of relatively accurate univariate benchmark models and the Federal Reserve’s Greenbook.
We view this as a valuable and practical contribution because among the many frustrations of
monetary policymakers include the inability of multivariate models, which allow for feedback
effects from policy to the real economy and inflation, to match the forecasting performances
of univariate forecasting models. Fourth, all models considered display demonstrable improve-
ments in the forecast accuracy of hybrid forecasts for real GDP growth and CPI inflation over
the last decade (i.e., from the Great Recession to the present), which coincides with the period
associated with possible structural change. These results lead us to view our proposal as a
low-cost method for mitigating model instability issues that may arise from structural shifts
caused by moving endpoints.

Chapter 3 develops a flexible framework based on the model and density combinations to
produce density nowcasts for US inflation. By combining individual density nowcasts from
three classes of parsimonious mixed-frequency models (MIDAS, Dynamic factor model, and
Dynamic model switching of Knotek and Zaman, 2017), our framework generates nowcasts
at trading-day frequency and updates as information accumulates over the course of a month
or a quarter. Combining densities require a functional form for aggregation and weights to
apply to the different densities. Previous research has used either the linear opinion pool or
the logarithmic opinion pool as the functional form for aggregation. However, some researchers
use both methods and present results for the more accurate approach over a chosen evaluation
period. Instead of enforcing a particular functional form for aggregation at the outset, we devise
and implement a novel and flexible aggregation strategy that allows the data to determine which

of the two functional forms is preferred dynamically. A potential advantage of this flexibility is
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that it allows for the possibility of switching between the two functional forms at different points
within a month or a quarter based on the nowcast origin or at different points in time during the
sample as more observations become available. We complement this flexible aggregation strategy
by examining various dynamic model averaging approaches, where weights used to combine the
nowcasts can be updated based on learning from past performance. An important feature of this
proposed framework is its ability to accommodate non-Gaussian and time-varying properties of
the variance, skewness, and kurtosis in the nowcast density estimates. These dynamic features
are essential in improving the accuracy of density nowcasts for headline inflation.

Our framework allows us to incorporate a range of density combination methods proposed
in the literature in a comprehensive empirical examination. Our examination reveals how the
densities are combined matters: not all the combination methods improve accuracy compared
to the best-performing individual densities. Hence, our findings should serve as a guide to
practitioners on which combination methods may or may not work for nowcasting US inflation.

We also show in a horse race with the survey of professional forecasters that the density
nowcasts from our framework provide superior (implied) point and density nowcasts for CPI
inflation and PCE inflation. For core inflation, the performance of our framework is competitive
to the survey. The ability of our proposed framework to generate a highly accurate point and
density nowcasts of inflation is a valuable outcome for practitioners.

Chapter 3 focuses on inflation because recent work on density nowcasting (based on mized-
frequency models) has generally focused on real GDP growth and other indicators of real eco-
nomic activity. The empirical work of chapter 2 and Kruger, Clark, and Ravazzolo (2017)
demonstrate conditioning quarterly macroeconomic models with nowcast means and nowcast
densities (informed from external sources) leads to improvements in the accuracy of multistep
point and density forecasts, especially inflation. The framework developed in chapter 3 provides
a potential source of both point and density nowcasts of US inflation that is shown to be more
accurate than survey nowcasts, which is a popular source for obtaining nowcast estimates.

Chapter 4 takes on the challenge of jointly estimating several macroeconomic stars (i.e.,
steady states) simultaneously, using a semi-structural time series model (aka a multivariate
UC model with a particular structure informed by economic theory) estimated with Bayesian
methods. Specifically, we consider the equilibrium rate of productivity growth (p-star), the level
of potential output (gdp-star), the growth rate of potential output (g-star), the equilibrium level
of the unemployment rate (u-star), the equilibrium level of the real rate of interest (r-star), the
equilibrium rate of price inflation (pi-star), and the equilibrium rate of nominal wage inflation
(w-star). For each star, we formulate a rich structure whose elements are guided by past
research. In doing so, we contribute to the literature in six important ways.

First, we develop a multivariate UC model that provides direct estimates for all the stars
of most relevance to macroeconomic policymakers. Previous research based on UC models to
estimate time-varying stars has focused on smaller systems, often just two or three observables,

and have relied on a minimal structure. In principle, proceeding with the joint estimation of a
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framework that explicitly models the objects of interest and permits interactions among them
(e.g., stars) has the potential to provide more reliable estimates of the objects than approaches
that ignore them. Our results indicate that specification choices matter for all stars considered,
and there are payoffs to modeling them jointly. For r-star and u-star, the choice of specification
matters the most, and least for g-star. We find that joint modeling g-star and u-star is sufficient;
however, to obtain the most precise estimates of g-star (and output gap), there are gains to using
a larger model. Generally, the contours of our stars echo those documented elsewhere in the
literature, but at times are different, and these differences can matter for policy. We also find
that our model estimates the output gap similar to the CBO estimate based on a production
function approach. This result provides evidence supporting the common practice of using
the output gap estimates from the CBO as an exogenous variable in empirical macroeconomic
models. We view this result as a valuable contribution to the applied macro literature.
Second, in our model, we allow for time-variation in the key macroeconomic relationships
and the error variances (aka stochastic volatility). To the best of our knowledge, features such
as time-varying parameters and stochastic volatility (SV) have not been implemented in a UC
framework beyond a system consisting of at most four variables. In principle, these empirical
features should help better distinguish between cyclical and idiosyncratic fluctuations and lower-
frequency movements in the macroeconomic aggregates considered in chapter 4. Our results
indicate economically and statistically significant evidence of time-variation in macroeconomic
relationships and strong support for SV’s inclusion in our model equations. It lends support to

RRAN13

the popular narrative “(price) Phillips curve has weakened over time,” “wage Phillips curve is
alive,” and “weakening in the procyclicality of labor productivity.”

Third, we extend the Chan, Clark, and Koop (2018) approach of using survey expectations
to improve pi-star precision to other macroeconomic stars. Specifically, we explicitly model
the link between the unobserved “star” and the expectations about the companion star in
the BlueChip survey of economic forecasters for each macroeconomic variable of interest. By
bringing in additional information from survey expectations, we find significant improvements
in the precision of the stars’ estimates. Fourth, we provide a model to obtain real-time estimates
of w-star (the long-run equilibrium level of nominal wage inflation) and its determinants. Our
choice of a particular specification for w-star permits a time-varying model-based decomposition
of w-star into its determinants, p-star (long-run productivity) and pi-star (long-run inflation), as
implied by economic theory. This specific decomposition is helpful to monetary policymakers,
who often refer to developments in nominal wages to support their forecasts and in related
discussions on price inflation and employment.

Fifth, our empirical model can generate competitive real-time point and density forecasts of
macroeconomic variables of broader interest. Sixth, the estimates of the stars from our model
can potentially be used to inform the steady state values for reduced-form VAR models (as in

chapter 2) and or Dynamic Stochastic General Equilibrium (DSGE) models.
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5.2 Further research

As is the case with most research, there are several aspects of my thesis that could be explored
further and are left for future research. Regarding extensions related to chapter 2, it will be
interesting to examine the efficacy of the “hybrid” proposal combining survey forecasts and
model-based forecasts to other countries. In fact, recently, Ganics and Odendahl (2021) apply
a slightly modified proposal (to the one specified in chapter 2 of this thesis) on euro area
data and find support for the efficacy of the proposal. Another extension is to tilt the model
forecasts to first, second, and third moments extracted from raw density forecasts of the US
SPF. This extension is motivated by Galvao, Garratt, and Mitchell (2021), who apply such an
approach to the UK data. Another extension worth exploring is whether our proposal, when
applied to density combination, constructed by combining the ten individual forecast densities
corresponding to the ten BVAR models (of chapter 2), yields more accurate density (and implied
point) forecast accuracy compared to the individual hybrid forecasts. Both, Galvao, Garratt,
and Mitchell (2021) and Banbura et al. (2021) include density combinations in their empirical
exercises combining survey information with model-based forecasts via entropic tilting; the
former focused on UK data, and the latter on euro area data. Another extension worth exploring
is to expand the model space to include nonlinear VARS, such as threshold VAR, which produce
non-normal density forecasts that the technique of relative entropy can conveniently tilt.

In the case of chapter 3, at least three extensions are worth considering. First, the model
space can be expanded to include the mixed-frequency VAR, patterned along the lines of
Schorfheide and Song (2015) but with the information set similar to Clark and Zaman (2011).
At present, all three mixed-frequency model classes are based on single-equation models, and
expanding the model space to include VAR specifications, which allow for feedback between
inflation and its determinants and vice versa, would enrich the framework. Following a simi-
lar argument, expanding the model space to consider machine learning models such as those
featured in Medeiros et al. (2021), including random forest, would be another fruitful avenue.
Second, augmenting model information set with online price indices entertained in Aparicio
and Bertolotto (2020) is another interesting extension. These online indices may prove helpful
in providing more timely signals when the economy is undergoing unexpected shifts, such as
the COVID-19 pandemic. Third, an alternate approach to obtaining a very flexible estimate
of density nowcast is to use a single model (e.g., Deterministic Model Switching of Knotek
and Zaman, 2017) and assume Student-t distributed errors, which is modeled as a mixture of
normal. Monache and Petrella (2017) provide evidence supporting models featuring Student-t
distributed errors for inflation density forecasting. One would expect this favorable evidence to
carry over to inflation density nowcasting. Hence, it will be interesting to compare which of the
two approaches deliver more accurate density nowcasts of inflation: chapter 3’s density com-
bination based on combining evidence from many models versus a single model with Student-t
distributed errors. This latter extension is the focus of the ongoing work by Knotek and Zaman

(in-progress).
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Regarding chapter 4, again, there are three extensions worth exploring. First, instead of
taking the shadow federal funds rate as given, joint estimation of the shadow federal funds
rate and other model components would be beneficial. For example, the MCMC algorithm
of Johannsen and Mertens (forthcoming), based on sampling with censored data, could be
integrated within the MCMC sampler developed in chapter 4. Given the UC model’s complexity,
this extension would be non-trivial. Second, the Federal Reserve has recently updated its
statement on the longer-run goals and monetary policy strategy. And based on the revised
strategy, the longer-run goal of maximum employment would now be assessed with broad-based
progress in the labor markets. This development reduces the emphasis on the estimates of
the natural rate of unemployment but requires estimating a long-run equilibrium employment
rate (or maximum employment or employment “star”). The UC model developed in chapter
4 could be extended to include a range of labor market variables to estimate an (unobserved)
employment star. However, to keep the estimation tractable, increasing the model size would
require difficult decisions on removing or shutting time-variation in some of the model equations.
Third, VAR models are an alternate approach to modeling jointly many different variables and
estimating the long-run equilibrium values. The advantage of the VAR-based framework is the
ability to handle larger amounts of information conveniently and flexibly than UC models (see
Morley and Wong, 2020; Chan, 2019).

On the other hand, as discussed in Chan, Koop, and Potter (2016), the advantage of UC
modeling is the availability of the direct estimates of stars, which in our case proves quite
convenient to allow for explicit modeling of the relationships between various stars. In VARs,
the long-run estimates are implied estimates; therefore, imposing long-run restrictions is not as
straightforward. That said, it will be interesting to compare the estimates of the stars using a
flexible VAR model as in Chan (2019), but with the same observables as used in chapter 4.

176



Bibliography

1]

[10]

[11]

[12]

Aastveit, K. A., Carriero, A., Clark, T. E., & Marcellino, M. (2017). Have standard VARs
remained stable since the crisis? Journal of Applied Econometrics, 32(5), 931-951.
Aastveit, K. A., Foroni, C., & Ravazzolo, F. (2017). Density forecasts with Midas models.
Journal of Applied Econometrics, 32 (4): 783-801. https://doi.org/10.1002/jae.2545.
Aastveit, K. A., Gerdrup, K. R., Jore, S. A., & Thorsrud, L. A. (2014). Nowcasting GDP in
real time: A density combination approach. Journal of Business and Economic Statistics,
32 (1): 48-68. https://doi.org/10.1080/07350015.2013.844155.

Aastveit, K. A., Mitchell, J., Ravazzolo, F., & Herman van Dijk (2018). The evolution
of forecast density combinations in economics. 18-069/III. Tinbergen Institute Discussion
Papers. Tinbergen Institute. https://ideas.repec.org/p/tin/wpaper/20180069.html.

Allan, G., Koop, G., Mclntyre, S., & Smith, P. (2014). Nowcasting Scottish GDP growth.
1411. Working Papers. University of Strathclyde Business School, Department of Eco-
nomics. https://ideas.repec.org/p/str/wpaper/1411.html.

Altavilla, C., Giacomini, R., & Ragusa, G. (2017). Anchoring the yield curve using survey
expectations. Journal of Applied Econometrics, 32(6), 1055-1068.

Alessandri, P., & Mumtaz, H. (2017). Financial conditions and density forecasts for US
output and inflation. Review of Economic Dynamics, 24, 66-78.

Amisano, G., & Geweke, J. (2011). Optimal prediction pools. Journal of Econometrics,
164 (1): 130-41. https://doi.org/10.1016/j.jeconom.2011.02.017.

Amisano, G., & Giacomini, R. (2007). Comparing density forecasts via weighted likelihood
ratio tests. Journal of Business and Economic Statistics, 25(2), 177-190

Andersson, M., Palmqvist, S., & Waggoner, D. (2010). Density-conditional forecasts in
dynamic multivariate models. Sveriges Riksbank Working paper 247.

Ang, A., Bekaert, G., & Wei, M. (2016). Do macro variables, asset markets, or surveys
forecast inflation better? Journal of Monetary Economics, 54(4), 1163-1212
Antolin-Diaz, J., Drechsel, T., & Petrella, 1. (2017). Tracking the slowdown in long-run
GDP growth. Review of Economics and Statistics, 99(2): 343-356

Antolin-Diaz, J., Petrella, I., & Rubio-Ramirez, J. F. (2019). Structural scenario analysis
with SVARs. Journal of Monetary Economics.

Aparicio, D., & Bertolotto, M. I. (2020). Forecasting inflation with online prices. Interna-
tional Journal of Forecasting, 36(2): 232-247

177



[14]

[15]

[16]

[20]

[21]

22]

[25]
[26]
[27]
[28]

[29]

Ashley, R., & Verbrugge, R. J. (2017). Frequency dependence in regression model coeffi-
cients: an alternative approach for modeling nonlinear dynamic relationships in time series.
Econometric Reviews, 28(1-3): 4-20

Atkeson, A., & Ohanian, L. E. (2001). Are Phillips curves useful for forecasting inflation?
Federal Reserve Bank of Minneapolis Quarterly Review, Winter, 2-11.

Aucejo, E. M., French, J., Araya, M. P..& Zafar, B. (2020). The impact of COVID-19
on student experiences and expectations: evidence from a survey. Journal of Public Eco-
nomics, 191: 104271. https://doi.org/10.1016/j.jpubeco.2020.104271.

Bache, W. 1., Jore, S. A., Mitchell, J., & Vahey, S. P. (2011). Combining VAR and
DSGE forecast densities. Journal of Economic Dynamics and Control, 35 (10): 1659-70.
https://doi.org/10.1016/j.jedc.2011.04.006.

Banbura, M., & Bobeica, E. (2020). Does the Phillips curve help to forecast euro area
inflation? European Central Bank Working Paper Series No. 20202471

Banbura, M., Brenna, F., Paredes, J., & Ravazzolo, F. (2021). Combining Bayesian VARs
with survey density forecasts: does it pay off? European Central Bank Working Paper
Series No. 2543

Banbura, M., Giannone, D., & Reichlin, L. (2010). Large Bayesian vector auto regressions.
Journal of Applied Econometrics, 25, 71-92.

Banbura, M., Giannone, D., & Lenza, M. (2015). Conditional forecasts and scenario analy-
sis with vector autoregressions for large cross-sections. International Journal of Forecasting,
31(3), 739-756.

Banbura, M., & Modugno, M. (2014). Maximum likelihood estimation of factor models on
datasets with arbitrary pattern of missing data. Journal of Applied Econometrics, 29 (1):
133-60.

Barbarino, A., Berge, T. J., Chen, H., & Stella, A. (2020). Which output gap estimates
are stable in real time and why? Finance and Economics Discussion Series 2020-102.
Washington: Board of Governors of the Federal Reserve System

Barnett, A., Mumtaz, H., & Theodoridis, K. (2014). Forecasting UK GDP growth and
inflation under structural change: a comparison of models with time-varying parameters.
International Journal of Forecasting, 30, 129-143.

Barnichon, R., & Mesters, G. (2018). On the demographic adjustment of unemployment.
Review of Economics and Statistics, 100: 219-231.

Basistha, A., & Nelson, C. R. (2007). New measures of the output gap based on the forward-
looking new Keynesian Phillips curve. Journal of Monetary Economics, 54:498-511.
Bates, J. M., & Granger, C. (1969). The combination of forecasts.Operational Research
Quarterly, 20 (4): 451-68.

Bauer, M. D., & Rudebusch, G. D. (2020). Interest rates under falling stars. American
Economic Review, 110(5): 1316:1354.

Bauwens, L., Lubrano, M., & Richard, J. F. (1999). Bayesian inference in dynamic econo-

178



[35]

[36]

[43]

[44]

metric models. Oxford University Press.

Beckmann, J., Koop, G., Korobilis, D., & Schiissler, R. A. (2020). Exchange rate pre-
dictability and dynamic Bayesian learning. Journal of Applied Econometrics, 35 (4):
410-21.

Benati, L. (2007). Drift and breaks in labor productivity. Journal of Economic Dynamics
€ Control, 31(8): 2847-2877.

Berger, T., Evaraert, G., & Vierke, H. (2016). Testing for time variation in an unobserved
components model for the U.S. economy. Journal of Economic Dynamics €& Control, 179-
208.

Berkowitz, J. (2001). Testing density forecasts, with applications to risk management.
Journal of Business and Economic Statistics, 19: 465-474.

Beveridge, S., & Nelson, C. R. (1981). A new approach to decomposition of economic time
series into permanent and transitory components with particular attention to measurement
of the business cycle. Journal of Monetary Economics, 7:151-174

Beyer, R. C.M., & Wieland, V. (2019). Instability, imprecision and inconsistent use of equi-
librium real interest rate estimates. Journal of International Money and Finance, 94:1-14
Bjornland, H. C., Gerdrup, K., Jore, S. A., Smith, C. & Thorsrud, A. L. (2011). Weights
and pools for a Norwegian density combination. The North American Journal of Economics
and Finance, 22 (1): 61-76.

Bobeica, E., Ciccarelli, M., & Vansteenkiste, V. (2019). The link between labor cost and
price inflation in the euro area. European Central Bank Working Paper 2235

Brand, C., & Mazelis, F. (2019). Taylor-rule consistent estimates of the natural rate of
interest. European Central Bank Working Paper 2257

Breitung, J., & Roling, C. (2015). Forecasting inflation rates using daily data: A nonpara-
metric MIDAS approach: Nonparametric MIDAS forecasting. Journal of Forecasting, 34
(7): 588-603.

Carlstrom, C. T., & Zaman, S. (2014). Using an Improved Taylor Rule to Predict When
Policy Changes Will Occur. Federal Reserve Bank of Cleveland Economic Commentary,
No. 2014-02

Carriero, A., Clark, T. E., & Marcellino, M. (2015a). Bayesian VARs: specification choices
and forecast accuracy. Journal of Applied Econometrics, 30(1), 46-73.

Carriero, A., Clark, T. E., & Marcellino, M. (2015b). Realtime nowcasting with a Bayesian
mixed frequency model with stochastic volatility. Journal of the Royal Statistical Society:
Series A (Statistics in Society), 178 (4): 837-62.

Carriero, A., Clark, T. E., & Marcellino, M. (2016). Large vector autoregressions with
stochastic volatility and flexible priors. Federal Reserve Bank of Cleveland Working Paper,
no. 16-17.

Carriero, A., Clark, T. E., & Marcellino, M. (2019). Large Bayesian vector autoregressions

with stochastic volatility and non-conjugate priors. Journal of Econometrics, 212: 137-154

179



[45]

[46]

[47]

[54]
[55]
[56]
[57]
[58]
[59]
[60]
[61]
[62]

[63]

Carriero, A., Clark, T. E., Marcellino, M., & Mertens, E. (2021). Addressing COVID-19
outliers in BVARs with stochastic volatility. Federal Reserve Bank of Cleveland, Working
Paper No.21-02

Chan, J. (2013). Moving average stochastic models with application to inflation forecast.
Journal of Econometrics, 176: 162-172

Chan, J. (2017). The stochastic volatility in mean model with time-varying parameters:
An application to inflation modeling. Journal of Business & FEconomic Statistics, 35(1):
17-28

Chan, J. (2019). Large hybrid time-varying parameter VARs. CAMA paper 77

Chan, J., Clark, T. E., & Koop, G. (2018). A new model of inflation, trend inflation, and
long-run inflation expectations. Journal of Money, Credit, and Banking, 50(1): 5-53
Chan, J., & Eisenstat, E. (2018a). Comparing hybrid time-varying parameter VARs. Fco-
nomics Letters, 171:1-5

Chan, J., & Eisenstat, E. (2018b). Bayesian model comparison for time-varying parameter
VARs with stochastic volatility. Journal of Applied Econometrics, 33(4): 509-532

Chan, J., & Grant, A. L. (2017). A Bayesian model comparison for trend-cycle decompo-
sitions of output. Journal of Money, Credit and Banking 49(2-3): 525-552

Chan, J., & Jeliazkov, 1. (2009). Efficient simulation and integrated likelihood estimation
in state space models. International Journal of Mathematical Modeling and Numerical
Optimisation 1: 101-120

Chan, J., & Koop, G. (2014). Modeling breaks and clusters in the steady states of macroe-
conomic variable. Computational Statistics and Data Analysis, 76, 186-193

Chan, J., Koop, G., & Potter, S. M. (2013). A new model of trend inflation. Journal of
Business and Economic Statistics 31: 94-106

Chan, J., Koop, G., & Potter, S. M. (2016). A bounded model of time variation in trend
inflation, NAIRU and the Phillips curve. Journal of Applied Econometrics 31: 551-565
Chan, J., Koop, G., Poirier, D. J., & Tobias J. L. (2019). Bayesian econometric methods
2nd edition. Cambridge University Press

Chan, J., & Strachan, R. (2012). Estimation in non-linear non-Gaussian state-space models
with precision-based methods. CAMA working paper series 2012-13.

Chernick, M. R., & LaBudde, R. A. (2011). An introduction to bootstrap methods with
applications to R. John Wiley and Sons.

Chernis, T., & Sekkel, R. (2018). Nowcasting Canadian economic activity in an uncertain
environment. 2018-9. Staff Discussion Paper. Bank of Canada.

Christiano, L. J., & Fitzgerald, T. J. (2003). The band pass filter. International Economic
Review 44:435-465

Clark, Peter K. (1987). The cyclical component of U.S. economic activity. Quarterly Journal
of Economics, 10(4): 797-814

Clark, T. E. (2011). Real-Time density forecasts From Bayesian vector autoregressions

180



[73]
[74]
[75]

[76]

[79]

[80]

with stochastic volatility. Journal of Business and Economic Statistics, 29 (3): 327-41
Clark, T. E. (2014). The importance of trend inflation in the search for missing disinflation.
Federal Reserve Bank of Cleveland Economic Commentary, No. 2014-16

Clark, T. E., & Doh, T. (2014). Evaluating alternative models of trend inflation. Interna-
tional Journal of Forecasting 30: 426-448

Clark, T. E., & Kozicki, S. (2005). Estimating equilibrium real interest rates in real time.
North American Journal of Economics and Finance 16: 395-413

Clark, T. E., & McCracken, M. W. (2008). Forecasting with small macroeconomic VARs in
the presence of instabilities. In D. Rapach & M. Wohar (eds.), Forecasting in the presence
of structural breaks and model uncertainty (pp. 93-147). Emerald Publishing.

Clark, T. E., & McCracken, M. W. (2010). Averaging forecasts from VARs with uncertain
instabilities. Journal of Applied Econometrics, 25(1), 5-29.

Clark, T. E., & McCracken, M. W. (2013). Advances in forecast evaluation. In G. El-
liott & A. Timmermann (eds.), Handbook of economic forecasting (vol. 2, pp. 1107-1201).
Amsterdam, the Netherlands: Elsevier.

Clark, T. E., & McCracken, M. W. (2017). Tests of predictive ability for vector autore-
gressions used for conditional forecasting. Journal of Applied Econometrics, 32, 533-553.
Clark, T. E., McCracken, M. W. & Mertens, E. (2018). Modeling time-varying uncertainty
of multiple-horizon forecast errors. Review of Economics and Statistics

Clark, T. E., & Ravazzolo, F. (2015). Macroeconomic forecasting performance under al-
ternative specifications of time-varying volatility. Journal of Applied Econometrics, 30,
551-575

Clark, T. E., & Zaman, S. (2011). Food and energy price shocks: What other prices are
affected? Federal Reserve Bank of Cleveland Economic Commentary 2011-14

Clements, M. P. (2014). Forecast uncertainty-ex ante and ex post: U.S. inflation and output
growth. Journal of Business and FEconomic Statistics, 32, 206-216.

Clements, Michael P (2018). Are macroeconomic density forecasts informative? Interna-
tional Journal of Forecasting, 34(2): 181-98

Clements, M. P., & Galvao, B. A. (2008). Macroeconomic forecasting with mixed-frequency
data: Forecasting output growth in the United States. Journal of Business and Economic
Statistics, 26 (4): 546-54.

Clements, M. P., & Hendry, D. F. (1999). Forecasting non-stationary economic time series.
MIT Press: London.

Cogley, T., Morozov, S., & Sargent, T. J. (2005). Bayesian fan charts for U.K. inflation:
forecasting and sources of uncertainty in an evolving monetary system. Journal of Economic
Dynamics and Control, 29, 1893-1925.

Cogley, T., Primiceri, ., & Sargent, T. J. (2010). Inflation-gap persistence in the U.S.
American Economic Journal: Macroeconomics 2: 43-69

Cogley, T., & Sargent, T. J. (2005). Drifts and volatilities: monetary policies and outcomes

181



in the post World War IT U.S. Review of Economic Dynamics, 8, 262-302.

Coibion, O., Gorodnichenko, Y., & Ulate, M. (2018). The cyclical sensitivity in estimates
of potential output. Brookings Papers on Economic Activity, Fall 2018

Conflitti, C., De Mol, C., & Giannone, D. (2015). Optimal combination of survey forecasts.
International Journal of Forecasting, 31 (4): 1096-1103

Cross, R., Darby, J., & Ireland, J. (2005). Uncertainties surrounding natural rate estimates
in the G7. Advances in Computational Economics, Quantitative Economic Policy Vol 20:
337-361

Croushore, D. (2010). An evaluation of inflation forecasts from surveys using real-time
data. BE Journal of Macroeconomics, 10(1), 1-32.

Crump, R. K., Eusepi, S., Giannoni, M., & Sahin, A. (2019). A unified approach to mea-
suring u*. Brookings Papers on Economic Activity

D’Agostino, A., Giannone, D., & Gambetti, L. (2013). Macroeconomic forecasting and
structural change. Journal of Applied Econometrics, 28(1), 81-101.

Daly, M., & Hobijn, B. (2014). Downward nominal wage rigidities bend the Phillips curve
Journal of Money, Credit and Banking 46(2): 51-93

Daly, M., Hobijn, B., Sahin, A., & Valletta, R. G. (2012). A search and matching ap-
proach to labor markets: did the natural rate of unemployment rise?. Journal of Economic
Perspectives 26: 3-26

Davidson, R., & Flachaire, E. (2008). The wild bootstrap, tamed at last. Journal of Econo-
metrics, 146(1): 162-69

Davidson, R., & MacKinnon, J. G. (2006). Bootstrap methods in econometrics. In Kerry
Patterson and Terence C. Mills, eds. Palgrave Handbook of Econometrics: Vol 1, Econo-
metric Theory.

Davis, S. J., Faberman, J. R., & Haltiwanger, J. (2013). The establishment-level behavior
of vacancies and hiring. Quarterly Journal of Economics 128(2): 581-622

Del Negro, M., Giannoni, M., & Schorfheide, F. (2015). Inflation in the great recession and
New Keynesian models. American Economic Journal: Macroeconomics, 7:168-196

Del Negro, M., Giannone, D., Giannoni, M., & Tambalotti, A. (2017). Safety, liquidity,
and the natural rate of interest. Brookings Papers on Economic Activity

Del Negro, M., Giannoni, M., Lenza, M., & Tambalotti, A. (2020). What’s up with the
Phillips curve?. Brookings Papers on Economic Activity

Del Negro, M., & Primiceri, G. E. (2015). Time varying structural vector autoregressions
and monetary policy: a corrigendum. The review of economic studies, 82(4), 1342-1345.
Del Negro, M., & Schorfheide, F. (2013). DSGE model-based forecasting. In Handbook of
Economic Forecasting, Vol. 2, Part A, edited by Graham Elliott and Allan Timmermann,
pp. 57-140.

Diebold, F. X., & Mariano, R. S. (1995). Comparing predictive accuracy. Journal of Busi-
ness and Economic Statistics, 13, 253-263.

182



[98] Diebold, F. X., Gunther, T. A. & Tay, A. S. (1998). Evaluating density forecasts with
applications to financial risk management. International Economic Review, 39 (4): 863-83

[99] Doan, T., Litterman, R., & Sims, C. (1984). Forecasting and conditional projection using
realistic prior distributions. Fconometric Reviews, 3, 1-100.

[100] Domit, S., Monti, F., & Sokol, A. (2019). Forecasting the UK economy with a medium-
scale Bayesian VAR. International Journal of Forecasting, in press

[101] Durlauf, S. N., and Vahey, S. P. (2010). Introduction: Model uncertainty and macroeco-
nomics. Journal of Applied Econometrics, 25: 1-3

[102] Edge, R. M., Laubach, T., & Williams, J.C. (2007). Learning and shifts in long-run
productivity growth. Journal of Monetary Economics 54: 2421-2438

[103] Eggertsson, G. B., Mehrotra, N. R., Singh, S. R., & Summers, L. H. (2016). A contagious
malady? Open economy dimensions of secular stagnation. IMF Economic Review 64 (4):
581-634

[104] Faust, J., & Wright, J. (2009). Comparing Greenbook and reduced form forecasts using
a large realtime dataset. Journal of Business and Economic Statistics, 24(4): 468-479

[105] Faust, J., & Wright, J. (2013). Forecasting inflation. In Handbook of Economic Forecasting,
Vol. 2, edited by Graham Elliot and Allan Timmermann, pp: 3-56

[106] Fernald, J. G. (2007). Trend breaks, long-run restrictions, and contractionary technology
improvements. Journal of Monetary Economics, 54(8): 2467-2485

[107] Fernald, J. G.& Wang, C. (2016). Why has the cyclicality of productivity changed? What
does it mean? Annual Review of Economics, 8(1): 465-96

[108] Fernandez-Villaverde, J., & Rubio-Ramirez, J. (2010). Macroeconomics and volatility:
data, models, and estimation. NBER Working Papers, 16618, DOI 10.3386/w16618

[109] Fleischman, C. A., & Roberts, J. M. (2011). From many Series, one cycle: improved
estimates of the business cycle from a multivariate unobserved components model. Federal
Reserve Board Working paper no 2011-46

[110] Frey, C., & Mokinski, F. (2016). Forecasting with Bayesian vector autoregressions esti-
mated using professional forecasts. Journal of Applied Econometrics, 31:1083-1099

[111] Gali, J. (2011). The return of the wage Phillips Curve. Journal of the Furopean Economic
Association, 9(3): 436-461

[112] Gali, J., & Gambetti, L. (2019). Has the U.S. wage Phillips curve flattened? A semi-
structural exploration. NBER Working Paper series, No. 25476

[113] Gali, J., & van Rens, T. (2020). The vanishing procyclicality of labour productivity. The
Economic Journal, pp 1-25

[114] Galvao, A. B., Garratt, A., & Mitchell, J. (2021). Does judgment improve macroeconomic
density forecasts? International Journal of Forecasting, 37(3): 1247-1260

[115] Ganics, G. A. (2017). Optimal density forecast combinations. 1751. Banco de Espana
Working Paper 1751. https://ideas.repec.org/p/bde/wpaper/1751.html.
bibitemlatexcompanion Ganics, G. A., & Odendahl, F. (2021). Bayesian VAR forecasts,

183



survey information, structural change in the euro area. International Journal of Forecasting,
37(2): 971-999

[116] Ganics, G. A., Rossi, B. & Sekhposyan, T. (2019). From fixed-event to fixed-horizon
density forecasts: professional forecasters’ view on multi-horizon uncertainty. Banco de
Espana Working Paper No. 1947.

[117] Garcia, J. A., & Poon, A. (2018). Trend inflation and inflation compensation. IMF Work-
ing Paper series, WP /18/154

[118] Garratt, A., Henckel, T. & Vahey, S. P. (2019). Empirically-Transformed linear opin-
ion pools. 2019-47. CAMA Working Papers. Centre for Applied Macroeconomic Analysis,
Crawford School of Public Policy, The Australian National University.

[119] Garratt, A., Mitchell, J. & Vahey, S. P. (2014). Measuring output gap nowcast uncertainty.
International Journal of Forecasting, 30 (2): 268-79.

[120] Garratt, A., Mitchell, J., Vahey, S. P. & Wakerly, E. C. (2011). Real-Time inflation
forecast densities from ensemble Phillips curves. The North American Journal of Economics
and Finance, 22 (1): 77-87.

[121] Gerard, H., & Nimark, K. (2008). Combining multivariate density forecasts using predic-
tive criteria. rdp2008-02. RBA Research Discussion Papers. Reserve Bank of Australia
[122] Geweke, J. (1992). Evaluating the accuracy of sample-based approaches to the calculation
of posterior moments, in Bayesian Statistics 4 (ed. J.M. Bernardo, J.O. Berger, A.P. Dawid,

A.F.M.Smith), 641-649. Oxford: Clarendon Press.

[123] Ghysels, E., Santa-Clara, P., & Valkanov, R. (2005). There is a risk-
return trade-off after all. Jouwrnal of Financial FEconomics, 76 (3):  509-48.
https://doi.org/10.1016/j.jfineco.2004.03.008.

[124] Ghysels, E., Santa-Clara, P., & Valkanov, R. (2006). Predicting volatility: Getting the
most out of return data sampled at different frequencies. Journal of Econometrics, 131
(1-2): 59-95

[125] Giacomini, R., & Ragusa, G. (2014). Theory-coherent forecasting. Journal of Economet-
rics, 182, 145-155.

[126] Giannone, D., Lenza, M., & Primiceri, G. E. (2019). Priors for the long run. Journal of
the American Statistical Association, 114(526), 565-580.

[127] Giannone, D., Reichlin, L. & Small, D. (2008). Nowcasting: The real-time informational
content of macroeconomic data. Journal of Monetary Economics, 55 (4): 665-76

[128] Gnueiting, T., & Raftery, A. E. (2007). Strictly proper scoring rules, predictions, and
estimations. Journal of the American Statistical Association, 102, 359-378.

[129] Gonzalez-Astudillo, M., & Laforte, J. (2020). Estimates of r* consistent with a supply-
side structure and a monetary policy rule for the U.S. economy. Finance and Economics
Discussion Series Paper 2020-085.

[130] Gordon, N. J., Salmond, D. J., & Smith, A. F. M. (1993). A novel approach to

nonlinear /non-Gaussian Bayesian state estimation. In IEFE proceedings F' (Radar and signal

184



processing) (Vol. 140, No. 2, pp. 107-113). IET Digital Library.

[131] Grant, A. L., & Chan, J. (2017). Reconciling output gaps: unobserved components model
and Hodrick-Prescott filter. Journal of Economic Dynamics and Control 114-121

[132] Hall, S. G., & Mitchell, J. (2007). Combining density forecasts. International Journal of
Forecasting, 23 (1): 1-13.

[133] Hamilton, J., Harris, E., Hatzius, J., & West, K. (2016). The equilibrium real funds rate:
past, present and future. IMF Economic Review, 64(4): 660-707

[134] Harvey, D., Leybourne, S., & Newbold, P. (1997). Testing the equality of prediction mean
squared errors. International Journal of Forecasting, 13: 281-291.

[135] Hendry, D. F., & Hubrich, K. (2011). Combining disaggregate forecasts or combining dis-
aggregate information to forecast an aggregate. Journal of Business and Economic Statis-
tics, 29 (2): 216-27

[136] Hodrick, R. J., & Prescott, E. C. (1997). Postwar US business cycles: an empirical inves-
tigation Journal of Money, Credit and Banking, 29:1-16.

[137] Holston, K., Laubach, T. & Williams, J.. (2017). Measuring the natural rate of interest:
international trends and determinants. Journal of International Economics, 108: 59-75.

[138] Jacobs, J. P.A.M., & van Norden, S. (2016). Why are initial estimates of productivity
growth so unreliable? Journal of Macroeconomics, 47:200-213

[139] Johannsen, B. K., & Mertens, E. (2015). The shadow rate of interest, macroeconomic
trends, and time-varying uncertainty. Unpublished manuscript

[140] Johannsen, B. K., & Mertens, E. (forthcoming). A time series model of interest rates with
the effective lower bound. Journal of Money, Credit, and Banking

[141] Jorda, O., Singh, S. R., & Taylor, A. M. (2020). Longer-Run economic consequences of
pandemics. San Francisco Fed Working paper 2020-09

[142] Jore, A. S., Mitchell, J., & Vahey, S. P. (2010). Combining forecast densities from VARs
with uncertain instabilities. Journal of Applied Econometrics, 25 (4): 621-34.

[143] Kahn, J. A., & Rich, R. W. (2007). Tracking the new economy: Using growth theory to
detect changes in trend productivity. Journal of Monetary Economics 54: 1670-1701

[144] Kamber, G., Morley, J., & Wong, B. (2018). Intuitive and reliable estimates of the output
gap from a Beveridge-Nelson filter. Review of Economics and Statistics 100(3): 550-566

[145] Kascha, C., & Ravazzolo, F. (2010). Combining inflation density forecasts. Journal of
Forecasting, 29 (1-2): 231-50.

[146] Kiley, M. T. (2020). What can data tell us about the equilibrium real interest rate?
International Journal of Central Banking, June 2020

[147] Knotek, E. S. (2007). How useful is Okun’s Law. Federal Reserve Bank of Kansas City
FEconomic Review, Fourth Quarter 2007

[148] Knotek, E. S. (2015). Difficulties forecasting wage growth. Federal Reserve Bank of Cleve-
land Economic Trends

[149] Knotek, E. S., & Zaman, S. (2014). On the relationships between wages, prices, and

185



economic activity. Federal Reserve Bank of Cleveland Economic Commentary, No. 2014-14

[150] Knotek, E. S., & Zaman, S. (2017). Nowcasting U.S. headline and core inflation. Journal
of Money, Credit and Banking, 49 (5): 931-68

[151] Knotek, E. S., & Zaman, S. (2019). Financial nowcasts and their usefulness in macroeco-
nomic forecasting. International Journal of Forecasting, 35 (4): 1708-24

[152] Knotek, E. S., Zaman, S., & Clark, T. E. (2015). Measuring inflation forecast uncertainty.
Economic Commentary (Federal Reserve Bank of Cleveland), March, 1-6.

[153] Kniippel, M. (2015). Evaluating the calibration of multi-step-ahead density forecasts using
raw moments. Journal of Business and Economic Statistics, 33 (2): 270-81

[154] Kniippel, M., & Kriiger, F. (2019). Forecast uncertainty, disagreement, and the linear
pool. 28/2019. Discussion Papers. Deutsche Bundesbank.

[155] Koop, G. (2003). Bayesian econometrics. Chichester: Wiley.

[156] Koop, G. (2013). Forecasting with medium and large Bayesian VARs. Journal of Applied
FEconometrics, 28, 177-203.

[157] Koop, G., & Korobilis, D. (2010). Bayesian multivariate time series methods for empirical
macroeconomics. Foundations and Trends in FEconometrics, 3, 267-358

[158] Koop, G., & Korobilis, D. (2012). Forecasting inflation using dynamic model averaging.
International Economic Review, 53 (3): 867-86

[159] Koop, G., & Korobilis, D. (2013). Large time-varying parameter VARS. Journal of Econo-
metrics, 177, 185-198.

[160] Koop, G., Leon-Gonzalez, R. & Strachan, R. W. (2010). Dynamic probabilities of restric-
tions in state space models: An application to the Phillips curve. Journal of Business and
Economic Statistics 28(3): 370-379

[161] Koop, G., Mclntyre, S., & Mitchell, J. (2020). UK regional nowcasting using a mixed
frequency vector auto-regressive model with entropic tilting. Journal of the Royal Statistical
Society: Series A (Statistics in Society), 183 (1): 91-119

[162] Korobilis, D. (2017). Quantile regression forecasts of inflation under model uncertainty.
International Journal of Forecasting 33(1): 11-20

[163] Kozicki, S., & Tinsley, P. A. (1998). Moving endpoints and the internal consistency of
agents’ ex ante forecasts. Computational Economics, 11, 21-40.

[164] Kozicki, S., & Tinsley, P. A. (2001a). Shifting endpoints in the term structure of interest
rates. Journal of Monetary Economics, 47, 613-652.

[165] Kozicki, S., & Tinsley, P. A. (2001b). Term structure views of monetary policy under
alternative models of agent expectations. Journal of Economic Dynamics and Control, 25,
149-184.

[166] Kozicki, S., & Tinsley, P. A. (2012). Effective use of survey information in estimating the
evolution of expected inflation. Journal of Money, Credit and Banking, 44(1): 145-169

[167] Kriiger, F. (2015). Combining density forecasts under various scoring rules: An analysis

of UK inflation. Manuscript.

186



[168] Kriiger, F., Clark, T. E., & Ravazzolo, F. (2017). Using entropic tilting to combine BVAR
forecasts with external nowcasts. Journal of Business and Economic Statistics, 35 (3):
470-85

[169] Kuttner, K. N. (1994). Estimating potential output as a latent variable. Journal of Busi-
ness and Economic Statistics, 12(3): 361-368

[170] Litterman, R. B. (1986). Forecasting with Bayesian vector autoregressions — five years
of experience. Journal of Business and FEconomic Statistics, 4, 25-38.

