&

EUROPEAN CENTRAL BANK

EUROSYSTEM

WORKING PAPER SERIES



=4

EUROPEAN CENTRAL BANK

EUROSYSTEM

WORKING PAPER SERIES
NO 804 / AUGUST 2007

GROWTH ACCOUNTING
FOR THE EURO AREA

A STRUCTURAL
APPROACH '

by Tommaso Proietti *
and Alberto Musso ’

In 2007 all ECB This paper can be downloaded without charge from

publications 3 . ;
feature a motif http://www.ecb.int or from the Social Science Research Network
taken from the L .
€20 banknote. electronic library at http://ssrn.com/abstract_id=1006995.

I We would like to thank several people for useful discussions and valuable comments, including Gonzalo Camba-Mendez, Marc-Andre
Gosselin, Neale Kennedy, Geoff Kenny, Hans-Joachim Klockers, Gerard Korteweg and participants to an ECB seminar and the
Workshop “Perspectives on Potential Output and Productivity Growth” (Enghien-Les-Bain, Paris, 24-25 April 2006) organised by

the Banque de France and the Bank of Canada. Section 4.3 is based on a suggestion by Gonzalo Camba-Mendez.The views

expressed in this paper do not necessarily reflect those of the European Central Bank.

2 S.EF.e ME. Q, University of Rome, Tor Vergata,Via Columbia 2, 00133 Rome, Italy; e-mail: tommaso.proietti@uniroma2.it

3 Address for correspondence: Directorate General Economics, European Central Bank, Kaiserstrasse 29,

6031 | Frankfurt am Main, Germany; e-mail: alberto.musso@ecb.int




© European Central Bank, 2007

Address
Kaiserstrasse 29
60311 Frankfurt am Main, Germany

Postal address
Postfach 16 03 19
60066 Frankfurt am Main, Germany

Telephone
+49 69 1344 0

Internet
http://www.ecb.europa.eu

Fax
+49 69 1344 6000

Telex
411 144 ecb d

All rights reserved.

Any  reproduction, publication and
reprint in the form of a different
publication,  whether  printed  or
produced electronically, in whole or in
part, is permitted only with the explicit
written authorisation of the ECB or the
author(s).

The views expressed in this paper do not
necessarily reflect those of the European
Central Bank.

The statement of purpose for the ECB
Working Paper Series is available from
the ECB website, http://www.ech.europa.
eu/pub/scientific/wps/date/html/index.
en.html

ISSN 1561-0810 (print)
ISSN 1725-2806 (online)



CONTENTS

Abstract 4

Non-technical summary 5

1 Introduction 7

2 The model 9
2.1 The production function compositional

approach 9

2.2 The Multivariate Model I

3 The empirical analysis 15

3.1 Database description 15

3.2 Estimation results 16

4 The procyclicality of potential ouput estimates 19
4.1 Issues related to the procyclicality of

potential ouput estimates 19
4.2 A model-based low-pass filtering of

potential output 20
4.3 Does the procyclicality of potential

output matter? 25

5 Stylised facts of potential output growth in the
euro area based on the structural growth

accounting approach 27
6 Conclusions 30
References 32
Appendix A - Approaches to deal with the
procyclicality of potential ouput estimates 35
Tables and figures 37
European Central Bank Working Paper Series 44

ECB
Working Paper Series No 804
August 2007




Abstract

This paper is concerned with the estimation of euro area potential output growth and its decomposition
according to the sources of growth. The growth accounting exercise is based on a multivariate struc-
tural time series model which combines the decomposition of total output according to the production
function approach with price and wage equations that embody Phillips type relationships linking in-
flation and nominal wage dynamics to the output gap and cyclical unemployment, respectively.

Assuming a Cobb-Douglas technology with constant returns to scale, potential output results from
the combination of the trend levels of total factor productivity and factor inputs, capital and labour
(hours worked), which is decomposed into labour intensity (average hours worked), the employment
rate, the participation rate, and population of working age. The nominal variables (prices and wages)
play an essential role in defining the trend levels of the components of potential output, as the latter
should pose no inflationary pressures on prices and wages.