[171] Laubach, T. (2001). Measuring the NAIRU: Evidence from seven economies. The Review
of Economics and Statistics, 83(2): 218-231

[172] Laubach, T., & Williams, J. C. (2003). Measuring the natural rate of interest. The Review
of Economics and Statistics, 85(4): 1063-1070

[173] Laubach, T., & Williams, J. C. (2016). Measuring the natural rate of interest redux.
Business Economics, 51(2): 57-67

[174] Leduc, S., & Liu, Z. (2020). Can pandemic-induced job uncertainty stimulate automation?
San Francisco Fed Working paper 2020-19

[175] Lee, J. & Nelson, C. R. (2007). Expectation horizon and the Phillips curve: the solution
to an empirical puzzle. Journal of Applied Econometrics 22(1): 161-178

[176] Lewis, K. F. & Vazquez-Grande, F. (2019). Measuring the natural rate of interest: A note
on transitory shocks. Journal of Applied Econometrics 34: 425-436

[177] Lubik, T. A., & Matthes, C. (2015). Calculating the natural rate of interest: A comparison
of two alternative approaches. Richmond Fed Economic Brief

[178] Lunsford, K. (2017). Productivity growth and real interest rates in the long run. Federal
Reserve Bank of Cleveland Economic Commentary, No. 2017-20

[179] Lunsford, K., & West, K. D. (2019). Some evidence on secular drivers of US safe real
rates. American Economic Journal: Macroeconomics, AEA, 11(4): 113-139

[180] Marcelo, M C., Vasconcelos, G. F., Veiga, A., & Zilberman, E. (2021). Forecasting inflation
in a data-rich environment: The benefits of machine learning methods. Journal of Business
and Economic Statistics, 39(1):98-119

[181] Marsilli, C. (2017). Nowcasting US inflation using a MIDAS augmented Phillips curve.
International Journal of Computational Economics and Econometrics, 7 (1/2): 64

[182] Mazzi, G. L., Mitchell, J., & Montana, G. (2014). Density nowcasts and model combi-
nation: Nowcasting euro-area GDP growth over the 2008-09 recession. Ozxford Bulletin of
Economics and Statistics, 76 (2): 233-56. https://doi.org/10.1111/obes.12015.

[183] Mertens, E. (2016). Measuring the level and uncertainty of trend inflation. The Review of
FEconomics and Statistics, 98: 950-967

[184] Mertens, E., & Nason, J. M. (2020). Inflation and professional forecast dynamics: An
evaluation of stickiness, persistence and volatility. Quantitative Economics, 11:1485-1520

[185] Mester, L. J. (2018). Demographics and their implications for the economy and policy.
Cato Journal, 38(2): 399-413

187



[186] Modugno, M. (2013). Now-Casting inflation using high frequency data. International
Journal of Forecasting, 29 (4): 664-75.

[187] Monache, D. D., & Petrella, I. (2017). Adaptive models and heavy tails with an application
to inflation forecasting. International Journal of Forecasting, 33: 482-501

[188] Monteforte, L., & Moretti, G. (2013). Real-Time forecasts of inflation: The role of financial
variables. Journal of Forecasting, 32 (1): 51-61.

[189] Morley, J. (2002). A state-space approach to calculating the Beveridge-Nelson decompo-
sition. Fconomics Letters, 75: 123-127

[190] Morley, J, Nelson, C. R. & Eric Zivot (2003). Why are the Beveridge-Nelson and unob-
served components decompositions of GDP so different?. Review of Economics and Statis-
tics, 85: 235-243

[191] Morley, J., & Piger, J. (2012). The asymmetric business Cycle. Review of Economics and
Statistics, 94: 208-221

[192] Morley, J., & Wong, B. (2020). Estimating and accounting for the output gap with large
Bayesian vector autoregressions. Journal of Applied Econometrics, 35: 1-18

[193] Nason, J. M., & Smith, G. W. (2020). Measuring the slowly evolving trend in US inflation
with professional forecasts. Journal of Applied Econometrics

[194] Orphanides, A., & Williams, J. C. (2002). Robust monetary policy rules with unknown
natural rates. Working paper 2003-01, Federal Reserve Bank of San Francisco

[195] Pauwels, L. L., & Vasnev, A. L. (2016). A note on the estimation of optimal weights for
density forecast combinations. International Journal of Forecasting, 32 (2): 391-97

[196] Peneva, E. V., & Rudd, J. B. (2017). The passthrough of labor costs to price inflation.
Journal of Money, Credit, and Banking, 49(8): 1777-1802

[197] Pescatori, A., & Turunen, J. (2016). Lower for longer: Neutral rate in the U.S. IMF
Economic Review, 64(4): 708-731

[198] Primiceri, G. E. (2005). Time varying structural vector autoregressions and monetary
policy. Review of Economic Studies, 72, 821-852

[199] Powell, J. H. (2018). Changing market structure and implication for monetary policy.
Speech at the Jackson Hole Symposium organized by the Federal Reserve Bank of Kansas
City, August 24, 2018.

[200] Ravazzolo, F., & Vahey, S. P. (2014). Forecast densities for economic aggregates from
disaggregate ensembles. Studies in Nonlinear Dynamics and Econometrics, 18 (4): 367-81

[201] Reifschneider, D., & Tulip, P. (2019). Gauging the uncertainty of the economic outlook
using historical forecasting errors: The Federal Reserve’s approach. International Journal
of Forecasting, 35 (4): 1564-82

[202] Roberts, J. (2001). Estimates of the productivity trend using time-varying parameter
techniques. Contributions to Macroeconomics, 1(1):3

[203] Robertson, J. C., & Tallman, E. W. (1999). Vector autoregressions: forecasting and reality.
Economic Review: Federal Reserve Bank of Atlanta, 84 (1), 4.

188



[204] Robertson, J. C., Tallman, E. W., & Whiteman, C. H. (2005). Forecasting using relative
entropy. Journal of Money, Credit and Banking, 37(3), 383-401.

[205] Rossi, B. (2014). Density forecasts in economics, forecasting and policymaking. 37. Els
Opuscles Del CREI Centre de Recerca en Economia International (CREI)

[206] Rossi, B., & Sekhposyan, T. (2014). Evaluating predictive densities of US output growth
and inflation in a large macroeconomic data set. International Journal of Forecasting, 30
(3): 662-82

[207] Schorfheide, F.,& Song, D. (2015). Real-Time forecasting with a mixed-frequency VAR.
Journal of Business and Economic Statistics, 33(3):366-380

[208] Schorfheide, F., & Song, D. (2020). Real-Time forecasting with a (standard) mixed-
frequency VAR during a pandemic. Philadelphia Fed Working paper 20-26.

[209] Shackleton, R. (2018). Estimating and projecting potential output using CBO’s forecast-
ing growth model. Congressional Budget Office, Working Paper 2018-03

[210] Sinclair, T. M. (2009). The relationships between permanent and transitory movements in
U.S. output and the unemployment Rate. Journal of Money, Credit and Banking 41(2-3):
529-542

[211] Staiger, D. O., Stock, J. H., & Watson, M. W. (1997). How precise are estimates of
the natural rate of unemployment?. In Romer, C, Romer, D. (Eds.), Reducing Inflation:
Motivation and Strategy, pp. 195-242, University of Chicago Press

[212] Stella, A., & Stock, J. H. (2015). A state-dependent model for inflation forecasting. In S.
J. Koopman, & N. Shephard (Eds.), Unobserved components and time series econometrics,
(pp, 14-29), Oxford University Press

[213] Stock, J. H., & Watson, M. W. (2007). Why has U.S. inflation become harder to forecast?
Journal of Money, Credit and Banking, 39: 3-33

[214] Stock, J. H., & Watson, M. W. (2016). Core inflation and trend inflation. Review of
Economics and Statistics, 98(4): 770-784

[215] Stock, J. H., & Watson, M. W. (2020). Slack and cyclically sensitive inflation. Journal of
Money, Credit and Banking, 52(S2): 393-428

[216] Summers, L. H. (2014). US economic prospects: Secular stagnation, hysteresis and the
zero lower bound. Business Economics, 49(2): 65-73

[217] Tallman, E. W., & Zaman, S. (2017). Forecasting inflation: Phillips curve effects on
services price measures. International Journal of Forecasting, 33(2): 442-457

[218] Tallman, E. W., & Zaman, S. (2018). Combining survey long-run forecasts and nowcasts
with BVAR forecasts using relative entropy. Federal Reserve Bank of Cleveland working
paper 18-09

[219] Tallman, E. W., & Zaman, S. (2020). Combining survey long-run forecasts and nowcasts
with BVAR forecasts using relative entropy. International Journal of Forecasting, 36(2):
373-398

[220] Tay, A. S., & Wallis, K. F. (2000). Density forecasting: A survey. Journal of Forecasting,

189



19 (4): 235-54.

[221] Taylor, J. B. (1999). A historical analysis of monetary policy rules. University of Chicago
Press, Chapter 7: 319-348

[222] Taylor, J. B. & Wieland, V. (2016). Finding the equilibrium real interest rate in a fog of
policy deviations. Business Economics, 51(3): 147-154

[223] Tasci, M. (2012).The ins and outs of unemployment in the long run: Unemployment flows
and the natural rate. Federal Reserve Bank of Cleveland Working paper

[224] Tasci, M. (2019). Challenges with estimating u star in real time. Federal Reserve Bank of
Cleveland Economic Commentary, 2019-18

[225] Tulip, P. (2009). Has the economy become more predictable? Changes in Greenbook
forecast accuracy. Journal of Money, Credit and Banking, 41 (6): 1217-31

[226] Villani, M. (2009). Steady-state priors for vector autoregressions. Journal of Applied
FEconometrics, 24, 630-650.

[227] Waggoner, D. F., & Zha, T. (1999). Conditional forecasts in dynamic multivariate models.
Review of Economics and Statistics, 81, 639-651.

[228] Weber, A. A., Lemke, W., & Worms, A. (2008). How useful is the concept of the natural
real rate of interest for monetary policy? Cambridge Journal of Economics, 32:49-63

[229] Weise, C. L. (2012). Political pressures on monetary policy during the US Great Inflation.
American Economic Journal: Macroeconomics, 4:33-64

[230] West, K. D. (1996). Asymptotic inference about predictive ability. Econometrica, 64,
1067-1084.

[231] Williams, J. C. (2018). The future fortunes of r-star: Are they really rising? Federal
Reserve Bank of San Francisco Economic Letter, No. 2018-13

[232] Wright, J. H. (2013). Evaluating real-time VAR forecasts with an informative democratic
prior. Journal of Applied Econometrics, 28: 762-776 doi:10.1002/jae.2268

[233] Wright, J. H. (2019). Some observations on forecasting and policy. International Journal
of Forecasting, 35 (3): 1186-92.

[234] Wu, J. C., & Xia, F. D. (2016). Measuring the macroeconomic impact of monetary policy
at the ZLB. Journal of Money, Credit, and Banking, 48(2-3): 253-291

[235] Zaman, S. (2013). Improving inflation forecasts in the medium to long term. Federal
Reserve Bank of Cleveland Economic Commentary, No. 2013-16.

[236] Zaman, S. (2019). Cyclical versus Acyclical Inflation: A Deeper Dive. Federal Reserve
Bank of Cleveland Economic Commentary, No. 2019-13

[237] Zellner, A. (1971). An introduction to Bayesian inference in econometrics. Wiley: New
York.

190



Appendix A

Chapter 2 Appendix

Chapter 2: Combining Survey Long-Run Forecasts and Nowcasts with BVAR Forecasts Using
Relative Entropy.

AQ: Technical Appendix

Specifically, we impose our prior beliefs about the coefficient estimates in A;,..., A, and ¥
using normal inverse-Wishart (N-IW) conjugate priorsE] The prior beliefs for the means and
variances of the coefficient matrices are as follows:

0; ifi=41=1

E[A[Y)] = (A1)
0 otherwise

Var[A")] = A%ﬁﬁ, [=1,...p. (A.2)
J

The scale factor l% helps to impose the prior belief that recent lags play a more influential role
than distant ones by shrinking the variances on the more distant lags proportionally (centered on
the prior mean of zero). The prior parameter o; equals the standard deviation of the residuals
obtained from regressing the variable y; on its own p lags and a constant over the sample
period up to time t. We set §; equal to the sum of the autoregressive coefficients obtained
from regressing the variable y; on its own p lags and a constant over a pre-forecast evaluation
sampleE] The hyperparameter A governs the tightness of our prior beliefs. As A — 0, the

prior dominates, and so posterior equals prior; i.e., the data have no say. On the other hand,

!Natural conjugate priors such as N-IW have computational advantages and at the same time competitive
forecasting properties (see Koop, 2013).

2Since all of the variables that enter the VAR are stationary, we get qualitatively similar results if we instead
set §; = 0 for all 4. Studies such as those of Clark (2011) and Carriero, Clark, and Marcellino (2015a) have used
a value of 0.8 for variables that are known to exhibit persistence (e.g., the unemployment rate, inflation and the
interest rate). Our results remain very similar if we instead set §; = 0.8.
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as A —» oo, the prior’s influence diminishes, and so the posterior estimates converge to OLS
estimates.

The VAR model in Eq. (2.1) can be rewritten in compact matrix notation as

Y = XA+E, (A.3)
where Y = [y1,...,yr|" is a T x n matrix, X = [z1,...,2p| is a T x k matrix and z; =
Ly, 1, ,y;_p] isa 1 x k vector. A =[A. A1 --- Ap] is a matrix of VAR coefficients of size
kxmn,and E=[g; -+ er]is a T X n matrix of innovation terms.

The conjugate normal inverse-Wishart (N-IW) prior is:
vec (A) |2 ~ N (vec(A4p), X ® ), Y ~iW (So,v0), (A.4)

where Ag, Qo, Sp, and vy are the prior parameters of which the values are set based on the
VAR model in Eq. (2.1) that satisfies the prior moment conditions specified in equations (A.1
and A.2).

Since our prior N-IW is conjugate, the resulting conditional posterior distribution (i.e., the
product of the prior and the likelihood function) is also N-IW.

vec (A)[S,Y ~ N (vec (A) ,£®Q), ¥ ~iW (S,v), (A.5)
where
A= (05" + X'X) (05 A + XY, (A.6)
Q= (' +x'X)"" and (A7)
v=vg+T (A.S)

are the respective posterior mean estimates of the VAR model, and

S=Ag+76+ AX'XA+ A Ay — AQ A, (A.9)
where A = (X'X)™' X'Y is the OLS estimate of A and & = Y — XA are the OLS residuals
(Zellner, 1971). We use the mixed estimation method of Litterman (1986) to implement the
N-IW prior, which equates to appending the data matrices with dummy observations.
Previous research (e.g., Robertson & Tallman, 1999; Banbura et al., 2010) has documented
further gains in forecast accuracy by imposing a ‘sum of coefficients’ (SOC) prior on the equa-

tions of the VAR. The hyperparameter p governs the tightness of this prior.

AO0.1 Optimal values of the hyperparameters using the marginal likelihood

The values of A and p are set by maximizing the marginal likelihood of the model over a

predefined two-dimensional discrete grid of A and p. The optimization is performed over the
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pre-forecast evaluation sample, and the optimal values obtained are kept fixed over the forecast

evaluation sampleE]

AT, ut] = arg max Inp(Y), (A.10)
[A9,u9]

where
p(Y) = / p(Y|0)p(6)d(6) (A11)

is the marginal likelihood, and @ is the set of all model coefficients. Given that we are using an

N-IW prior, the marginal density p(Y') can be solved in closed form asﬂ

1 n n Yo
p(Y) = ()F x|(1+X2X)7E x |5/
Fn(vo—i—T) , ) _vo+T
xﬁg’o) X [So+ (Y — XAo) (I + XQX)THY — XAg)| 2
n\Q

We evaluate the log marginal likelihood using the two-dimensional grid of discrete values that
is defined as: A9 = [0.050,0.10, 0.15, 0.20, 0.30, 0.40, 0.50]; and 9 = [0.1,0.15,0.2,0.25,0.50, 1, 1.5,2, 2.5, 3].
For the small BVAR estimated using data starting in 1959, the optimal values obtained are
A = 0.4 and g = 0.2, while the optimal values for the medium VAR are A = 0.3 and p = 0.25.
The values that we obtain are close to those that other researchers have obtained through a
grid search optimization.

Note that the prior specification for each equation is symmetric in its treatment of own lags
of the dependent variable and lags of other variables. As such, we have a prior that is a natural
conjugate (normal inverse-Wishart prior), which proves to be convenient when solving for the
model, because these priors can be implemented easily by augmenting the data matrices with
dummy variables, thus permitting OLS to estimate the model equation by equation (for details
see Banbura et al., 2010, and Carriero et al., 2015a).

A0.2 Illustrating the influence of estimated steady state on the forecasts

This section illustrates two important concepts: the influence of a model’s estimated mean (i.e.,
steady state) on the forecasts, and the direct role of persistence in determining the forecast
horizon at which the convergence to the steady state takes place. To keep things simple, let us

consider a covariance-stationary AR(1) model,

Yt = ¢+ pyi—1 + €, ge~N (0,02) . (A.12)

3However, that being said, the results remain qualitatively similar if we instead fix A = 0.2 and p = 1 (widely
used values).

“Details of the derivation are provided by Bauwens, Lubrano, and Richard (1999), Carriero et al. (2015a) and
Giannone et al. (2015).
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Covariance-stationarity implies |p| < 1, and

E(yt) = E(ye—1) = 1, (A.13)

where p denotes the steady state of the model. In long samples, it matches the mean of
estimation sample.

Next, taking the expectations of both sides of Eq. (A.12) gives us

E(y:) = ¢+ pE(yi-1) + E(&r). (A.14)

Plugging Eq. (A.13) into Eq. (A.14) yields

B=c+pp= . (A.15)

Rearranging the above equation gives

Rewrite Eq. (A.12) by substituting Eq. (A.16) into Eq. (A.12):

yr = p(1 —p) + pys—1 + &

(A.17)
Y — = p(y—1 — p) + &

Here, p is the persistence of y, and determines the speed of convergence back to the steady
state. 1 — p is the pace of adjustment towards steady state in each period. ﬁ is the number of
periods that it takes for y to converge back to its steady state value. Higher values of p imply
longer-lived departures of y from the steady state.

Denoting by p and ji estimates obtained via estimation of available data through time ¢, the

one-step-ahead forecast is
Yeje1r — 0= p(Ye — f1). (A.18)
Similarly, h-step-ahead forecast is

~ n— AR A
Utlen — 0= p" (Gt — f1) (A.19)

~

Uglt4n = [+ P (e — ).

A closer inspection of the above equation reveals that the h-step-ahead forecast is the sum of
two components: the estimated mean, and the gap between the estimated mean and y (as of

the forecast origin ¢) multiplied by the k" power of p.
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Note that p" is a decreasing function of h,
p>pP >t > > P>

which suggests that the influence of the component ji becomes more important as h increases.
In the limit, as h — oo, p* — 0, and hliﬁngo Utje+h — f-
The smaller the value of p, the faster p* goes to zero, and the more rapid the convergence
to the model’s implied steady state.
Please refer to Clements and Hendry (1999) for further details.
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A1l. Results for Medium VARs

The Medium VAR builds on Small VAR by five additional variables that include real personal
consumption expenditures, nonfarm business productivity, the employment cost index-wage and
salary of private workers (ECI), nonfarm payroll employment, and the core CPI (i.e., the CPI
excluding food and energy). All these variables are transformed to quarterly annualized growth

rates. To compute the growth rates, we use 400 times the log difference formula.

Tables Al to A4 below report both point and density forecast accuracy comparisons for all
10 variables. The results indicate that the patterns of both point and density forecast accuracy
improvements for hybrid forecasts are generally similar to that of small VAR. Specifically, re-
sults for medium VAR estimated with longer sample echo strongly the results reported for small
VAR with longer sample. One difference is that the magnitude of improvements for hybrid fore-
casts is slightly smaller than those reported for small VAR. The additional variables in medium
VAR are helping improve the accuracy of the core variables of interest (relative to small VAR)
therefore with more accurate raw forecasts tilting is helping slightly less (see section A4 in this
appendix). The finding that medium VAR generates more accurate forecasts compared to small
VAR are in line with Banbura et al. (2010) and Koop (2013). Results for medium VAR esti-
mated with shorter sample echo the results reported for small VAR with shorter sample. Unlike
in the case of estimation with longer sample favoring medium-sized VAR over small-sized, we

do not find this pattern for VAR models estimated with shorter sample.

The most useful aspect of the results for medium VAR is the strong positive spillover ef-
fects on the accuracy of the variables that are not directly tilted. Impressive and statistical
significant gains in the accuracy of forecasts derived from hybrid approach are achieved for core
CPI inflation, wage compensation, nonfarm payroll employment, and credit spread. It is also
worth highlighting that adding core CPI inflation and SV in the medium VAR greatly helps
improve the accuracy of the raw CPI forecasts. This implies tilting is less effective for CPI
inflation for those specifications, but for core CPI inflation it is very effective in all medium
VAR specifications.
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Table A1l: Out-of-Sample Point Forecasting Performance: Medium BVAR est. 1960

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Medium VAR Medium VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
GDP
Raw 3.88 6.89 6.58 6.18 3.69 6.55 6.80 6.87
Relative MSE
Baseline/Raw 0.69*%**  0.98* 0.99 1.03 0.73**  0.98 1.01 1.01
Hybrid/Raw 0.69***  0.96 0.84 0.99 0.73**  0.91%* 0.82%* 0.89
Hybrid /Baseline  1.00 0.93* 0.87 0.97 1.00 0.92* 0.81** 0.89
CPI
Raw 2.99 5.17 5.64 6.68 2.62 4.73 4.81 4.94
Relative MSE
Baseline/Raw 0.35***  0.95 0.95 0.96* 0.39***  (.93%* 0.95** 0.98
Hybrid/Raw 0.35%**  (.89** 0.81%%* (. 73%** 0.39***  0.94 0.95 1.00
Hybrid/Baseline  1.00 0.95%**  (.87** 0.78*** 1.00 1.00 1.00 1.02
UR
Raw 0.05 0.61 2.43 4.10 0.05 0.58 2.34 3.99
Relative MSE
Baseline/Raw 0.33%*%*  (.81%* 0.91** 0.96 0.32%** (. 75%* 0.92* 0.96
Hybrid/Raw 0.33**%*  0.82*** (.91 0.89* 0.32%** (. 75%* 0.88 0.89
Hybrid /Baseline  1.00 0.96 0.97 0.93 1.00 1.00 0.95 0.92
FFR
Raw 0.20 1.84 4.83 8.33 0.09 1.65 5.64 9.43
Relative MSE
Baseline/Raw 0.03***  (.75%* 0.96 0.99 0.02***  0.73%**  (.89***  (.96**
Hybrid /Raw 0.03***  (.85%* 0.93 0.78*** 0.05***  0.80*** (.85 0.75*
Hybrid /Baseline  1.00 1.14%* 0.99 0.81* 1.00 1.09%**  0.95 0.78*
Credit Spread
Raw 0.09 0.63 1.06 1.21 0.08 0.66 1.19 1.40
Relative MSE
Baseline/Raw 0.83 0.93** 0.99 1.01 0.90* 0.98* 0.99 0.97**
Hybrid/Raw 0.79 0.96* 0.89%** (. 87*** 0.90* 0.97* 0.86***  (.78%*
Hybrid /Baseline  0.99 1.02 0.91%%*%  (.87*** 1.00 0.99 0.87** 0.80**

Notes for Table: GDP: real GDP growth quarterly annualized rate; CPI: inflation quarterly annualized rate; UR: unemployment rate in
levels; FFR: effective federal funds rate in levels; Credit Spread: in levels. Raw forecast is defined as the unconditional forecast from the

VAR. Baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts (both mean and variance) only. Hybrid forecast

is defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left
panel reports results for the VAR specification with constant variance and right panel reports results for the VAR specification with
stochastic volatility. The numbers reported in the row labeled Raw are the mean squared error (MSE), the three rows immediately below
report relative MSE: Baseline relative to Raw, Hybrid relative to Raw, and Hybrid relative to Baseline. The table reports statistical
significance based on the Diebold-Mariano and West test with the lag A — 1 truncation parameter of the HAC variance estimator and
adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent,
and ***1 percent significance levels, respectively. The test statistics use two-sided standard normal critical values.
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Table A1l: Cont.: Out-of-Sample Point Forecasting Performance: Medium BVAR est. 1960

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Medium VAR Medium VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
Consumption
Raw 2.57 4.26 4.35 4.14 2.37 4.08 4.54 4.61
Relative MSE
Baseline/Raw 0.79***  0.94 1.04 1.06** 0.97 0.98 1.03 1.01
Hybrid/Raw 0.81*%%  0.94 1.03 1.07 0.99 0.95 0.93 0.98
Hybrid /Baseline  1.03 1.00 0.99 1.01 1.01 0.97 0.90 0.97
Core CPI
Raw 0.33 0.77 1.50 2.88 0.31 0.50 0.84 1.38
Relative MSE
Baseline/Raw 0.73%*  0.73%FF  (0.84%**  (.91** 0.82%F  0.80** 0.98 0.89**
Hybrid /Raw 0.68%*  0.67*FF  (0.53%**  (.34%K* 0.81%%  0.77 0.86 0.64*
Hybrid/Baseline  0.93*** 0.91 0.64%**  (.37%+* 0.99 0.96 0.88 0.72
Productivity
Raw 4.99 5.57 5.22 5.99 4.89 5.34 5.02 5.96
Relative MSE
Baseline/Raw 0.95 0.88**  0.97 1.02%#* 1.00 0.97 1.01 1.02
Hybrid/Raw 1.01 0.89%* 0.97 1.07%** 1.00 0.95 1.01 0.98
Hybrid/Baseline 1.06**  1.01 1.00 1.05%%* 0.99 0.98 1.00 0.96
Compensation
Raw 0.77 1.22 2.09 2.91 0.75 1.06 1.33 1.43
Relative MSE
Baseline/Raw 1.10 0.93**  0.91**%* (.95%* 1.03 0.95%*% 0.93*** (.96
Hybrid /Raw 0.95 0.83*F**  0.57**F*  (.40%** 1.02 0.92%*  0.84***  (.75%*
Hybrid /Baseline  0.86* 0.89%* 0.63%**  (.42%%* 0.99 0.96 0.90* 0.78%**
Payroll Employment
Raw 0.55 3.49 4.76 4.68 0.52 3.04 4.30 4.33
Relative MSE
Baseline/Raw 0.64***  0.91* 0.98* 1.07 0.63%F*  0.88** 0.97%F 1.01
Hybrid/Raw 0.62*%** 0.81**  0.70**  0.82%* 0.61***  0.77%F  (0.69%** .73%**
Hybrid /Baseline  0.98 0.89%*  0.72%%  0.76%** 0.97**  0.88%  Q.71*¥** (.72%**

Notes for Table: For all the variables in this panel, the forecasts and the associated accuracy correspond to the quarterly annualized rate.

Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast tilted towards

survey nowcasts (both mean and variance) only. Hybrid forecast is defined as the raw VAR forecast tilted towards both survey nowcasts

(both mean and variance) and long-horizon forecasts. The left panel reports results for the VAR specification with constant variance and
right panel reports results for the VAR specification with stochastic volatility. The numbers reported in the row labeled Raw are the mean
squared error (MSE), the three rows immediately below report relative MSE: Baseline relative to Raw, Hybrid relative to Raw, and Hybrid
relative to Baseline. The table reports statistical significance based on the Diebold-Mariano and West test with the lag h — 1 truncation
parameter of the HAC variance estimator and adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne,
and Newbold (1997); *10 percent, **5 percent, and ***1 percent significance levels, respectively. The test statistics use two-sided standard

normal critical values.
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Table A2: Out-of-Sample Density Forecasting Performance: Medium BVAR est. 1960

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Medium VAR Medium VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
GDP
Raw 1.15 1.46 1.42 1.40 1.08 1.40 1.44 1.44
Relative CRPS
Baseline - Raw -0.22%**  _0.01%* 0.01 0.01 -0.16*%**  -0.03 0.00 0.01
Hybrid - Raw -0.22%%*%  _.0.04 -0.07 0.00 -0.16%*%*  -0.07* -0.11%* -0.04
Hybrid - Baseline 0.00 -0.03 -0.08* -0.01 0.00 -0.05 -0.10* -0.05
CPI
Raw 0.96 1.17 1.28 1.38 0.90 1.11 1.18 1.22
Relative CRPS
Baseline - Raw -0.38***  _0.03 -0.02 -0.02 -0.32%**% - _0.05%*  -0.03**  -0.02**
Hybrid - Raw -0.38**¥*%  _0.06**  -0.10**  -0.16*** -0.32%**  _0.04 -0.04 -0.02
Hybrid - Baseline 0.00 -0.03**  -0.08%*  -0.14** 0.00 0.01 -0.02 0.00
UR
Raw 0.12 0.39 0.81 1.11 0.12 0.37 0.78 1.08
Relative CRPS
Baseline - Raw -0.05%*¥*%  _0.04* -0.05**  -0.03 -0.04%**  -0.05**  -0.03 -0.01
Hybrid - Raw -0.05**%%  _0.05**  -0.06 -0.06 -0.05%**%  _0.05%**  -0.05 -0.04
Hybrid - Baseline 0.00 -0.01**  -0.01 -0.03 0.00 -0.01 -0.02 -0.03
FFR
Raw 0.27 0.78 1.26 1.68 0.17 0.71 1.35 1.82
Relative CRPS
Baseline - Raw -0.23**¥*%  _0.10***  -0.02 0.00 S0.14%*F 0 0.11F*F 0.09%**F  -0.05%*
Hybrid - Raw -0.23%%*  0.04** 0.00 -0.14 -0.14%*%*  _0.08%**  _0.11* -0.25*
Hybrid - Baseline 0.00 0.06***  0.01 -0.14* 0.00 0.03** -0.02 -0.20
Credit Spread
Raw 0.15 0.42 0.56 0.63 0.14 0.43 0.61 0.69
Relative CRPS
Baseline - Raw -0.01 -0.01**  0.00 0.01* -0.01 -0.01* -0.01* 0.00
Hybrid - Raw -0.01 -0.01* -0.04***  _0.05%** 0.00 -0.01* -0.06***  _0.08***
Hybrid - Baseline 0.00 0.00 -0.04%FF%  _0.06%** 0.00 0.00 -0.05%*FF  _0.08%**

Notes for Table: Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast

tilted towards survey nowcasts only (both mean and variance). Hybrid forecast is defined as the raw VAR forecast tilted towards both

survey nowcasts (both mean and variance) and long-horizon forecasts. The numbers reported in the row labeled Raw are the mean
cumulative ranked probability score (CRPS), all other numbers are relative CRPS; relative to Raw or relative to Baseline. A negative
value for Relative CRPS suggests that on average the Baseline forecast is more accurate compared to the Raw forecast (in the case of
Baseline - Raw); Hybrid more accurate compared to Raw (in the case of Hybrid - Raw); Hybrid more accurate compared to Baseline (in
the case of Hybrid - Baseline). The left panel reports results for time-invariant Medium VAR and right panel reports results corresponding
to Medium VAR with stochastic volatility. The table reports statistical significance based on the Diebold-Mariano and West test with the
lag h — 1 truncation parameter of the HAC variance estimator and adjusts the test statistic for the finite sample correction proposed by
Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent, and ***1 percent significance levels, respectively. The test statistics use

two-sided standard normal critical values.
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Table A2: Cont. Out-of-Sample Density Forecasting Performance: Medium BVAR est.

1960
Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)
Medium VAR Medium VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
Consumption
Raw 0.93 1.15 1.16 1.16 0.87 1.10 1.18 1.20
Relative CRPS
Baseline - Raw -0.10%%*  -0.01 0.02 0.04** -0.02 -0.02 0.00 -0.01
Hybrid - Raw -0.09%%*  -0.01 0.04 0.04** -0.01 -0.04 -0.02 0.00
Hybrid - Baseline 0.01 0.00 0.02 0.00 0.01 -0.02 -0.02 0.01
Core CPI
Raw 0.37 0.56 0.77 1.02 0.31 0.41 0.54 0.70
Relative CRPS
Baseline - Raw -0.05%**  _0.05%**  -0.05%**  -0.04** -0.02%*  -0.04***  -0.01 -0.03%**
Hybrid - Raw -0.06%F*  _0.05%*%  -0.12%F  _0.25%** -0.02%%  -0.04* -0.03 -0.08
Hybrid - Baseline -0.01 0.00 -0.08%F* (. 22%%* 0.00 0.00 -0.01 -0.05
Productivity
Raw 1.28 1.35 1.33 1.40 1.26 1.31 1.30 1.39
Relative CRPS
Baseline - Raw -0.04 -0.06%*  0.00 0.03%** 0.01 -0.01 0.00 0.02
Hybrid - Raw -0.05%F%  _0.05%F  -0.06 -0.06 0.02 -0.01 0.00 0.00
Hybrid - Baseline 0.03** -0.01 0.00 0.03%* 0.01 0.00 0.00 -0.02
Compensation
Raw 0.53 0.65 0.85 1.02 0.48 0.58 0.67 0.72
Relative CRPS
Baseline - Raw 0.01 -0.03***  _.0.04*** -0.01 0.00 -0.02%F%  .0.02%**  -0.02
Hybrid - Raw -0.01 -0.05%FF (0. 14%FF (. 25%F* 0.00 -0.03%%*  _0.04*%**  _0.05*
Hybrid - Baseline -0.02* -0.02%* -0.10%F% (0. 23%%* 0.00 -0.01 -0.02* -0.04*
Payroll Employment
Raw 0.42 0.98 1.16 1.15 0.40 0.90 1.10 1.13
Relative CRPS
Baseline - Raw -0.08%F*  _0.04 0.00 0.05 -0.07FFF 0,07 _0.01**  0.01
Hybrid - Raw -0.08%F*  _0.09* -0.19%%  -0.11%* -0.08 -0.13%F% - _0.19%F  _0.15%*
Hybrid - Baseline 0.00 -0.05%%  -0.19%*  -0.16** -0.01* -0.06* -0.17%F  -0.16%*

Notes for Table: Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast

tilted towards survey nowcasts only (both mean and variance). Hybrid forecast is defined as the raw VAR forecast tilted towards both

survey nowcasts (both mean and variance) and long-horizon forecasts. The numbers reported in the row labeled Raw are the mean

cumulative ranked probability score (CRPS), all other numbers are relative CRPS; relative to Raw or relative to Baseline. A negative

value for Relative CRPS suggests that on average the Baseline forecast is more accurate compared to the Raw forecast (in the case of

Baseline - Raw); Hybrid more accurate compared to Raw (in the case of Hybrid - Raw); Hybrid more accurate compared to Baseline (in

the case of Hybrid - Baseline). The left panel reports results for time-invariant Medium VAR and right panel reports results corresponding
to Medium VAR with stochastic volatility. The table reports statistical significance based on the Diebold-Mariano and West test with the
lag h — 1 truncation parameter of the HAC variance estimator and adjusts the test statistic for the finite sample correction proposed by

Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent, and ***1 percent significance levels, respectively. The test statistics use

two-sided standard normal critical values.
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Table A3: Out-of-Sample Point Forecasting Performance: Medium BVAR est. 1985

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Medium VAR Medium VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
GDP
Raw 3.72 7.10 7.75 7.36 3.99 6.72 8.00 8.04
Relative MSE
Baseline/Raw 0.72%*  0.93%*  0.96 1.03%** 0.68*** 0.97 1.01 1.02
Hybrid/Raw 0.72*¥%  0.86* 0.77*%%  0.91** 0.68*** .88 0.75%*%  0.78**
Hybrid /Baseline  1.00 0.92 0.80**  (.89*** 1.00 0.92 0.74* 0.77**
CPI
Raw 3.65 5.08 5.39 6.51 2.70 4.83 4.88 5.44
Relative MSE
Baseline/Raw 0.28%*%* (.99 1.001 1.00 0.38***  0.98 0.97*%  0.99
Hybrid /Raw 0.28%** (.92 0.84**  (.83%** 0.38*** 0.95 0.92* 0.90**
Hybrid /Baseline  1.00 0.93* 0.84%**  ().83%** 1.00 0.97 0.95 0.91**
UR
Raw 0.05 0.53 2.21 4.11 0.04 0.49 2.16 4.15
Relative MSE
Baseline/Raw 0.31%%*  (.72% 0.85 0.93 0.39***%  0.80*%** 0.90* 0.95
Hybrid/Raw 0.31%**  0.73* 0.88 0.91 0.39%**  0.83*** (.93 0.89
Hybrid/Baseline 1.00 1.02 1.04 0.98 1.00 1.04 1.03 0.94
FFR
Raw 0.10 2.03 7.39 12.95 0.08 1.94 6.81 12.83
Relative MSE
Baseline/Raw 0.05%*%*  0.66%** 0.86*** 0.96* 0.06***  0.66%** (.85*** (.93**
Hybrid /Raw 0.05%*%*  0.60*** 0.65*** 0.66** 0.06***  0.64*** 0.65**  0.50
Hybrid /Baseline  1.00 0.90 0.75**%  0.69%* 1.00 0.97 0.76 0.54
Credit Spread
Raw 0.11 0.66 1.09 1.21 0.09 0.69 1.16 1.25
Relative MSE
Baseline/Raw 0.68**  0.92% 0.98** 1.04 0.87* 1.01 1.03 1.04
Hybrid/Raw 0.68**  0.89**  0.91 0.94 0.84* 1.00 0.86 0.82
Hybrid/Baseline  1.01 0.96 0.93 0.90* 0.97**  0.99 0.84 0.79

Notes for Table: GDP: real GDP growth quarterly annualized rate; CPI: inflation quarterly annualized rate; UR: unemployment rate in
levels; FFR: effective federal funds rate in levels; Credit Spread: in levels. Raw forecast is defined as the unconditional forecast from the

VAR. Baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts (both mean and variance) only. Hybrid forecast

is defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left
panel reports results for the VAR specification with constant variance and right panel reports results for the VAR specification with
stochastic volatility. The numbers reported in the row labeled Raw are the mean squared error (MSE), the three rows immediately below
report relative MSE: Baseline relative to Raw, Hybrid relative to Raw, and Hybrid relative to Baseline. The table reports statistical
significance based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator and
adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent,

and ***1 percent significance levels, respectively. The test statistics use two-sided standard normal critical values.
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Table A3: Cont.: Out-of-Sample Point Forecasting Performance: Medium BVAR est. 1985

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Medium VAR Medium VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
Consumption
Raw 2.55 4.79 5.91 6.45 2.70 4.64 6.27 6.71
Relative MSE
Baseline/Raw 0.94 0.95 0.97 1.01 0.97 0.98 0.98 1.06
Hybrid/Raw 0.93 0.96 0.86***  0.81** 0.98 0.93 0.79 0.82%**
Hybrid /Baseline  0.99 1.01 0.88 0.80 1.01 0.94 0.80 0.77%**
Core CPI
Raw 0.36 0.59 0.95 1.54 0.35 0.55 0.74 1.12
Relative MSE
Baseline/Raw 0.87**  0.96 0.91%%  0.95%** 0.82%F  0.91** 0.92%F (.92**
Hybrid /Raw 0.88**  0.82* 0.59%*  (.54*** 0.81%%  0.77** 0.74 0.60%*
Hybrid/Baseline  1.01 0.86 0.65%*  0.57** 0.99 0.85%  0.81 0.65*
Productivity
Raw 4.81 5.89 5.06 6.45 4.78 5.58 5.41 6.55
Relative MSE
Baseline/Raw 0.98 0.90%* 1.01 1.02%* 0.98 0.98**  1.00 1.02%#*
Hybrid/Raw 0.95 0.88%** 1.03 0.95 0.96 0.98 1.02 0.97
Hybrid /Baseline  0.97* 0.97 1.02 0.93%* 0.98* 1.01 1.02 0.95
Compensation
Raw 0.83 1.00 1.19 1.36 0.77 0.92 1.05 1.23
Relative MSE
Baseline/Raw 1.03 1.05 0.96 1.00 1.06* 1.04 1.00 0.99
Hybrid /Raw 1.05 1.04 0.96 0.96 1.04 1.07 1.01 0.95
Hybrid /Baseline  1.02 0.99 1.00 0.96 0.98 1.03 1.00 0.96
Payroll Employment
Raw 0.56 2.76 4.14 3.97 0.49 2.88 4.64 4.57
Relative MSE
Baseline/Raw 0.67*** 0.83**  0.98 1.08 0.70%**  0.85** 0.99 1.02
Hybrid/Raw 0.64%** 0.72%%  0.79%*  0.90 0.67%%* 0.80*  0.71 0.70**
Hybrid /Baseline  0.95* 0.87 0.81%* 0.83*** 0.96**  0.94 0.72 0.69*

Notes for Table: for all the variables in this panel, the forecasts and the associated accuracy correspond to the quarterly annualized rate.

Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast tilted towards

survey nowcasts (both mean and variance) only. Hybrid forecast is defined as the raw VAR forecast tilted towards both survey nowcasts

(both mean and variance) and long-horizon forecasts. The left panel reports results for the VAR specification with constant variance and
right panel reports results for the VAR specification with stochastic volatility. The numbers reported in the row labeled Raw are the mean
squared error (MSE), the three rows immediately below report relative MSE: Baseline relative to Raw, Hybrid relative to Raw, and Hybrid
relative to Baseline. The table reports statistical significance based on the Diebold-Mariano and West test with the lag h — 1 truncation
parameter of the HAC variance estimator and adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne,
and Newbold (1997); *10 percent, **5 percent, and ***1 percent significance levels, respectively. The test statistics use two-sided standard

normal critical values.
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Table A4: Out-of-Sample Density Forecasting Performance:Medium BVAR est. 1985

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Medium VAR Medium VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
GDP
Raw 1.08 1.47 1.53 1.49 1.13 1.44 1.57 1.61
Relative CRPS
Baseline - Raw -0.16*%*  -0.06***  -0.02 0.03 -0.20%**%  -0.02 0.00 -0.01
Hybrid - Raw -0.16**  -0.11 -0.19%%  _0.07** -0.20%%*  -0.07 -0.15%*%  0.13%**
Hybrid - Baseline 0.00 -0.04 S0.17**F  -0.10%** 0.00 -0.05 -0.15* -0.12%%*
CPI
Raw 1.02 1.23 1.26 1.40 0.93 1.16 1.21 1.31
Relative CRPS
Baseline - Raw -0.43***  .0.03 0.01 0.02 -0.35%**  _0.03**  -0.02*** -0.02*
Hybrid - Raw -0.43**¥*%  _0.11* -0.15%*% Q. 17*** -0.35%**  _0.05* -0.05 -0.07**
Hybrid - Baseline 0.00 -0.08%*  -0.17F**F _(Q.19%** 0.00 -0.02 -0.03 -0.05**
UR
Raw 0.12 0.36 0.77 1.15 0.11 0.35 0.75 1.11
Relative CRPS
Baseline - Raw -0.05***%  _0.05**  -0.05 -0.03* -0.04%**F  0.04%**  -0.04**  -0.03*
Hybrid - Raw -0.05%**  -0.05 -0.02 -0.03 -0.04%**%  .0.04***  -0.02 -0.03
Hybrid - Baseline 0.00 0.01 0.03 0.00 0.00 0.01 0.02 0.00
FFR
Raw 0.18 0.84 1.63 2.15 0.16 0.80 1.53 2.05
Relative CRPS
Baseline - Raw S0.14%FF LQ1THFFR L0.13*FF -0.06*** S0.13%¥FF Q.15 *FE Q. 13%*F 0.08***
Hybrid - Raw S0.14%%FF 0 L0.20%FF  _0.35%*FF  _0.46*** -0.13%**F  0.15%**  .0.25%*  .0.43
Hybrid - Baseline 0.00 -0.04 -0.22%*%  _0.40** 0.00 0.00 -0.13 -0.35
Credit Spread
Raw 0.17 0.44 0.59 0.66 0.16 0.44 0.59 0.63
Relative CRPS
Baseline - Raw -0.02%**  -0.01 -0.01* 0.02 -0.01* 0.00 0.00 0.00
Hybrid - Raw -0.02*¥*  -0.03* -0.04* -0.03 -0.01* -0.01 -0.04* -0.05*
Hybrid - Baseline 0.00 -0.02* -0.03* -0.05%* 0.00 0.00 -0.04 -0.05

Notes for Table: Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast

tilted towards survey nowcasts only (both mean and variance). Hybrid forecast is defined as the raw VAR forecast tilted towards both

survey nowcasts and long-horizon forecasts. The numbers reported in the row labeled Raw are the mean cumulative ranked probability
score (CRPS), all other numbers are relative CRPS; relative to Raw or relative to Baseline. A negative value for Relative CRPS suggests
that on average the Baseline forecast is more accurate compared to the Raw forecast (in the case of Baseline - Raw); Hybrid more accurate
compared to Raw (in the case of Hybrid - Raw); Hybrid more accurate compared to Baseline (in the case of Hybrid - Baseline). The left
panel reports results for time-invariant Medium VAR and right panel reports results corresponding to Medium VAR with stochastic
volatility. The table reports statistical significance based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of
the HAC variance estimator and adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne, and Newbold
(1997); *10 percent, **5 percent, and ***1 percent significance levels, respectively. The test statistics use two-sided standard normal

critical values.
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A2. Density Forecast Calibration Diagnostics

As indicated in the main body of the chapter, the density calibration is assessed using:

a. Interval forecasts (i.e. 70% prediction intervals)

b. Formal assessment of probability integral transforms (PITS) using

i). Berkowitz (2001) test: tests for the uniformity of the PITS by testing whether the in-
verse normal transformation of the PITS is distributed #idN(0,1). Specifically, for the case of
one-step ahead density forecast, the test involves testing whether the transformed PIT distribu-
tion is i4dN(0,1). The test statistic (likelihood ratio test) is asymptotically x?(3) distributed.
For horizons beyond one-step, we test whether transformed PIT distribution is identically dis-
tributed N(0,1) and the test statistic is asymptotically x?(2) distributed.

ii). Kolomogorov-Smirnov test: tests for the closeness between the CDF of a U(0, 1) and the
empirical distribution of PITS. The critical values for the tests are obtained using the procedure
discussed in Rossi and Sekhposyan (2014).

iii). Kniippel (2015) test: is considered a more powerful test because it is a raw moments
(i.e. nonstandardized, noncentral momements) based test and is robust to the presence of serial

correlation in the PITS corresponding to the multi-step ahead density forecasts.

Generally, all three tests point to similar inference. Therefore, in the interest of brevity, we

report inference based on Kniippel (2015) test only.

Tables A5 through A8 report the density calibration for all the VAR models considered in
the chapter.

The entries reported in the rows labeled COV are the 70% empirical coverage rates. And
the associated sharpness of the prediction intervals (defined as the average difference between
the 15th and 85th percentiles of the predictive densities) are reported in the rows labeled
LEN. Smaller values of LEN indicate more concentrated densities (higher sharpness). Sharper

forecasts are preferred conditional on correctly calibrated densities.
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Table A5: Calibration Assessment of Density Forecasts: Small VAR est. 1960

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV
h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q

GDP Raw PIT  0.00 0.00 0.00 0.00 PIT  0.07 0.00 0.01 0.02
COV 86.4 85.9 92.6 90.9 COV  75.0 70.6 74.1 79.2
LEN 6.09 6.87 7.21 7.29 LEN 4.28 5.06 5.68 6.08

S Baseline PIT 049  0.00 000 000 | PIT 037 000 001 003
COV 171.6 84.7 88.9 89.6 CcCov 727 68.2 76.5 80.5
LEN 3.54 6.71 6.97 7.07 LEN 3.37 4.90 5.46 5.92

S Hybrid ~PIT 049  0.00 0.00 000 | PIT 038 007 012 002
Cov 727 88.2 90.1 87.0 COV 70.5 71.8 76.5 81.8
LEN 3.57 6.65 7.06 7.03 LEN 3.38 5.08 5.82 6.40
CPI Inflation Raw PIT 0.92 0.00 0.00 0.00 PIT  0.61 0.03 0.00 0.00
COV 67.1 80.0 80.3 81.8 COV  65.9 78.8 76.5 83.1
LEN 3.16 4.80 5.99 6.48 LEN 3.37 4.94 6.26 7.07

S Baseline PIT  0.60 0.01 0.00 000 | PIT 0.88 0.01 000 000
COV  69.3 82.4 82.7 79.2 COV 70.5 7.7 79.0 83.1
LEN 2.24 4.54 5.82 6.44 LEN 2.18 4.52 5.91 6.73

S Hybrid PIT  0.74  0.00 0.00 000 | PIT 090 0.00 000 000
COV 70.5 83.5 90.1 87.0 COV 70.5 80.0 81.5 92.2
LEN 2.19 4.52 6.02 6.56 LEN 2.17 4.69 6.22 7.22
UR Raw PIT  0.57 0.00 0.00 0.00 PIT  0.95 0.01 0.00 0.00
COV 79.6 84.7 74.1 62.3 COV 71.6 7.7 70.4 62.3
LEN 047 1.47 2.14 2.55 LEN 0.40 1.19 1.89 2.49

S Baseline PIT  0.00 0.00 0.00 000 | PIT 0.01 0.01 000 000
COV 70.5 80.0 75.3 63.6 Cov 727 7.7 72.8 62.3
LEN 0.27 1.29 2.06 2.47 LEN 0.26 1.06 1.78 2.34

S Hybrid PIT  0.01  0.00 0.00 000 | PIT 0.01 0.01 000 000
COV 70.5 83.5 75.3 58.4 COov 727 75.3 65.4 50.7
LEN 0.27 1.32 2.09 2.47 LEN 0.26 1.09 1.87 2.51
FFR Raw PIT  0.00 0.00 0.00 0.00 PIT  0.38 0.00 0.00 0.00
COV 93.2 85.9 72.8 57.1 COV 76.1 71.8 63.0 49.4
LEN 1.70 4.09 5.77 6.55 LEN 0.73 2.62 4.44 5.38

S Baseline PIT 0.0l  0.00 0.00 0.00 | PIT 0.0l 000 000 000
COV 75.0 88.2 72.8 58.4 COV 76.1 75.3 61.7 50.7
LEN 0.15 3.51 5.55 6.39 LEN 0.13 2.14 4.19 5.21

S Hybrid ~ PIT  0.00 0.00 0.00 000 | PIT 0.01 0.00 000 000
COV 179.6 87.1 76.5 72.7 COV  79.6 74.1 72.8 70.1
LEN 0.16 3.49 5.60 6.62 LEN 0.13 2.23 4.41 5.61

Notes for Table: Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast

tilted towards survey nowcasts only (both mean and variance). Hybrid forecast is defined as the raw VAR forecast tilted towards both
survey nowcasts (both mean and variance) and long-horizon forecasts. PIT are the p-values from the statistical test of Kniippel (2015).
The values less than 0.10 suggest instances where the hypothesis of correctly calibrated density forecasts is rejected at the 10% significance
level. COV corresponds to the 70% empirical coverage rate; values closer to nominal value of 70% is preferred. LEN corresponds to the
width of the 70% prediction intervals.
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Table A6: Calibration Assessment of Density Forecasts: Small VAR est. 1985

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV
h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q

GDP Raw PIT 0.83 0.27 0.22 0.27 PIT 0.31 0.11 0.17 0.17
COV  69.3 64.7 69.1 71.4 COV 739 71.8 71.6 76.6
LEN 3.96 4.74 4.82 4.81 LEN 4.15 5.06 5.41 5.67

S Baseline PIT 049 043 021 016 | PIT 038 020 018 024
COV 171.6 69.4 69.1 70.1 COV 70.5 72.9 74.1 76.6
LEN 3.49 4.62 4.82 4.70 LEN 3.38 4.87 5.27 5.54

S Hybrid ~PIT 044 050 054 021 | PIT 036 050 019 013
COV 171.6 68.2 75.3 74.0 COV 70.5 74.1 76.5 77.9
LEN 3.51 4.67 4.86 4.76 LEN 3.38 5.01 5.51 5.83
CPI Inflation Raw PIT 0.08 0.10 0.01 0.00 PIT 0.84 0.21 0.22 0.38
COV  59.1 60.0 54.3 54.6 COV  60.2 69.4 64.2 66.2
LEN 2.80 3.11 3.19 3.23 LEN 3.26 3.81 4.07 4.40

S Baseline PIT  0.76 0.10 0.01 000 | PIT 0.81 012 023 042
COV 70.5 58.8 51.9 49.4 COV 68.2 64.7 64.2 64.9
LEN 2.20 3.02 3.05 3.21 LEN 2.16 3.61 3.98 4.27

S Hybrid PIT 096 021 028 013 | PIT 0.79 021 046 053
COV  69.3 65.9 61.7 62.3 COV  69.3 72.9 71.6 71.4
LEN 2.19 3.05 3.08 3.25 LEN 2.15 3.70 4.13 4.42
UR Raw PIT 0.14 0.00 0.00 0.00 PIT  0.75 0.05 0.04 0.00
COV 64.8 68.2 63.0 54.6 COV 71.6 80.0 70.4 61.0
LEN 0.32 1.09 1.98 2.37 LEN 0.40 1.26 2.26 2.86

S Baseline PIT  0.00 0.00 0.00 000 | PIT 0.01 0.02 002 000
COV  69.3 74.1 61.7 49.4 COV 71.6 76.5 70.4 59.7
LEN 0.26 0.98 1.85 2.30 LEN 0.26 1.11 2.11 2.78

S Hybrid PIT  0.00 0.00 0.00 000 | PIT 0.01 0.00 001 005
COV  69.3 69.4 59.3 53.3 COV 70.5 75.3 65.4 66.2
LEN 0.26 1.00 1.86 2.30 LEN 0.26 1.13 2.19 2.93
FFR Raw PIT 0.12 0.00 0.00 0.00 PIT 0.13 0.00 0.00 0.00
COV 80.7 60.0 60.5 55.8 COV  80.7 70.6 67.9 61.0
LEN 0.66 2.32 4.07 4.96 LEN 0.66 2.55 4.69 5.98

S Baseline PIT 0.0l  0.00 0.00 0.00 | PIT 0.0l 000 000 000
Ccov 773 64.7 58.0 54.6 COV 76.1 76.5 67.9 59.7
LEN 0.15 1.89 3.73 4.76 LEN 0.13 2.05 4.31 5.73

S Hybrid ~ PIT  0.01  0.00 0.00 000 | PIT 0.01 0.00 000 000
COV 784 67.1 61.7 63.6 COvV 773 7T 75.3 70.1
LEN 0.15 1.93 3.77 4.79 LEN 0.13 2.11 4.45 5.95

Notes for Table: Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast

tilted towards survey nowcasts only (both mean and variance). Hybrid forecast is defined as the raw VAR forecast tilted towards both
survey nowcasts (both mean and variance) and long-horizon forecasts. PIT are the p-values from the statistical test of Kniippel (2015).
The values less than 0.10 suggest instances where the hypothesis of correctly calibrated density forecasts is rejected at the 10% significance
level. COV corresponds to the 70% empirical coverage rate; values closer to nominal value of 70% is preferred. LEN corresponds to the
width of the 70% prediction intervals.
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Table A7: Calibration Assessment of Density Forecasts: Small TVP-VAR

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small TVP VAR Small TVP VAR with SV
h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
GDP Raw PIT 0.00 0.00 0.00  0.00 PIT 0.16 003 023  0.60
COV 886 847  90.1  92.2 COV 602  60.0 654  68.8
LEN 655 7.2 757  T7.78 LEN 328 384 412 420
S Baseline PIT 037 0.00 0.00 000 | PIT 045 0.03 022 049
COV 727 871  90.1  90.9 COV 705 635  67.9  70.1
LEN 350 7.03 7.53  T7.72 LEN 325 380 417  4.30
S Hybrid PIT 041  0.00 0.00 000 | PIT 041 011 073 037
COV 727 882 926  90.9 COV 716 671 704  70.1
LEN 351 7.8 761  7.82 LEN 327 387 437 452
CPI Inflation Raw PIT 044 000 000 0.0 PIT 005 001 000  0.00
COV 705 871 877  89.6 COV 500 729 741 76.6
LEN 380 588 698 7.34 LEN 268 410 476  5.10
S Baseline PIT 0.75 0.00 0.00 000 | PIT 097 003 000 000
COV 69.3 859  87.7  88.3 COV 682 753 753 727
LEN 222 552 683  7.27 LEN 211 401 480 5.8
S Hybrid ~PIT 081  0.00 0.00 000 | PIT 094 010 0.02 0.01
COV 705 894  92.6  92.2 COV 682 80.0 765  83.1
LEN 223 574 722 770 LEN 210 419 508  5.58
UR Raw PIT 002 0.00 000  0.00 PIT 0.00 000 0.00  0.00
COV 773 929 827 727 COV  46.6  48.2  40.7  44.2
LEN 054 1.76  2.68  3.13 LEN 028 090 1.60  2.08
S Baseline PIT 0.01  0.00 0.00 000 | PIT 0.01 0.00 000 000
COV 739 894 852 714 COV 727  60.0 395  37.7
LEN 027 149 256  3.06 LEN 026 087 157  2.08
S Hybrid PIT  0.02 0.00 0.00 000 | PIT 001 0.00 0.00 0.00
COV 716  90.6 852  80.5 COV 727 635 494  46.8
LEN 027 151 261  3.22 LEN 026 088 1.63  2.23

Notes for Table: Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast

tilted towards survey nowcasts only (both mean and variance). Hybrid forecast is defined as the raw VAR forecast tilted towards both

survey nowcasts (both mean and variance) and long-horizon forecasts. PIT are the p-values from the statistical test of Kniippel (2015).
The values less than 0.10 suggest instances where the hypothesis of correctly calibrated density forecasts is rejected at the 10% significance
level. COV corresponds to the 70% empirical coverage rate; values closer to nominal value of 70% is preferred. LEN corresponds to the
width of the 70% prediction intervals.
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Table A8: Calibration Assessment of Density Forecasts: Medium VAR est. 1960

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Medium VAR Medium VAR with SV
h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q

GDP Raw PIT  0.00 0.00 0.00 0.00 PIT  0.36 0.00 0.00 0.00
COV 87.5 87.1 914 90.9 COV  69.3 72.9 81.5 83.1
LEN 5.72 6.70 7.10 7.31 LEN 4.08 5.24 5.80 6.11

S Baseline PIT 049  0.00 000 000 | PIT 037 001 000 000
COv 727 87.1 92.6 89.6 COV 716 70.6 79.0 81.8
LEN 3.54 6.53 7.11 7.20 LEN 3.39 5.15 5.65 6.04

S Hybrid PIT  0.60 0.00 0.00 000 | PIT 046 0.10 003 001
COV 76.1 87.1 91.4 88.3 COV 171.6 75.3 77.8 81.8
LEN 3.57 6.66 6.97 7.28 LEN 3.39 5.29 5.95 6.31
CPI Inflation Raw PIT 0.76 0.05 0.00 0.00 PIT  0.58 0.32 0.05 0.00
COV 63.6 76.5 81.5 83.1 COV  62.5 75.3 79.0 81.8
LEN 3.05 4.50 5.44 6.01 LEN 3.15 4.14 4.92 5.59

S Baseline PIT 0.82  0.11 000 000 | PIT 091 030 010 000
COV 71.6 7.7 82.7 84.4 COV 68.2 74.1 75.3 81.8
LEN 2.22 4.28 5.36 5.89 LEN 2.16 3.95 4.73 5.36

S Hybrid PIT 0.88  0.07 0.00 000 | PIT 091 0.1 002 000
Cov 727 7.7 86.4 89.6 COV 68.2 7.7 79.0 85.7
LEN 2.23 4.31 5.52 6.20 LEN 2.15 4.02 4.92 5.57
UR Raw PIT  0.42 0.00 0.00 0.00 PIT  0.33 0.01 0.00 0.00
Cov 727 81.2 71.6 62.3 COV 67.1 71.8 70.4 68.8
LEN 0.40 1.37 2.15 2.61 LEN 0.39 1.19 2.01 2.61

S Baseline PIT  0.01  0.00 0.00 000 | PIT 0.01 0.01 000 000
COV 68.2 76.5 72.8 63.6 Cov 727 7.7 70.4 66.2
LEN 0.27 1.24 2.05 2.49 LEN 0.26 1.10 1.90 2.53

S Hybrid PIT  0.00 0.00 0.00 000 | PIT 0.01 0.00 000 000
COV 70.5 78.8 72.8 62.3 COV 71.6 82.4 69.1 59.7
LEN 0.26 1.24 2.07 2.48 LEN 0.26 1.11 1.99 2.64
FFR Raw PIT  0.00 0.00 0.00 0.00 PIT  0.52 0.02 0.00 0.00
COV 943 87.1 81.5 70.1 CcCov 773 72.9 64.2 54.6
LEN 1.57 3.74 5.32 6.14 LEN 0.76 2.41 3.97 4.90

S Baseline PIT 0.0l  0.00 0.00 0.00 | PIT 0.01 001 000 000
COV 784 84.7 80.3 68.8 COV 76.1 75.3 66.7 52.0
LEN 0.15 3.33 5.08 5.94 LEN 0.13 2.04 3.74 4.75

S Hybrid ~ PIT  0.00 0.00 0.00 000 | PIT 0.00 0.00 000 000
COV 179.6 85.9 79.0 68.8 COV 784 67.1 67.9 68.8
LEN 0.16 3.33 5.22 6.20 LEN 0.13 2.09 3.92 4.98

Notes for Table: Raw forecast is defined as the unconditional forecast from the VAR. Baseline forecast is defined as the raw VAR forecast

tilted towards survey nowcasts only (both mean and variance). Hybrid forecast is defined as the raw VAR forecast tilted towards both
survey nowcasts (both mean and variance) and long-horizon forecasts. PIT are the p-values from the statistical test of Kniippel (2015).
The values less than 0.10 suggest instances where the hypothesis of correctly calibrated density forecasts is rejected at the 10% significance
level. COV corresponds to the 70% empirical coverage rate; values closer to nominal value of 70% is preferred. LEN corresponds to the
width of the 70% prediction intervals.
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A3. Density Forecast Assessment based on Log-Score metric

The two widely used metrics for assessing the relative accuracy for density forecasts are the
CRPS and Log-score. In the main body of the chapter we report the density forecast accuracy
based on the CRPS metric. In this section we report the accuracy comparison results based on
log-score. Log-score is the logarithm of the predictive density evaluated at the actual realiza-
tion. Higher values are preferred to lower. As a reminder, in the case of CRPS, lower values
are preferred to higher. The log-scores are computed based on normal kernel approximation
method (for untilted densities, i.e. RAW forecasts, both parametric normal approximation and

normal kernel approximation methods gives similar scores).

Tables A9 to A1l report the density forecast accuracy results based on the log-score. The
numbers reported in the row labeled Raw are the mean logarithmic score of the Raw forecasts,
all other numbers are relative log-Score. The relative log-score is the difference between average
log-scores of the two forecasts. A positive value for Relative Log-Score suggests that on average
the Baseline forecast is more accurate compared to the Raw forecast (in the case of Baseline
- Raw); Hybrid more accurate compared to Raw (in the case of Hybrid - Raw); Hybrid more
accurate compared to Baseline (in the case of Hybrid - Baseline). The left panel reports results
for time-invariant Small VAR and right panel reports results corresponding to Small VAR with
stochastic volatility.

The assessment based on log-score metric generally confirms the inference based on CRPS
metric. In that Baseline density forecasts are more accurate compared to Raw forecasts, and
density forecasts derived from the Hybrid forecasts are more accurate compared to both the
Raw and Baseline forecasts. However, assessment based on log-score point to slightly fewer
statistical significant gains which we suspect is partly due to the use of likelihood-ratio statisti-

cal test of Amisano and Giacomini (2007) that is more suitable for the rolling estimation scheme.

The Amisano and Giacomini (2007) test consists of regressing the differences in the log-
scores (between two forecasts) on a constant and testing whether the constant is different from
zero. The test statistic is based on a two-sided t-test, and are computed using the Newey-West
variance estimator (i.e. serial-correlation robust variance of the regression constant). This test is
suitable for forecasts generated from models that are estimated with rolling estimation scheme.
This is not the case here because forecasts are generated using recursive scheme therefore the

statistical significance should only be viewed as a rough approximation.
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Table A9: Density Forecasting using Log-Score metric : Small BVAR est. 1960

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV

h=1 h=4 h=8 h=12 h=1 h=4 h=8 h=12
GDP
Raw -2.25 -2.46 -2.46 -2.44 -2.09 -2.33 -2.40 -2.42
Relative Log-Score
Baseline - Raw 0.32%**  .0.06 0.02 0.01 0.11%*  -0.33 -0.04 -0.06
Hybrid - Raw 0.33**  0.04 0.00 0.01 0.12**  -0.03 -0.01 -0.06
Hybrid - Baseline  0.01 0.09 -0.02 -0.01 0.01 0.30 0.03 0.00
CPI
Raw -1.93 -2.21 -2.38 -2.47 -1.93 -2.17 -2.32 -2.39
Relative Log-Score
Baseline - Raw 0.49***  0.06 0.05 0.00 0.50***  0.07 0.00 0.02
Hybrid - Raw 0.48***  0.11%F  0.17***  0.10 0.50***  0.05 0.03 0.06*
Hybrid - Baseline  -0.01 0.06 0.12%**  0.10* 0.00 -0.01 0.03 0.05
UR
Raw 0.08 -1.08 -1.87 -2.25 0.18 -0.99 -2.00 -2.28
Relative Log-Score
Baseline - Raw 0.50%%*  0.13*** (.22%* 0.20 0.41%%* 0.17**  0.26 0.16
Hybrid - Raw 0.49%**  0.21%** (.25 0.17 0.41***  0.20%*  0.37 0.16
Hybrid - Baseline -0.01 0.08 0.03 -0.03 0.00 0.03 0.11 0.00
FFR
Raw -0.86 -1.88 -2.37 -2.62 -0.15 -1.71 -2.47 -2.82
Relative Log-Score
Baseline - Raw 2.19%F*  0.15***  0.03 -0.04 1.54%%* (0.22%%*  0.13*¥** 0.05*
Hybrid - Raw 2.12%F% 0.15%**  0.05 0.11%* 1.56***  (0.23%F* (. 28%** () 32%H*
Hybrid - Baseline  -0.06 0.00 0.03 0.14%** 0.02 0.01 0.15%*  0.27%**
Credit Spread
Raw -0.10 -1.18 -1.62 -1.78 -0.02 -1.49 -1.95 -2.22
Relative Log-Score
Baseline - Raw 0.05 0.00 0.04 0.01 0.02 0.02 0.11 -0.29%*
Hybrid - Raw 0.07 0.06 0.13 0.19%* 0.05 0.21 0.35 0.08
Hybrid - Baseline  0.02 0.06 0.09 0.18%** 0.03 0.19* 0.24%**  (.37H**

Notes for Table: Raw forecast is defined as the unconditional forecast from the BVAR. Baseline forecast is defined as the raw BVAR

forecast tilted towards survey nowcasts only. Hybrid forecast is defined as the raw BVAR forecast tilted towards both survey nowcasts and

long-horizon forecasts. The numbers reported in the row labeled Raw are the mean logarithmic score (Log-Score), all other numbers are

relative Log-Score; relative to Raw or relative to Baseline. A positive value for Relative Log-Score suggests that on average the Baseline

forecast is more accurate compared to the Raw forecast (in the case of Baseline - Raw); Hybrid more accurate compared to Raw (in the

case of Hybrid - Raw); Hybrid more accurate compared to Baseline (in the case of Hybrid - Baseline). The left panel reports results for

time-invariant Small VAR and right panel reports results corresponding to Small VAR with stochastic volatility. The table reports

statistical significance of the equal predictive accuracy based on testing whether the constant term in the regression of the differences in the

log-score on the constant is statistically different from zero. The test statistics are based on a two-sided t-test, and are computed using the

Newey-West variance estimator (i.e. serial-correlation robust variance of the regression constant); *10 %, **5 %, ***1 % significance levels.
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Table A10: Density Forecasting using Log-Score metric : Small BVAR est. 1985

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV
h=1 h=4 h=8 h=12 h=1 h=4 h=8 h=12

GDP
Raw -2.04 -2.33 -2.37 -2.37 -2.07 -2.32 -2.40 -2.41
Relative Log-Score
Baseline - Raw 0.14**  0.05 -0.07%*  -0.08 0.14**  -0.16 -0.03 -0.01
Hybrid - Raw 0.12* -0.06 0.08 -0.04 0.15**  -0.18 0.02 -0.01
Hybrid - Baseline  -0.02 -0.10 0.15 0.04 0.01 -0.02 0.05* 0.00
CPI
Raw -1.91 -2.16 -2.21 -2.30 -1.89 -2.12 -2.15 -2.22
Relative Log-Score
Baseline - Raw 0.40***  0.00 -0.03 0.01 0.47¥%*  -0.01 0.00 -0.03
Hybrid - Raw 0.42%**  0.04 0.14%**  0.09* 0.47*¥%*%  0.02 0.05 0.00
Hybrid - Baseline  0.02 0.03 0.17%**  (0.08%* 0.00 0.03 0.05 0.03
UR
Raw 0.13 -0.97 -1.92 -2.42 0.19 -0.98 -1.82 -2.30
Relative Log-Score
Baseline - Raw 0.32%F*  0.15 0.20 0.04 0.41%%*  0.24*%%% (.03 0.03
Hybrid - Raw 0.35***  0.07 0.09 -0.06 0.40%** 0.10**  0.00 0.01
Hybrid - Baseline  0.03 -0.08 -0.12 -0.10 -0.01 -0.14* -0.03 -0.02
FFR
Raw -0.20 -1.79 -2.43 -2.64 -0.07 -1.69 -2.42 -2.70
Relative Log-Score
Baseline - Raw 1.48%**  0.27%F*  0.05 -0.09* 1.46%**%  0.26%**  0.10%*  0.05
Hybrid - Raw 1.39%**  (0.29%F* (.12 0.07 1.51¥¥F 0.23%**  0.17*** (.08
Hybrid - Baseline  -0.09 0.02 0.07 0.17* 0.05 -0.03 0.07 0.03
Credit Spread
Raw -0.11 -1.33 -1.75 -2.00 -0.10 -1.28 -1.52 -1.75
Relative Log-Score
Baseline - Raw 0.14%* 0.15 -0.04 -0.25% 0.08%*  0.11 -0.04 -0.13*
Hybrid - Raw 0.17%%  0.20 0.19 -0.12 0.07**  0.10 -0.03 -0.11
Hybrid - Baseline  0.03 0.05 0.23 0.13 -0.01 -0.01 0.01 0.02

Notes for Table: Raw forecast is defined as the unconditional forecast from the BVAR. Baseline forecast is defined as the raw BVAR
forecast tilted towards survey nowcasts only. Hybrid forecast is defined as the raw BVAR forecast tilted towards both survey nowcasts and
long-horizon forecasts. The numbers reported in the row labeled Raw are the mean logarithmic score (Log-Score), all other numbers are
relative Log-Score; relative to Raw or relative to Baseline. A positive value for Relative Log-Score suggests that on average the Baseline
forecast is more accurate compared to the Raw forecast (in the case of Baseline - Raw); Hybrid more accurate compared to Raw (in the
case of Hybrid - Raw); Hybrid more accurate compared to Baseline (in the case of Hybrid - Baseline). The left panel reports results for
time-invariant Small VAR and right panel reports results corresponding to Small VAR with stochastic volatility. The table reports
statistical significance of the equal predictive accuracy based on testing whether the constant term in the regression of the differences in the
log-score on the constant is statistically different from zero. The test statistics are based on a two-sided t-test, and are computed using the

Newey-West variance estimator (i.e. serial-correlation robust variance of the regression constant); *10 %, **5 %, ***1 % significance levels.
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Table A11: Density Forecasting using Log-Score metric : Small TVP-VAR

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small TVP VAR Small TVP VAR with SV

h=1 h=4 h=8 h=12 h=1 h=4 h=8 h=12
GDP
Raw -2.31 -2.46 -2.46 -2.46 -2.16 -2.41 -2.35  -2.35
Relative Log-Score
Baseline - Raw 0.31***  0.02**  -0.01 -0.01 0.20%**  0.05 -0.07  -0.08
Hybrid - Raw 0.32*%** 0.00 0.00 -0.03%* 0.18%**  0.06 -0.07 -0.23
Hybrid - Baseline  0.01 -0.02 0.01 0.02%* -0.01 0.02 0.00 -0.15
CPI
Raw -2.02 -2.34 -2.43 -2.50 -2.13 -2.18 -2.25  -2.30
Relative Log-Score
Baseline - Raw 0.62%F*  0.08*** (.02 0.03 0.35%%*  0.11*** 0.03 -0.02
Hybrid - Raw 0.62FF*  0.11***  0.05%F*  0.07** 0.34%%* 0.16*** 0.07 0.03
Hybrid - Baseline  0.00 0.03* 0.03**  0.04 -0.01 0.05* 0.04 0.05
UR
Raw 0.08 -1.12 -1.81 -2.09 -0.02 -1.15 -2.00 -2.31
Relative Log-Score
Baseline - Raw 0.52%F*  0.14*** (.03 -0.03 0.62%**  0.18*** _-0.02 0.07
Hybrid - Raw 0.50***  0.10**  -0.03 -0.17 0.61%** 0.12**  0.00 0.01
Hybrid - Baseline  -0.01 -0.04 -0.05 -0.14 -0.01 -0.06 0.03 -0.06

Raw forecast is defined as the unconditional forecast from the BVAR. Baseline forecast is defined as the raw BVAR forecast tilted towards

survey nowcasts only. Hybrid forecast is defined as the raw BVAR forecast tilted towards both survey nowcasts and long-horizon forecasts.
The numbers reported in the row labeled Raw are the mean logarithmic score (Log-Score), all other numbers are relative Log-Score;
relative to Raw or relative to Baseline. A positive value for Relative Log-Score suggests that on average the Baseline forecast is more
accurate compared to the Raw forecast (in the case of Baseline - Raw); Hybrid more accurate compared to Raw (in the case of Hybrid -
Raw); Hybrid more accurate compared to Baseline (in the case of Hybrid - Baseline). The left panel reports results for Small time-varying
VAR (with constant variance) and right panel reports results corresponding to Small time-varying VAR with stochastic volatility. The
table reports statistical significance of the equal predictive accuracy based on testing whether the constant term in the regression of the
differences in the log-score on the constant is statistically different from zero. The test statistics are based on a two-sided t-test, and are
computed using the Newey-West variance estimator (i.e. serial-correlation robust variance of the regression constant); *10 %, **5 %, ***1

% significance levels.

A4. Ranking the Models: Before tilting vs. Post-tilting

The focus of our results is to establish that our proposal is working on a range of model spec-
ifications. Given we are considering several model specifications, that gives rise to additional
curiosities such as the usefulness of additional variables in improving forecasts of core variables,
importance of stochastic volatility, the role of estimation sample, importance of time-varying
parameters etc. Is there any one model that dominates others in forecasting core variables of
interest? And relatedly, is tilting more beneficial for models that are relatively inferior in Raw

form?

These curiosities can be answered by collectively looking at all the tables included in the

212



main body of the chapter, and tables included in section Al of this appendix. To provide a
more convenient way to help answer some of these curiosities, we have summarized in table A12
the point forecast accuracy metrics (using RMSE) for all the models we consider.

The results reported in this table can be used to directly answer some of the above questions.
For example, if a forecaster is interested in obtaining accurate forecasts for real GDP growth,
CPI inflation, and unemployment rate using a single multivariate model, then an optimal choice
would be to pick a Small VAR estimated using post-1985 data (if interest is only on point fore-
casts) or Small VAR with SV estimated using post-1985 data (if interest is both on point and
density forecasts; evidence in rest of the chapter supports the use of SV for density forecasts

and calibration).

The results in the table indicate that additional predictors help improve the forecast accu-
racy for core variables but only when VAR is estimated with longer sample of data (confirming
results in Banbura et al, 2010; Koop, 2013; and Carriero et al, 2015a; all these studies focused
on estimation with longer sample). But in contrast, for VAR models estimated with post-85
sample these additional predictors do not appear to be helpful (e.g. Small VAR competitive to
Medium VAR).

The information reported in columns ‘% change in RMSE (indicating percentage gains in
forecast accuracy via tilting’, ‘Rank Raw’ and ‘Rank Hybrid’ of the table could be used to
answer the specific question, ‘is tilting more beneficial for models that are relatively inferior in
Raw form?’ For medium-horizon (h=8Q, and h=12Q-not shown), we find that our (Hybrid)
proposal helps more models that perform worse in Raw form. For short-horizon, rankings are
generally maintained post-tilting, i.e. models ranked low prior to tilting continues to rank low
post-tilting but the differences across accuracy are much smaller. As discussed in the main
body of the chapter (and Clark and McCracken, 2008, Kozicki and Tinsley, 2001; Clements and
Hendry, 1999), beyond 4 or 5 quarters, the forecasts are increasingly influenced by the model’s
implied steady-state/trend, and given our proposal is targeting the trend, the most gains from
proposal would be expected for horizons beyond 4 quarters. As a further check on robustness of
our finding, we estimate a Small VAR with loose priors and assess to what extent our proposal
is helping improve its accuracy. It is well-known that such a specification of a VAR performs
poorly (due to overparameterization) in forecasting. Then we would expect our proposal to
help this particular VAR specification significantly more compared to the set of VAR models
we consider that are estimated with relatively tighter Bayesian priors. Indeed, we find that this
VAR specification (with loose priors) ranks the lowest before tilting, gains the most in terms
of accuracy improvement from tilting, and remains ranked at the bottom post-tilting but with
significantly reduced margin when compared to next best model. The results are reported in

table A13
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Table A12: Forecast Accuracy Assessment: Before Tilting (Raw) and Post-Tilting (Hybrid)

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Real GDP
h=4Q h=8Q
Models Rank RMSE Rank % A Rank RMSE Rank % A
Raw  Raw Hybrid RMSE Raw  Raw Hybrid RMSE
Small VAR est 1960 3 2.7 4 -0.1 2 2.6 1 -8.2
Small VAR SV est 1960 2 2.6 1 -5.2 2 2.6 1 -7.2
Small VAR est 1985 1 2.5 2 +1.7 2 2.6 1 -8.9
Small VAR SV est 1985 1 2.5 1 -1.2 2 2.6 1 -7.7
Medium VAR est 1960 2 2.6 3 -1.5 2 2.6 1 -8.3
Medium VAR SV est 1960 2 2.6 1 -4.8 2 2.6 1 -9.4
Medium VAR est 1985 3 2.7 4 -0.1 3 2.8 1 -15.5
Medium VAR SV est 1985 2 2.6 1 -5.9 3 2.8 1 -13.4
TVP VAR 2 2.6 3 -0.9 1 2.5 1 -3.8
TVP SV VAR 2 2.6 1 -7.1 1 2.5 1 -5.1
CPI Inflation
h=4Q h=8Q
Models Rank RMSE Rank % A Rank RMSE Rank % A
Raw  Raw Hybrid RMSE Raw  Raw Hybrid RMSE
Small VAR est 1960 3 2.4 2 -8.4 4 2.6 2 -15.3
Small VAR SV est 1960 2 2.3 1 e 2 2.3 2 -6.2
Small VAR est 1985 1 2.2 1 -2.1 2 2.3 1 -6.0
Small VAR SV est 1985 1 2.2 1 -4.5 1 2.2 1 -1.5
Medium VAR est 1960 2 2.3 1 -5.9 3 2.4 1 -10.2
Medium VAR SV est 1960 1 2.2 1 -2.8 1 2.2 1 -2.5
Medium VAR est 1985 2 2.3 3 +0.5 2 2.3 1 -8.8
Medium VAR SV est 1985 1 2.2 1 -2.5 1 2.2 1 -3.9
TVP VAR 4 2.5 2 -9.2 4 2.6 1 -16.8
TVP SV VAR 2 2.3 1 -6.3 2 2.3 1 -9.4
Unemployment rate
h=4Q h=8Q
Models Rank RMSE Rank % A Rank RMSE Rank % A
Raw  Raw Hybrid RMSE Raw  Raw Hybrid RMSE
Small VAR est 1960 2 0.8 2 -11.1 3 1.6 2 -5.2
Small VAR SV est 1960 2 0.8 2 -14.2 2 1.5 1 -6.7
Small VAR est 1985 1 0.7 2 -5.5 2 1.5 2 +0.9
Small VAR SV est 1985 1 0.7 1 -6.7 1 14 1 -1.8
Medium VAR est 1960 2 0.8 2 -8.9 3 1.6 2 -4.6
Medium VAR SV est 1960 2 0.8 2 -13.3 2 1.5 1 -6.4
Medium VAR est 1985 1 0.7 2 -4.1 2 1.5 2 +1.7
Medium VAR SV est 1985 1 0.7 1 -8.8 2 1.5 1 -3.5
TVP VAR 1 0.7 2 -4.9 1 14 1 +1.9
TVP SV VAR 1 0.7 1 -8.2 1 1.4 1 +0.1

Notes for Table: Rank Raw: rank of the raw (i.e. unconditional) forecast based on RMSE value (using one-decimal point); similarly Rank
Hybrid is the rank of the hybrid forecast.
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A5. Effect of Tilting on Small VAR with loose priors

Overall, our point and density forecasting results using real-time data provide compelling evi-
dence that tilting VAR forecasts to match the long-run forecasts from the Survey of Professional
Forecasters systematically leads to improved forecast accuracy for most variables over the fore-
cast horizon of interest to monetary policymakers. Generally, it is the case that our proposal
is helping more models that are performing worse in Raw form (i.e. raw VAR forecasts). In-
terestingly, rankings are generally maintained post-tilting for shorter horizons (e.g. h=4Q),
i.e. models ranked low prior to tilting continues to rank low post-tilting but the differences
across accuracy are much smaller. As an additional check on robustness of this statement, we
estimate a Small VAR with loose priorsﬂ and assess to what extent our proposal is helping
improve its accuracy. We know that a VAR model estimated with post-1985 sample consisting
of five variables and four lags would be severely over parametrized and so would produce signif-
icantly inferior forecasts. Accordingly, we would expect it to gain the most from tilting and yet

we expect the accuracy of the hybrid forecast from this model to continue to rank at the bottom.

We confirm that indeed this is the case. We find that this VAR specification ranks the lowest
(as would be expected) prior to tilting, gains the most in terms of accuracy improvement from
tilting, and remains ranked at the bottom post-tilting but with significantly reduced margin

when compared to next best model. The results of this exercise are reported in table A13.

This is achieved by setting the hyper parameters 4=200 and A=200; compare this with the optimal values
of p=1 and A=0.4 used for Small VAR est 1985.
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Table A13: Forecast Accuracy Assessment: Before Tilting (Raw) and Post-Tilting (Hybrid):
Added Small VAR with loose priors

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Real GDP
h=4Q h=8Q
Models Rank RMSE Rank % A Rank RMSE Rank % A
Raw  Raw Hybrid RMSE Raw  Raw Hybrid RMSE
Small VAR est 1960 3 2.7 4 -0.1 2 2.6 1 -8.2
Small VAR SV est 1960 2 2.6 1 -5.2 2 2.6 1 -7.2
Small VAR est 1985 1 2.5 2 +1.7 2 2.6 1 -8.9
Small VAR SV est 1985 1 2.5 1 -1.2 2 2.6 1 -7.7
Medium VAR est 1960 2 2.6 3 -1.5 2 2.6 1 -8.3
Medium VAR SV est 1960 2 2.6 1 -4.8 2 2.6 1 -9.4
Medium VAR est 1985 3 2.7 4 -0.1 3 2.8 1 -15.5
Medium VAR SV est 1985 2 2.6 1 -5.9 3 2.8 1 -13.4
TVP VAR 2 2.6 3 -0.9 1 2.5 1 -3.8
TVP SV VAR 2 2.6 1 -7.1 1 2.5 1 -5.1
Small VAR 1985, loose priors 4 3.1 5 -6.4 4 3.6 1 -32.6
CPI Inflation
h=4Q h=8Q
Models Rank RMSE Rank % A Rank RMSE Rank % A
Raw  Raw Hybrid RMSE Raw  Raw Hybrid RMSE
Small VAR est 1960 3 2.4 2 -8.4 4 2.6 2 -15.3
Small VAR SV est 1960 2 2.3 1 -7.7 2 2.3 2 -6.2
Small VAR est 1985 1 2.2 1 -2.1 2 2.3 1 -6.0
Small VAR SV est 1985 1 2.2 1 -4.5 1 2.2 1 -1.5
Medium VAR est 1960 2 2.3 1 -5.9 3 2.4 1 -10.2
Medium VAR SV est 1960 1 2.2 1 -2.8 1 2.2 1 -2.5
Medium VAR est 1985 2 2.3 3 +0.5 2 2.3 1 -8.8
Medium VAR SV est 1985 1 2.2 1 -2.5 1 2.2 1 -3.9
TVP VAR 4 2.5 2 -9.2 4 2.6 1 -16.8
TVP SV VAR 2 2.3 1 -6.3 2 2.3 1 -9.4
Small VAR 1985, loose priors 3 2.4 4 -0.7 3 2.4 1 -12.5
Unemployment rate
h=4Q h=8Q
Models Rank RMSE Rank % A Rank RMSE Rank % A
Raw  Raw Hybrid RMSE Raw  Raw Hybrid RMSE
Small VAR est 1960 2 0.8 2 -11.1 3 1.6 2 -5.2
Small VAR SV est 1960 2 0.8 2 -14.2 2 1.5 1 -6.7
Small VAR est 1985 1 0.7 2 -5.5 2 1.5 2 +0.9
Small VAR SV est 1985 1 0.7 1 -6.7 1 1.4 1 -1.8
Medium VAR est 1960 2 0.8 2 -8.9 3 1.6 2 -4.6
Medium VAR SV est 1960 2 0.8 2 -13.3 2 1.5 1 -6.4
Medium VAR est 1985 1 0.7 2 -4.1 2 1.5 2 +1.7
Medium VAR SV est 1985 1 0.7 1 -8.8 2 1.5 1 -3.5
TVP VAR 1 0.7 2 -4.9 1 14 1 +1.9
TVP SV VAR 1 0.7 1 -8.2 1 1.4 1 +0.1
Small VAR 1985, loose priors 3 0.9 3 -16.1 4 1.9 3 -16.6

Notes for Table: Rank Raw: rank of the raw (i.e. unconditional) forecast based on RMSE value (using one-decimal point); similarly Rank

Hybrid is the rank of the hybrid forecast.
216



A6. Are there benefits to utilizing survey information for addi-

tional horizons?

The focus of our chapter is tilting the VAR model’s trend forecasts towards the long-horizon
survey forecasts and its implications on the forecast accuracy over the forecast horizon of in-
terest to monetary policymakers (current quarter to three years out). In light of widely used
practice of conditioning or tilting current quarter VAR forecasts (of quarterly models) towards
external nowcasts (i.e. nowcasts informed from mixed-frequency models or surveys) we also tilt
the VAR one-quarter ahead forecast to survey nowcasts. However, surveys such as SPF and
BC also report forecasts for subsequent four quarters beyond the nowcast quarter. So this gives

rise to a natural curiosity is there benefit in using these additional survey forecasts?

One can certainly proceed to impose these survey forecasts as additional restrictions on the
VAR model forecasts, and the technique of relative entropy is well-suited to achieving such a

proposal.

To assess the usefulness of these additional survey forecasts as conditions for the VAR is to
compare their real-time accuracy with the hybrid forecast generated from our approach. Table
A14 reports the Root Mean Squared Errors (RMSE) for the hybrid forecasts derived from var-
ious models considered in our empirical exercises along with the accuracy of the SPF forecast.
Interestingly, we find that once the VAR models are tilted towards the survey nowcast and
long-horizon forecasts, the resulting hybrid forecasts are generally competitive to the survey
forecasts for the remaining horizons covered by the survey (i.e. h=2Q through h=5Q). In other
words, tilting VAR at the jumping-off horizon and at terminal horizon is sufficient to produce
forecasts whose accuracy rival the survey forecasts for the remaining horizons for which survey
forecasts are available. There are some exceptions for real GDP growth that we detail below.

Specifically, the forecast accuracy of hybrid forecasts for inflation and unemployment rate
produced from most VAR models under consideration matches the accuracy of the survey fore-
casts. However, we note that in the case of real GDP growth, survey forecast outperform hybrid
forecasts (from all VAR models) for forecast horizon immediately preceding the nowcast quarter
(i.e. h=2Q), and hybrid forecasts from all VAR models except one (obtained from TVP-SV
VAR) for h=3Q. This suggests that in the case of real GDP growth, there may be gains from

tilting towards survey forecasts for additional forecast quarters (i.e. h=2Q and h=3Q).

Based on the results reported in table Al4, utilizing all these additional survey forecasts
as conditions to generate the hybrid forecast is certainly a viable option. As doing so leads to
a net benefit because all models experience accuracy gains in the two quarters following the
nowcast quarter for real GDP growth. However, benefits for the remaining horizons (i.e. fore-

cast horizons not covered by the survey, h=6Q through h=12Q) are likely to be small especially
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given that most models perform competitively beyond three quarters. In addition, for real GDP
growth, the spillover effects of improved accuracy to future horizons would be limited due to

the rapid mean-reverting nature of real GDP growth.

Our findings that survey forecasts are among the most accurate is consistent with a large
number of papers who have demonstrated that survey forecasts are hard to outperform (e.g.
Ang et al, 2007; Clark and McCracken, 2008; Croushore, 2010; Wright, 2013). As stressed in
Wright (2013), the ability of an econometric approach to match the forecast accuracy of sur-
veys is a huge advantage as the approach could then be used to generate forecasts for forecast
horizons and variables not covered by the survey; and be used to produce forecasts at any point
in time (compared to survey forecasts that are available once a month in the case of Blue Chip,
and quarterly in the case of SPF). Another important advantage of the modeling approach is
the ability to obtain higher moment forecasts, specifically density forecasts which have gained
importance over the past few years coinciding with increasing interest in macroeconomic risks

assessment.

Therefore, we view the ability of the hybrid forecasts (in this chapter) to rival the forecast
accuracy of the survey forecasts (for the forecast horizons surveys are available) as a success.
As one, we would be more confident in our hybrid forecast one to three years out (for forecast
horizons covered by surveys) for our core variables; secondly, we can rely on model’s forecasts
for additional variables such as consumption or wage inflation which have gained increased
prominence as of late (e.g. in recent years policy makers have been more directly asked about
their forecasts for productivity and wages); thirdly, we will have more confidence in our risk
assessment based on density forecasts obtained from our models (e.g. risk of deflation etc.).

It is fair to characterize results in the main body of the chapter as the lower bound of
improvements from hybrid approach. One could certainly improve on our results (in terms
of improved accuracy for hybrid forecasts), for example, by tilting the variance around the
long-run means. These variance conditions (that far out) could be constructed using univariate
unobserved components model that allow stochastic volatility or through a recently developed
method of Clark, McCracken and Mertens (2018). Our framework is quite flexible and can
easily handle any number of restrictions on the forecasts over the forecast horizon. To facilitate
the use of our approach across a range of practitioners we will make available the code for tilting
(in the form of a Matlab function) that could easily be adapted for use with any econometric

model that has the ability to construct predictive densities.

Finally, we highlight a practical consideration that may play a role in deciding whether to
use the SPF forecasts as conditions (in VARs) for additional forecast quarters such as real GDP.
In the chapter, we use nowcasts informed from the survey so to be systematic in using survey

information in our empirical exercises and to follow Kriiger, Clark and Ravazzolo (2017) (KCR)
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as this allows us to characterize our exercises as truly building on KCR (KCR perform two sets
of exercises one using survey nowcasts and another using model-based nowcasts). However, in
practice a modeler or forecaster who relies on quarterly VARs to produce forecasts would likely
use other models (built specifically to do nowcasting) to produce nowcasts and use those as
the starting conditions for the quarterly VAR. It is reasonable to assume that as information
accumulates over the course of quarter, the nowcasts from external models to become more
accurate (due to timing advantage) compared to SPF nowcast estimates that were formed based
on dated information available through the beginning of the second month of the quarter. All
this suggests, that it is a strong possibility that tilting the VAR forecasts towards an updated
(and more accurate) nowcast informed from a nowcasting model (e.g. GDP) and survey long-
horizon forecast results in a hybrid forecast whose accuracy for h=2Q and h=3Q matches or is
more accurate than the survey forecast (made possible through the spillover effects from more
accurate nowcast). If indeed this is the case then the benefit of using the additional survey
conditions (e.g. h=2Q and h=3Q for real GDP growth) is reduced. Therefore, the usefulness

of additional survey forecasts is a model-specific empirical matter.
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Table A14: Real-Time Forecasting Performance: Hybrid vs. Survey of Professional Forecasters

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)
Root Mean Squared Error (RMSE)

Real GDP

Model h=1Q h=2Q h=3Q h=4Q h=5Q
Small VAR est 1960 1.6 2.2 2.5 2.7 2.3
Small VAR SV est 1960 1.6 2.1 2.3 2.4 2.4
Small VAR est 1985 1.6 2.0 2.3 2.5 2.3
Small VAR SV est 1985 1.6 2.1 2.3 2.4 2.3
Medium VAR est 1960 1.6 2.2 2.4 2.6 2.3
Medium VAR SV est 1960 1.6 2.1 2.3 2.4 2.4
Medium VAR est 1985 1.6 2.3 2.5 2.7 2.3
Medium VAR SV est 1985 1.6 2.2 2.3 2.4 2.4
TVP VAR 1.6 2.3 2.4 2.6 2.4
TVP SV VAR 1.6 2.1 2.2 2.4 2.4

Survey of Professional Forecasters 1.6 1.9 2.2 2.3 2.4

CPI Inflation

Model h=1Q h=2Q h=3Q h=4Q h=5Q
Small VAR est 1960 1.0 2.1 2.2 2.2 2.2
Small VAR SV est 1960 1.0 2.1 2.1 2.1 2.2
Small VAR est 1985 1.0 2.1 2.1 2.1 2.1
Small VAR SV est 1985 1.0 2.1 2.1 2.1 2.1
Medium VAR est 1960 1.0 2.1 2.1 2.1 2.1
Medium VAR SV est 1960 1.0 2.2 2.1 2.1 2.1
Medium VAR est 1985 1.0 2.1 2.2 2.3 2.1
Medium VAR SV est 1985 1.0 2.1 2.1 2.1 2.1
TVP VAR 1.0 2.2 2.2 2.2 2.2
TVP SV VAR 1.0 2.2 2.2 2.1 2.1

Survey of Professional Forecasters 1.0 2.0 2.1 2.1 2.1

Unemployment rate

Model h=1Q h=2Q h=3Q h=4Q h=5Q
Small VAR est 1960 0.1 0.3 0.5 0.7 1.0
Small VAR SV est 1960 0.1 0.3 0.4 0.7 0.9
Small VAR est 1985 0.1 0.3 0.4 0.7 0.9
Small VAR SV est 1985 0.1 0.3 0.4 0.6 0.8
Medium VAR est 1960 0.1 0.3 0.5 0.7 0.9
Medium VAR SV est 1960 0.1 0.3 0.4 0.7 0.9
Medium VAR est 1985 0.1 0.3 0.5 0.7 0.9
Medium VAR SV est 1985 0.1 0.3 0.4 0.6 0.9
TVP VAR 0.1 0.3 0.4 0.7 0.9
TVP SV VAR 0.1 0.3 0.4 0.6 0.9

Survey of Professional Forecasters 0.1 0.3 0.4 0.7 0.9

Notes for Table: Entries in bold indicate the lowest RMSE for a given forecast horizon.

220



A7. Hybrid vs. Federal Reserve’s GreenBook

The staff at the Federal Reserve Board of Governors produces Greenbook (GB) forecasts roughly
a week and a half prior to each FOMC meeting. The FOMC meetings are held eight times a
year, with roughly two meetings scheduled per quarter. These meetings are irregularly spaced
and therefore any forecasting exercise comparing GB to alternative methods needs to account
meticulously for comparability of the information sets at forecast origins. GB forecasts are
released to the public with a 5-year delay. The historical forecasts could be downloaded either
from the website of the Federal Reserve Board of Governors or from the website of the Federal
Reserve Bank of Philadelphia.

GB forecast can be thought of as a combination of model and judgement, because judgment
adjusts the base model forecasts. Therefore, it will be expected to handle structural change
better than standard VARs. Put differently, we would expect the pattern of forecast accuracy
improvements to somewhat echo the pattern of forecast accuracy seen for hybrid forecasts (illus-
trated in the main body of the chapter). We confirm that indeed this is the case, and strikingly,
the hybrid forecasts for real GDP growth and CPI inflation from our simple VARs are compet-
itive to the GB forecasts. In the case of unemployment rate, hybrid forecast under-performs
GB during the Great Recession but on average is competitive to GB.

To perform a fair comparison, we collect GB forecasts corresponding to the FOMC meeting
days closer to the SPF survey dates. Specifically, we collect GB forecasts either prepared in the
second or third month of the quarter. GB forecasts prepared closer to the end of second month
or anytime in the third month will have an informational advantage over the SPF. That is,
GB is likely to have more accurate nowcast estimates (i.e. jumping-off points) compared to the
SPF and by extension our VAR models (which uses SPF nowcasts to produce both baseline and
hybrid forecasts). We could fix this by further restricting the set of GB forecasts for evaluation
to only those that are prepared (for FOMC) around a narrow window of the SPF release date.
Instead, we let the GB have more accurate starting points. This is done for two main reasons:
(1) our focus is on the medium-term forecast horizons (2) doing so would have significantly
reduced the set of available forecasts for comparison.

Another issue worth mentioning is the maximum horizon of the forecast reported in the GB
varies across meetings, but all the forecasts (over our forecast sample period of interest) at least
goes through h=6Q. Therefore, in our forecast comparison exercises with GB we consider up
h=1Q through h=6Q.

Figure Al plots the cumulative sum of squared errors for GB forecast, baseline forecast, and
the hybrid forecast respectively for forecast horizon h=6Q. Both the baseline and hybrid fore-
casts are obtained from the Small VAR (1960). We deliberately feature this model as it ranks
at the bottom of the list of the 10 model specifications we consider. The figure illustrates the
ability of both hybrid and GB forecasts to adjust in the face of structural change of 2008-2009.
It is quite interesting that both hybrid and GB forecasts perform comparably for real GDP

growth and CPI inflation and are more accurate than the baseline VAR forecast. In the case

221



of unemployment rate, for most part all three perform comparably as evidenced by a stable
(or negligible) gap across the three. The differences in the accuracy arise around the Great
Recession period, where the GB is substantially more accurate compared to hybrid. The sub-
stantially more accurate GB forecast for the few quarters (around the crisis period) contributed
to the gap between GB and VAR forecasts. Those improvements (for just few quarters) were
large enough to lower the average RMSE for the GB by two to three tenths lower compared
to the hybrid forecast (1.0 vs. 1.2; for h=6Q), see table A15. As the recovery from the Great
Recession progressed, all three performed comparably.

Based on the RMSE reported in the table, and ignoring the nowcast quarter, for real GDP
growth the accuracy is competitive to VAR models across all horizons shown. This result is
consistent with Faust and Wright (2009) who showed that beyond the current quarter, GB fore-
casts of real GDP performed comparably to other forecasts obtained from atheoretic models.
In contrast, Faust and Wright document that inflation forecasts (in their case GDP deflator)
were the most accurate and hard to outperform. In contrast, we find that beyond two quarters,
the hybrid forecasts from all models are competitive (and in some cases slightly more accurate)
compared to the GB. For the unemployment rate, GB is among the most accurate through
h=3Q, and just slightly more accurate for the remaining forecast horizons. For the unemploy-
ment rate, we are unable to relate our findings to Faust and Wright since they only focused on
real GDP and inflation.
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Figure A1l: Cumulative Squared Errors, GreenBook vs.

Baseline and Hybrid (Small VAR 1960)
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Notes for the figure: Cumulative sum of squared errors at h=6Q, for Greenbook forecast (solid
green); baseline (solid black), and hybrid forecasts (dotted red) both obtained from Small VAR
with constant variance estimated with longer sample. The x-axis dates reflect the forecast
evaluation quarters.
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Table A15: Real-Time Forecasting Performance: Hybrid vs. Green Book

Full Sample (Recursive evaluation: 1994.Q1-2014.Q1)
Root Mean Squared Error (RMSE)

Real GDP

Model h=1Q h=2Q h=3Q h=4Q h=5Q h=6Q
Small VAR est 1960 1.6 2.2 2.6 2.7 2.4 2.5
Small VAR SV est 1960 1.6 2.2 2.4 2.5 2.4 2.5
Small VAR est 1985 1.6 2.1 2.4 2.6 2.4 2.5
Small VAR SV est 1985 1.6 2.1 2.3 2.5 2.3 2.5
Medium VAR est 1960 1.6 2.2 2.5 2.6 2.4 2.5
Medium VAR SV est 1960 1.6 2.1 2.3 2.5 2.4 2.5
Medium VAR est 1985 1.6 24 2.6 2.7 2.4 2.5
Medium VAR SV est 1985 1.6 2.3 2.3 2.5 2.4 2.6
TVP VAR 1.6 2.3 2.5 2.6 2.5 2.6
TVP SV VAR 1.6 2.1 2.3 2.4 2.4 2.5
Survey of Professional Forecasters 1.6 1.9 2.3 24 2.4 -
Green Book 1.4 2.0 2.3 2.4 2.5 2.5

CPI Inflation

Model h=1Q h=2Q h=3Q h=4Q h=5Q h=6Q
Small VAR est 1960 1.0 2.2 2.2 2.2 2.2 2.2
Small VAR SV est 1960 1.0 2.2 2.2 2.2 2.3 2.2
Small VAR est 1985 1.0 2.2 2.2 2.2 2.1 2.1
Small VAR SV est 1985 1.0 2.2 2.2 2.1 2.1 2.1
Medium VAR est 1960 1.0 2.2 2.2 2.2 2.2 2.1
Medium VAR SV est 1960 1.0 2.2 2.2 2.1 2.1 2.2
Medium VAR est 1985 1.0 2.2 2.2 2.3 2.1 2.1
Medium VAR SV est 1985 1.0 2.1 2.2 2.2 2.1 2.1
TVP VAR 1.0 2.2 2.2 2.3 2.2 2.1
TVP SV VAR 1.0 2.2 2.2 2.2 2.1 2.1
Survey of Professional Forecasters 1.0 2.0 2.1 2.1 2.1 -
Green Book 0.5 1.7 2.3 2.2 2.1 2.1

Unemployment rate

Model h=1Q h=2Q h=3Q h=4Q h=5Q h=6Q
Small VAR est 1960 0.1 0.3 0.5 0.8 1.0 1.2
Small VAR SV est 1960 0.1 0.3 0.4 0.7 0.9 1.2
Small VAR est 1985 0.1 0.3 0.4 0.7 0.9 1.2
Small VAR SV est 1985 0.1 0.3 0.4 0.7 0.9 1.1
Medium VAR est 1960 0.1 0.3 0.5 0.7 1.0 1.2
Medium VAR SV est 1960 0.1 0.3 0.5 0.7 0.9 1.2
Medium VAR est 1985 0.1 0.3 0.5 0.7 1.0 1.2
Medium VAR SV est 1985 0.1 0.3 0.4 0.7 0.9 1.1
TVP VAR 0.1 0.3 0.4 0.7 0.9 1.1
TVP SV VAR 0.1 0.3 0.4 0.7 0.9 1.1
Survey of Professional Forecasters 0.1 0.3 0.4 0.7 0.9 -
Green Book 0.1 0.3 0.4 0.6 0.8 1.0

224



A8. Hybrid vs. Time-Varying VAR (Baseline)

In the body of this chapter and in the previous sections of this appendix we document the good
forecasting properties of TVP VAR SV. Our results for TVP VAR SV confirm the findings
from a long list of papers documenting the importance of allowing stochastic volatility and
time-varying parameters in improving the forecast accuracy of real GDP growth and inflation
(e.g. D’Agostino et al, 2013; Clark and Ravazzolo, 2015; for the US, and Barnett et al, 2014
for the UK).

Until recently these models can feasibly be estimated only with three or four variables
mainly because of computational constraints. The availability of greater computing power and
the introduction of newer methods requiring reduced computational needs are helping increase
the use of these models. The latter advantage has allowed the possibility of estimating these
models with larger information set (e.g. Koop and Korobilis, 2013). However, these models are
complex (as there are so many moving parts involved) and as a result operating them requires

a certain level of sophistication which somewhat limits their wider use.

There are situations where using a time-varying VAR may not be feasible. These situa-
tions include shorter estimation sample size, an issue for many developing and some emerging
countries. Practical considerations such as ease of communicating forecasts (and the narrative)
to the principal (or intended audience) along with higher comfort level in operating simpler
models would suggest preference for simpler VARs (e.g. many of the economic commentary
and associated economic analysis performed by economic consulting firms, banks, etc.). For
some, the time varying VARS may be undesirable due to the uncomfortable choices for prior

elicitation necessary when using these models especially with a shorter sample.

Practitioners who are unwilling or unable to estimate a time-varying VAR may ask, how well

hybrid forecasts obtained using simple VARs do against forecasts from these complex models?

Our results indicate that forecast accuracy of the hybrid forecasts from simple VARs per-
form comparably or better (for inflation) than the time-varying VARs (baseline forecasts). Of
course a forecaster using a time-varying VAR can gain in terms of accuracy by adopting our
proposal. However, if that is not an option the forecaster should take some solace that by using
a simple VAR (and adopting our proposal) he or she may not be losing much in regards to the

forecast accuracy.

To illustrate the competitive forecast accuracy, we compare the forecast accuracy between
the hybrid approach using the Small VAR SV and the TVP-VAR SV that uses the three macroe-
conomic variables (real GDP, CPI inflation and unemployment rate). For a fair horserace, we

also require the TVP-VAR SV one-step-ahead forecast to be tilted to match the more accurate
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survey nowcast (i.e. the baseline forecast). This will ensure that competing models start from

the same jumping-off point.

Table A16 reports the forecast accuracy comparison results between the hybrid forecasts
(from Small VAR SV (1960) and Small VAR SV (1985) and baseline forecast from TVP-VAR
SV. The top panel (i.e., Panel A) reports the results corresponding to point forecast accuracy
and the bottom panel (i.e., Panel B) reports the results corresponding to density forecast accu-
racy. In both Panels A and B, the top portion reports the accuracy comparison between hybrid
forecast from Small VAR SV (1960) and baseline forecast from TVP-VAR SV; the bottom por-
tion reports the accuracy comparison between hybrid forecast from Small VAR SV (1985) and
baseline from TVP-VAR SV. In the case of the point forecast comparison, a ratio of less than one
suggests that the hybrid point forecast accuracy is on average more accurate compared to the
TVP-VAR SV. In the case of the density forecast comparison, a negative number suggests that
the hybrid density forecast accuracy is on average more accurate compared to the TVP-VAR SV.

Beginning with the point forecast accuracy, the hybrid forecasts corresponding to real GDP
growth and CPI inflation are generally more accurate in an absolute sense, and for inflation, the
gains are statistically significant. The ability of the survey expectations to adapt more quickly
compared to the TVP-VAR SV partly explains the more accurate inflation forecasts from the
hybrid approach. In the case of the unemployment rate, statistically speaking the forecast ac-
curacy is competitive but in an absolute sense hybrid forecasts are inferior. A closer inspection
of the errors reveals relatively big misses around the Great Recession and in the early part of
the post-crisis period; this explains why on average the inferiority of the hybrid unemployment

forecasts is statistically not significant.
For the density forecast accuracy, the hybrid forecasts generally rival the density forecast

accuracy of the TVP-VAR SV with an exception that in the case of CPI inflation, the Small
VAR SV (1985) is significantly more accurate.
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Table A16: Real-Time Forecasting Accuracy Hybrid (from Small VAR) vs. TVP-VAR SV

Panel A: Point Forecast Accuracy (Recursive evaluation: 1994.Q1-2016.Q4)

h=1Q h=4Q §h=6Q h=8Q hL=10Q h=12Q

Relative MSE: MSE Hybrid from Small VAR SV (1960) / MSE Baseline from TVP-VAR SV

Real GDP 1.00 0.99 0.91 0.93 1.02 1.00
CPI Inflation 1.00 0.92%**  0.95%** (.95 0.82**  (0.85%*
Unemployment rate 1.00 1.08 1.10 1.10 1.08 1.10
Relative MSE: MSE Hybrid from Small VAR SV (1985) / MSE Baseline from TVP-VAR SV
Real GDP 1.00 0.98 0.91 0.91 0.98 0.99
CPI Inflation 1.00 0.90***  0.83*%F* (.89%  0.77*** (.82%F*
Unemployment rate 1.00 0.98 1.03 1.06 1.10 1.11

Panel B: Density Forecast Accuracy (Recursive evaluation: 1994.Q1-2016.Q4)

h=1Q h=4Q §h=6Q h=8Q hL=10Q h=12Q

Relative CRPS: CRPS Hybrid from Small VAR SV (1960) - CRPS Baseline from TVP-VAR SV

Real GDP 0.00 -0.02 -0.05 0.02 0.05 0.08*
CPI Inflation 0.00 -0.02 0.04 0.03 0.00 0.02
Unemployment rate 0.00 -0.02 -0.04 -0.05  -0.05 -0.03

Relative CRPS: CRPS Hybrid SV from Small VAR SV (1985) - CRPS Baseline from TVP-VAR SV

Real GDP 0.00 -0.02 -0.05 -0.02  0.02 0.06
CPI Inflation 0.00 -0.05%*  -0.09** -0.10* -0.15** -0.11*
Unemployment rate 0.00 -0.02 -0.03 -0.03  -0.02 -0.01

Notes for Table: The top panel compares the forecast accuracy of the time varying parameter VAR with SV (TVP-VAR SV) to hybrid
from Small VAR SV (1960) and Small VAR SV (1985) respectively. The first half of the top panel reports the Mean Square Error (MSE)
corresponding to the Small VAR SV (1960) tilted to match the SPF nowcast (mean and variance) and SPF long-horizon forecast (Hybrid)
relative to the TVP-VAR SV tilted to match the SPF nowcast (mean and variance). The second half of the top panel report the relative
MSE: MSE from the Small VAR with SV (1985) tilted to match the SPF nowcast (mean and variance) and SPF long-horizon forecast
(Hybrid SV) / MSE from TVP-VAR SV tilted to match the SPF nowcast (mean and variance) only. So a ratio of less than 1 indicates that
tilted VAR hybrid is on average more accurate. The bottom panel reports the corresponding density forecast accuracy performance. A
negative value suggests that hybrid density forecast is on average more accurate. The table reports statistical significance based on the
Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator and adjusts the test statistic for
the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent, and ***1 percent significance
levels, respectively. The test statistics use two-sided standard normal critical values. All models use the SPF nowcast for the

one-step-ahead forecast; as a result, the relative MSE is equal to one and is not reported.
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A9. Steady-State BVAR vs. Hybrid (Small BVAR est. 1960)

Villani (2009) proposed a fully Bayesian approach to adjust the long-run forecast of VAR
models. His methodology for both stationary and co-integrated Bayesian VARs permits the
forecaster to specify prior beliefs on the unconditional mean of the variable, including variance
around that prior mean (commonly denoted in the literature as a steady-state BVAR). Using
a seven-variable steady-state BVAR model estimated with data for the Swedish economy, he

illustrated the improved forecast accuracy compared to an unrestricted BVAR.

Since then the steady-state VAR model has become a widely used tool to incorporate off-
model information including the information from the surveys. Wright (2013) uses the steady-
state BVAR technology of Villani (2009) to show that prior beliefs on the unconditional mean of
the variable informed by a survey’s (Blue Chip) long-run forecasts lead to systematic improve-
ments in forecast accuracy for a range of U.S. macroeconomic variables, especially for inflation.
Frey and Mokinski (2016) extend the methodology of Wright (2013) by augmenting the vector
of dependent variables of a steady-state VAR with their corresponding survey nowcasts and
the relationship of the survey nowcasts with all the lagged dependent variables of the model is
allowed to deviate from the coefficients capturing the relationship between dependent variables
and the lagged dependent variables. The extent of the deviation is operationalized through the
prior and is pinned down through the joint estimation of the data and the survey nowcasts.
They show that doing so leads to more accurate forecasts compared to Wright (2013), as their
approach acts as a form of Bayesian shrinkage technique that helps sharpen the parameter es-

timates of the unaugmented (i.e., original) steady-state VAR.

Chan and Koop (2014) extend the steady-state BVAR technology by developing a methodol-
ogy that allows for detection of changes in the steady states of included variables in an automatic
fashion. However, their econometric approach relies on past data and therefore, it is likely to
be slower to detect any shifts in variables’” mean compared to professional forecasters (e.g.,
knowledge of forward guidance and extended zero lower bound). In their empirical exercise,
they consider five variables (output growth, hours worked, labor share, inflation, and interest
rates), and their methodology detects changes in the steady states for inflation and the interest
rate when estimated over the sample 1954.QQ3 through 2012.Q3. This finding coincides with
our results on tilting VAR forecasts to long-term survey conditions. Specifically, our results
indicate a notable improvement in forecast accuracy for inflation and the interest rate, largely
because these two macroeconomic variables have exhibited sizable shifts in the mean since the
1950s.

Our approach has practical advantages over the steady-state BVAR: (1) our approach does
not require the modeler to re-specify and re-parameterize the model, and (2) our approach does

not require the VAR to be stationary or co-integrated. Therefore, modelers can continue to use
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their preferred BVAR/VAR specification and seamlessly integrate the relative entropy approach
by simply calling a particular routine that takes as an input the output from the BVAR and
the modeler’s desired short-term and long-term forecasts informed by judgment, other mod-
els, or surveys. A related advantage is that the forecaster can get a sense of the differences
between the forecast that imposes conditions compared to the one that does not without the
need to re-specify the model. The forecaster can test the implications on the forecasts of a wide
spectrum of restrictions without re-estimating the model each time. The technique of relative
entropy generates several diagnostics that help the modeler assess the severity of tilting, that
is, reflecting the presumed reliability of inferences drawn from the tilted distributions — and the

role of the various moment conditions contributing to the severity.

We next show the forecast accuracy comparison between the steady-state VAR and our
approach based on a Small VAR estimated with longer sample (and for a specification without
stochastic volatility). To perform a fair horse-race both these two approaches uses the same
data and survey information. A priori we would expect the two approaches to be competitive

with each other. Indeed the results reported below (Table A17) confirm our expectations.

The steady-state BVAR model includes the same set of variables as used in our Small
BVAR. The steady states are informed by the long-term forecasts of the Survey of Professional
Forecasters (i.e., same values to which the Small BVAR is tilted). To run a fair horserace, we
tilt both the steady-state BVAR and Small BVAR in the near term on the same nowcasts to
ensure that both models start with the same jumping-off point. For this exercise, we do not tilt

towards the nowcast variance, only the nowcast mean.

The estimation procedure and the prior settings are the same as in Clark (2011) with the
exception that prior variances around the steady-state priors are set very tight (as proposed in
Wright, 2013). This will ensure that variables converge to the modeler’s specified steady-states
which in this case are the long-term forecasts from the SPF. (The prior variances are set at a
value of 0.001).

Table A17 reports the forecast accuracy comparison between the steady-state BVAR and the
hybrid approach from the Small BVAR. Panel A reports the point forecast accuracy comparison
using relative MSE: MSE Small BVAR / MSE steady-state BVAR. A ratio of less than one
suggests that the hybrid forecast from the Small BVAR is on average more accurate compared
to the forecast from the steady-state BVAR. Panel B reports the density forecast accuracy
comparison in the form of the mean relative CRPS, where negative numbers indicate that
density forecasts from the hybrid approach (of Small BVAR) are on average more accurate
compared to the steady-state BVAR.
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Table A17: Real-Time Out-of-Sample Forecasting Performance:
vs. Steady-State BVAR

Small BVAR (Hybrid)

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Panel A: Point Forecast Accuracy of Small BVAR (Hybrid) vs. Steady-State BVAR (Baseline)

Series h=1Q h=4Q h=6Q h=8Q h=10Q h=12Q h=20Q h=32Q

Relative MSE: Small BVAR (Hybrid) / Steady-State BVAR (Baseline)

Real GDP 1.00
CPI Inflation 1.00
Unemployment 1.00
Federal Funds  1.00
Credit Spread  1.04

0.90
1.02
0.98
1.15%
1.07

0.84*  0.87*
1.00 1.04
0.96 0.95
1.06 0.98
1.05 1.03

0.88
0.94
0.96
0.92
1.03

0.95* 0.98
1.03 0.90*
1.00 1.07
0.88 0.87

1.07 1.06%+*

1.00
1.00
0.93
1.02
1.14%*

Panel B: Density Forecast Accuracy of Small BVAR (Hybrid) vs. Steady-State BVAR (Baseline)

h=1Q h=4Q h=5Q h=8Q h=10Q h=12Q h=20Q

h=32Q

Mean (Relative CRPS Score: Small BVAR (Hybrid) - Steady-State BVAR (Baseline))

Real GDP -0.02
CPI Inflation -0.01
Unemployment (.00
Federal Funds -0.00
Credit Spread  0.00

-0.07
0.00
-0.01
0.04*
0.02

-0.11
0.02
-0.02
0.03
0.03

-0.08*
0.02
-0.04
0.02
0.03

-0.07

0.00

-0.04
-0.01
0.03

-0.04**  -0.02*
0.03**  -0.02
-0.02 0.04
-0.05 -0.03
0.03 0.04**

-0.01
0.04
-0.04
0.25%*
0.06*

Notes for Table: The numbers reported in the top panel of the table are relative mean squared errors: mean squared error conditional on

nowcasts and long-horizon survey forecasts from Small BVAR (Hybrid) / mean squared error from the steady-state BVAR conditional on

nowcasts only (Baseline). So a ratio of less than 1 indicates that point forecasts from the hybrid approach corresponding to fixed-coefficient

Small VAR are on average more accurate compared to the forecasts from the steady-state BVAR. The numbers reported in the bottom

panel of the table are mean relative CRPS: CRPS from the Hybrid - CRPS from steady-state BVAR, conditional on nowcasts only. So a

negative number indicates that density forecasts from the hybrid approach corresponding to fixed-coefficient Small VAR are on average

more accurate compared to the forecasts from the steady-state BVAR. The table reports statistical significance based on the

Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator and adjusts the test statistic for

the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent, and ***1 percent significance

levels, respectively. The test statistics use two-sided standard normal critical values.
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A10. BVAR in Gaps vs. Hybrid (Small BVAR est. 1960)

Another popular approach to anchor model forecasts to survey expectations is to model vari-
ables by first transforming them into a gap form (i.e., deviation from the respective long-run
survey expectations) and then estimating them using a VAR (or a univariate regression for the
single variable of interest). The forecasts of the gap coming out of the VAR are then transformed
back to the units of interest by adding the latest estimate of the survey expectations available
as of the forecast origin to construct the corresponding implied forecasts (see Faust and Wright
2013 in the context of the univariate inflation case; Clark and McCracken 2010 in the case of the
VAR). The trend estimate (proxied by the survey expectations measure) is assumed to follow
a random walk over the forecast horizon. By construction, the implied long-run forecasts from
this approach would be close to the latest available estimate of the survey expectations plugged
in as of the time forecast is generated. The advantage of this approach is its simplicity, and
therefore, it has gained traction over the past few years. A key drawback is that it requires a
time series of survey expectations as long as the estimation sample (necessary for constructing
the transformed gap variable). This issue may be more likely to bind for regions outside the

United States and Europe for which publicly available survey forecasts have a shorter history.

We construct a BVAR model in gaps that includes the same set of variables as used in a
Small VAR estimated with longer sample (and for a specification without stochastic volatility).
The variables (with the exception of the credit spread) are transformed to the gap by taking a
deviation from their respective time series of the survey expectations. To run a fair horserace,
we condition both the BVAR in gaps and Small BVAR in the near-term on the same nowcasts.
This will ensure that both models start with the same jumping-off points. For this exercise, we
do not tilt towards the nowcast variance, only the nowcast mean.

We construct the expectation series for real GDP, CPI inflation, the unemployment rate, and
the federal funds rate going back to 1959.Q4 as follows:

From 1959.Q4 to 1993.Q4:

1. Real GDP growth trend=constant 3%

2. Unemployment rate trend is computed using an exponential smoother with a smoothing
parameter of 0.02 (as in Clark, 2011):

up = uy_q +0.02(wp —uy_y)

3. CPI inflation trend is the PTR (long-term inflation expectations series used in the Federal
Reserve Board’s FRB/US econometric model)

4. Nominal federal funds rate trend is assumed to be the same as the CPI inflation trend
From 1994.Q1 to 2016.Q4:

The respective trend estimates are the long-run forecasts from the SPF.
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The prior settings are the same as those of the Small BVAR. Table A6 reports the fore-
cast accuracy comparison between the Small BVAR in gaps and the hybrid approach from
the Small BVAR. Panel A reports the point forecast accuracy comparison using relative MSE:
MSE Small BVAR / MSE Small BVAR in Gaps. A ratio of less than one suggests that the
hybrid forecast from the Small BVAR is on average more accurate compared to the forecast
from the BVAR in Gaps. Panel B reports the density forecast accuracy comparison in the
form of mean relative CRPS where negative numbers indicate density forecasts from the hybrid
approach (of Small BVAR) are on average more accurate compared to the BVAR in Gaps. A
priori we would expect the two econometric approaches to perform comparably. Based on the
results reported in Table A18, for real GDP growth, CPI Inflation, and the federal funds rate,

the hybrid approach generates more accurate forecasts and the gains are statistically significant.

It is worth noting that even though an attempt is made to anchor the forecasts closer to
the survey expectations (through modeling the variables in gap transformation), there is no
guarantee that the medium- to long-term forecast would converge to the survey expectations.
It may even settle far from the assumed underlying trend. This is due to the presence of an
intercept term in the gap equation (e.g., inflation gap) that captures the long-run historical
deviation of the gap from zero within the estimation sample. The estimate of the intercept
term will be positive if the variable (e.g., inflation) has exceeded its trend (informed by the
survey) on average during the sample, while it will be negative if the variable has been below
trend on average. So an inflation forecast three years out may settle at a level that is lower

than the trend estimate informed by the survey expectations (and the modeler’s desired level).
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Table A18: Real-Time Out-of-Sample Forecasting Performance:

vs. Small BVAR in Gaps (Baseline)

Small BVAR (Hybrid)

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Panel A: Point Forecast Accuracy of Small BVAR (Now and LR) vs. BVAR in Gaps (Now Only)

Series h=1Q h=4Q

h=6Q

h=8Q

h=10Q

h=12Q h=20Q

Relative MSE: Small BVAR (Hybrid) Forecast / BVAR in Gaps (Baseline) Forecast

Real GDP 1.00
CPI Inflation 1.00
Unemployment rate 1.00
Federal Funds rate  1.00
Credit Spread 0.91

0.91
0.947%%*
0.95
0.95
0.97

0.89%
0.8
0.99
0.89
0.96

.87
0.82%4*
1.00
0.80*
0.95

0.92%*
(.78
1.01
0.73**
0.94

0.94%**  (0.97*
0.83**  0.80***

1.03 1.13
0.69%**  0.67***
0.98 1.08

Panel B: Density Forecast Accuracy of BVAR (Now and LR) vs.

BVAR in Gaps (Now Only)

h=5Q

h=8Q

h=10Q

h=12Q h=20Q

Mean (Relative CRPS Score: Small BVAR (Hybrid) Forecast - BVAR in Gaps (Baseline) Forecast)

h=1Q h=4Q
Real GDP 0.01 -0.07
CPI Inflation 0.00 -0.02
Unemployment rate 0.00 -0.01
Federal Funds rate  0.00 0.00
Credit Spread -0.01  0.00

-0.07*
-0.03
-0.01
-0.03
-0.01

-0.08%**
-0.06*
-0.01
-0.09
-0.01

-0.05%*
-0.06*
0.00
-0.17
-0.01

-0.03 -0.01
0.00 0.04
0.00 0.04
-0.26%  -0.40%**
0.00 0.04

Notes for Table: The numbers reported in the top panel of the table are relative mean squared errors: mean squared error conditional on

nowcasts and long-horizon survey forecasts from Small BVAR (Hybrid) / mean squared error from the BVAR in Gaps conditional on

nowcasts only. So a ratio of less than 1 indicates that point forecasts from the hybrid approach corresponding to fixed-coefficient Small

VAR are on average more accurate compared to the forecasts from the BVAR in gaps. The numbers reported in the bottom panel of the

table are mean relative CRPS: CRPS from the Hybrid - CRPS from BVAR in Gaps conditional on nowcasts only. So a negative number

indicates that density forecasts from the hybrid approach corresponding to fixed-coefficient Small VAR are on average more accurate

compared to the forecasts from the BVAR in gaps. The table reports statistical significance based on the Diebold-Mariano and West test

with the lag h — 1 truncation parameter of the HAC variance estimator and adjusts the test statistic for the finite sample correction

proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent, and ***1 percent significance levels, respectively. The test

statistics use two-sided standard normal critical values.
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A11l. Evolution of Long-Run Forecasts from Other Surveys

In the United States, the SPF and the Blue Chip Economic Indicators (BC) are the two most
widely known and easily available forecast surveys routinely published. All the forecast evalu-
ation exercises in this chapter uses SPF, and Figure 1 in the chapter plots the evolution of the
long-run forecasts from the SPF. In this section, Figure A2 plots the evolution of Blue Chip
(consensus estimates) alongside the SPF. Also plotted to facilitate comparison are the median
projections from the Federal Open Market Committee’s (FOMC) Summary of Economic Pro-
jections (SEP).

The BC is a monthly survey released at the end of the first week of the month. It is a
monthly survey therefore the forecasts and nowcasts collected reflect the developments in the
intra-quarterly flow of information. Two times a year, i.e., each March and October, the BC
also reports the respondents’ long run projections (defined as an average for the 7 to 11 years
ahead). The BC reports long-run forecasts for all of our core variables of interest: CPI inflation,

real GDP growth, the unemployment rate, and the short-term interest rate.

SEP projections are made available roughly once per quarter beginning 2009.Q1. SEP re-
ports projections for real GDP growth, unemployment rate, headline inflation based on Personal
Consumption Expenditures (PCE) price index, and core PCE inflation. It also provides the
long-run estimate for the federal funds rate. The projections for federal funds rate were added
beginning in 2012.Q1.
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A12. Gaussian example: Illustrating Spillover Effects of Tilting

Restricting the elements of the forecast matrix by imposing conditions on some future horizon
will influence the forecast starting from the jumping-off point all the way to the tilted forecast
horizon. For example, if we tilt real GDP growth at forecast horizon h=6Q, then tilting it
will potentially impact the forecast trajectory from forecast horizons h=1Q to h=5Q and from
h=7Q and beyond for all the variables. The extent and degree of the spillover effects will be
determined importantly by the BVAR’s implied estimates of the covariances and autocorrela-

tions among the variables and across forecast horizons.

To provide an intuition of the mechanics behind the spillover effects below, we illustrate
using an example of a multivariate normal density (as would be obtained from a constant co-
efficient VAR model). Our example below generalizes the examples provided in Robertson,
Tallman, and Whiteman (2005) and KCR. For convenience, we keep the same notation where

possible.

We begin with a multivariate normal density f(Y) = N (6,%) corresponding to the H-

variate vector Y of forecast, Y = [y1, 92, ..., ym]; X is positive definite and 6 = [0y, ...0x]'.
We obtain a KLIC-closest density f(Y)* = N (u,2) such that it satisfies the restriction that
the mean and the variance of the first element of vector Y, y' equals p; and 41,1, respectively

(e.g., a nowcast informed by the survey expectations).

The parameters of the tilted density f* are defined as follows,

po:r = 0.5 + X751 0.0 (1 — 61) (A.20)

_ 11—
Qo.po:m = So:n2:n — 20157 1 51,2:H X (%) (A.21)
Qo.prg = Bo.g 13710 (A.22)

The matrices indexed by 4 : j,a : b represents a matrix containing rows from ¢ to j, and
columns a to b. Accordingly, matrices indexed by 4 : j,a correspond to column vector and
those indexed by 4,a : b correspond to row vector. The elements of column vector Xo.f71 re-

flect the correlation between the nowcast horizon and the forecast horizons beyond the nowcast.

From the above definitions of the parameters, it can be easily seen that imposing the moment

restriction €211 = 0 is equivalent to the standard conditional forecasting. Also, by imposing the
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mean moment condition only, it can be seen that the tilted variance is the same as variance of

the untilted density (i.e. the original variance).

A13. Sampling from Tilted Predictive Density: Multinomial
Algorithm

To sample from the modified (i.e., tilted) predictive density g(.), we follow the approach sug-
gested in Cogley et al. (2005). Specifically, they suggest using the multinomial resampling
algorithm of Gordon et al. (1993) to redraw from the original predictive density p(.) using the
modified weights, w*, to obtain a sample corresponding to the tilted density g(.)

Algorithm

Given a sample YZ-TH’TJFH

,i = 1,....D from the predictive density p(.) along with the
weights, w} corresponding to the tilted density g(.) the steps listed below are used to obtain a

sample from g(.)

Step 1: Define NC' as a D x 1 vector representing the number of offspring corresponding to

each draw obtained from the original density p(.)

Step 2: Define a value for D* such that D* > D. D* represents the number of draws for
the tilted predictive density g(.), our object of interest.
The above two steps ensure that ZZD: 1 NC; = D*.

Step 3: Draw D number of draws for NC from a multinomial distribution NC' ~ M N (D,; w}, w3, ..., w})).

(Matlab function mnrnd is used to draw from the MN distribution.)

Step 4: Given a sample for NC obtained in the previous step, construct a density g(.) by
replicating YiTH’TJrH NC; times for i =1, ....D

A14. Evolution of Forecast Horizons for Tilting
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A15. Sensitivity to Getting the Horizon Wrong

Thus far, all reported results corresponding to hybrid forecasts are constructed by combining
the model and long-term survey expectations at the forecast horizon based on the algorithm
detailed in section 2.4.2 (of chapter 2).

In this section, we explore the sensitivity of our results to two alternative approaches. The
first approach is based on an alternative algorithm to compute an estimate for the persistence
parameter. The second approach ignores the persistence (or dynamic behavior of variables)
and dogmatically set the combination horizon 7 years out (h=25Q); we also show results for
dogmatically setting the horizon 10 years out (h=40Q).

The alternative algorithm to estimate the persistence is based on estimating a univariate
AR(4) process to determine the persistence estimate and in turn the forecast horizon at which
the variable would be expected to converge. Specifically, at each forecast origin, the forecaster
decides to estimate separately univariate autoregressions for each variable of interest to get an
indication of the persistence of each variable. And then use these estimates of the persistence
(i.e. proxy for the speed of convergence) to compute the respective values for the combination
forecast horizon. In contrast to the approach discussed in section 2.4.2, this approach fully ig-
nores the possible effects on the persistence from other variables included in the VAR. Figure A4
plots the values of the forecast horizon for combination obtained from the univariate approach
alongside the values for Small VAR (1960) obtained from the approach used in the chapter.
There are some notable differences except for real GDP growth, for which both approaches give
values less than or equal to h=5. However, we find that results reported in Tables A19 (for
Small VAR 1960) and A20 (for Small VAR 1985) are robust to obtaining forecast horizon for
combination from this alternative approach (see entries in the rows Hybrid/Baseline).

In the second approach, the forecast horizon for combination is dogmatically set at h=25Q
(i.e. 7 years out). This approach ignores the dynamic behavior of the variables and so will
be expected to perform less well compared to approaches that in some way account for the
persistence of the variable. The results of this exercise are reported in Table A21, and it confirms
our prior beliefs. As can be seen looking at the entries in the rows labeled Hybrid/Baseline,
the gains in accuracy are notably reduced for the forecast horizons of interest (i.e. 1 to 3
years out). It is still the case that statistical significant gains are achieved for CPI inflation
and the federal funds rate but the magnitude of accuracy gains are meaningfully reduced. For
the VAR specification with SV, statistical significant gains are only seen for the federal funds
rate. The results for other VAR models (not shown) largely echo the results reported for the
VAR specification with SV. Table A22 reports the results if we set the forecast horizon for
combination even further out (i.e. 10 years out; 40 quarters). As expected, the accuracy gains
for the forecast horizons of interest are reduced further. For the specification with SV, the

relative ratios for Hybrid /Baseline are close to one, and none are statistically significant.
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Table A19: Out-of-Sample Point Forecasting Performance: Small BVAR est. 1960

Horizon for combination determined by Univariate process

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
GDP
Raw 4.35 7.19 6.55 6.20 3.67 6.68 6.61 6.26
Relative MSE
Baseline/Raw 0.62*** 1.01 1.05%* 1.02 0.74** 1.00 1.01 1.00
Hybrid/Raw 0.62***  0.91 0.91 0.99 0.74%*  0.89**  0.86* 0.98
Hybrid /Baseline  1.00 0.90**  0.86* 0.98* 1.00 0.88**  0.85**  0.98
CPI
Raw 3.11 5.61 6.70 8.52 2.94 5.26 5.50 6.50
Relative MSE
Baseline/Raw 0.33*%*  0.90**  0.95 0.92* 0.35***  0.86*%** (.99 0.94***
Hybrid /Raw 0.33%*F*  Q.81%**  (0.70%*%* (.61%** 0.35***%  (0.82%** (.87* 0.78%**
Hybrid/Baseline  1.00 0.90%*  0.74%**  0.66*** 1.00 0.96%*%  0.87%*  (.82%**
UR
Raw 0.05 0.64 2.41 3.78 0.05 0.60 2.39 3.75
Relative MSE
Baseline/Raw 0.29%**  (.73* 0.92 0.95 0.32%**%  0.73%*  0.90* 0.96
Hybrid/Raw 0.20%%*  (.74* 0.89 0.96 0.32**%*%  0.72%*  0.84 0.95
Hybrid /Baseline  1.00 1.01 0.97 1.00 1.00 0.99 0.94 0.98
FFR
Raw 0.19 2.11 6.12 10.16 0.10 2.12 7.17 11.66
Relative MSE
Baseline/Raw 0.03**%*  0.68%** (0.87**  (.93*** 0.05***%  0.63%** (.85*** (.92%*
Hybrid /Raw 0.03*** 0.71*%*  0.72* 0.63** 0.05***%  0.65%**  (0.68***  (0.61%**
Hybrid /Baseline  1.00 1.04 0.82* 0.68** 1.00 1.03* 0.80**  0.66%**
Credit Spread
Raw 0.09 0.67 1.14 1.28 0.08 0.73 1.30 1.53
Relative MSE
Baseline/Raw 0.77* 0.95%*%*  0.97*** (0.99 0.89**  0.99 0.98%*%  0.99%*
Hybrid/Raw 0.78 0.90%*  0.84%** (.85%** 0.87**  0.92%%* (. 79%**k (. 74%F*
Hybrid/Baseline  1.01 0.95*%*%  0.86*%** (.86** 0.98 0.93%**  (.81*%** (. 75%**

Notes for Table: GDP: real GDP growth quarterly annualized rate; CPI: inflation quarterly annualized rate; UR: unemployment rate in
levels; FFR: effective federal funds rate in levels; Credit Spread: in levels. Raw forecast is defined as the unconditional forecast from the
VAR. Baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts only (both mean and variance). Hybrid forecast
is defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left
panel reports results for the VAR specification with constant variance and right panel reports results for the VAR specification with
stochastic volatility. The numbers reported in the row labeled Raw are the mean squared error (MSE), the three rows immediately below
report relative MSE: Baseline relative to Raw, Hybrid relative to Raw, and Hybrid relative to Baseline. The table reports statistical
significance based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator and
adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent,
and ***1 percent significance levels, respectively. The test statistics use two-sided standard normal critical values.
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Table A20: Out-of-Sample Point Forecasting Performance: Small BVAR est. 1985

Horizon for combination determined by Univariate process

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
GDP
Raw 3.43 6.23 6.65 6.46 3.42 6.07 6.51 6.62
Relative MSE
Baseline/Raw 0.79**  0.93 1.00 1.03%** 0.79%*  0.96 1.01 1.00
Hybrid/Raw 0.79%*  0.88* 0.85%* 0.95 0.79%*  0.93 0.85%**  (.92**
Hybrid /Baseline  1.00 0.94 0.86**  0.92* 1.00 0.97 0.84***  (.92%*
CPI
Raw 2.95 4.71 5.11 6.12 2.77 4.79 4.67 5.50
Relative MSE
Baseline/Raw 0.35%*%* 1.00 1.00 1.00 0.37***%  0.95%** 1.05 1.02
Hybrid/Raw 0.35%*%*  0.96 0.89%**  ().85%** 0.37**¥%  0.91%** (.97 0.89%**
Hybrid/Baseline  1.00 0.96* 0.89%**  (.85%* 1.00 0.95 0.93*%*  (.88%**
UR
Raw 0.04 0.48 2.22 3.94 0.04 0.46 2.09 3.84
Relative MSE
Baseline/Raw 0.35%**  (.75% 0.84 0.93 0.35**%  0.76%*  0.86 0.92%
Hybrid/Raw 0.35%**  0.76* 0.82 0.89 0.35%%*  0.77**  0.85 0.88*
Hybrid /Baseline  1.00 1.01 0.98 0.95* 1.00 1.02 0.99 0.96
FFR
Raw 0.08 1.95 6.79 10.58 0.08 1.95 6.85 11.33
Relative MSE
Baseline/Raw 0.06***  0.57*** 0.81**  0.94 0.06***  0.57*%** (.81*** (.93*
Hybrid /Raw 0.06***  0.52%** 0.59**  0.63 0.06%F*  0.53*** (0.63%**  0.66**
Hybrid /Baseline  1.00 0.92* 0.73*%  0.68* 1.00 0.93*%** 0. 78%*  (.71**
Credit Spread
Raw 0.09 0.63 1.06 1.12 0.09 0.66 1.09 1.19
Relative MSE
Baseline/Raw 0.72%*  0.91%  1.00 1.07 0.84**  0.91**  0.99 1.00
Hybrid/Raw 0.70%%  0.89* 0.88 0.93 0.83**  0.89%*  0.91 0.89
Hybrid/Baseline  0.97 0.97 0.88 0.87 0.99 0.97 0.91 0.88

Notes for Table: GDP: real GDP growth quarterly annualized rate; CPI: inflation quarterly annualized rate; UR: unemployment rate in

levels; FFR: effective federal funds rate in levels; Credit Spread: in levels. Raw forecast is defined as the unconditional forecast from the

VAR. Baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts only (both mean and variance). Hybrid forecast

is defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left

panel reports results for the VAR specification with constant variance and right panel reports results for the VAR specification with

stochastic volatility. The numbers reported in the row labeled Raw are the mean squared error (MSE), the three rows immediately below

report relative MSE: Baseline relative to Raw, Hybrid relative to Raw, and Hybrid relative to Baseline. The table reports statistical

significance based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator and

adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent,

and ***1 percent significance levels, respectively. The test statistics use two-sided standard normal critical values.
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Table A21: Out-of-Sample Point Forecasting Performance: Small BVAR est. 1960
Horizon for combination dogmatically set at h=25Q (i.e. 7 years out)

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV

h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q
GDP
Raw 4.35 7.19 6.55 6.20 3.67 6.68 6.61 6.26
Relative MSE
Baseline/Raw 0.62*** 1.01 1.05%* 1.02 0.74** 1.00 1.01 1.00
Hybrid/Raw 0.62%*%* 1.00 1.05% 1.09%* 0.74**  0.96%* 1.04%* 1.05
Hybrid /Baseline  1.00 0.99 1.00 1.07 1.00 0.95* 1.03 1.05
CPI
Raw 3.11 5.61 6.70 8.52 2.94 5.26 5.50 6.50
Relative MSE
Baseline/Raw 0.33**%*  0.90** 0.95 0.92* 0.35***  0.86*%** (.99 0.94***
Hybrid /Raw 0.33***  (.85%** (. 77** 0.69** 0.35***  (0.88*%** (.95 0.88***
Hybrid /Baseline  1.00 0.94 0.81** 0.75** 1.00 1.03 0.96 0.93
UR
Raw 0.05 0.64 2.41 3.78 0.05 0.60 2.39 3.75
Relative MSE
Baseline/Raw 0.29%**  (.73* 0.92 0.95 0.32%%* (. 73%* 0.90* 0.96
Hybrid/Raw 0.20%**  (.71%* 0.92* 1.00 0.32%%* (. 73%* 0.89* 0.98
Hybrid/Baseline  1.00 0.97* 1.00 1.05 1.00 1.00 1.00 1.02
FFR
Raw 0.19 2.11 6.12 10.16 0.10 2.12 7.17 11.66
Relative MSE
Baseline/Raw 0.03***  0.68*%** (.87** 0.93*** 0.05***  0.63*%** (.85*** (.92%*
Hybrid/Raw 0.03***  0.65** 0.77* 0.76 0.05***  0.62%** (Q.77+*¥*  (.84**
Hybrid /Baseline  1.00 0.95** 0.89 0.82 1.00 0.99 0.91* 0.91**
Credit Spread
Raw 0.09 0.67 1.14 1.28 0.08 0.73 1.30 1.53
Relative MSE
Baseline/Raw 0.77* 0.95%*%*%  0.97*** (0.99 0.89**  0.99 0.98** 0.99*
Hybrid/Raw 0.80 0.93** 0.95** 1.01 0.89**  0.94%** 1.02 0.99
Hybrid/Baseline  1.03* 0.98 0.98 1.02 0.99 0.95* 1.03 1.00

Notes for Table: GDP: real GDP growth quarterly annualized rate; CPI: inflation quarterly annualized rate; UR: unemployment rate in
levels; FFR: effective federal funds rate in levels; Credit Spread: in levels. Raw forecast is defined as the unconditional forecast from the

VAR. Baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts only (both mean and variance). Hybrid forecast

is defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left
panel reports results for the VAR specification with constant variance and right panel reports results for the VAR specification with
stochastic volatility. The numbers reported in the row labeled Raw are the mean squared error (MSE), the three rows immediately below
report relative MSE: Baseline relative to Raw, Hybrid relative to Raw, and Hybrid relative to Baseline. The table reports statistical
significance based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator and
adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent,
and ***1 percent significance levels, respectively. The test statistics use two-sided standard normal critical values.
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Table A22: Out-of-Sample Point Forecasting Performance: Small BVAR est. 1960

Horizon for combination dogmatically set at h=40Q (i.e. 10 years out)

Full Sample (Recursive evaluation: 1994.Q1-2016.Q4)

Small VAR Small VAR with SV
h=1Q h=4Q h=8Q h=12Q h=1Q h=4Q h=8Q h=12Q

GDP
Raw 4.35 7.19 6.55 6.20 3.67 6.68 6.61 6.26
Relative MSE
Baseline/Raw 0.62*** 1.01 1.05%* 1.02 0.74** 1.00 1.01 1.00
Hybrid/Raw 0.62**%* 0.99 1.08%* 1.07%* 0.74** 1.03 1.01 1.02
Hybrid /Baseline  1.00 0.98 1.02 1.05 1.00 1.02 1.01 1.03
CPI
Raw 3.11 5.61 6.70 8.52 2.94 5.26 5.50 6.50
Relative MSE
Baseline/Raw 0.33**%*  0.90** 0.95 0.92* 0.35***  0.86*%** (.99 0.94***
Hybrid /Raw 0.33**%*  0.86*%** (.79** 0.73** 0.35***%  (.88%**  (.94** 0.97
Hybrid /Baseline  1.00 0.95** 0.84***  (.80** 1.00 1.03 0.94 1.03
UR
Raw 0.05 0.64 2.41 3.78 0.05 0.60 2.39 3.75
Relative MSE
Baseline/Raw 0.29%**  (.73* 0.92 0.95 0.32%%* (. 73%* 0.90* 0.96
Hybrid/Raw 0.29%%*  (.72% 0.93 0.99 0.32%%% (. 74%* 0.91* 0.97*
Hybrid/Baseline  1.00 0.99 1.01 1.03 1.00 1.01 1.01 1.00
FFR
Raw 0.19 2.11 6.12 10.16 0.10 2.12 7.17 11.66
Relative MSE
Baseline/Raw 0.03***  0.68*%** (.87** 0.93*** 0.05***  0.63*%** (.85*** (.92%*
Hybrid/Raw 0.03***  0.65%**  (.74** 0.75* 0.05***  0.64%**  (.84***  (.94**
Hybrid /Baseline  1.00 0.95 0.85* 0.80* 1.00 1.01 0.99 1.02
Credit Spread
Raw 0.09 0.67 1.14 1.28 0.08 0.73 1.30 1.53
Relative MSE
Baseline/Raw 0.77* 0.95%*%*%  0.97*** (0.99 0.89**  0.99 0.98** 0.99*
Hybrid/Raw 0.82* 0.92%*%%  0.96%** (0.99 0.89**  0.97** 1.01 1.03
Hybrid/Baseline  1.06 0.97%* 0.99 1.01 1.00 0.98 1.02 1.05

Notes for Table: GDP: real GDP growth quarterly annualized rate; CPI: inflation quarterly annualized rate; UR: unemployment rate in
levels; FFR: effective federal funds rate in levels; Credit Spread: in levels. Raw forecast is defined as the unconditional forecast from the

VAR. Baseline forecast is defined as the raw VAR forecast tilted towards survey nowcasts only (both mean and variance). Hybrid forecast

is defined as the raw VAR forecast tilted towards both survey nowcasts (both mean and variance) and long-horizon forecasts. The left
panel reports results for the VAR specification with constant variance and right panel reports results for the VAR specification with
stochastic volatility. The numbers reported in the row labeled Raw are the mean squared error (MSE), the three rows immediately below
report relative MSE: Baseline relative to Raw, Hybrid relative to Raw, and Hybrid relative to Baseline. The table reports statistical
significance based on the Diebold-Mariano and West test with the lag h — 1 truncation parameter of the HAC variance estimator and
adjusts the test statistic for the finite sample correction proposed by Harvey, Leybourne, and Newbold (1997); *10 percent, **5 percent,
and ***1 percent significance levels, respectively. The test statistics use two-sided standard normal critical values.
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Appendix B

Chapter 3 Appendix

Chapter 3: Real-Time Density Nowcasts of US Inflation: A Model-Combination Approach.

B1l. Description of Mixed-Frequency Models and Simulation

Procedures

B.1.1. MIDAS Model

Following Knotek and Zaman (2017, KZ), a general representation of an ADL-MIDAS model

with leads takes the following form,

P(M)—1 P(M)—1 P(HF)-1
Tith = Qpt+ Z Xj+1,(h)Tt—j+ Z Vj+1,(h) Zt—j+Bn Z wP(HF)—j(egf)xggzr)_j,tH*'eHh
§=0 §=0 §=0

(B.1)
where Z refers to other monthly variables; P(M) refers to the number of lags of the monthly

regressors (we set to 1); and P(HF) refers to the number of high-frequency observations,

HF HF
X1 o XP(HF),t+1

that the coefficients are independently estimated for each forecast horizon (h). In nowcasting

in month ¢+1 (i.e., the target nowcast month). The notation (h) indicates

monthly inflation, h will range from 1 to 2, whereas in nowcasting quarterly inflation, hA will

range from 1 to 4. An assumption of Zf:(é{F)fl WP(HF)—; (0(1;’5 ) = 1 helps identify 3.

Density construction: Drawing errors from the normal distribution

Let T be the total number of observations (i.e., the length of the estimation window).
1. Forh=1,..4

2. Estimate the model specified in equation (1) using nonlinear least squares to obtain the

parameter estimates &), X(n)s V() B(h) (H(Ah))
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3. Based on the estimates in the previous step, compute the sequence of residuals é;4,
4. Ford=1,.....D

a. Sample ej,, from the empirical distribution of e;y, ~ N(0,var(éiyp)), where é,p =

(Tl_k)o'f’éprh and k is the number of regressors in eq.(1).

b. Generate a simulated series 7}, using

P(M)-1 P(M)-1 P(HF)-1
* d N ~ ~ A ) *
P =t D Xwmet Y AenmZei B Y wpuir— O X ey tein
7=0 7=0 7=0
c. REPEAT

5. The empirical distribution {7} +h}§)=1 constitutes the estimate of the density nowcast corre-

sponding to the forecast horizon, h

Note that, in step 4a above, the draws are obtained from a distribution of modified residuals
because the variance of the modified residuals is a better estimate of the true variance of the
least squares estimate of the error term e;1j in equation (1). To further explain why this is the
case, recall that the variance of the residuals é;yp is the sum of the squared residuals divided
by T, whereas the variance of the least squares estimate should be divided by T — k, where
k is the number of regressors in the regression. Therefore, the original series of residuals are
rescaled to correct the variance (see Davidson and MacKinnon, 2006).

This simple procedure accounts for shock uncertainty only; i.e., it does not account for the
parameter uncertainty. However, in preliminary exercises, the difference in the density accuracy
between this procedure and a bootstrapping procedure that also takes into account parameter

uncertainty was very small.

B.1.2. DFM Model

Our implementation of the mixed-frequency DFM follows Modugno (2013) and KZ.

The dynamic factor model takes the general form:
yr =Cfr+¢er, e, ~N(0,%) (B.2)

where 7 refers to the trading-day frequency, y, is a vector of observations, C' is a block diagonal

matrix of factor loadings, ¢, is a vector of idiosyncratic components, and f; is a vector of latent
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common factors following VAR dynamics:
Bfr = A(L)fr—1 +ur, ur ~N(0,Q) (B.3)

where B and A(L) are coefficient matrices governing factor dynamics, some of which may be

time-varying, and u, is a vector of residuals.

[MWD

With monthly, weekly, and daily data, y, = [y=",y, ,y7 |, we have three corresponding

factors, fr = [fM, f, fP) | each of dimension  x 1. The monthly factor(s) fM and the weekly
factor(s) fWV are a function of the daily factors(s) f”. Thus equations (B.2) and (B.3)) can be

written as:

' [Cu 0 0 [AM] e
Wli=10 Cw 0[]+ |V (B.4)
yy 0 0 Cp] LfP e?
and
10 —1] [fM eM o o M 0
1| (V=10 ¥ o[ ]+]o0 (B.5)
00 1] [fP 0 0 Ap]| |f2, ul

The matrices Cys,Cyw, and Cp are the loadings for the monthly, weekly, and daily variables.
OM and ©Y are time-varying coefficients: ©M is equal to zero the day after the release of the
monthly data and is equal to one elsewhere; similarly, ©' is equal to zero the day after the
release of the weekly data and is equal to one elsewhere.

Assuming that the monthly variables and weekly variables in our system at any time 7
represent a stock (i.e., a snapshot), accordingly the monthly first difference (or growth rate)
and weekly first difference (or growth rate) of those variables can be formed by summing up
their respective daily first differences (or growth rates).

To produce forecasts far into the future, the daily factors are forecast via the transition equa-
tion (B.5) and are translated to daily nowcasts and aggregated to weekly and monthly nowcasts
via equation (B.4). Following Modugno (2013), we estimate the model with the expectation-
maximization (EM) algorithm as detailed in Baitbura and Modugno (2014).

Density construction: Standard bootstrapping procedure

Our procedure closely follows the factor model bootstrapping procedure detailed in Aastveit et
al. (2014).

Let T be the number of observations (i.e., the length of the estimation window).

1. Estimate the model specified in equations (B.2) and (B.3) to obtain parameter estimates
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AO) BO) O 0O 50 fO) Let A=A B=BO =00, Q=00 3 =350,
2. For d=1,....,D, do the following
a. Simulate draws u* from the empirical distribution of u, ~ N(0, Q)

b. Generate bootstrap series f* using Bf* = A(L)f* | 4+ u* where u* is obtained in the

previous step
c. Simulate draws e* from the empirical distribution of &, ~ N (0, %)

d. Generate bootstrap series i using y* = C'f* + * where * and f* are obtained in the

previous two steps.

e. Using y re-estimate the model in equations (B.2)) and (B.3) to obtain an updated set

of parameter and factor estimates, A(d), B (), Q(d), (), f(d). Set A=A B = E(d),
C=CW, Q=0 =3,

f. Based on the parameter and factor estimates obtained in the previous step construct
forecasts of factors via equation (B.3]), which are then aggregated up to produce nowcasts (and
forecasts) for monthly inflation, 7} +h(d) via equation lb

g. REPEAT

3. The empirical distribution {7} +h}§:1 constitutes the estimate of the density nowcast corre-

sponding to the forecast horizon, h

B.1.3. DMS Model

As discussed in the body of chapter 3, the DMS model is essentially a collection of univariate
and multivariate regressions applied to disaggregate components and aggregate inflation. To
appropriately account for uncertainty, we devise two separate bootstrapping algorithms for
univariate and multivariate formulations. The difference between these two algorithms is only
slight but it helps improve the density accuracy of monthly inflation.

We first describe the general-purpose bootstrap algorithm for the multivariate regression

followed by the description for the univariate regression.
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A general representation for a multivariate regression can be written as follows,

yr = Bo+aX; +e& g~ N(0,0%) (B.6)

2

Assume that Bg, &, 6° are the OLS estimates obtained through the estimation of equation

1%' over the sample 1,...,T. & are the least squares residuals with mean 0 and variance 2.

Density construction, algorithm 1: Wild block bootstrap for density forecasts

For d=1,....,D do the following.

1. Construct a transformed series of residuals {&;}]_; from the OLS residuals {¢;}}_;, where
& = h(ér)ur and uy ~ N(0,1). h is a transformation function that modifies the original least
squares residuals to correct them for possible heteroscedasticity. Various choices for h have
been suggested in the literature. Following Chernick and LaBudde (2011, Ch. 6, Section 6.6),

we set

hE) = 5tH where H = X(X'X)1X’
We also tried h(é;) = (kléﬁlﬁ’ another widely used transformation.

2. Sampling from &

a. To correct for possible serial correlation (following Aastveit et al., 2014), we draw blocks
of consecutive errors from &. We define the block size, bg;.. = 4; it is common to set it greater
than or equal to the forecast horizon; T is the number of observations; and b,ymper = ceil(L),

bsize

is an integer that denotes the number of non-overlapping blocks of consecutive errors.
b. Forl=1,...,bsi,e and j = 1,..., byumber construct the bootstrap sample for y*

yz}_l)bsize‘f'l = 50 + dX(j_l)bSize + gzkj_l)bsize"!‘l

*

where € )baimetl = E(j—1)bsiretl 05, and 4 is set as a Rademacher variable, following Davidson
and Flachaire (2008) and Aastveit et al (2014):

5 +1, with probability 0.5
’ —1, with probability 0.5

We also experimented with §; ~ N(0,1), but doing so slightly worsened the accuracy of the

density forecasts.
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3. Based on the bootstrap sample y* (constructed in the previous step), re-estimate the model
in equation to obtain updated estimates B(()d), ald) 52(d),

4. Use Béd) and & in equation to generate iterative forecasts, Qﬁ)h up to h periods

ahead. (We also experimented with a modified step 4: when generating iterative forecasts gj(d)

t+h
we drew from €* ~ N(0,var(¢*)) for each h. This alternative made no difference to the overall
results.)
5. REPEAT

6. The empirical distribution of {QHh}fl):l constitutes our estimate of the h-step-ahead density.

Next, we describe the algorithm that we apply to the univariate AR regressions. A general

representation for a univariate AR regression is:

P
ye=PBo+ Y aj yj+e, e~ N(0,0%) (B.7)

j=1
Assume that Bo, [dj]le, &2 are the OLS estimates obtained through the estimation of equation
(B.7) over the sample consisting of 1,...,T observations. &; are the least squares residuals with

~

mean 0 and variance 2.

Density construction, algorithm 2: Parametric bootstrap for density forecasts

For d=1,....,D do the following.

1. Construct a transformed series of residuals {&;}7_; from the residuals {&;}1;, where & =

()04, and k is the number of regressors, in this case k = P + 1; P is the number of lags

T—k
of the dependent variable. We also experimented with & = h(é;)us and u; ~ N(0,1) but this

produced inferior nowcasts.

2. Sample a sequence of {e}}I_; from & ~ N(0,var(£)) and then construct a bootstrap sample

of {y; i using
P
yi=PBo+ > dyyi i tel
j=1

3. Based on the bootstrap sample y* re-estimate the model in equation (B.7)) to obtain updated

estimates ﬂ}()d) ) [dg'd)]f:l
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4. Use A(()d), [@§d)]f:1 in equation (B.7)) to iteratively generate forecasts, gjgi)h

ods ahead. (We also experimented with a modified step 4: when generating iterative forecasts

g]ﬁ)h we draw from & ~ N(0,var(£)) for each h. This alternative made no difference to the

up to h peri-

overall results.)
5. REPEAT

6. The empirical distribution of {gjtJrh}C]l):l constitutes our estimate of the h-step-ahead density.

Using the same notation as in KZ, the general representation of the DMS model for monthly

headline (or core) inflation is
J
AsnZi = Bur) + Ca Xo + 3 DjaryZij + Ea(r) (B-8)
j=1

where Z; is an n x 1 vector of aggregates, X; is an m x 1 vector of disaggregates that are
informative over Z;, and g4,y ~ N(0,%). The coefficient matrices A, B, C, and D; are n x n,
n x 1, n x m, and n X n, respectively, and are allowed to vary over time depending on the
available information set, denoted s(7); in particular, C' and D; measure the weights put on

the disaggregates and lagged aggregates, respectively.

Nowcasting core inflation

Let Z; = [nforeCPl gCorePCE) and X; = 0 in equation . We specify two possible
regression specifications for core inflation. The first one is a univariate AR, and the second is
a bridge equation (i.e., multivariate regression), which regresses core CPI on core PCE and a
constant. Conditional on the available information, equation reduces to either a univari-

ate AR or a combination of a univariate AR and bridge equation.

i i . C _ P C
Univariate AR: 777" = By + Zj:1 T + gy

Bridge equation: 7&mePCE — g 4 grloreCPl 4y,

In cases where we have an additional monthly release of core CPI compared with core PCE;,
and only core PCE remains to be nowcasted: (1) The forecasts of core CPI are produced using

a univariate AR, and algorithm 2 is used to produce density forecasts. (2) The nowcast of core
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PCE is produced using a bridge regression. The forecasts up to h steps ahead are produced
using a univariate regression that treats the nowcast from a bridge regression as an initial value.
To produce density estimates (nowcasts and forecasts), algorithm 2 is used. In all other cases,
both core CPI and core PCE are nowcasted (and forecasted) using a univariate AR model. The

density estimates are computed based on algorithm 2.

Nowcasting food inflation

Nowcasts for food inflation are produced and used to nowcast headline inflation in all cases
except: (1) when we are unable to produce a nowcast for gasoline inflation, and (2) when we
have an additional reading for PCE inflation (77“F) compared to CPI inflation (7¢77). Similar
to core PCE, we adopt a parsimonious approach to produce nowcasts of food inflation by simply

estimating a univariate AR,

7I_tfood _ B + Za]ﬂ{o;}d
Density nowcasts (and forecasts) are produced using algorithm 2.

Nowecasting gasoline inflation

Following KZ, we generate nowcasts (and forecasts) for gasoline inflation based on the
availability of weekly gasoline prices and daily oil prices. If weekly gasoline prices are available
in the current month, these form the basis for that month’s gasoline inflation nowcast. We use
a daily random walk in oil prices to extend (i.e., forecast) the oil price series by one additional
month. If oil price data or a forecast for oil prices is available for a month but gasoline prices
are not available from within that month, then we produce nowcasts or forecasts for gasoline

inflation (ﬁGasoline)

via a two-stage regression procedure (see KZ for details). In the first stage,
a longer-run relationship between monthly gasoline prices and monthly oil prices is assumed via

the following regression:

Gasoline(NSA ;
Pt:iso ine( ) —a+ BPtO_z{ + e1i-1 (Bg)
~Gasoline(NSA) . . . . . .
Denote P,” as the fitted monthly gasoline prices obtained by estimating equation

-. In the second stage, we estimate an error correction model that uses the lagged gap
between gasoline prices and their predicted (longer-run) values obtained in the first stage via

the following regression:

APtG’alsolme(NSA) _ bAPtO (PG’asolzne(NSA) PtG_aQsoline(NSA)) + €241 (Bl())
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Using the estimated coefficients in equations and (B.10) and iterating forward equa-

. ~ Gasoline(NSA ~_Gasoline(NSA . .
tions (B.9) and (B.10) we generate Ptiaﬁlzne( ) and AP 1y (NS4) and in turn estimates
of 7¢‘_Gasoline(NSA) ~ Gasoline

t1th . The estimates are seasonally adjusted to produce 7 7%4?p"¢. The density

forecasts are produced by applying algorithm 1 sequentially to equations ([B.9|) and (B.10]). For

. . ~Gasoline(NSA),d . . . . ~ Gasoline,d
each simulation d, 7, /), is seasonally adjusted to obtain the corresponding 7, "))

Nowcasting headline inflation

Let Z; = [xFP1 nPCF] and X; = [gForeCPl qCorePCE rFood pGasolinel! Tn cases where we

have an additional release of TI'tC PI equation (B.8)) reduces to a bridge equation for ﬂf CF and

a univariate AR for 7{'P71.

Univariate AR: 7677 = By + Zle QO ngj[ tet
Bridge equation: 7} CE — vy 46 7th PL

Density estimates are constructed using algorithm 2. In cases where we have nowcasts of
Wf“”lme, equation (B.8) reduces to a multivariate regression,

7TtCPI _ bl + CHWtC’OTeCPI + 0137T,§FOOd + 6147TtGasoline + €tCPI (Bll)
,n_fCE — b2 + 0227rtC'orePC’E + 6237TtFOOd + 6247TtGasoline + efCE (B12)

The density nowcasts (and forecasts) for CPI and PCE inflation are produced by separately
applying algorithm 1 to equations (B.11) and (B.12]). In very few cases, where we lack estimates
of ﬁf“sozme and do not have an additional reading for 7rtc PI equation (B.8)) reduces to univariate
AR,

I
al Pl =g+ " afP! 7Bl 4 P (B.13)
j=1
P
nfOF = By + Y aFCF gPOE 4 FOF (B.14)
7j=1

The density nowcasts (and forecasts) are generated by separately applying algorithm 2 on equa-

tions (B-13) and (B-14).

In all of our simulation procedures, D=500. Early experimentation suggested that we would

normally obtain similar results if we instead set D=1000.
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B2. Mechanics of Density Combination and Graphical Illustra-

tion

Assume at time ¢, we have i = 1,..., M (potentially different) empirical distributions f;;(y;)

for a variable y;. We wish to combine them using a given set of M weights, w; ;.

Step 1: Looking across all the M empirical distributions, f;+(y:), determine the (global)

minimum value and (global) maximum value of y;. Denote z™" as the minimum value and

max

7' as the maximum value.

Step 2: Define a grid x; € {2, ..., 279} of S equally spaced intervals such that z;_1 < zy.
Step 3: Transform each of the ¢ = 1,..., M empirical distributions f;.(y:) to a probability
density function (pdf), p;:(y:) using the grid x; as the domain. The Gaussian kernel function
(Matlab: ksdensity function) is applied to construct a smoothed p; (). Using the same grid
x¢ to construct each of the M pdfs will guarantee that all the pdfs that are to be combined

together at time ¢ have the same domain; that is, they are all positioned over the same grid.

Step 4: With all pdfs positioned over the same domain (grid), the combination can be
achieved by simply adding up the M different densities using the corresponding weights w; ¢
(for linear combination) or raised to a power of w;, for a log pool combination. The combined
density g;(y;) will also be positioned over the same grid (domain) z; as the M individual den-

sities.

We set S=500. Early experimentation suggested that the results were very similar if we set
S=1000.

Note that our procedure dynamically adjusts the grid z; at each time ¢. Alternatively, we
could just set it to a predefined interval but then the interval has to be wide enough to en-
compass all the individual empirical distributions for all ¢t = 1,...,T (i.e., over the evaluation
sample). Given the breadth of our analysis, including the number of variables considered and
both monthly and quarterly rates, having a grid that adjusts dynamically was more efficient

for our application.
In implementing our algorithm, we have benefitted from and are grateful for the PROFOR

Matlab toolbox (developed by researchers at the Norges Bank, Bank of England, and Warwick

Business School). We have modified some of the functions of the toolbox to fit our needs.
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B3. Comparing Properties of Grand Combinations across Weight-

ing Schemes

Figure 3.8 in the body of chapter 3 shows the weights and higher-order moments from using the
log score weighting scheme to generate the stage 1 and stage 2 combinations. Figures B15, B16,
and B17 (in this appendix) show the weights and higher-order moments from the CMG, Ganics,

and CRPS weighting schemes, respectively. We summarize six key results from this comparison.

First, for CPI inflation and PCE inflation, the DMS combination gets the highest weight
in all weighting schemes with the exception of Ganics. Furthermore, the DMS maintains its

ranking with incoming information over the course of the month.

Second, the CMG and Ganics grand combinations for CPI inflation and PCE inflation pro-
vide stronger evidence of both kurtosis and skewness than the combination based on log score
weights. This finding is associated with the grand combination being composed of more di-
verse components in these cases; that is, the DMS combination, the DFM combination, and
the MIDAS combination are all assigned nonzero weights in the grand combination. Different
weighting schemes can lead to combinations with very different compositions, as is evident by
very different profiles of the weights assigned to the three model classes over time. In general,
the greater the diversity in the composition of the grand combination, the greater is the evi-
dence of skewness and kurtosisE] But greater flexibility in terms of accommodating skewness
and kurtosis does not necessarily translate into improved accuracy. We say this because for
CPI inflation the grand combination based on the log-score weighting scheme is more accu-
rate than grand combinations based on other schemes, yet it displays less evidence of skewness
and kurtosis on average compared with other grand combinations. This improved accuracy is
mainly coming from the significantly more accurate mean of the density nowcast constructed
from the log-score scheme, which puts high weight on the stage 1 DMS combination, compared

with grand combinations based on other weighting schemes.

Third, in the case of core inflation, the patterns observed in the properties of the grand
combination are generally comparable across the various weighting schemes, even though the
weights assigned to the densities of the three modeling classes differ. This result stems from
the fact that the estimates of density nowcasts for core inflation are generally similar across
the different modeling classes; so irrespective of the approach used to combine the component

density nowcasts, the resulting estimates of the combined density nowcasts are similar. This

!We highlight a result in regard to grand combinations for CPI inflation (case 4) produced using the log score
weighting scheme (see Figure 3.8) and the CMG weighting scheme (Figure B15). Both schemes assign a weight
of 100% to DMS at least in the last few years of the evaluation sample, yet the profiles of the kurtosis property
of the grand combinations across the two schemes are very different for this period. This finding arises in part
because the underlying composition of the two respective stage 1 DMS combinations is quite different; see Figure
B18.
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latter pattern also explains the comparable accuracy results for core inflation shown in Figures
3.4 and 3.5 of chapter 3 (especially in the case of core CPI). Relatedly, the weight profiles across
different weighting schemes (for core inflation) indicate a high incidence of fast switching across
the three combinations. The evidence of time-varying switching across density combinations
highlights the importance of combining density estimates from a range of models to circumvent

the instability issues of using a single model.

Fourth, the CRPS weighting scheme assigns positive weights to the three combinations
across all inflation measures and at all representative dates (shown for cases 1 and 4), reflecting
the generous assessment of the CRPS metric. In the case of core inflation, the weights are
pretty evenly distributed across the DMS, DFM, and MIDAS combinations.

Fifth, in our application, the two optimal combination weighting schemes (CMG and Ganics)
yield weight profiles that are remarkably different, especially in the case of CPI inflation and
PCE inflation. However, the different profiles are not unexpected, given the earlier results
that showed MIDAS and DFM combinations producing well-calibrated densities compared with
DMS, which tends to do quite well in relative accuracy scoring. The weights produced from the
Ganics approach display quite a bit of variability early in the sample. This variability is also

present to a degree in the results reported in Ganics (2017) using industrial production data.

Figure B1: Hlustration of Combining Densities with Linear and Log Opinion Pools
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8 x10 :
—N(-2.1)
—--N@2,2)
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4 u
Py u
0
-8 6 8 10
s x103
— N(-2,1)
——- N(2,2)
6~ Logarithmic Opinion Pool ||
4 u
Py u
0 I Seed I
8 6 6 8 10

Notes: A simple example (motivated by Kascha and Ravazzolo, 2010) on combining two densities with very different mean

and variances via two different functional forms.
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Figure B2: Example Stage 1 DMS Combination

CPIl, case# 1 Core CPI, case# 1
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Notes: Single specification density nowcasts (thin lines) underlying the stage 1 DMS combination, linear pool nowcasts

(thick red lines), and log pool nowcasts (thick green lines) for case 1 for the month of September 2000.
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Figure B3: Comparisons between Single Specifications vs. Stage 1 Combinations

Density Accuracy: Monthly Inflation (12-month % change)
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Notes: Average log scores at different nowcast origins for single specifications and stage 1 combinations within model
classes. The evaluation sample is September 2000 through June 2015. We exclude September 2001 and October 2001 from

the average log score calculations for PCE inflation and core PCE inflation.
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Figure B4: Real-Time Density Nowcasts

(a) CPI inflation
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Figure B4: Real-Time Density Nowcasts (continued)

(c) PCE inflation
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Notes: The figure shows the out-of-sample nowcasts generated using real-time data from the grand combination with the
log score weighting scheme and the flexible aggregation strategy at two different points in each month (case 1 and case 4)
for the 12-month trailing inflation rate. The shaded areas represent 70% and 90% prediction intervals. The sample period

spans September 2000 through June 2015.
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Figure B5: Weights Underlying Grand Combination based on Ganics Weighting Scheme
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Notes: The figure plots the evolution of the weights applied to each of the stage 1 density combinations from the DMS,

MIDAS, and DFM model classes to form the stage 2 combination, based on nowcasts generated for monthly (year-over-year)

inflation at case 5 for nowcasting CPI inflation. The sample period spans September 2000 through June 2015.
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Figure B6: Density Performance of Grand Combination vs. Its Components: Month-Over-
Month Inflation

(a) Relative accuracy based on log score
Log-score: Month-over-Month Inflation (% change)
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(b) Relative accuracy based on CRPS
CRPS: Month-over-Month Inflation (% change)

CPI Core CPI
0.16 ‘ I
0.07 r = DFM
0.14 ¢ MIDAS
0.06 = Grand
012 -
0.05 ———
0.1
0.04 +
0.08 -
0.03
6 1 2 3 4 5 6
PCE
0.15 [ Core PCE
0.07
01 0.06

0.05 o —

0.05 | \ 0.04 \
- - ‘ 0.03 - ‘

1 2 3 L 5 6 1 2 3 4 5 6
Monthly Cases Monthly Cases

Notes: The top panel plots the average log score and the bottom panel plots the average CRPS for the grand combination
based on the log score weighting scheme and combinations based on the DMS model class, MIDAS model class, and DFM
model class, where each individual model class uses the log score weighting scheme. The evaluation sample runs from
September 2000 through June 2015; we omit September 2001 and October 2001 for PCE inflation and core PCE inflation

calculations.
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Figure B7: Point Nowcasting Performance, Grand Combination vs. DMS: Month-Over-Month

Inflation
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Notes: The figure plots the RMSE for the grand combination based on log score and using the flexible aggregation strategy;
the stage 1 combination from the DMS model class; and a single specification from the DMS model class based on Knotek
and Zaman (2017). The cases reflect the point in time when each nowcast was made relative to the target nowcast month;
see Table 3.2 (in chapter 3). The evaluation sample runs from September 2000 through June 2015; we omit September

2001 and October 2001 for PCE inflation and core PCE inflation calculations.
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Figure B8: Density Performance of Grand Combination vs. Its Components: Quarterly Inflation

Quarterly inflation (annualized % change)
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Notes: Average log score for the grand combination based on the log score weighting scheme and combinations based on
the DMS model class, MIDAS model class, and DFM model class, where each individual model class uses the log score
weighting scheme. The evaluation sample runs from 2000Q4 through 2015Q2; we omit 2001Q3 and 2001Q4 for PCE

inflation and core PCE inflation calculations.
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Figure B9: Point Nowcasting Performance, Grand Combination vs. Other Combinations and

Single DMS Specification: Quarterly Inflation

Quarterly inflation (annualized % change)
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Notes: The figure plots the RMSE for the grand combination based on log score and using the flexible aggregation strategy;
the stage 1 combinations from the DMS model class, DFM model class, and MIDAS model class; and a single specification
from the DMS model class based on Knotek and Zaman (2017). The cases reflect the point in time when each nowcast
was made relative to the target nowcast quarter; see Table B1l. The evaluation sample runs from 2000Q4 through 2015Q2;

we omit 2001Q3 and 2001Q4 for PCE inflation and core PCE inflation calculations.
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Figure B10: Weights for Stage 1 DMS Combinations, Log Score Weighting Scheme
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Notes: The figure plots the evolution of the weights for underlying individual candidate densities for the stage 1 DMS
combination at case 4. Each color shade represents a particular individual candidate density. There are 108 candidate

densities. The sample period spans September 2000 through June 2015.
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Figure B11: Weights for Stage 1 DFM Combinations, Log Score Weighting Scheme
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Notes: The figure plots the evolution of the weights for of underlying individual candidate densities for the stage 1 DFM
combination at case 4. Each color shade represents a particular individual candidate density. There are 12 candidate

densities. The sample period spans September 2000 through June 2015.
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Figure B12: Weights for Stage 1 MIDAS Combinations, Log Score Weighting Scheme
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Notes: The figure plots the evolution of the weights for underlying individual candidate densities for the stage 1 MIDAS
combination at case 4. Each color shade represents a particular individual candidate density. There are 12 candidate

densities. The sample period spans September 2000 through June 2015.
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Figure B13: Time-Varying Uncertainty Estimates for Density Nowcasts of Quarterly Inflation
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Notes: Uncertainty is measured as the width of the 70% prediction intervals. Estimates are for the grand combination
based on the flexible aggregation strategy and log score weighting scheme for case 1 (last day of the preceding quarter),
case 3 (last day of the first month of the quarter), and case 5 (last day of the second month of the quarter); see Table B1.

The sample period spans 2000Q4 through 2015Q2.
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Figure B14: Stage 2 Grand Combination of DMS, DFM, and MIDAS Combinations
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Notes: The figure illustrates a grand combination for 12-month inflation rates as of case 1 (the last day of the previous
month) for nowcasting the target month of January 2001 and the three stage 1 combinations from the DMS, MIDAS, and

DFM model classes that are used to construct the grand combination.
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Figure B15: Weights and Higher-Order Moments, CMG Weighting Scheme
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Figure B15: Weights and Higher-Order Moments, CMG Weighting Scheme (continued)
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Notes: The first row of each panel plots the evolution of the weights for the three model classes underlying the grand
combination, based on the flexible aggregation strategy and CMG weighting scheme. (Each model class is a combination
of multiple model specifications.) The second row plots estimates of dynamic uncertainty, defined as the width of the 70%
prediction intervals. The last two rows plot time-varying estimates of skewness and kurtosis. The sample period spans

September 2000 through June 2015.
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Figure B16: Weights and Higher-Order Moments, Ganics Weighting Scheme
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Figure B16: Weights and Higher-Order Moments, Ganics Weighting Scheme (continued)

(c) PCE inflation
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Notes: The first row of each panel plots the evolution of the weights for the three model classes underlying the grand com-
bination, based on the flexible aggregation strategy and the Ganics weighting scheme. (Each model class is a combination
of multiple model specifications.) The second row plots estimates of dynamic uncertainty, defined as the width of the 70%

prediction intervals. The last two rows plot time-varying estimates of skewness and kurtosis. The sample period spans

September 2000 through June 2015.
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Figure B17

: Weights and Higher-Order Moments, CRPS Weighting Scheme

(a) CPI inflation
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Figure B17: Weights and Higher-Order Moments, CRPS Weighting Scheme (continued)

(c) PCE inflation
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Notes: The first row of each panel plots the evolution of the weights for the three model classes underlying the grand
combination, based on the flexible aggregation strategy and the CRPS weighting scheme. (Each model class is a combination
of multiple model specifications.) The second row plots estimates of dynamic uncertainty, defined as the width of the 70%
prediction intervals. The last two rows plot time-varying estimates of skewness and kurtosis. The sample period spans

September 2000 through June 2015.
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Figure B18: Comparison of Weights within the DMS Model Class, Log Score Weighting Scheme
vs. CMG Weighting Scheme

1CPI, Case 4, DS: Based on Log-score scheme fCE, Case 4, DMS: Based on Log-score scheme

————— —

m——

2005 2010 2015 2005 2010 2015

PCE, Case 4, DMS: Based on CMG scheme

Notes: The figure plots the evolution of weights of the underlying individual candidate densities. Each color shade represents
a particular individual candidate density. There are 108 candidate densities. The richness in the color variation indicates
that no single candidate density dominates others. The left panel displays the weights for the stage 1 DMS combination
constructed using the log score weighting scheme, and the right panel displays weights for the stage 1 DMS combination
constructed using the CMG weighting scheme. The flexible aggregation method is used in both cases. The sample period

spans September 2000 through June 2015.
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Table B1: Representative Dates for Quarterly Nowcasting Performance

Information Set

Months

Case Date (Example: Nowcasting target quarter is Q1) to Forecast
1 Last day of the December 31: Have CPI and PCE through November; CPIL: h=4 (Dec., Jan., Feb., Mar.)
previous month high-frequency information through December 31 PCE: h=4 (Dec., Jan., Feb., Mar.)
2 Day 15 of month  January 15: Receive CPI for December and have PCE CPI: h=3 (Jan., Feb., Mar.)
1 of the target through November; high-frequency information through PCE: h=4 (Dec., Jan., Feb., Mar.)
quarter end of second week of January, which includes two
weekly retail gasoline readings from January
3 Last day of January 31: Have CPI for December and receive PCE for CPI: h=3 (Jan., Feb., Mar.)
month 1 of the December; high-frequency information for all of January, PCE: h=3 (Jan., Feb., Mar.)
target quarter which includes all four weekly retail gasoline readings
from January
4 Day 15 of month  February 15: Receive CPI for January and have PCE CPI: h=2 (Feb., Mar.)
2 of the target through December; high-frequency information through PCE: h=3 (Jan., Feb., Mar.)
quarter end of second week of February, which includes two
weekly retail gasoline readings from February
5 Last day of February 28: Have CPI for January and receive PCE for CPI: h=2 (Feb., Mar.)
month 2 of the January; high-frequency information for all of February, PCE: h=2 (Feb., Mar.)
target quarter which includes all four weekly retail gasoline readings
from February
6 Day 15 of month ~ March 15: Receive CPI for February and have PCE CPI: h=1 (Mar.)
3 of the target through January; high-frequency information through end PCE: h=2 (Feb., Mar.)
quarter of second week of March, which includes two weekly
retail gasoline readings from March
7 Last day of March 31: Have CPI for February and receive PCE for CPI: h=1 (Mar.)

month 3 of the

target quarter

February; high-frequency information for all of March,
which includes all four weekly retail gasoline readings

from March

PCE: h=1 (Mar.)
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Appendix C

Chapter 4 Appendix

Chapter 4: A Unified Framework to Estimate Macroeconomic Stars.

C1. Bayesian Estimation Details

Cl.a. Base Model equations

For convenience, we list all model equations keeping the numbering as in the main text.

U =U; + Uy (C.6)
Up = U = p{ (U1 = Ui_y) + p3 (Us—2 — Ujs) + ¢"ogap; + f, e ~ N(0,07) (C.7)

where, pf + py < 1, py — p} < 1, and |py| < 1; ¢* <0

Ui = Uiy +ef, e ~TN(ay = Uf_y, by = Uf1;0,00,) (C.8)
7P = Cf + BUUS + 7", ei* ~ N(0,02,) (C.9)
Cir=Cpq+ef e~ N(0,02) (C.10)
gdp: = gdp; + ogap, (C.11)
gdp; = 2gdp;_, — gdp} o+ £]™*, P~ N(0,02,,.) (C.12)
9; = Dgdpy
9 = giy +ef™ (C.13)
ogapt = pi(ogapi—1) + p§(ogapi—2) + a”(re — r7) + M (U — Uf) + 9% (C.14)

279



where, 7P ~ N(0,02,,.), Pl +p5 <1, p§—pf <1,and |p§| < 1; M9 <0

O ogap
Z] =C{ + 9% dxgf +€/%, £ ~N(0,02,) (C.15)
CI=CY | +&%9, &9~ N(0,02) (C.16)
Py — Py = pP(Poy = PLy) + N (U = Uf) + el el ~ N(0,eM) (C.17)
where, [pP| <1
No=XN_, +e7?, ¥ ~N(0,03,) (C.18)
W =h_ +e?, e ~N(0,07,) (C.19)
Pr=P +e", " ~N(0,07,) (C.20)
m = = pp (M1 = m_1) + AT (U = Uf) +ef, ef ~ N(0,¢") (C.21)
pr=pl e, efm ~TNO—ply,1—p[_150,05,) (C.22)

where, p™ are truncated so that 0 < pf < 1.
AT = AT 467, " ~TN(—1—=A\_1,0—A\[_1;0,0%,) (C.23)

AT is the slope of price Phillips curve and is constrained in the interval (-1,0).

hi = hi_y + ‘S?ﬂ-’ gim ~ N(0, U?nr) (C'24)
mF =7 e, e ~ N(0,02,) (C.25)
ZT = CF + B™nf + €™, €™ ~ N(0,02,) (C.26)
CF = C g + ", & ~ N(0,07,) (C.27)
Wi =nf + Pf +e, e¥* ~ N(0,02,) (C.28)

Wi — Wi = pP(Wi_g — W) + XU — UF) + 62 (mp — 7)) + e, e ~ N(0,eM)  (C.29)

hY =R e v o N(0,07,) (C.30)
:02” = péu—l + €tpw¢ efw ~ TN(O - pi‘u—b 1- pgj—l; Oa O'/%w) (031)
A=A+ 52\w> 52\w ~TN(=1-=X.,,0- )\;’;U_l;O,aiw) (C.32)

A" is the slope of wage Phillips curve and is constrained in the interval (-1,0).
KW = KP4 e e~ N(0,02,) (C.33)

» Y KW

e =7 =1t = i1 = my —1io) N (U= U7) + K (m = 7f) + i, e~ N(0,€M) (C.34)
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where, p’ is truncated so that 0 < p < 1.
h% = hifl + €?i7 E?i ~ N(07 O-lQn)
ry = (g + Dy
Dy =Dy 1 +¢f, el ~N(0, o3)
Z{ = C{ +f'ry +¢f’, " ~N(0,02,)

T __ T cr cr 2
Ct =C{_y +¢&", g ~N(0,0p)
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C1.b. Prior Elicitation

Our prior settings are similar to those used in Chan, Koop, and Potter (2016) [CKP], Chan,
Clark, and Koop (2018) [CCK], and Gonzalez-Astudillo and Laforte (2020). As discussed in
CCK, UC models with several unobserved variables, such as the one developed in this chapter,
require informative priors. That said, our priors settings for most variables are only slightly
informative. The use of inequality restrictions on some parameters such as the Phillips curve,
persistence, bounds on u-star could be viewed as additional sources of information that elimi-
nates the need for tight priors, something also noted by CKP. The parameters for which there is
a strong agreement in the empirical literature on their values, such as the Taylor-rule equation
parameters, we use relatively tight priors, such that prior distributions are centered on prior

means with small variance.
In the table below, the notation N(a,b) denotes Normal distribution with mean a, and

variance b; and IG(v, S) denotes Inverse Gamma distribution with degrees of freedom parameter

v, and scale parameter S.

Table C.1: Prior Settings

Parameter Parameter Description Prior
a” Coefficient on interest-rate gap in output gap equation N (0,1)
oy Persistence in output gap: lag 1 N(1.3,0.1%)
05 Persistence in output gap: lag 2 N(—0.5,0.12)
Py Persistence in UR gap: lag 1 N(1.3,0.1%)
Py Persistence in UR gap: lag 2 N(—0.5,0.12)
PP Persistence in productivity gap N(0.1,1)
¢ Relationship between r* and g* N(1,0.1)

¢ Persistence in interest-rate gap N(0.85,0.12)
Y Interest rate sensitivity to UR gap: (=2 * (1 — p%)) N(—0.3,0.1%)
K Interest rate sensitivity to inflation: (0.5 * (1 — p?)) N(0.075,0.1%)
A Output gap response to UR gap N(-0.02,1)
ol UR gap response to Output gap N(-0.02,1)
B9 Link between g* and survey N(1,0.1%)
o Link between u* and survey N (1,0.05%)
gr Link between r* and survey N(1,0.1%)
BT Link between 7* and survey N (1,0.05%)
o2, Var. of the shocks to 7* I1G(10,0.1% x 9)
o Var. of the shocks to p* 1G(10,0.142% x 9)
o2, Var. of the shocks to u* I1G(10,0.1% x 9)

Continued on next page
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Table C1 — continued from previous page

Parameter Parameter Description Prior

U;dp* Var. of the shocks to gdp* I1G(10,0.01%2 x 9)
o2 Var. of the shocks to d I1G(10,0.12 x 9)
o2, Var. of the shocks to w* I1G(10,0.1422 x 9)
02 pap Var. of the shocks to Ogap IG(10,1 x9)

o2 Var. of the shocks to UR gap I1G(10,0.707% x 9)
agp Var. of the volatility — Productivity eq. 1G(10,0.316% x 9)
ol Var. of the volatility — Price Inf. eq. 1G(10,0.316% x 9)
or Var. of the volatility — Wage Inf. eq. 1G(10,0.316% x 9)
ol Var. of the volatility — Interest rate eq. 1G(10,0.316% x 9)
0/2\7r Var. of the shocks to TVP A™, Price Phillips curve I1G(10,0.042 x 9)
a?\w Var. of the shocks to TVP A\¥, Wage Phillips curve I1G(10,0.042 x 9)
a?\p Var. of the shocks to TVP AP, Cyc. Productivity I1G(10,0.042 x 9)
o2, Var. of the shocks to TVP &%, PT: m to Wages I1G(10,0.042 x 9)
0% Var. of the shocks to TVP p¥, Persist. Wage-gap I1G(10,0.042 x 9)
agﬂ Var. of the shocks to TVP p™, Persist. Inflation-gap I1G(10,0.042 x 9)
cy Time-varying Intercept in eq. linking survey to pi-star N (0,0.1)

Cy Time-varying Intercept in eq. linking survey to u-star ~ N(0,0.1)

Cc§ Time-varying Intercept in eq. linking survey to g-star ~ N(0,0.1)

Ch Time-varying Intercept in eq. linking survey to r-star ~ N(0,0.1)

o2 Var. of the shocks to TVP C™ I1G(10,0.12 x 9)
o2, Var. of the shocks to TVP C* G(10,0.12 x 9)
o, Var. of the shocks to TVP CY I1G(10,0.12 x 9)
o2, Var. of the shocks to TVP C” 1G(10,0.12 x 9)
o2 Var. of the shocks in measurement eq. Z7, IG(10,0.2 x 9)
o2, Var. of the shocks in measurement eq. Z“, IG(10,0.3 x 9)
o2, Var. of the shocks in measurement eq. Z9, IG(10,0.1 x 9)
o2, Var. of the shocks in measurement eq. Z", I1G(10,0.2 x 9)

s Initial value of pi-star N(3,5%)

ug Initial value of u-star, ¢ = 0 N(5,5%)

u* Initial value of u-star, t = —1 N(5,5%)

5 Initial value of p-star N(3,52)

w Initial value of w-star, E(p) + E(nj) =6 N(6,52)

Dy Initial value of D, ”catch-all” component of r-star N(0,0.31622)
gdp} Initial value of gdp-star, t =0 N (750, 10?)

gdp* 4 Initial value of gdp-star, t = —1 N (750, 10?)
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Cl.c. MCMC Algorithm

The estimation of our complex UC model and sampling from its joint posterior distribution
reduces to sequentially drawing from a set of conditional posterior densities, some of which are

standard and some that are non-standard.

Collect all the time-invariant model parameters into 6:

— u U 2 2 u 2 2 2 g 9 .r 2 2 2 2 2 2
9 - (p13p2a0u7¢uvgu*aﬁ 7O-zuao-cuao-gdp*ap17p2’a ,)\g,O'Ogap,O'Zg,O'Cg,Bg,pp,O'hp,O'p*,O')\ﬂ,
2 2 2 2 2 T 2 2 2 2 2 T\ et 2 2 2 r 2
O_p7r7o—hﬂ—7o—7r*70_z7r70—c7r75 70—w*70—hw70—pw70_)\w70_nw7p 7)\ 7’% 7O—hi70—zr70—cr75 7Ud)

We denote e as representing all other model parameters.

L p(U*[Y,e) 2. plgdp*[Yie) 3. p(P[Vie) 4 p(x*|V,e) 5. p(ur|Y,e) 6. p(r*[V.e)
7. p(AP|Y,e) 8. p(pT|Y,e) 9. p(AT|Y,e) 10. p(p*|Y,e) 11. p(A\*|Y,e) 12. p(k¥|Y,e)
13. p(h?, h™, b, hi[Y,e) 14, p(C*,C9,C™,CT|Y,e) 15, p(D[Y,e) 16. p(6]Y;e)

Step 1. Derive the conditional distribution p(U*|Y,e)

The derivation of this distribution is most complex because the information about U* comes
from eight sources (i.e., model equations). Below, we derive an expression for each of the eight

sources.

The first source is the state equation of U*. We rewrite it in a matrix notation as follows,

HU* = oy + € e ~ N(0,Qu), where Qe = diag(w?,,02,,...,02,) (C.40)
where,
Uy 1 0 0 0
0 -1 0 0
aw=|0l, B=[0 -1 1 0
0 0 0 -1 1

That is, the prior density for U* is given by

P(U*|03,) x —5(U* = H-lay) B'QUIH(U* — H ') + gus (U, 02,)

r T ux

where,
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Gy <U* <by, fort=1,..,T, and

T
by — U w— U
o020 = 1o (o (2) 0 (5)) St (2 0) g (22U
W, W, P Ou, Ou,

The second source of information comes from the unemployment measurement equation. Rewrite

the equation in a matrix notation,

KU =p" + KU* +e* &~ N(0,9,), where Q, = Ir® o> (C.41)
and,
Pt Uy = U§) + p5(U-1 —U*y) 1 0 0 0
p5(Uo — Ug) -t 1L 0 0
Hu = 0 , Ky=|-py —pt 1 0
0 0 - —py —pi 1

Ignoring any terms not involving U*, we have
log p(U|U*,e) o< —3(U — Ky, — U)K, Q7 ' Ky(U — Ky, — U*)

The third source of information comes from the inflation measurement equation. Rewrite the

equation in a matrix notation,
Z=AU*+e" " ~N(0,Q), where Qp =diag(e"l,eh?, .. ") (C.42)
where,
2 = (m —mp) = pi(m—1 —7f_y) = AfUs,
Z = (z1,...,2r) and AT = diag(—AT, ..., = A})
Ignoring any terms not involving U*, we have

log p(x|U*, U, 7, b7, pP, @) & —4(Z — ATU*)Q71(Z — ATU¥)

The fourth source of information comes from the productivity measurement equation. Rewrite
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the equation in a matrix notation,
MP = APU* + e P ~ N(0,Qp), where Qp = diag(e" e, ... eT) (C.43)
where,
my = (P, — P) = p"(Po1 — Piy) = MU,
MY = (my,....,mr) and AY = diag(—\¥, ..., =A%)
Ignoring any terms not involving U*, we have

log p(P|U*,U, P*,hP, pP @) o —1(MT — APU*)Y QN (MP — ATU*)

The fifth source of information comes from the wage measurement equation. Rewrite the

equation in a matrix notation,
MY = APU* 4+ ¥ &%~ N(0,Q,), where Q, = diag(e™,e"? ..., e"T) (C.44)
where,
my’ = (We = W) = p{¥ (Wi1 = W) = NVUz = K (me — ),
M® = (m¥,...,m¥%) and A¥ = diag(—\]", ..., = A\¥)
Ignoring any terms not involving U*, we have

log p(W|U*, W, W* b, pV &) oc —3(M¥ — A¥U*)Q ' (MY — A¥U¥)

The sixth source of information comes from the output gap measurement equation. Rewrite

the equation in a matrix notation,

MI=MNU"+e9 &9~ N(0,Qogap), where Qogap = diag(aggap, 02 Y (C.45)

? ~ogap

where,

mj = ogapy — p{(ogapi-1) — p3(ogapi—2) — NU; — a”(ry — 17),
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M9 = (m{,...,m7) and AY = diag(—N, ..., —A9)
Ignoring any terms not involving U*, we have

log p(ogap|U*, U, e) o< —3 (M9 — AIU*)'Q, L (M9 — AIU*)

ogap

The seventh source of information comes from the Taylor-type rule measurement equation.

Rewrite the equation in a matrix notation,
MY =TUU* &' &'~ N(0,9;), where Q; = diag(ehli,ehé, s ehiT) (C.46)
where,
mit =iy = —rf = p'ie-1 — Ty — i) = K (m = 7p) = XU,
MY = (my,...,m¥) and T = diag(=X', ..., = X"

Ignoring any terms not involving U*, we have

log p(ilU*, U, e) o —%(M" — T Q (MY — TWU¥)

The eighth source of information comes from the measurement equation that links survey to

U*. Rewrite the equation in a matrix notation,

FY=pU" +e*" &~ N(0,Q.,), where Q= diag(agu, 02 ) (C.47)

zZUu

where,
fit =2y = ¢,
U= (f o f2)
Ignoring any terms not involving U*, we have

log p(Z"|U*,U,7,e) x —%(F“ — BUUNQ N FY — guU™)
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Combining the above eight conditional densities we obtain,

log p(U*[Y, ) o —5(U* = U*) Dy (U* = U*) + gun(U*, 07,,)
where,

Dy, = (H'Qp H + K, Q; Ky + A7 QAT + AYQRIAY + ATQp L A9 + T Q' T 4
AP'QRIAP 4 (872!

U* = Dy (H'Qptaw + K, Q7 Ky (U — Kb ) + A7 Q7N Z + AV MY + A% + A9 QL M9+
' Q- MY+ AP QR MP 4 grQg )t F)
The addition of the term g,.(U*,02,) leads to a non-standard density. Accordingly, we sample
U* using an independence-chain Metropolis-Hastings (MH) procedure. This involves first gen-
erating candidate draws from N (U*, Dy ) using the precision based algorithm that are then
accepted or rejected based on accept-reject Metropolis-Hastings (ARMH) algorithm (discussed
in Chan and Strachan, 2012).

Step 2. Derive the conditional distribution p(gdp*|Y,e)

The information about gdp* comes from five sources. Below, we derive an expression for each

of these sources.

The first source is the state equation of gdp*. We rewrite it in a matrix notation as follows,

* dp* dpx . 2 2 2
Hygdp™ = agaps + 9% 9" ~ N (0, Qaps), where Qgape = diag(Wygp., Tgdpes -+ Tgdps)

(C.48)
where,
. . 1 0 0 0
9dpy + Agdpy 9 0 0
~94p5 1 -2 0 0
pu— 0 pu—
Yodp . » Ho 0 1 -2 1 0
. : .
0 -~ 0 1 -2 1

Hs is a band matrix with unit determinant and hence is invertible.

The prior density for gdp* is given by
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p(gdp*|03dp*) o —5(gdp* — Hglagdp*)lHéQg_dlp*HQ(gdp* — Hy  agaps)

The second source of information about gdp* is from the output gap measurement equation.

Rewrite in matrix form,

H,poggdp = Hrhoggdp*+arf+)\9ﬁ+agm0re+£ogap %% ~ N(0,Qgap), where Qogap = dz’ag(a?,gap, o )

» Yogap
(C.49)
where,
1 0 0 0 0
pi(gdpo — gdpj) + p3(9dp-1 — gdp* ) 2100 0
p3(gdpo — gdp) P
0 - —pp 1 0 0
Agmore = ) Hrhog = 0 _pg _pg 1 ol
0 ) ) 0
0 - 0 —pf —p{ 1
rL—7] U, - Uy
Ty — 13 Uy - U3
F=|rm—r5| a=|Us—U;
rp — Ur — Us

log p(gdplgdp*, e) o< —%(gdp—H,;\, (Hyhoggdp*+a" T+ N Titgmore)) Hy o Qogap Hrhog (9dp—

H, oy (Hrhoggdp® + a"F + N+ agmore )

The third source of information comes from the unemployment gap measurement equation.

Rewrite that equation in matrix notation,

YU = Tgdp* + e &%~ N(0,Q,), where Q, = diag(c2,...,02) (C.50)
where,
yfgdp = — pYu_1 — pyui_o — ¢*gdp, where iy = (U — U}")
yugdp — (yﬂfgdp’ " y;gdp)/

Ignoring any terms not involving gdp*, we have

289



log p(U|gdp*,e) oc —3(Y99% — Igdp*)'Q, 1 (YU9% — T gdp*)

The fourth source of information comes from the equation linking r-star to g-star, i.e.,

r{ = ((gdpy — gdp{_1) + Dy (C.51)

Rewrite this equation in matrix notation,
r* = (Hgdp* + ag. + D (C.52)
where,
agr = (—Cgdp}, 0,0, ....,0)
Ignoring any terms not involving gdp*, we have
log p(r*|gdp*, D,e) oc —5(r* — (CHgdp* + agy + D)) (r* — (CHgdp" + agr + D))

The fifth source of information comes from the measurement equation that links survey to

g*. Rewrite the equation in a matrix notation,

F9 = p9(Hgdp" — ag) + €9 9~ N(0,Q.4), where Q9= dz’ag(agg, vy agg) (C.53)

where,
i =2 - Cl, F9=(f],... f1)
ag = (9dp, 0,0, ....,0)" is a T' x 1 vector.
Ignoring any terms not involving gdp*, we have

log p(Z9|gdp*,e) o< —5(F9 — BI(Hgdp* — arg))/ Q) (F9 — B9(Hgdp* — o))

Combining the above five conditional densities we obtain,

log p(gdp*|Y,e) o< —%(gdp* — gdp’) D} (gdp* — gdp’)
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where,
Dgape = (HyQ 1 Ho + H,y o Q0 Honog + T QT + (CH) (CH) + B9H'Q B9H) ™!

9dp" = Dgape (HyS, 1 HoCgaipe ~+ H, 100 oty (Hrhoggdp— a7 F—= A= Qgmope) + T Q1Y 199 4

(CH)'(r* — agr + D) + BIH'QZFY)

Step 3. Derive the conditional distribution p(P*|Y,e)

First, rewrite the productivity measurement eq. as

K,P =, +K,P*+ecl e ~N(,Qp), where Qp = diag eh]f,ehg,...,ehz% C.54
p Hp P

P (Po— F§) + AT (U = UY) 10 0 - 0 Py

M (Uy — U3) —p 1 0o --- 0 P}

[y = N (Us - U3)  Kp=| 0 —pf 1 o, pr=|p
M(Ur — U3) 0 0o - —pb 1 P;

Since | Kp |=1 for any pp, Kp is invertible. Therefore, we have likelihood
p(P|P*,U,e) ~ N(Kp'up + P*, (KpQp'Kp)™)

ie.,
log p(P|U,e) x —Luph? — 3(P — Kplpp — P*) KpQp' Kp(P — Kp'up — P*),
where ¢ is a T' X 1 columns of ones.

Similarly, rewrite the state equation for P* as

HP* =a,+e™ &P~ N(0,Qpy), where Qp, = diag(wh,, 05, ...,0%,) (C.55)

where,
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X
—
)
)
)

0 -1 1 0 0
0 0 O -1 1

That is, the prior density for P* is given by

p(P*[0},) o ~3(P* — H™Ya,) H'QpLH(P* — H 1oy
Now account for the third source of information about P* in the equation W* = P* + 7* 4 g¥*,

PP W*, 7%, 0y, ) o =5 (P* — (W* — %)) QL (P* — (W* — %))

where,

Qs = diag(a%v*,a%v*, ...,0‘2,[,*), W* = (W, .., W3, o = (x},...,75)
Combining the above three conditional densities we obtain,

log p(P*|Y,e) oc —3(P* — P*)' Dpl(P* — P*)

where,
Dp. = (HQp:H + KpQp' Kp + Q) 7!

P* = Dp.(H'Qplay, + KpQp' Kp(P — Kp'up) + QL (W* — %))

The candidate draws are sampled from N (P*, Dp,) using the precision based algorithm.

Step 4. Derive the conditional distribution p(7*|Y,e)

The information about 7* comes from six sources. Below, we derive an expression for each

of these sources.
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The first source is the inflation measurement equation. Rewrite it in a matrix notation as,

Kot = pin + Kxm* + 6™ "~ N(0,Q,), where Qp = diag(e"l,e"2, .. e"T) (C.56)

where,
pf(ﬂ'o—ﬂ'é)-l-/\ir(Ul—Uf) 1 0 0
X§(Us - U3) 5 10
e = )\g(Ug—Ug) , Kp= 0 —p5 1
Ni(Ur - Uf) 0 0 o —pp 1

Since | K |=1 for any p,, K is invertible. Therefore, we have likelihood

log p(r|U,U*, ) oc —4iph™ — 1(m — (K7 pr + ) K Q- K — (K g 4 %))

The second source of information is from the state equation of n*. Rewrite it in a matrix

notation,
Hr* = az +e™ €™ ~ N(0,Qr), where Q. = diag(w?,,02,,...,02,) (C.57)
where,
o
0
Oéﬂ— = O
0

That is, the prior density for 7* is given by

p(r*|02,) o< —(n* — H 'ag) H' Q7 H(r* — H ' a)
Now account for the third source of information about 7* in the equation W* = P* + 7* + &%*,

p(a* W, P*, 0y, ) o =g (n* — (W* — P*)) Qul (x* — (W* = P*))
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where,
Qws = dz’ag(a%,*,a%/*, ...,0‘2,[/*), W* = (WY, ..., Wz, P*=(Py,...P})

The fourth source of information is from the wage measurement equation. Rewrite in ma-

trix notation,

MY™ = X +e% ¥ ~ N(0,Qy), where Q, = diag(e", e ... ") (C.58)

where,

mi™ = wy — wi — p’ (w1 —wi_y) = A (U = Uf) — Ki'my

wm __ wT wT wT
MYT = (m{™, m§™, ..., mipT)

—K¥ 0 0o --- 0

0 —k% 0 - 0

Xor=| 0 0 —&%¥ - 0
0 0 0 —kY

lOg p(W|7T*, .) X _%(Mwﬂ- - Xwﬁﬂ*)/ﬂal((Mwﬂ - Xum'fr*)

The fifth source is the Taylor-rule equation. Rewrite the equation in the matrix notation,

M™ = i + (Kpi +To)7* +6° &'~ N(0,9;), where Q; = diag(ehli,ehé, e ehiT) (C.59)

where,

m%” = it — piit_l - T';: + pi’f‘;;l - )\Z(Ut - Ut*) - Iﬁiﬂ't

™ _ T g LAY
M™ = (m7*,m3",...,m})
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—p' 0 0 k' 0 0
K7T7, = 0 _pl 0 s Fﬂ. = O —K,z s aTr’i = 0
0 0 —pt 1 0 0 0 —x 0

lOg p(i|7['*,71’, .) o8 _%(Mﬂl - (aﬂ'i + (Kﬂz + FTF)F*))/Q;l(Mﬂ—i - (aﬂ'i + (Kﬂ"b + Fﬂ')ﬂ-*))

The sixth source of information comes from the measurement equation that links survey to

7*. Rewrite the equation in a matrix notation,

F™ = f"n* 4 & ™ ~ N(0,Q.r), where Q. = diag(c?,,...,02.) (C.60)

2z
where,

fr =27 .

FT=(ff, .. f7)
Ignoring any terms not involving 7*, we have

log p(Z™|7*, 7, e) x —%(F’T — BT QN (F™ — B7r*)

Combining the above six conditional densities we obtain,
log p(m*|Y, ) ox —&(7* — ) DM — 7%)
where,
Dy = (H'QH + K.Q7 Ky + Q) + X0 Q0 Xor + (Ko + Ta) Q7 KL, + Tr) +

(B2~ '

7 = D (H'Q o + KL K (1 — K- i) + QuE(W* — P*) 4+ X, Q! MY™ 4 (K., +
D) QN M™ — agg) + BTQLFT)

)

The candidate draws are sampled from N (7%, D+) using the precision based algorithm.
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Step 5. Derive the conditional distribution p(w*|Y,e)

The information about w* comes from two sources. Below, we derive an expression for each of

these sources.

The first source is the nominal wage measurement equation. Rewrite it in a matrix notation as,

KW = i + KW +6¥ ¥ ~ N(0,Qy), where Qy = diag(e"t, e ... ') (C.61)

where,
Pt (Wo = W5) + AV (Ur = UY) + kY (m1 — 7]) 1 0 0
Ay (Uy — U3) + kY (o — 73) —py 1 0 0
Hw = )‘131}(U3 - Ug) + ﬁg](ﬂg - 7T§) , Ky, = 0 _p131) 1
Ap(Ur = Ur) + k(e — 1) 0 0 - —pp 1

Since | K, |=1 for any py,, K, is invertible. Therefore, we have likelihood

Ignoring any terms not involving w*, we have

log p(W|W*, ) oc —Jurh® — J(W — (K o + W*)) K, Q0 Koy (W — (K oy + W)

The second source is the state equation of W*, which describes W* as the sum of P* and
w*. This equation can be thought of describing prior density for W*. Rewrite it in a matrix

form.
W*=P + 7"+ & ~ N0, Qux) (C.62)
p(W*|P*,m*,0%,) o —g(W* = (P* + 7)) QuL(W* — (P* + 7%))
Combining the above two conditional densities we obtain,
log p(W*|Y,e) oc —(W* — W*) D)}, (W* — W)

where,
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Dy = (K, Qi Koy + Q)7
W* = Dy (K, Q0 (KWW — pw) + QL (P* + 7%))

The candidate draws are sampled from N (W*, Dyy ) using the precision based algorithm.

Step 6. Derive the conditional distribution p(r*|Y,e)

The information about r* comes from four sources. Below, we derive an expression for each of

these sources.

The first source is the output gap measurement equation. We rewrite it in a matrix nota-

tion as follows,

H, hog0gap = qogap — a1 + %997 €999 ~ N(0, Qogap) (C.63)

where,
pi(ogapo) + p3(ogap—1) + a’ry + M (Ur — UY)
p3(ogapo) + a"ro + A9 (Uy — U3)
Cogap = a"rz + M (Us — U3)

a"rr + XN(Ur — U})

Ignoring any terms not involving r*, we have
/

log p(ogap|r*,e) o —%(ogap—Hr_hlog(aogap—arr*))’HrhogQ;glapHmog(ogap—H;i)g(aogap—arr*))

The second source is the state equation linking 7* to g*. We rewrite it in a matrix notation as

follows,

= (CAgdp* + H e ¢4~ N(0,Q4), where Qq = diag(w?2,02,...,02 C.64
CAgdp 9(wg, 0y d

Ignoring any terms not involving r*, the prior density for r* is given by
log p(r*|gdp®, 03, ) o —3(r* — (Lgdp*) H'QG H(r* — (Agdp®)
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The third source is the Taylor-type rule equation. We rewrite it in a matrix notation as follows,

M"™ = ap + Kpr* 4+ &'~ N(0,9;), where Q; = diag(ehli, s, .. er) (C.65)

where,
my' =iy — plig1 — mf + p'my — N(Up = Uf) — k'(m — 77),

T I 1 i/
M"™ = (m]",my,...,ml)

—pirg 1 0
0 —pt

Qrj = 0 ) K?Ti: 0 _pl 1 0
0 0 0 - —pi 1

Ignoring any terms not involving r*, we have
log p(i|r*,e) o —%LThi - %(Mm — (api + Kmr*))’Q;l(M” — (ari + Kzi1™))

The fourth source of information comes from the measurement equation that links survey to

r*. Rewrite the equation in a matrix notation,

Fr=p"r"4+¢&" & ~N(0,Q,), where Q, = dz’ag(agr, o2 ) (C.66)

zr

where,
=2 =Ci,
Fr=(fl, - 1)
Ignoring any terms not involving r*, we have

log p(Z"|1*,8) oc —L(F" — Brr*YQ}(FT — §7r%)

Combining the above four conditional densities we obtain,

log p(r*|Y,e) oc —&(r* — ) Dt (r* — )
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where,

DT* = ((—(LT)QQ*1 + Hlﬂng + K/ .Q-_le‘ + (BT)(Q)Qil)il

ogap T~ zr
7 = Dr (=" Qg (Hrhog0gap — cogap) + H Q5 P HCAgdp™ + K Q7 (M — i) + 57, FT)

™™ "1

The candidate draws are sampled from N (7#*, D,..) using the precision based algorithm.

Step 7. Derive the conditional distribution p(A\?|Y,e)

The information about AP comes from two sources. Below, we derive an expression for each of

these two sources.

The first source is the productivity measurement equation. Rewrite it in a matrix notation,

B=X, N +e" &~ N0, (C.67)

where,

B = (p1 — p*Dos s PT — P*DT-1)
Pt =pt — P

= Uy — Up

X, = diag(tq, ..., ur)

Ignoring any terms not involving AP, we have the likelihood

log p(p|AF, @) ox —3(B — X, N)'Q 1 (B — X, )

The second source of information comes from state equation for AP. We rewrite it in a ma-

trix notation as follows,

HXN = M N(0,Qy,), where Qy, = diag(wip, aip, ...,a/z\p) (C.68)

Ignoring any terms not involving AP, the prior density for AP is given by

log P(N"|0%,, Q) o —L(N) H'Q H(A)

299



Combining the above two conditional densities we obtain,
log p(V'|Y, #) xx —1(A? — AP)' DL (W — 47)

where,
D)\p - (H/Q;[}H + X&Q;1Xu)_1

NP = Do (X951 B)
The candidate draws are sampled from N (5\1’ , Dyp) using the precision based algorithm.

Step 8. Derive the conditional distribution p(p”|Y,e)

The information about p™ comes from two sources. Below, we derive an expression for each of

these two sources.

First, we define some notation,

The first source is the price inflation measurement equation. Rewrite it in a matrix notation,
M+ Al =X p" +e £~ N(0,Q) (C.69)
where,

)(7r = diag(fro, ...,7~TT_1)
A =diag(—A], ..., —AT)

Ignoring any terms not involving p™, we have the likelihood

log p(r|p™, @) oc —3(IT — (Xnpp™ — Aw)) QL (I — (Xnp™ — AdD))

The second source comes from state equation for p™. We rewrite it in a matrix notation as
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follows,

Hp™ =ef™  eP™ ~ N(0,Q,r), where Qyn = diag(w? Wi 27” ...,a?m)

0 < pf <1fort=1,..T
Ignoring any terms not involving p™, the prior density for p™ is given by
log p(p™|02,, Qpr) o< —5(p™) H'Q H (p™) + gor (P75 027

where,

Pr- 0—pi_
Gor (07 7%) = Zw( (SE) -0 (522)

Combining the above two conditional densities we obtain,
log p(p™|Y,e) oc =5(p™ = ™) Dy (07 = ™) + Gom (07, 05

where,
Dpr = (H'Q1H + X[ Q1 X )71

5" = Dy (X405 (I1 + Ad))

(C.70)

The addition of the term g,mr(/)”,agﬁ) leads to a non-standard density. Accordingly, we sam-

ple p™ using an independence-chain Metropolis-Hastings (MH) procedure. This involves first

generating candidate draws from N(p™, D,r) using the precision based algorithm that are then

accepted or rejected based on accept-reject Metropolis-Hastings (ARMH) algorithm (discussed

in Chan and Strachan, 2012).

Step 9. Derive the conditional distribution p(\"|Y]e)

The information about A™ comes from two sources. Below, we derive an expression for each of

these two sources.

First, we define some notation,

ﬁ'tzﬂ't—ﬂ':
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ﬂt = Ut - Ut*
NW = (71 — pi 70, ..., 77 — phar—1)

The first source is the price inflation measurement equation. Rewrite it in a matrix notation,
NW =X, \"+e™ " ~N(0,Q) (C.71)

where,

X, = diag(ty, ..., ur)
Ignoring any terms not involving A", we have the likelihood
log p(m|A™, ) oc —$(NW — X, A™) QL (NW — X, A7)

The second source comes from state equation for A™. We rewrite it in a matrix notation

as follows,

HXN* = M N(0,Qy),  where Qxy = diag(wi,, 03,y 03y ) (C.72)

-1 < AT <0 for t=1,....,T
Ignoring any terms not involving A™, the prior density for \™ is given by
log p(A\"|o2 , Qy) o< —2 (A H'Q L H(A™) + gan (A7, 02,)

where,

0— AT Y
e, 03,) = Zlog( () e (2 0)

Combining the above two conditional densities we obtain,

log p(\"|Y, ) oc —3(A™ = A7) DY — A7) + gan (A7, 03,)

302



where,
Dyr = (H'Q H + X0 X,) 7!

AT = Dy (X, Q- INW)

The addition of the term gy, (A", Jiﬂ) leads to a non-standard density. Accordingly, we sam-
ple \™ using an independence-chain Metropolis-Hastings (MH) procedure. This involves first
generating candidate draws from N (;\”, Dy~) using the precision based algorithm that are then
accepted or rejected based on accept-reject Metropolis-Hastings (ARMH) algorithm (discussed
in Chan and Strachan, 2012).

Step 10. Derive the conditional distribution p(p"|Y,e)

The information about p comes from two sources. Below, we derive an expression for each of

these two sources.
First, we define some notation,

’lI)t = Wt — U);tk
iy = U — Uy
o = (W1, ..., wr)'
U= (alv"'aaT)/
7~Tt = T — ﬂ'z(

= (7}17 "'>7TT)/
The first source is the wage inflation measurement equation. Rewrite it in a matrix notation,
W+ AYu 4+ AT = Xpp? + Y PV~ N(0,Qy) (C.73)

where,

Xw = diag(ﬁ)o, ...,I‘[}Tfl)
AV = diag(—AY, ..., = \})

AT = diag(—KY, ..., —K})

Ignoring any terms not involving p“, we have the likelihood
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log p(w]p, ) o =4 (i — (Xop® — A¥it — A7) QL (1 — (Xop® — AVi — ATF))

The second source comes from state equation for p¥. We rewrite it in a matrix notation

as follows,

Hp" =P " ~ N(0,Qp), where Qpy = diag(w?,, 02, - o) (C.74)

Wows T pws pw

0 < py <1fort=1,..,T
Ignoring any terms not involving p*, the prior density for p* is given by
log p(pw|03wa pr) (8 —%(Pw)/H/QpﬁH(Pw) + gpw(pwa ng>

where,

Py 0—pi”
G (7. 0%) = Zzog( (S25) -0 (522)

Combining the above two conditional densities we obtain,
log p(p®[Y,e) oc =5 (p" = p*) Dy (0 = ") + Gpu(P" 05,

where,
Dpw = (H'U 0 H + X,0,1 X)) 7!

P = D (X, Q1 (0 + A¥G + AV™R))

The addition of the term g, (p™ ,0 ) leads to a non-standard density. Accordingly, we sam-
ple p™ using an independence-chain Metropolis-Hastings (MH) procedure. This involves first
generating candidate draws from N (p™, D,r) using the precision based algorithm that are then
accepted or rejected based on accept-reject Metropolis-Hastings (ARMH) algorithm (discussed
in Chan and Strachan, 2012).

Step 11. Derive the conditional distribution p(A*|Y]e)

The information about A¥ comes from two sources. Below, we derive an expression for each of
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these two sources.
First, we define some notation,
T *
Wy = Wy — Wy
ﬁ't = T — ﬂ':
~ ~ ~ ~ ~ ~ N/
BY = (W1 — pYPo — KYT1, ..., W — PPUT—1 — Kip_{TT)
The first source is the wage inflation measurement equation. Rewrite it in a matrix notation,
BY = X, A" +&¥ €Y~ N(0,9Q4) (C.75)

where,

X, = diag(tay, ..., ur)

Ignoring any terms not involving A%, we have the likelihood

log p(w|A”, e) oc —3(BY — X, A%)'Q 1 (BY — X, AY)

The second source comes from state equation for A*. We rewrite it in a matrix notation

as follows,

HX\Y =M M N(0,Qy), where Qxy = diag(wiy, 02y o Oag) (C.76)

-1 < A\ <0 for t=1,....,T
Ignoring any terms not involving A", the prior density for A" is given by

where,
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0— A —1 =\
P53, = ng( (o5 e (205

Combining the above two conditional densities we obtain,
log P(A®]Y, #) o —1(A% = 30) DL (A = A) + g1, (A®, 02,)

where,
Dyw = (H'Q L H + X/ 0,1 X,) 7!

A = Dyw (X Q7' BY)

The addition of the term gy, (AY,03,,) leads to a non-standard density. Accordingly, we sam-
ple A¥ using an independence-chain Metropolis-Hastings (MH) procedure. This involves first
generating candidate draws from N (5\“’, Dyw) using the precision based algorithm that are then
accepted or rejected based on accept-reject Metropolis-Hastings (ARMH) algorithm (discussed
in Chan and Strachan, 2012).

Step 12. Derive the conditional distribution p(x"|Y,e)

The information about kappa® comes from two sources. Below, we derive an expression for

each of these two sources.
First, we define some notation,
e _ *
Wy = Wy — Wy
ﬁ't = Tt — 71'12k
~ ~ ~ ~ ~ ~ N/
B = (w1 — pYg — AV, ..., W — pPr—1 — Np_ )
The first source is the wage inflation measurement equation. Rewrite it in a matrix notation,

B = X k% + ¥ ¥ ~ N(0, Q) (C.77)

where,

Xy =diag(7y, ..., T7)
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Ignoring any terms not involving £, we have the likelihood

log p(w|k™,e) oc —3 (B — X k¥)' QO (B — XkY)

The second source comes from state equation for k. We rewrite it in a matrix notation

as follows,

HiY =™ "~ N(0,Qpw), where Quw = diag(w?,, 02y, ..., 02) (C.78)

Rw? Rw

Ignoring any terms not involving ", the prior density for k% is given by

log p(K¥|o2,, Qkw) X —%(Hw)/H’Q,;}}H(nw)

Combining the above two conditional densities we obtain,
log p(K*|Y,®) o< —5 (K" — &®)

where,
Dyw = (H'QLH + X200 X)L

kY = Dyw(XLQ, B

The candidate draws are sampled from N (&Y, D,w) using the precision based algorithm.

Step 13. Derive the conditional distribution p(h?, h™, h* h'|Y,e)

Given parameters and other latent states, the stochastic volatility, h?, h™, h*, h* are condition-
ally independent and so can be drawn separately. Following, Chan, Koop, and Potter (2013;
2016), we draw kP, h™, h¥, h' using the Accept-Reject independence-chain Metropolis Hastings
(ARMH) algorithm of Chan and Strachan (2012; page 32-34).

Step 14. Derive the conditional distribution p(C",CY9,C™ C"|Y,e)
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Given parameters and other latent states, C*, C9,C™,C" are conditionally independent and

so can be drawn separately.

Beginning with C*, the information about it comes from two sources. Below, we derive an

expression for each of these two sources.

The first source is the measurement equation linking survey to U*. Rewrite it in a matrix
notation,
N =C"+ % "~ N(0,Q) (C.79)

where,

U AT pATA zu\/
N* = (n{",n3", ...,n7")

Q. = diag(c?,, ...,02,)

rYzZu

Ignoring any terms not involving C*, we have the likelihood

log p(Z"|C", @) ox —§(N** — CUYQ L (N** — C¥)

The second source comes from state equation for C*. We rewrite it in a matrix notation

as follows,
HC" = aey + 6 €~ N(0,Q0), where Qe = diag(w?,,c2,,...,0%,) (C.80)
where,
Cy
0
Qe = 0
0

Ignoring any terms not involving C*, the prior density for C'* is given by

log p(C%02,,Qeu) x —3(C* — H Yoy ) H'QL H(C* — H vy,
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Combining the above two conditional densities we obtain,
log p(C|Y,e) oxx —1(C" — C")' Dgl(C" — v

where,

Do = (H'Qq H + Q7)™
C" = Dew(H'Q ey + QN
The candidate draws are sampled from N (C’", Dcw) using the precision based algorithm.
Following similar logic,
N(C", D¢r)
Deor = (H'Q'H + Q1)1
C" = Dor(H'Q vy + Q1 N#T)
where,
nit = 2f — g

4 — 2r 2T zr\/
N* = (nf",n3",...,n3")

Q. = diag(c?,, ...,02,)

ey Opp

N(C™, Der)
Dor = (H'QH + Q. H)7!
O™ = Do (H'Qg aen + QI N*T)
where,
ni" = Z{ —p"r*

2/ — zT zT zm\/
N*™ = (n{™,n3",...,n3T)

Qor = diag(azﬂv ey O )

s On
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N(C9, D¢o)
Deo = (H'Q H + Q7)™
C9 = Do (H'Qz} oveg + Q7 N79)
where,
n? = Z7 + oy — B9gdp*

29 — (1?9 29 29y
N# = (n7?,n5?,...,n77)

Qg = diag(agg, ey O'gg)

ag = (9dp}§, 0,0, ....,0)

Step 15. Derive the conditional distribution p(D|Y,e)

Given the posterior draws of 7*, (, and g*, the posterior draw for D is constructed as,

D=r"—{(g" (C.81)

Step 16. Derive the conditional distribution p(d|Y,e)

There are 40 parameters in the vector §. These parameters are drawn in 38 separate blocks
using standard regression procedures. Following similar notation to Chan, Koop, and Potter

(2016), we denote 0_, to refer all parameters in 6 except the parameter x.
Substep 16.1 Derive the conditional distribution p(p"|Y]e)

Given the stationary constraints, p{ + p§ < 1, p§ — p} < 1, and |p§| < 1

" is a bivariate truncated normal. To obtain draws from this truncated normal

P = (p1, %)
distribution, ARMH sampling algorithm is applied to the candidate draws from the proposal

density, N(p*, Dpu)-
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Dpu = (szl + X;Xu/dg)_l
pY = ‘DPU(Vp'_ulpg + X;(ﬂ - (Z)“ogap)/ag)

where,

V—1 is the prior variance and pg is the prior mean,

pu
Ug U_1
Uy g
X, =
Ur—1  Ur—2

Substep 16.2 Derive the conditional distribution p(c2|Y,e)

p(02]Y,e) is a standard inverse-Gamma density,

T
p(o2|Y, @) ~ IG(vuo + L, Suo + 5 D (1 — pliie—1 — pYiu—2 — P ogap;)?)
t=1

Substep 16.3 Derive the conditional distribution p(¢"|Y,e)

Given the constraint ¢* < 0, the conditional distribution p(¢“|Y,e) is a truncated normal

density. The candidate draws are sampled from the proposal distribution N (gZ;“, Dyg,,) using the

precision based algorithm, and simple Accept-Reject step is applied to the candidate draws.

Rewrite the unemployment rate (gap) measurement equation in matrix notation as

Y? = ¢%ogap + *

where,

Y =ty — pUiiyy — pliiy_o
Y= (40, ..y

Dgy = (V,,! + ogap ogap/o2) ™!
¢" = Dyu(V,, ¢4 + 0gap Y /02)

where,
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V¢>_ul is the prior variance and ¢g is the prior mean,

Substep 16.4 Derive the conditional distribution p(c2,|Y,e)

p(02,|Y, e) is a non-standard density because U* is a bounded random walk,

log (oY, 8) o —(vuso+1)log o, — 2 —T3tlog of, — 5 31 5 (Uf = Ui 1) +9us(U*, 07)
The candidate draws from p(c2,|Y,e) are obtained via the MH step with the proposal den-
sity

T
IG(Vu*O + %7 Su*O + %tg(Ut* - Ut*fl>2)

Substep 16.5 Derive the conditional distribution p(5"]Y,e)

Candidate draws are sampled from N (B“, Dag,,) using the precision based algorithm.
where,

Dy = (Vi + U QU™

B = Dpu(Vi, By + U¥ QLT™)

jit =2y - Cp

T = (i G

Vﬁ_u1 is the prior variance and f§ is the prior mean for g

Substep 16.6 Derive the conditional distribution p(c2,|Y,e)
p(02,|Y, e) is a standard inverse-Gamma density,

Candidate draws are sampled from
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T
p(02,1Y,0) ~ IG(vau0 + 5, Szu0 + %;1 (Zy — C¥ — BrU*)?)

Substep 16.7 Derive the conditional distribution p(c2,|Y,e)
p(02,]Y, ) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(O'guD/, o) ~ IG(Veuo + %a Seuo + % > (CF — #—1)2)
t=2

Substep 16.8 Derive the conditional distribution p(agdp*|Y, o)

p(agdp*\Y, e) is a standard inverse-Gamma density,

Candidate draws are sampled from

p(agdp*\Y, o) ~ IG(Vgapro + %, Sgdps0 + (9dp™ — agaps)’ * HoHo * (gdp* — gaps)/2)

where (although they are defined above but for convenience we redefine them),

. . 1 0 0 0 - 0
gdpg + Agdpy 2 1 0 0 0
~94p5 1 2 1 0 - 0
_ 0 _
Ygdpr _ = 9 0
. : .
0 -+ 0 1 -2 1

Hs is a band matrix with unit determinant and hence is invertible.

Substep 16.9 Derive the conditional distribution p(p?|Y,e)
Given the stationary constraints, p{ + p§ < 1, p§ — p{ < 1, and |pJ| < 1
p? = (p],p3) is a bivariate truncated normal. To obtain draws from this truncated normal

distribution, ARMH sampling algorithm is applied to the candidate draws from the proposal
density, N(p9, D).
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ng = (Vpgl + X;gng/o-ggap)_l
ﬁg = ng(Vp_glpg + X;,gYogap/o'ggap)

where,

V1 is the prior variance and p{ is the prior mean,

P9
0 0
ogapy 0

ng == ogapz ogapi

ogapr—1 ogapr—2
9P = ogapy — a” (ry — re—1) — Nay)

Yt
_ ogap ogapy/
Yogap = (3/1 y e Y )

Substep 16.10 Derive the conditional distribution p(a”|Y,e)
Candidate draws are sampled from N (a", D,,) using the precision based algorithm.
where,

DC““ = (Va;l + X(/z’r‘QgglaleW)_l

a" = DGT(Va;1a6 + X(/M”Q;glap‘]ar)
I = ogapy — pogapi—1 — pjogap—s — Ny
U = (G e 3
Xor = (F1, o0y 1)’
ft =Tt — 7";(

V-1 is the prior variance and af) is the prior mean for a”

Substep 16.11 Derive the conditional distribution p(\9|Y]e)
Given the constraint \Y < 0, the conditional distribution p(A9|Y,e) is a truncated normal

density. The candidate draws are sampled from the proposal distribution N (;\9, D)) using the

precision based algorithm, and simple Accept-Reject step is applied to the candidate draws.
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where,
Dig = (Vi," + X0 Q00 Xu) ™

u*“ogap“*u

N = Dig (Vi "N + X250, BY)

u* “ogap

b{ = ogap, — plogapi—1 — pSogapi—o — a’Fy
BY = (bY,.... %)
Xu == diag(ﬂl, ceey ’[LT)/

ft:Tt—T';(

V)\_g1 is the prior variance and AJ is the prior mean for A9

Substep 16.12 Derive the conditional distribution p(o—ggap|Y, o)
p(aggap\Y, e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(Uggap\K .) ~ IG(VogapO + %’ Sogap(] + % Z (Ogapt - P”({Ogaptfl - Pgogapt—2 - Agﬂt - arft)Q)
t=1

Substep 16.13 Derive the conditional distribution p(cZ,|Y,e)
p(agg]Y, e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
(02|, ) ~ IG(vago + 5, Szgo + 5 32 (Z{ — Cf — B9dpi_y + 379dp;)?)
t=1

Substep 16.14 Derive the conditional distribution p(o§g|Y, o)
p(a§g|Y, o) is a standard inverse-Gamma density,

Candidate draws are sampled from
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T
(02 [Y, 8) ~ IG(vego + 15+, Seqo + 3 2 (CF = CF 1))
=2

Substep 16.15 Derive the conditional distribution p(59|Y,e)
Candidate draws are sampled from N (ﬂAg, Dgg) using the precision based algorithm.
where,
Dgy = (Vﬁ_gl + (Hgdp* — ag)'Qz_gl(Hgdp* —ag))”!
B9 = Dgy(V3,' 5 + (Hgdp® — ag) Q2 T*)
it =2 = Cf

J = (519, 977
ay = (gdp;, 0,0, ....,0)

Vﬂgl is the prior variance and ] is the prior mean for 39

Substep 16.16 Derive the conditional distribution p(p?|Y,e)
Given the stationary constraint, |pP| < 1

PP is a truncated normal. To obtain draws from this truncated normal distribution, AR sam-

pling step is applied to the candidate draws from the proposal density, N(p”, D).

DPP = (V;);l +X Q X TOd)

prod
P = DV 0 + X pyoap YP7)

prod

where,
—1 . . Do .
V,p 1s the prior variance and pj is the prior mean,
= *
p = P — P, t

XpTod = (ﬁ07 -"JsTfl)/
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rod ~ P~

yf =Pt — )\t Ut
d __ ¢ prod prody
YProt = (y7" %, oy )

Substep 16.17 Derive the conditional distribution p(a,%p]Y, o)
p(a%p|Y, o) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(Ui%pW’ o) ~ IG(vnpo + %v Shpo + %t;(hf —hi_1)?)

Substep 16.18 Derive the conditional distribution p(a§*|Y, o)
p(a§*|Y, o) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(”§*|y> .) ~ IG(VP*O + %7 SP*O + %t;(Pt* - Pt*—l)Q)

Substep 16.19 Derive the conditional distribution p(c3_|Y,e)
p(03,|Y, ) is a non-standard density because of the constraints on A™,
log p(03,[Y, #) o< —(vamo+ Dog o3, == T5tlog of, =5 Yy (AF = ANL1 )P+ 0ae (A7, 0%,)

The candidate draws from p(o3 |Y,e) are obtained via the MH step with the proposal den-
sity

T
IG(aro + 552, Sano + 3 (AT = AT1)?)

t=2

Substep 16.20 Derive the conditional distribution p(azﬂ|Y, o)
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p(ozﬂ\Y, e) is a non-standard density because of the constraints on p™,

Sor T— T
Upg: —leg Ugw_ﬁ Zt:2(P?_P£1)2+9mr(PW7Ugw)

log p(agﬂ|Y, o) x —(Vpro+1)log Uﬁﬂ—
The candidate draws from p(a§ﬂ|Y, ) are obtained via the MH step with the proposal den-
sity

T
IG(VpWO + %7 S,er + %t;(pg - /7?;1)2)

Substep 16.21 Derive the conditional distribution p(c7_|Y,e)
p(o?_|Y,e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(oi |Y, @) ~ IG(Vhro + L52, Shmo + 5 30 (BT — hT_1)?)
t=2

Substep 16.22 Derive the conditional distribution p(c2,|Y,e)
p(02,]Y, @) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(072r*|Y7 .> ~ IG(VTF*O + %75}*0 + % Z(W? - ﬂ-:—l)2)
t=2

Substep 16.23 Derive the conditional distribution p(c2 |Y,e)
p(02.|Y,e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(02.|Y,0) ~ IG(varo + 5, Semo + 3 (27 — CF — B77%)?)
t=1

Substep 16.24 Derive the conditional distribution p(c2 |Y,e)
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p(02_|Y,e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(02W|Y7 .) ~ IG(VCWO + %7 SCﬂ'O + % Z:Z(CZT - tﬂ—l)Q)
t=

Substep 16.25 Derive the conditional distribution p(5™|Y,e)
Candidate draws are sampled from N (B”, Dg,) using the precision based algorithm.
where,
Dgr = (V3 +7¥Q e~
B = D (Vi B + 7' Q1 T7m)

JiT =25 - CF

JZT(' — (jfﬂ’7 ‘”’ij]r)l

Vﬁ;l is the prior variance and 3§ is the prior mean for g™

Substep 16.26 Derive the conditional distribution p(c2,|Y,e)
p(02.,]Y, e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(ai*’Y, o) ~ IG(vywo + %a Swxo + % Z(w? — T = Pt*)z)
t=2

Substep 16.27 Derive the conditional distribution p(c7 |Y,e)
p(0?,]Y,e) is a standard inverse-Gamma density,

Candidate draws are sampled from
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T
(07, |Y,8) ~ IG(Whwo + 5+, Spwo + 5 3 (b = hi’1)?)
t=2

Substep 16.28 Derive the conditional distribution p(ogw|Y, o)

p(agw|Y, e) is a non-standard density because of the constraints on p*,

Sopw T— T
log p(U§w|K °) _(pr0+1)l09 in_#wo_TllOg ng_ﬁ ZtZQ(p%"—p};ﬂl)Q—l—ng(pw,Ugw)

The candidate draws from p(agw\Y, e) are obtained via the MH step with the proposal den-
sity

T
IG(prO + %7 Spr + %t;(piu - p;Ufl)Q)

Substep 16.29 Derive the conditional distribution p(c3,|Y,e)

p(0§w|Y, e) is a non-standard density because of the constraints on A%,

— T
log p(inm ) x —(vawot1)log U?\w_i%ﬂ;o_%wg Jiw_ﬁ Zt:2()‘7zfu_ ?—1)2+g)\w()‘w70§w)

The candidate draws from p(o’?\w|Y, e) are obtained via the MH step with the proposal density
T-1 e
IG(Wawo + 155, w0 + 3 20 (AP — AP1)?)
=2

Substep 16.30 Derive the conditional distribution p(c2,|Y,e)

The candidate draws are obtained from

T
[G(Vnwo + %7 SmuO + %t;(/i%” - ’%11‘,”71)2)

Substep 16.31 Derive the conditional distribution p(p’|Y;e)

Given the constraint [pf| < 1, the conditional distribution p(p’|Y,e) is a truncated normal
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density. The candidate draws are sampled from the proposal distribution N (4%, D,;) using the
precision based algorithm, and simple Accept-Reject step is applied to the candidate draws.

where,

Dpi = (Vi + X, 07 Xpi) ™!

P = DV oy 4+ X057 Mo

pLoy

7 . i~ i~
my' =i —7f —rf — N — K'7y

Mpi = (m€27 ...,mg?)/

) . ;
Xpi = (i =TG5 — 18 e iT—1 — Tp_q — T5_q)

e

i 1'is the prior variance and pb is the prior mean for p*

Substep 16.32 Derive the conditional distribution p(\/|Y,e)

The candidate draws are sampled from the proposal distribution N (S\i,D,\i) using the pre-

cision based algorithm.
where,
Dyi = (Vyy! + X0 X0) !
X = Dy (Vi ') + X3, QM)
mpt =iy — i —rf = pli1 — Ty — ) = K

M = (m3i, ...,mp)

XAZ — (ﬂ17 ceey aT)/

V)\_i1 is the prior variance and )} is the prior mean for \!

Substep 16.33 Derive the conditional distribution p(x‘|Y,e)

The candidate draws are sampled from the proposal distribution N(A?, D,;) using the pre-
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cision based algorithm.
where,
Dy = (Vi 4+ X071 X))
it = Dyi(V 'kl + X, M

Kl __ ¢ * * (s * * 77
mit =iy — 7w —rf — ptliem1 — i — i) — Ay
Kl __ K1 K1)/
M"® = (mf*,...,mf§)

Xm‘ = (7~r1, ceey frT)/

Vﬁzl is the prior variance and &y is the prior mean for x*

Substep 16.34 Derive the conditional distribution p(afbi\Y, o)
p(c2.]Y,e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T . .
p(o7;1Y, @) ~ IG(vhio + T35, Snio + 5 > (i — hi_;)?)
t=2

Substep 16.35 Derive the conditional distribution p(c2,.|Y,e)
p(02,.|Y,e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(agr’Ya o) ~ IG(Vzro + %v Szro + % > (Z7 = Cf — BTTDQ)
t=1

Substep 16.36 Derive the conditional distribution p(c2.|Y,e)
p(02,]Y, @) is a standard inverse-Gamma density,

Candidate draws are sampled from
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T
p(02]Y,0) ~ IG(vero + 155, Sero + 5 > (CF = CF_1)?)
t=2

Substep 16.37 Derive the conditional distribution p(3"|Y,e)

Candidate draws are sampled from N (BT, Dg,) using the precision based algorithm.
where,

Dg, = (Vi " + 1705 )~

B = Dan(Vg, B + 7' T7T)

it =2 -y
T = (i )

Vﬁ;l is the prior variance and £ is the prior mean for 3"

Substep 16.38 Derive the conditional distribution p(aﬁ]Y, o)
p(03]Y, e) is a standard inverse-Gamma density,

Candidate draws are sampled from

T
p(o3|Y, e) ~ IG(va + %7 Sao + % S (D¢ — Dy—1)?)
=2
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C1.d Marginal likelihood computation

Bayesian model comparison is based on the marginal likelihood (marginal data density) metric.
In computing marginal likelihood for various models, we use the approach proposed by CCK,
which decomposes the marginal density of the data (e.g., inflation) into the product of predic-
tive likelihoods. This approach allows us to separately compute marginal data density for each
variable of interest: inflation, nominal wages, interest rate, real GDP, the unemployment rate,
and labor productivity. The variable specific marginal densities prove quite useful because it
allows for deeper insights about the source of the deficiencies, which in turn helps differentiate

models at a more disaggregated level.

Specifically, marginal data density of the variables of interest is computed as follows,

T

pOP |XT,0) = [ [ @ 1o Xy 0 M) (C.83)
t=3

where, 7 = PCE inflation (7), unemployment rate(ur), real GDP(gdp), labor productivity(prod),
nominal wage inflation(wage), nominal short-term interest rate(int) ;
p(yg|y{:t71, X{:m—, M;) is the predictive likelihood for variable j, and Xg is set of covariates that
influences variable j in model M;. For example, in the case of short-term interest rate, the
covariates in the Base model include ur, 7, gdp, and survey data. Whereas, in the Base-NoSurv

model, the covariates will not include the survey data.

To compute the overall marginal data density of Y = (y™,y%", y9, yprod ywage 4int)! for
model M;,

p(Y|Xi, My) = p(y™|XT, My) x p(y™ | X7, M;) x p(y9%| X% D).
xp(yP" ol XN M;) X p(y 9| X9, My) x p(y™| X", M) (C.84)

C2. Prior Sensitivity Analysis

In the chapter, we noted that our prior settings are similar to those used in CKP, CCK,
Gonzalez-Astudillo and Laforte (2020). As discussed in CCK, UC models with several unob-
served variables, such as the one developed in this chapter, require informative priors. That
said, our priors settings for most variables are only slightly informative. The use of inequality
restrictions on some parameters such as the Phillips curve, persistence, bounds on u-star could
be viewed as additional sources of information that eliminates the need for tight priors, some-
thing also noted by CKP. The parameters for which there is a strong agreement in the empirical
literature on their values, such as the Taylor-rule equation parameters, we use relatively tight

priors, such that prior distributions are centered on prior means with small variance. So besides
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the prior on the Taylor-rule equation parameters, all other prior settings are taken from related

papers.

Here, we examine the sensitivity of loosening the priors on the variances of the shocks to the
pi-star, p-star, u-star, and r-star (i.e., for the process D). Specifically, we double the prior mean
of the variances from 0.01 to 0.03. Table C2 reports the posterior estimates. The top panel
reports the posterior estimates from the main text to facilitate easy comparison, and the bottom
panel reports the posterior estimates of re-running the models with these new prior values. The
results for p-star are as expected. In the chapter, we noted that the prior view primarily shapes
p-star, and we see that manifest here too; prior (E (ag*
identical. Similar evidence is seen in the case of r-star (i.e., D) for the Base-NoSurv model.

)) and posterior (E (a%*|Data)) are fairly

For pi-star, u-star, and r-star (in the case of Base), the posterior mean estimates’ differences
between the two panels are small. In fact, the posterior mean estimates from the runs with
looser prior are pushed toward values that are closer to the prior mean estimates used in the

main chapter, lending credibility to our default prior settings used in the main chapter.

Table C2: Parameter Estimates: Comparison

Panel A: From the main chapter, where prior E(02.) = E(02.) = E(03%) = 0.1? and E(ag*) =0.142

Parameter | Parameter description Posterior estimates
Base Base-NoSurv
Mean 5% 95% | Mean 5% 95%
o2, Variance of the shocks to 7* | 0.1212  0.100% 0.141% | 0.127% 0.0842 0.1822
o2 Variance of the shocks to p* | 0.145% 0.111% 0.183% | 0.141%2 0.109? 0.1762
o2, Variance of the shocks to u* | 0.0752 0.0642 0.089% | 0.084% 0.0712 0.100?
o2 Variance of the shocks to d | 0.093% 0.0772 0.110% | 0.114% 0.0842 0.1482
Panel B: Prior sensitivity, where prior E(0%.) = E(03.) = E(03) = E(0}.) = 0.173?
Parameter | Parameter description Posterior estimates
Base Base-NoSurv
Mean 5% 95% | Mean 5% 95%
o2, Variance of the shocks to 7* | 0.143% 0.124%> 0.163% | 0.190> 0.1452 0.2362
o2 Variance of the shocks to p* | 0.1722 0.134%2 0.214% | 0.166% 0.1302 0.2072
o2, Variance of the shocks to u* | 0.1022  0.090? 0.115% | 0.121% 0.1032 0.1402
ol Variance of the shocks to d | 0.122%  0.106% 0.140% | 0.175% 0.136? 0.2182
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C3. MCMC Convergence Diagnostics

In this section, we document the diagnostic properties of our MCMC algorithm in the Base
and Base-NoSurv models (see figures and [C2)). Following Primiceri (2005), Koop, Leon-
Gonzalez, and Strachan (2010), and Korobilis (2017), we report the autocorrelation functions
of the posterior draws (10th and 50th order sample autocorrelation), inefficiency factors (IFs),
and convergence diagnostic (CD) of Geweke (1992)]T]

One of the most common metrics examined to assess the efficiency of the MCMC sampler
is to look at the autocorrelation function of the draws, which indicates how well the chain is
mixing. Low autocorrelations are preferred to higher because the lower the autocorrelation, the
closer the draws are to being independent and higher the efficiency of the algorithm. The plots
shown in the top panel of the figures correspond to 10th and 50th order autocorrelations in the
draws, and as can be seen, they indicate very low autocorrelation. In the case of 50th order
autocorrelation, all of them indicate close to zero, and in the case of 10th order except for a

couple most indicate correlation below 0.2.

The inefficiency factor related to the autocorrelation functions is the inverse of Geweke’s
(1992) relative numerical efficiency measure (RNE). It is computed using the following for-
mula, (142", p;), where p; refers to the k — th order autocorrelation of the chain. The
middle panel in the figures plots the IF for each of the parameters. The values lower than
or close to 20 are considered desirable. As shown, in the case of the Base model, all the IFs
are below 20, and most at below 10. Similarly, in the case of Base-NoSurv, except one, for
all other parameters, IFs are below 20. (Note: IFs are computed using the default setting in

LeSage’s toolbox: estimation of spectral density at frequency zero uses a tapered window of 4%)

As discussed in Koop, Leon-Gonzalez, and Strachan (2010), to assess whether the MCMC
sampler has converged, a rough rule of thumb is to look at the CDs and see whether 95% of
them are less than 2. If they are, then convergence is likely achieved. Based on the plots in
figures C1 and C2 (third-panel), most CDs are within +/- 2. The very few that exceed 2 are
only slightly larger than 2.

We also note that the results are fairly identical to the different initial conditions of the
chain (picked randomly) and to a significantly lower number of simulations (and burn-in). For
example, a run using 320K posterior draws with a burn-in of the first 300K and retaining all the
remaining draws provide similar inference. However, the MCMC convergence properties favor

higher simulations because it allows for a greater degree of thinning.

n computing some of these metrics, we have benefitted from the Matlab toolbox developed by James P.
LeSage. Detailed explanation including intuition for these convergence diagnostics are provided in Koop (2006;
page 67-68) and Chan, Koop, Poirier, and Tobias (2019; page 209).
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Overall, these diagnostic measures provide us confidence in the good convergence properties
of our MCMC algorithm in both the Base and Base-NoSurv models.

04

0.2

Figure C1: MCMC Diagnostics of Base Model
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Figure C2: MCMC Diagnostics of Base-NoSurv Model
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C4. Additional Forecasting Results: Base vs. Benchmarks

In this section we compare the real-time forecasting performance of our Base model to the
outside benchmark models, which forecasting literature has shown to be useful forecasting
devices. Specifically, we compare the accuracy of the inflation forecasts from our Base model
to the following three models, UCSV of Stock and Watson (2007) [UCSV], Chan, Koop, and
Potter (2016) [CKP], and Chan, Clark, and Koop (2018) [CCK]. We compare the accuracy of
the unemployment rate forecasts from our Base model to the CKP, and the accuracy of the
nominal wage inflation from the Base model to the UCSV model applied to the nominal wage
inflation — motivated by Knotek (2015).

Table presents the forecast evaluation results for headline PCE inflation, nominal wage
inflation, and the unemployment rate. These results indicate following three observations.
First, in terms of point forecast accuracy, inflation forecasts from all the four models considered
are competitive to each other. There is some statistically significant evidence that the Base
model is more accurate than UCSV at h=12Q. Regarding the density forecast accuracy, the
Base model is more accurate than the UCSV but inferior to CCK, as the latter produces more
precise intervals than the Base model. Second, in the case of nominal wage inflation, the Base
model generates more accurate forecasts (both point and density) than UCSV, and the gains
are statistically significant for the most part.

Third, the accuracy of the unemployment forecasts from the Base model is competitive to
the CKP model statistically speaking, even though the relative numbers favor CKP. A closer
inspection of the forecast errors reveals that the Base model, which incorporates survey forecasts
of the unemployment rate, experienced significantly bigger misses than the CKP model around
the Great Recession period. Outside of this period, the Base model is slightly more accurate
than the CKP, and when combined with the Great Recession period, on the net, the much
bigger misses of the Base model results in overall higher RMSE.

As illustrated in Tallman and Zaman (2020), just before and at the onset of the Great Reces-
sion, the survey participants projected relatively upbeat long-run forecasts of unemployment,
which indicated a declining natural rate of unemployment. It was not until few months into the
recession that survey participants recognized the extent of the labor market damage and began
to revise their estimates of the long-run unemployment higher. Hence, models such as the Base
model that take signals from the survey forecasts experienced big misses.

To sum up, we view these forecasting results as providing evidence supporting our Base

model’s competitive forecasting properties.
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Table C3: Out-of-Sample Forecasting Performance: Base vs. Benchmarks

Full Sample (Recursive evaluation: 1999.Q1-2019.Q4)

Point forecasting Density forecasting
4Q  8Q  12Q  20Q | 4Q 8Q 12Q 20Q

PCE Inflation
Relative RMSE Relative Log Score

Base/UCSV 095 097 0.93* 0.96 Base - UCSV 0.013*  0.023*  0.028*%  0.041*

Base/CCK 1.01  1.04 1.01  1.04* Base - CCK -0.018*  -0.030* -0.046* -0.058*

Base/CKP 098 0.99 097 1.02 Base - CKP 0.002 0.001 -0.003*  -0.008*
Nominal Wage
Relative RMSE Relative Log Score

Base/UCSV 0.89* 0.87* 092 0.64 Base - UCSV 0.012 0.027*  0.037*  0.041*
Unemployment Rate
Relative MSE Relative Log Score

Base/CKP 1.08 112 115 1.24 Base - CKP 0.001 0.000 -0.004  -0.007

Notes for Table: For variables PCE inflation and nominal wage (i.e., average hourly earnings), the forecasts and associated accuracy
correspond to the quarterly annualized rate. Base forecast is defined as the Steady-State (SS) VAR forecast in which the steady states are
assumed to be the estimates of the stars from the Base model. UCSV forecast corresponds to the forecast from the univariate unobserved
component stochastic volatility model similar to Stock and Watson (2007). The model is used to construct forecasts of PCE inflation and
nominal wage inflation. CCK forecast corresponds to the forecast from the bivariate unobserved component stochastic volatility model of
Chan, Clark and Koop (2018). CKP forecast corresponds to the forecast from the bivariate unobserved component stochastic volatility
model of Chan, Koop and Potter (2016), with the bounds on u-star fixed to values identical to the Base model. The left panel reports
results for the point forecast accuracy (relative root mean squared errors) and the right panel reports the corresponding density forecast
accuracy (mean of the relative log predictive score). The table reports statistical significance based on the Diebold-Mariano and West test
with the lag h — 1 truncation parameter of the HAC variance estimator and adjusts the test statistic for the finite sample correction
proposed by Harvey, Leybourne, and Newbold (1997); *up to 10% significance level. The test statistics use two-sided standard normal

critical values for horizons less than equal to 8 quarters, and two-sided t-statistics for horizons greater than 8 quarters.
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C5. Additional Forecasting Results: SSBVAR, Base stars vs.

Survey

In macroeconomic forecasting, research by Wright (2013) and Tallman and Zaman (2020),
among others, show using workhorse Bayesian VAR models that the predictive performance
boils down to good starting conditions (i.e., nowcasts) and terminal conditions (i.e., steady-
states proxied by stars). Survey forecasts provide both nowcasts and long-run projections,
whose accuracy has been shown by past research to be quite good. Wright (2019) empha-
sizes the desirable forecasting properties of the survey forecasts and highlights that econometric
approaches utilizing survey projections are at the forecasting frontier, especially in inflation fore-
casting. Most empirical research on forecasting has focused on proposing methods to improve
the accuracy of the nowcast estimates relative to survey nowcasts’ accuracy, but only little effort
has been dedicated to improving estimates of long-run projections. Hence, this chapter raises
the natural curiosity in the usefulness of the stars’ estimates from our modeling framework for
macroeconomic forecasting using Bayesian VARs (via the imposition of steady-states).

To assess the efficacy of our star’s estimates for the external VAR models, we perform
a real-time out-of-sample forecasting evaluation similar to Wright (2013) and Tallman and
Zaman (2020). These studies informed the time-varying steady-states for the steady-state
(SS) BVAR using the long-run survey projections and found that doing so leads to significant
accuracy gains. Accordingly, the design of our forecasting examination is as follows. We take
the SSBVAR from Tallman and Zaman (2020) and perform three sets of recurive real-time out-
of-sample forecasting runs. In the first run, we inform the steady-states for real GDP growth,
PCE inflation, core PCE inflation, the unemployment rate, nominal wage inflation, and labor
productivity growth using the long-run survey projections. For the latter two variables, we use
the survey expectations from the SPFE] The forecasts from this run are denoted ‘Survey’ in
table In the second run, we repeat the exercise, but this time inform the steady-states
using the real-time estimates of the stars from the Base-NoSurv model, denoted ‘BaseNoSurv’.
In the third run, we inform the steady-states using the real-time estimates of stars from the
Base model, denoted ‘Base’.

Each of the three forecasting runs is based on estimating the SSBVAR with a recursively
expanding sample, i.e., the recursive execution uses an additional quarterly data point in the
estimation. The SSBVAR is estimated with quarterly data beginning 1959Q2. The model
consists of ten variables: (1) real GDP growth; (2)real consumption expenditures; (3) headline
PCE inflation; (4) core PCE inflation; (5) labor productivity growth; (6) growth in average
hourly earnings; (7) growth in payroll employment; (8) the unemployment rate; (9) the shadow
federal funds rate; (10) and the risk spread, defined as the difference between the yield on
10-year Treasury Bond and yield on BAA Bond. The out-of-sample forecasting period spans

2In the case of nominal wage inflation, we construct an implied survey projection by adding the survey
expectation of PCE inflation and productivity, both of which are obtained from the SPF.
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1999Q1 through 2019Q4. The forecast accuracy (point and density) is computed from one-
quarter ahead to 20 quarters out. Partly due to focus on the medium-term horizon and partly
in the interest of space, we report accuracy metrics for four, eight, twelve, and twenty quarters
ahead.

We evaluate the forecast accuracy using real-time data; specifically, we treat the “actual”
as the third quarterly estimate. For instance, in the case of real GDP, the third estimate for
2018Q4 corresponds to the GDP data available in late 2019Q1. The point forecast accuracy is
assessed using the root mean squared error (RMSE) metric, and the density forecast accuracy
is assessed using either the continuous ranked probability score (CRPS). Forecasts with lower
RSME and CRPS are preferred. The statistical significance of the point and density forecast
accuracy is gauged using the Diebold-Mariano and West test. The description of these tests is
listed in the notes accompanying the tables reporting forecast accuracy.

Table reports forecast evaluation results corresponding to this exercise. The left panel
reports the point forecast accuracy results, while the right panel results for the density forecast
accuracy. We evaluate and compare the point, and density forecast accuracies among the Base,
BaseNosurv, and Survey forecasts in a pairwise fashion. For each variable, the three rows
report the relative RMSE (for point forecast accuracy) and the relative CRPS (for density
forecast accuracy). The first row reports the RMSE of the Base relative to Survey, the second
row reports the RMSE of BaseNoSurv to Survey, and the third row reports the RMSE of
BaseNoSurv relative to Base. A model with a lower values of RMSE and CRPS is preferred
to a model with higher values. These relative metrics indicate the following. First, for real
GDP growth, statistically speaking, Survey outperforms both Base and BaseNoSurv. A closer
inspection of the errors reveals that most of the gains of Survey over Base and BaseNoSurv are
achieved over the post-Great Recession period.

As indicated in the figures plotting real-time estimates (see figure , starting in 2011
onwards, while both Base and Base-NoSurv have g-star falling sharply in the vicinity of 1.0%,
the Survey has g-star falling only a little to 2.0%. This more rapid deceleration in g-star inferred
by our models hurts the forecast accuracy of real GDP forecasts. This particular forecasting
result suggests that our models misleadingly attribute a higher portion of the low GDP growth
realizations in the post-Great Recession period to a trend decline in real GDP growth instead
of cyclical fluctuations.

For headline PCE inflation, all three are competitive to each other, with some statistically
significant gains in the density forecast accuracy of Base and Base-NoSurv over Survey. In
the case of nominal wage inflation, both Base and Base-NoSurv generate forecasts that are
substantially more accurate than Survey on average. The gains are statistically significant for
the most part. In the case of labor productivity, while Base is more accurate than BaseNoSurv,
both are inferior to the Survey. This result suggests that maybe bringing in survey information
about productivity in the Base model may improve the econometric estimation of p-star.

For the unemployment rate, both Base and BaseNoSurv are inferior to the Survey, but
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the gains are not statistically significant for the most part. The SSBVAR with steady-states
informed from the Base model generates more accurate unemployment forecasts than Base-
NoSurv, but the forecast gains are statistically significant only for the very long horizons. In
the case of the shadow federal funds rate, both Base and Survey are competitive but are inferior
to BaseNoSurv for h=4Q and h=8Q.

Overall, these forecasting results lend credibility to our stars’ estimates (except for g-star)
in their use to inform steady-states for VAR forecasting models. We also note the results of
this section lend support to the survey projections in their use as proxies for stars, something
also documented by Tallman and Zaman (2020), among others.

The fact that the estimates of stars from our models are generally competitive to survey
long-run projections we believe is a good outcome. It has been well-established that survey
expectations are at the frontier of forecasting (e.g., Wright, 2019). However, the preference
is for forecasts (or estimates of stars) obtained using a single multivariate model because the

resulting forecasts will be coherent and allow for a credible narrative in a systematic manner.
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Table C4: Out-of-Sample Forecasting Performance: Steady-State BVAR

Full Sample (Recursive evaluation: 1999.Q1-2019.Q4)

Point forecasting

Density forecasting

4Q 8Q 12Q 20Q 4Q 8Q 12Q 20Q
Real GDP
Relative RMSE Relative CRPS
Base/Survey 1.05* 1.07* 1.06* 1.01 Base - Survey 0.09*  0.09* 0.07* 0.01
BaseNoSurv/Survey 1.04  1.09* 1.07* 1.03* BaseNoSurv - Survey  0.06 0.12*  0.09*  0.03
BaseNoSurv/Base 098 102 1.01 1.02%* BaseNoSurv - Base -0.02  0.03 0.01 0.02
PCE Inflation
Relative RMSE Relative CRPS
Base/Survey 0.99* 098 1.00 1.05 Base - Survey -0.02* -0.02* -0.01 0.04
BaseNoSurv/Survey 0.97 1.00 1.04 1.06 BaseNoSurv - Survey -0.03* -0.01  0.02 0.04
BaseNoSurv/Base 0.99 1.02 1.04 1.01 BaseNoSurv - Base -0.02  0.01 0.03 0.00
Productivity
Relative RMSE Relative CRPS
Base/Survey 1.04* 1.08* 1.05% 1.00 Base - Survey 0.04*  0.08% 0.06* 0.00
BaseNoSurv/Survey 1.06* 1.13* 1.12*% 1.05 BaseNoSurv - Survey 0.07*  0.13*  0.12*  0.05
BaseNoSurv/Base 1.02  1.05* 1.06* 1.05* BaseNoSurv - Base 0.02 0.05*  0.06* 0.05*
Nominal Wage
Relative RMSE Relative CRPS
Base/Survey 0.73* 0.77% 0.84* 0.92* Base - Survey -0.08*% -0.09* -0.09% -0.08*
BaseNoSurv/Survey 0.72* 0.76* 0.93* 1.06 BaseNoSurv - Survey -0.08% -0.09* -0.05*% 0.03
BaseNoSurv/Base 098 0.99 1.10 1.16 BaseNoSurv - Base 0.00 0.00 0.04 0.11
Unemployment Rate
Relative MSE Relative CRPS
Base/Survey 1.05  1.08* 1.09 1.11 Base - Survey 0.03 0.09* 0.13* 0.18*
BaseNoSurv/Survey 1.07  1.13  1.19  1.27* BaseNoSurv - Survey -0.08 -0.15 -0.10  0.20*
BaseNoSurv/Base 1.02 105 1.09 1.14* BaseNoSurv - Base 0.02 0.10 0.19 0.31
Shadow FFR
Relative RMSE Relative CRPS
Base/Survey 098 0.99 1.01 1.06 Base - Survey -0.02  -0.02  0.02 0.18
BaseNoSurv/Survey 0.91% 0.92 096  1.07 BaseNoSurv - Survey -0.08* -0.15 -0.10  0.20
BaseNoSurv/Base 0.93* 0.93* 095 1.01 BaseNoSurv - Base -0.06* -0.13* -0.12  0.02

Notes for Table: For the variables real GDP, PCE inflation, productivity, nominal wage (i.e., average hourly earnings), the forecasts and

the associated accuracy correspond to the quarterly annualized rate. Base forecast is defined as the Steady-State (SS) VAR forecast in

which the steady states are assumed to be the estimates of the stars from the Base model. BaseNoSurv forecast is defined as the SS-VAR

forecast in which the steady states are taken from the Base-NoSurv model. The left panel reports results for the point forecast accuracy

(relative root mean squared errors) and the right panel reports the corresponding density forecast accuracy (mean of the relative

continuous ranked probability score). The table reports statistical significance based on the Diebold-Mariano and West test with the lag

h — 1 truncation parameter of the HAC variance estimator and adjusts the test statistic for the finite sample correction proposed by

Harvey, Leybourne, and Newbold (1997); *up to 10% sigﬁaaéance level. The test statistics use two-sided standard normal critical values for

horizons less than equal to 8 quarters, and two-sided t-statistics for horizons greater than 8 quarters.



C6. Additional Real-time Estimates Stars

Figure C3: Real-time Recursive Estimates of Output Gap: Base model
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Notes: The plot denoted Base corresponds to smoothed (posterior mean) estimates which are
based on the full sample information, i.e., 1959.Q4 through 2019.Q4. The plot denoted Base:
RealTime corresponds to real-time recursive (posterior mean) estimate generated by estimating
Base model at different points in time, specifically 1999.Q1 through 2019.Q4. The credible

intervals reflect the uncertainty around the posterior mean smoothed estimates.
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Figure C4: Real-time Recursive Estimates of Stars: Base-NoSurv model
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Notes: The plots denoted Base-NoSurv correspond to smoothed estimates which are based on
the full sample information, i.e., 1959.Q4 through 2019.Q4. The plots denoted Base-NoSurv:
RealTime correspond to real-time recursive estimates generated by estimating Base-NoSurv
model at different points in time, specifically 1999.Q1 through 2019.Q4.
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Figure C5: Real-time Recursive Estimates of Stars: Base model vs. Base-NoSurv model

5 w
Base: RealTime
-Base-NoSurv: RealTime
4.5 -Survey: SPF

0
1999 2003 2007 2011 2015 2019

Base: RealTime
-Base-NoSurv: RealTime
Survey: SPF

3.5

0
1999 2003 2007 2011 2015 2019

Base: RealTime
-Base-NoSurv: RealTime
4.5 - -Survey:Blue Chip

1]
1999 2003 2007 2011 2015 2019

u
8
Base: RealTime
-Base-NoSurv: RealTime
7.5 -Survey: Blue Chip

1999 2003 2007 2011 2015 2019

Base: RealTime
-Base-NoSurv: RealTime
-Survey: SPF, Implied

0
1999 2003 2007 2011 2015 2019

Base: RealTime
Base-NoSurv: RealTime
4.5 - - Survey:Blue Chip, Implied

1999 2003 2007 2011 2015 2019

Notes: The plots correspond to real-time recursive estimates generated by estimating Base
and Base-NoSurv models at different points in time, specifically 1999.Q1 through 2019.Q4.

To facilitate comparison, real-time estimates from the survey either Blue Chip or Survey of

Professional Forecasters (SPF) are also plotted.
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C7. Estimated relationship between Survey and Stars

Figure C6: Estimated Link Between Survey Forecasts and Stars
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Notes: The posterior estimates are based on the full sample (from 1959Q4 through 2019Q4).
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C8. Additional COVID-19 Pandemic Results

Figure [C7] presents posterior estimates of u-star, g-star, and r-star from Base and Base-NoSurv
models based on estimating data through 2020Q3. Also plotted to facilitate comparison are the
corresponding posterior estimates based on estimation through 2019Q4. Figure similarly,
provides estimates of pi-star, p-star, and w-star. A visual inspection of the plots suggests
the following four observations. First, estimates appear reasonable, indicating the model isn’t
blowing up. Second, adding pandemic data to the estimation sample has small effects on the
historical estimates of stars in the Base model and, for the most part, also applies to the Base-
NoSurv model. For u-star, there are some notable revisions in the estimates obtained from
the Base-NoSurv model comparing between estimation pre-and post-pandemic recession. The
considerable revision in the posterior mean of u-star is associated with decreased precision, as
evidenced by the larger width of the 90% credible intervals; however, in the Base model, the
estimation with pandemic data is associated with increased precision of u-star.

Third, in the case of g-star, estimation using pandemic data yields posterior mean estimates
of g-star that are revised four-tenths higher starting 2000 onwards compared to estimation using
pre-pandemic data. Fourth, as would be expected (see Carriero et al., 2021), the precision plots
indicate an uptick in uncertainty towards the end of the sample period associated with pandemic
data. Though except for p-star and w-star, the uptick in uncertainty is small. The Base model
generally held up better because the survey forecasts help anchor the econometric estimates of
stars to a reasonable range. Without it, extreme data movements in the unemployment rate
profoundly influenced the econometric estimates of u-star in the Base-NoSurv model. In light
of the discussion in the preceding paragraph, we view the uptick in uncertainty around p-star
as a reasonable result.

We believe that the rich features of our models, which includes: (1) modeling the changing
economic relationships via the implementation of time-varying parameters; (2) allowing for
changing variance of the innovations to various equations (i.e., SV); (3) imposing bounds on
some of the random walk processes; (4) joint modeling of the output gap and unemployment
gap in particular; (5) and the use of survey forecasts; helped position our models to handle the
pandemic data better.

Carriero et al. (2021) using monthly Bayesian VARs show models that allow for SV bet-
ter handle pandemic observations than those without SV. But, even models with SV have a
drawback in the context of pandemic data. This drawback arises from the standard approach
to modeling SV, which assumes a random walk process or a very persistent AR process. So in
the face of a temporary spike in volatility, the model will attribute this spike incorrectly to a
persistent increase in volatility. Inspired by the outlier treatment method of Stock and Watson
(2016) for UCSV models, Carriero et al. (2021) propose an outlier-adjusted SV method that
models the VAR residuals as a combination of persistent and transitory changes in volatility.

We believe that this drawback of standard SV applies more to monthly VARs and to a

lesser extent in quarterly models, as is the case here. However, we stress that Stock and Wat-
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son outlier treatment method can be conveniently implemented in our modeling framework. It
would also require introducing SV in both the output gap and the unemployment gap equa-

tions. To keep the length of the chapter manageable, we leave this extension for future research.

The COVID-19 pandemic provides an excellent real-time illustration of the importance of
using survey expectations data in the econometric estimation of the stars. The unprecedented
nature of the pandemic crisis and the extreme movements in the data induced by the pandemic
are too volatile to provide a timely and credible signal about the long-run macroeconomic
consequences. Complicating the signal extraction problem from the data during the pandemic
period is that consensus has been developing (perhaps rightly so) to treat macroeconomic data
for the periods 2020Q2 and 2020Q3 as outliers in estimating the macro-econometric models; see
Schorfhedie and Song (2020), Lenza and Primiceri (2020), Carriero et al. (2021), among others.

On the other hand, judgment assessment informed from past event studies and understand-
ing of many decades of economics research indicates that the COVID pandemic is likely going
to have implications on the long-run productivity growth (p-star), the growth rate of potential
output (g-star), the natural rate of unemployment (u-star), the long-run real rate of interest
(r-star); see Jorda, Singh, and Taylor (2020). As time rolls forward, and more is revealed about
the possible long-term macroeconomic impacts of the pandemic on the underlying trends, the
survey participants would judgmentally adjust their estimates of long-run projections in a more
timely manner. And by extension, our Base model, which incorporates the long-run survey

projections.
Base model vs. external sources: post-pandemic Recession

We next compare our Base model estimates with those produced by externals sources (and
or models) to assess further the reliability of our Base model estimates post-pandemic recession.
Figure |C9|compares the estimates of the output gap (panel a), r-star (panel b), u-star (panel c),
and pi-star (panel d) from the Base model to the outside estimatesﬂ The estimates are based
on data through 2020Q3 (specifically vintage of data corresponding to late November 2020). In
the case of CBO, the projections correspond to an update as of late July 2020.

The plots in panel (a) indicate remarkable similarity between the posterior mean estimate
of the base model’s output gap and the CBO output gap. Compared with Morley and Wong
(2020), even though before the pandemic, the base model’s output gap estimates indicated less

3Morley and Wong (2020) estimates are based on their updated work Berger, Morley, and Wong (forthcoming)
and are available to download from outputgapnow.com. The estimates were downloaded in the last week of
November, which included the nowcast estimate for 2020Q4 that we do not plot. Thank Murat Tasci, for providing
the estimates of the u-star from the Tasci (2012) model. And also, thank Benjamin Johannsen for providing
the r-star estimates from Johannsen and Mertens (2019). The LW estimates of r-star were downloaded from the
New York Fed website. Del Negro et al. (2017) estimates of r-star were downloaded from github.com/FRBNY-
DSGE/rstarBrookings2017. Lubik and Matthes estimates were downloaded from the Richmond Fed website in
late November 2020.
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tight resource utilization, for 2020, they are quite similar. Morley and Wong (2020), based on
a BVAR approach, could be viewed more flexibly than ours because it explicitly considers the
possible error correlation across model equations. However, at the same time, their approach
could be deemed less flexible than ours because it does not explicitly model time-variation
in parameters and stochastic volatility — i.e., abstracts from the issue of “changing economic
environment.” Both the Base model and Morley and Wong (2020) estimates the output gap at
-3.5% for 2020Q3, with CBO just a tenth higher at -3.6%.

Panel (b) plots the estimates of the r-star from various sources. Except for Laubach
and Williams (2003) [LW], all others are based on information available as of late Novem-
ber 2020. LW estimate reflects information through August 2020. Comparing between 2019Q4
and 2020Q3, the Base model, Johannsen and Mertens (2019), and Del Negro et al. (2017), all
three estimate r-star to have changed only a little; Base model: from 1.36% to 1.26%, Del Negro
et al. (2017): from 1.11% to 1.08%, Johannsen and Mertens (2019): from 1.48% to 1.47%. In
contrast, Lubik and Matthes (2015) have r-star increasing from 0.64% to 1.0%. However, in
their estimate, r-star first falls from 0.64% to -0.68% and then bounces back to 1.0% in 2020Q3.
Their estimate of r-star displays considerable volatility compared to others.

Panel (c) plots the estimates of the u-star from four sources, Base model, CBO, Tasci
(2012), and Chan, Koop, and Potter (2016). Comparing between the Base model and CBO,
the contours of the u-star plots are quite similar. But, the levels through 2010 are notably
different, with CBO higher than the Base model. From mid-2013 onwards, the levels are quite
similar, and in 2020Q3, both indicate u-star at 4.3% (Base) and 4.4% (CBO). Interestingly, both
CBO and the Base model have u-star remaining mostly stable between 2019Q4 and 2020Q3,
suggesting that they attribute most of the increase in the pandemic’s unemployment rate to
the cyclical component. It is worth highlighting that the (median) estimate of u-star reported
in the September 2020 Summary of Economic Projections, which the Federal Reserve compiles,
also indicated a stable u-star (at 4.1%) between 2019Q4 and 2020Q3.

Broadly speaking, the contour of the u-star implied by the CKP (bivariate Phillips curve)
is similar to the Base model and CBO. But, the estimated level of u-star is significantly higher.
According to the CKP model, the estimated u-star in 2020Q3 is 5.7%, just a tenth higher than
2019Q4. The Tasci (2012) model, which is based on the flow rates in-and-out of unemployment,
is significantly impacted by the pandemic data, as the u-star is estimated to have increased from
4.7% in late 2019 to 5.2% in 2020Q3. Part of the explanation of more significant movements in
u-star seen in the Tasci model in response to pandemic data is that the model is estimated using
maximum likelihood methods, which are relatively known to have done a less well job in handling
extreme pandemic induced movements in variables. More generally, Tasci (2019) document the
challenges of estimating u-star in real-time with these models during crisis periods.

Panel (d) presents pi-star estimates from three sources: the Base model, CCK model, and
CKP model. All three models indicate pi-star to have remained stable between 2019Q4 and
2020Q3. However, the pi-star estimates differ slightly across models, with the Base model at
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1.65%, CCK at 1.50%, and CKP at 1.44% (in 2020Q3).

7.5

Figure C7: Estimates of Stars pre- vs. post-COVID Recession
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Figure C8: Estimates of Stars pre-
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Figure C9: Estimates of Stars post-COVID Recession: Base vs. OQutside
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Matthes (2015), the estimates plotted are the posterior median, for all others it is the (posterior)

mean estimate.

344



C9. R*: Backcast Survey R* from 1959-1982

The survey estimates of g-star, u-star, and pi-star are direct reads from the survey. In contrast,
the r-star survey estimate is not a direct estimate. Instead, it is inferred from the Blue Chip
survey long-run estimates of GDP deflator and short-term interest rates (3-month Treasury
bill) using the long-run Fisher equation. Specifically, the long-run forecast of 3-month Treasury
bill less the long-run forecast of GDP deflator. To this differential, we add +0.3 to reflect the
average differential between the federal funds rate and the 3-month Treasury bill. (r-star refers
to the long-run equilibrium federal funds rate)

Survey projections are not available before 1983Q1. To fill in estimates for the survey
variables between 1959Q4 and 1982Q4, we use CBO long-run projections in the case of real
GDP growth and the unemployment rate. In the case of inflation, we use the PTR series
available from the Federal Reserve Board website; this series is used in many studies employing
long-run expectations of inflation (e.g., CCK, Tallman and Zaman, 2020). We do not have a
readily available historical source for long-run forecasts for interest rates (and r-star). So we
backcast a particular time series of implied r-star using CBO’s long-run projections of g-star.
Specifically, we first fit a simple linear regression model over the post-1983 period that regresses
survey r-star on a constant, its lags (2 lags), and a one-period lag “gap,” defined as the difference
between survey r-star and survey g-star. We use the estimated model and the CBO long-run
projections of g-star over the sample 1959Q4 through 1982Q4 to backcast the implied survey
r-star estimates. (When backcasting, the initial values of r-star for 1959Q2 and 1959Q3 are
assumed identical to CBO g-star)

*,Surv r*,g%,SUrv *,Surv *,Surv *,Surv *,Surv 2
Tt = c+ figap, 7 + Bory T+ Byt ey y € ~ N(0,0% surv) (C.85)
rk, gk, Surv __ x Surv *,Surv
where, gap, =g -7

The OLS estimation yields, ¢ = —0.0745; 51 = 0.06; B2 = 1.167; B3 = —0.148

Figure plots the survey g-star and r-star estimates in solid, and the CBO g-star and

the backcast r-star in dashed lines.
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Figure C10: Survey r* and g*
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C10. R* : Additional Full Sample Results

C10.a. Role of data vs. prior in shaping r-star

Kiley (2020), using a model in which r-star follows a RW process, documents an essential finding
that data provide very little information in shaping the r-star process. Hence, the model-based
r-star estimate is mainly driven by the modeler’s prior views. Our results generally confirm
Kiley’s findings. However, in our Base specification, where the variance of the g-star process
influences both the prior and the posterior for the r-star process, the data does influence the r-
star estimate; because we find evidence that data provide information about the g-star process.
This latter evidence of data’s influence on the identification of g-star is also noted by Kiley
(2020).

We begin by comparing the prior and posterior estimates of the parameter o2,, which governs
the shock variance of the r-star process, in the Base-R*RW and Base-NoSurvR*RW — both these
specs model r-star as a RW similar to Kiley (2020). We set prior for E(c2,) = 0.12), which
is the same as in Astudillo and Laforte (2020) but tighter than 0.25? used by Kiley[f] (Our
choice of tighter prior than Kiley is due to a significantly more complex model). Our model
estimation yields posterior estimates of 0.09% (with 90% credible intervals 0.07% to 0.11%) in
Base-R*RW and 0.1% (with 90% interval 0.082 to 0.132) in Base-NoSurvR*RW, respectively. It
appears that in the case of Base-NoSurv-R*RW, the prior setting of the r-star process is driving
the trajectory as evidenced by the posterior mean of the parameter o2, identical to the prior.
But in the case of Base, the posterior mean of the parameter o2, is slightly different from the
prior mean, suggesting that by bringing survey data in the estimation, the data does play a role
in shaping r-star.

We next confirm our finding by re-doing our exercise setting a looser prior for E(c2,) =
0.252), same as in Kiley (2020). The updated model estimation yields posterior estimates of
E(02,) = 0.15%) (with 90% credible intervals 0.13% to 0.17?) in Base-R*RW and E(02,) = 0.222)
(with 90% interval 0.182 to 0.272 in Base-NoSurvR*RW, respectively. The fit of these models
to interest rate data (and other model data) is significantly worse compared to Base and Base-
NoSurv.

We explored the impact on the r-star estimates of even more looser priors on the shock
process governing r-star. We find that as the prior on the r-star process loosens, data becomes
more informative in shaping the r-star estimate (echoing Lewis and Vazques-Grande, 2019).
But it comes at the cost of worsening model fit, higher volatility in the r-star estimate, and

worsening precision of r-star.

4We also explore a model specification in which prior variance is set at 0.252, the fit of this specification was
significantly inferior, and the r-star estimate was quite volatile.
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C10.b. Base vs. External models

In figure the left panel plots r-star from Base (solid line) and two external models, the
seminal model of LW (dashed line) and the more recent model developed in Del Negro et al.
(2017) (dotted line). As is the case with most r-star estimates presented in the literature, the
LW estimate shows a marked decline in r-star from 2000 and beyond. As shown in the figure,
compared to the r-star estimate from the Base, the LW estimate is lower over this period. Part
of the explanation of this difference in the estimates comes from the different estimates of g-star
(not shown).

In the LW model, the mechanical reason for this steadily declining trajectory of r-star is
coming from the fact that their model estimate of g-star has been steadily declining over the
same period. Over this period, GDP grew just slightly above their estimate of g-star, even
though the real short-term rate is significantly below zero over this period. The model explains
the combination of moderate growth in GDP (suggesting a small positive output gap) and
negative real short-term interest through a low level of r-star estimate so to obtain a negative
real interest rate gap (see LW, 2016). In our Base (and Base-NoSurv) model, because the
estimate of g-star is even lower than LW, which implies a more positive output gap (than LW),
a less negative real interest rate gap (than LW) is required to explain the output gap. The less
negative real interest rate gap (i.e., a smaller interest rate gap) implies a higher level of r-star
than LW.

The r-star estimate from Del Negro et al. is stable around 2% from 1960 through early
1980 and then slowly move up, reaching 2.5% by late 1990. From thereon, it begins a gradual
decline ending 2019 at 1.2%, identical to Base, and two-tenths lower than Base-NoSurv. It is
worth noting that Del Negro et al. also utilize survey expectations on r-star to estimate r-star
but their approach in how they model the link between the two is very different than oursﬁ
They also assume a relationship between g-star (in their case, long-run productivity growth)
and r-star. However, their model structure is different compared to ours. Shortly, we show an
r-star estimate from our model specification with the tighter prior assumption for the r-star

process, which is remarkably similar to Del Negro et al.

C10.c. Sensitivity of r-star to the prior setting

As just shown and noted by others (e.g., Kiley (2020)), the prior elicitation for the variance

parameter of the shock process governing r-star has a notable influence on the dynamics of

®Del Negro et al. use survey expectations from Survey of Professional Forecasters, which start from 1992
onwards. In addition, in their framework survey expectations is one of the several financial indicators that they
use to extract a common trend. So arguably, in their approach, the survey expectations of r-star will be less
influential in driving r-star than in our approach in which a direct connection between r-star and survey data is
assumed.
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r-star. We briefly show another illustration highlighting the sensitivity of r-star to the prior
setting. In figure [C11] the right panel plots the posterior mean r-star obtained from model spec-
ification, Base-NoSurv-R*TightPrior, which is Base-NoSurv but with a tighter prior value for
the parameter o2 (0.012 instead of 0.12). The parameter o> refers to the variance of the shock
process defining the “catch-all” component D. Also plotted are the posterior estimates of r-star
from Base-NoSurv and Del Negro et al. (2017) model. Three things immediately stand out.
First, imposing a tighter prior has a notable impact on r-star, as shown by comparing dashed
and solid lines in the figure. Second, the model specification Base-NoSurv-R*TightPrior has
the posterior mean of r-star near 2% from early 1960 through mid-1980, which is similar to
the r-star estimate reported in Kiley (2020). Third, the entire trajectory of r-star from the
Base-NoSurv-R*TightPrior is remarkably similar to the median estimate of r-star from the Del
Negro et al. model. These results indicate that very different approaches could provide similar

estimates, yet somewhat related approaches could yield very different estimates.

Figure C11: R* estimates
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C10.d. The usefulness of the Taylor-rule equation and the equation linking

r* to survey

In recent studies on estimating r-star, a Taylor-type rule equation is added to the model struc-
ture to improve the econometric estimation. Our Base model also includes a Taylor-type rule.
As we now illustrate, this addition is crucial to improve precision and the plausibility of the r-
star estimates significantly. The left panel in figure plots three estimates of r-star obtained
from model specifications Base (solid line), Base-NoR*Surv (dashed line), and Base-NoR*Surv-
NoTRule (dotted line). The right panel plots the corresponding precision of the r-star estimates.
The specification Base-NoR*Surv excludes the equation linking r-star to survey expectations
from the model (but keeps equations relating other stars to survey). Doing so produces a tra-
jectory of r-star similar to the Base-NoSurv spec; and not surprisingly, the precision of r-star
is reduced relative to the Base spec, as evidenced by the plot corresponding to Base-NoR*Surv
lying above the Base.

The specification Base-NoR*Surv-NoTRule excludes the equation linking r-star to survey
expectations and the Taylor-rule equation. So in this spec, r-star is identified from the IS-
curve equation, and the equation relating r-star to g-star. As expected, shrinking the model’s
structure further by excluding the Taylor-rule equation reduces the r-star estimate’s precision
dramatically, as evidenced by Base-NoR*Surv-NoTRule plot located above all the others in the
left panel. Besides the impact on the precision, as would be expected, changes in the system’s
structure result in notable differences in the estimated level of the r-star. The posterior mean
estimate of r-star, which has the r-star declining steadily over the sample, is substantially lower
than both Base and Base-NoR*Surv. However, the uncertainty around the posterior mean is

enormous complicating inference with a reasonable degree of certainty.

Figure C12: The Usefulness of Taylor Rule equation
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Notes: The posterior estimates are based on the full sample (from 1959Q4 through 2019Q4).
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C11. Pi* : Additional Full Sample Results

Cl1l.a. Pi-star comparison Base vs. outside models

In figure panel (a) plots posterior mean estimates of pi-star from some related (smaller
size) models from the literature alongside Base to facilitate comparison. In particular, estimates
are shown for CKP, CCK, and the celebrated UCSV model of Stock and Watson (2007)@ Panel
(b) plots the corresponding precision estimates of pi-star.

There are some interesting similarities and differences across the pi-star estimates. Whereas
UCSV displays very volatile and erratic estimates of pi-star, others show smoother evolution of
pi-star. CKP indicates a lower estimate of pi-star than others from the early 1970s through the
late 1980s. The primary factor contributing to lower pi-star in CKP is the model assumption
of a bounded random walk for pi-star. As discussed in CKP, the addition of bounds on pi-star
leads the model to attribute a substantial share of the high observed inflation of the 1970s to
the increased persistence of the inflation gap and only a small increase in the pi-star. Hence,
pi-star is estimated to have risen less than implied by other models. For instance, CCK model
had pi-star peaking at 4.9%, Base at 6.0% and CKP at 3.2%. As alluded in CKP, this small
rise in pi-star is consistent with a specific narrative that during the Great Inflation period, the
Fed had a low implicit target for inflation but was either unable to or unwilling to correct large
deviations of inflation from the target.

The contours of pi-star from Base is similar to CCK through 2000, but from 2000 to 2012,
Base is identical to CKP, with CCK a touch lower. It is interesting to note that from the early
2000s through 2010, both Base and CKP indicate pi-star at 2%. From 2012 through 2019, both
Base and CKP gradually drift lower to 1.5% (same as CCK) and 1.3%, respectively.

Panel (b), which plots the corresponding precision of pi-star, reveals some interesting pat-
terns. First, the precision of the pi-star evolved generally with the level of pi-star. As pi-star
increased during the Great Inflation, pi-star became more uncertain, i.e., more imprecise. Sub-
sequently, as pi-star trended lower during the Volcker disinflation, so did the uncertainty about
it (i.e., precision increased). Second, comparing across models, there is significant heterogene-
ity in the precision of pi-star. From 1960 through the mid-1970s, the Base model indicates
the most precise pi-star, followed by CCK and CKP. UCSV model shows volatile estimates of
precision, sharply fluctuating between the most precise to least precise. From the mid-1970s
through 2019, the CCK model indicates the most precise (least uncertain) pi-star, followed by
Base, CKP, and UCSV. CCK had the uncertainty of pi-star gradually trending down starting in
the mid-1970s. In contrast, in others, the uncertainty continued to trend higher until peaking
in the early 1980s.

Third, between 2000 and 2019, the uncertainty around pi-star implied by CCK and Base has

been reasonably stable, an artifact of the use of survey data. During this period, the precision of

SWhereas in estimating the UCSV model, Stock and Watson (2007) fix the parameters governing the smooth-
ness of the SV processes, we estimate them.
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pi-star implied by CCK is on average 40 basis points higher (i.e., uncertainty is lower) compared
to Base. This improved precision of CCK is interesting because both CCK and Base utilize
information from survey expectations of inflation. However, at the same time, compared to
Base, which has a rich structure (hence more parameters), the CCK model is parsimonious, as
it uses information from inflation and survey only to estimate pi-star.

An additional factor that could contribute to the differential in precision is that, unlike
Base, CCK allows SV in the pi-star equation. A more in-depth inspection of the estimation
results reveals the primary factor driving the superior precision of the CCK estimate of pi-star
compared to Base is tighter priors on the assumed relationship between survey forecast and
pi-star. And that translates into a posterior estimate implying a stronger connection between

survey forecast and pi-star in CCK than Base.

Figure C13: Pi* estimates: Base vs. External models
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Notes: The posterior estimates are based on the full sample (from 1959Q4 through 2019Q4).

In all cases, the inflation measure is the PCE inflation.
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C11.b. Sensitivity of pi-star to modeling assumptions

Figure panel (a) indicates the sensitivity of the pi-star estimates to modeling assumptions.
The plot labeled Base-W*RW is the variant of the Base model that removes the theoretical
restriction imposed by equation and instead assumes a random walk assumption for
w-star. Comparing the Base and Base-W*RW plots indicate the effects of the theoretical
restriction on pi-star. As shown, the posterior mean estimate of pi-star from Base-W*RW
is marginally lower than Base in the period 1970 through the early 1980s (Great Inflation
period). However, from thereon, estimates of pi-star are identical. During the high-inflation
period, compared to the Base model, the Base-W*RW allocates a higher share of the increase
in inflation to the persistence component than pi-star (i.e., the random walk component); see
figure C14. Hence, the lower level of pi-star in Base-W*RW than Base.

The plot labeled Base-NoPT is the variant of the Base model that eliminates the passthrough
from prices to wages, modeled via equation (29b)—doing so results in a slightly higher pi-star
(Base-NoPT) from 1970 through the early 1980s. However, thereafter, estimates of pi-star
are identical between Base and Base-NoPT. During the high-inflation period, compared to the
Base model, the Base-NoPT allocates a lower share of the increase in inflation to the persistence
component than pi-star; hence, the higher level of pi-star in Base-NoPT than Base. Based on
the model comparison, Base-W*RW model’s fit to the inflation data and other data is inferior
compared to Base. In the case of Base-NoPT, the fit to the inflation data is slightly higher than
Base. However, the overall fit of the Base-NoPT is significantly worse than Base. The Base-
NoPT model’s reduced fit is the net effect of its reduced ability to fit wages and its improved
ability to fit prices.

We also explored a variant of the Base model that allowed the passthrough from wages to
prices in the price inflation equation, denoted Base-PT-Wage-to-Prices in table 1 (see main
chapter). The estimates of pi-star (and of other parameters) are identical to those of the Base;
hence, they are not shown. Therefore, not surprisingly, as reported in table 8 (see main chap-
ter), both models’ ability to fit inflation data are very similar. We also highlight that allowing
SV in the inflation equation is very important, as evidenced by a significantly reduced fit of
the Base-NoSV model, which is the Base model variant that does not feature SV in any model

equations.
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Figure C14: More Estimates for Price inflation block
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Cl1l1l.c. Pi-star estimates for some variants of the Base model

Figure C15: Pi* estimates: Base vs. Base model variants
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C12. P*: Base comparison with Kahn and Rich (2007)

In this section, we compare our model-based estimates of p-star with the narrative about p-star
implied from the two-regime Markov switching model of Kahn and Rich (2007)[] A regime-
switching framework (as in Kahn and Rich) allows for deterministic values of p-star, where
the number of deterministic values equals the number of possible regimes. Accordingly, in a
2-regime setup, the estimated p-star would periodically alternate from one-regime (e.g., low
productivity regime) to the other regime (e.g., high productivity regime). In contrast, the
random walk assumption for p-star adopted in this chapter (and in others such as Roberts,
2001; Edge et al., 2007; Benati, 2007) allows for the possibility that p-star may be (slowly)
changing in every period. This latter assumption implies that the possible values of p-star
could equal the number of periods in the estimation sample. The differences in the stochastic
conception between the two frameworks complicate direct comparison in p-star.

One possible albeit imperfect approach to comparing the implied p-star from two frameworks
is to use the regime-switching model’s identified regimes to assess how well those corroborate
with p-star estimates implied from the RW assumption model. Specifically, for the RW model,
compute the “average” p-star over the specific periods (identified regimes). Then assess the
following: (1) whether the “average” rates imply characterization of regimes that corroborate
with the identified regimes; (2) how close the “average” rates of p-star are to the deterministic
values of p-star estimated in the regime-switching model. We use this approach to compare the
estimates of p-star from our models to the p-star estimated by the Kahn and Rich model.

Figure presents the comparison of p-star. Panel (a) compares the Base model with
Kahn and Rich model, and panel (b) compares the Base-W*RW model with Kahn and Rich
model. In the panels, the shaded areas refer to the two regimes identified by the Kahn and Rich
model using the same vintage of data as our models. The lighter shaded area corresponds to the
“high productivity regime,” and the darker shaded area “low productivity regime.” Their model
identifies two subperiods of high productivity regimes: the beginning of our sample through
1974Q4 and 1996Q3 through 2004Q4. Similarly, two subperiods of low productivity regime:
1975Q1 through 1996Q2 and 2005Q1 through the end of the sample, 2019Q4. Based on the
“average” rates of p-star computed for the specific two regimes from our models, if we assume
a cutoff of 1.5%, with “average” rate of p-star <= 1.5% as defining low productivity regime,
and “average” rate > 1.5% as defining high productivity regime, then the characterization of
regimes (and in-turn the narrative) aligns perfectly with Kahn and Rich.

Next, we compare the “average” rates for the two-regimes implied by our models to Kahn
and Rich model. The Base model implies for a low productivity regime an “average” rate
of 1.3% (for both subperiods) and for a high productivity regime an “average” rate of 2.1%
(subperiod beginning of our sample through 1974Q4) and 1.7% (subperiod 1996Q3 through

"The estimates of p-star implied by the Kahn and Rich (2007) model are routinely updated and made available
for download at James A. Kahn’s website: http://sites.google.com/view/james-a-kahn-economics/home/trend-
productivity-update
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2004Q4). The Base-W*RW model implies for a low productivity regime an “average” rate of
1.5% (for both subperiods) and for a high productivity regime an “average” rate of 2.5% (in the
first subperiod) and 2.3% (in the second subperiod). In comparison, Kahn and Rich’s model
implies a p-star of 1.33% for a low productivity regime for both subperiods — p-star are equal
across subperiods by construction; and 2.96% p-star for a high productivity regime. For the
low productivity regime, the implied p-star is similar between our models and Kahn and Rich,
but for the high productivity regime, Kahn and Rich’s model is on the higher side than our
models.

Overall, this illustration suggests that the two approaches provide generally similar infer-
ences about developments in p-star, and we view this as a useful result for macroeconomists

tasked with modeling and tracking productivity developments.
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Figure C16: P* consistent with narrative from 2-Regime Markov-Switching Model
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35 (b) Base-W*RW vs. Kahn and Rich (KR)-2 regime model
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Notes: The shaded areas refer to the two regimes identified by the Kahn and Rich model using
the same vintage of data as our models. The lighter shaded area corresponds to the “high
productivity regime,” and the darker shaded area “low productivity regime.” The plots labeled
Base and Base-W*RW are the posterior mean estimates based on the full sample (from 1959Q4
through 2019Q4).
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C13. P* : Additional Full Sample Results

C13.a. Cyclical Productivity based on Output gap

Figure C17: Base-P*CycOutputGap model

#P: Productivity and Output Gap link
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The solid line represents the posterior mean and the dotted lines represent the 90% credible

intervals.

359



	Introduction
	Motivation
	Importance of reasonable steady states
	Estimating steady states (stars)
	Importance of good nowcasts and their role in forecasting

	Contributions and Unifying Themes
	Contributions of this thesis
	Unifying themes across chapters
	Layout of chapters and status


	Combining Survey Long-Run Forecasts and Nowcasts with BVAR Forecasts Using Relative Entropy
	Introduction
	Data and the Empirical Model
	Data
	Bayesian VAR models

	Real-time Long-horizon Survey Forecasts versus BVAR Forecasts
	Methodology for Tilting Forecasts
	Relative entropy
	Determining the forecast horizon for tilting

	Results
	Forecasting exercise
	Inflation forecast accuracy of the tilted VAR compared to univariate benchmarks

	Conclusions

	Real-Time Density Nowcasts of US Inflation: A Model-Combination Approach
	Introduction
	Mixed-Frequency Models
	Deterministic Model Switching (DMS)
	Mixed Data Sampling (MIDAS)
	Dynamic Factor Model (DFM)
	Mixed-Frequency Model Space

	Combination Methods
	Functional Forms for Aggregation
	Weighting Schemes

	Real-Time Data
	Nowcast Evaluation
	Empirical Results Using Real-Time Data
	Density Nowcasts from Mixed-Frequency Model Classes
	Comparison across Grand Combinations
	Comparing the Grand Combination with Its Underlying Component Densities
	Time-Varying Properties of the Grand Combination: Weights, Uncertainty, Skewness, and Kurtosis

	Comparison with the Survey of Professional Forecasters 
	Conclusion

	A Unified Framework to Estimate Macroeconomic Stars
	Introduction
	Empirical Macro Model and Variants
	The econometric notion of a long-run equilibrium
	The role of survey expectations
	Unemployment block
	Output block
	Productivity block
	Price inflation block
	Wage inflation block
	Interest rate block
	Base model and its variants

	Data and Bayesian Estimation
	Data
	Bayesian estimation

	Full Sample Estimation Results
	Estimation results for u-star
	Estimation results for g-star and the output gap
	Estimation results for p-star
	Estimation results for -star
	Estimation results for W-star
	Estimation results for r-star

	Real-time Estimates and Forecasting
	The implications of COVID-19 Pandemic on Stars 
	Conclusion

	Conclusions
	Summary of contributions and policy implications
	Further research

	Bibliography
	Chapter 2 Appendix
	A0. Technical appendix
	A1. Results for Medium VARs
	A2. Density Forecast Calibration Diagnostics
	A3. Density Forecast Assessment based on Log-Score metric
	A4. Ranking the Models: Before tilting vs. Post-tilting
	A5. Effect of Tilting on Small VAR with loose priors
	A6. Are there benefits to utilizing survey information for additional horizons?
	A7. Hybrid vs. Federal Reserve's GreenBook
	A8. Hybrid vs. Time-Varying VAR (Baseline)
	A9. Steady-State BVAR vs. Hybrid (Small BVAR est. 1960)
	A10. BVAR in Gaps vs. Hybrid (Small BVAR est. 1960)
	A11. Evolution of Long-Run Forecasts from Other Surveys
	A12. Gaussian example: Illustrating the Spillover Effects of Tilting
	A13. Sampling from Tilted Predictive Density: Multinomial Algorithm
	A14. Evolution of Forecast Horizons for Tilting
	A15. Sensitivity to Getting the Horizon Wrong

	Chapter 3 Appendix
	B1. Description of Mixed-Frequency Models and Simulation Procedures
	B.1.1. MIDAS Model
	B.1.2. DFM Model
	B.1.3. DMS Model

	B2. Mechanics of Density Combination and Graphical Illustration
	B3. Comparing Properties of Grand Combinations across Weighting Schemes

	Chapter 4 Appendix
	C1. Bayesian Estimation Details
	C1.a. Base Model equations
	C1.b. Prior Elicitation
	C1.c. MCMC Algorithm
	C1.d Marginal likelihood computation

	C2. Prior Sensitivity Analysis
	C3. MCMC Convergence Diagnostics
	C4. Additional Forecasting Results: Base vs. Benchmarks
	C5. Additional Forecasting Results: Steady-State BVAR, Base stars vs. Survey
	C6. Additional Real-time Estimates Stars
	C7. Estimated relationship between Survey and Stars
	C8. Additional COVID-19 Pandemic Results
	C9. Backcast: Survey R* from 1959-1982
	C10. R* : Additional Full Sample Results
	C10.a. Role of data vs. prior in shaping r-star
	C10.b. Base vs. External models
	C10.c. Sensitivity of r-star to the prior setting
	C10.d. The usefulness of the Taylor-rule equation

	C11. Pi* : Additional Full Sample Results
	C11.a. Pi-star comparison Base vs. outside models
	C11.b. Sensitivity of pi-star to modeling assumptions
	C11.c. Pi-star estimates for some variants of the Base model

	C12. P*: comparison with Kahn and Rich (2007)
	C13. P* : Additional Full Sample Results
	C13.a. Cyclical Productivity based on Output gap