The structural model is further extended to allow for the estimation of potential output growth
and the decomposition according to the sources of growth at different horizons (long-run, medium
run and short run); in particular, we propose and evaluate a model-based approach to the extraction
of the low—pass component of potential output growth at different cutoff frequencies. The approach
has two important advantages: the signal extraction filters have an automatic adaptation property at
the boundaries of the sample period, so that the real time estimates do not suffer from what is often
referred to as the “end—of—sample bias”. Secondly, it is possible to assess the uncertainty of potential

output growth estimates with different degrees of smoothness.

Keywords: Potential output, Output gap, Euro area, Unobserved components, Production function
approach, Low-pass filters.

JEL classification: C32,C51, E32, 047
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Non-technical summary

The main purpose of this paper is to propose an extended empirical approach to estimate and analyse
potential output growth and to apply it to the case of the euro area. This contribution can be also
seen as proposing a structural approach to growth accounting. The reference framework adopted is a
model based approach: we specify and estimate a multivariate structural time series model embodying
the decomposition of output according to a production function approach and two Phillips type rela-
tionships relating price and wage inflation to the output gap and the unemployment gap, respectively.
Assuming a Cobb-Douglas technology with constant returns to scale, potential output results from the
combination of the trend levels of total factor productivity and factor inputs, capital and labour (hours
worked), which is decomposed into labour intensity (average hours worked), the employment rate,
the participation rate, and population of working age. The nominal variables (prices and wages) play
an essential role in defining the trend levels of the components of potential output, as the latter should
pose no inflationary pressures on prices and wages. Typically, estimates of potential output growth
based on this framework, as well as on simpler approaches, tend to exhibit a marked procycical pat-
tern, unless some smoothness prior is imposed. As shown in the application, this is the case also for
the euro area. Against this background, one of the key contributions of the paper is to propose an ex-
tension of the basic statistical framework allowing for a formal analysis of the degree of smoothness
of the growth rate of potential output and its components. More precisely, we propose a model-based
filtering approach for estimating potential output growth at different horizons, namely in the medium
and long run. For this purpose the band-pass decomposition of potential output is embedded within
the original parametric model so that we are able to estimate the underlying growth at any relevant
horizon also in real time and to assess its reliability using standard optimal signal extraction princi-
ples. Finally, we provide a novel way of estimating the level of smoothness that is consistent with
the definition of potential output and the NAIRU as those components of output and unemployment
that exerts no inflationary pressure on prices and wages. The approach we propose has two important
advantages. First, the signal extraction filters have an automatic adaptation property at the boundaries

of the sample period, so that the real time estimates do not suffer from what is often referred to as the
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“end-of-sample bias”. Second, it allows for an assessment of the uncertainty surrounding potential
output growth estimates with different degrees of smoothness. The application focuses on the case
of the euro area. Using our extended framework, we provide a discussion of potential output growth
developments and its main sources since 1970. Moreover, we illustrate to which extent the reliability
of potential output growth estimates for the euro area decreases as the imposed degree of smoothness
increases. A finding of the applied exercise is that the estimates of potential output resulting from our
original model do not carry additional information that is relevant for explaining the behaviour of the
nominal variables, although they have a procyclical appearance. Overall, the application makes clear
that the proposed extended framework allows for a formal analysis of various key aspects of poten-
tial growth, thereby representing a potentially important methodological contribution in the empirical

analysis of growth and its sources.
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1 Introduction

The notion of potential output, defined by Okun (1962) as the maximum level of output the economy
can produce without inflationary pressures, plays an important role in macroeconomic analysis. In
the European context, estimates of potential output and the deviations of actual output from potential,
known as the output gap, provide relevant information for the conduct of economic policy. From a
monetary policy perspective, these estimates are one of the factors from which a reference value for
monetary growth is derived (see ECB, 2004). As for fiscal policy, they are instrumental for deriving
measures of structural budget deficits, which play a key role in the context of the Stability and Growth
Pact. Moreover, from a structural policy perspective, they can provide indications on the sustainability
of growth developments as well as on the need for further reforms in the labour and product market,
also against the background of the targets of the Lisbon strategy.

The main purpose of this paper is to estimate and analyse potential output developments in the euro
area during the period 1970-2005. We perform a growth accounting analysis that emerges directly
from fitting a multivariate structural time series model which combines the decomposition of total
output obtained by the production function approach with two price and wage equations that embody a
Phillips type relationship relating inflation and nominal wage dynamics to the output gap and cyclical
unemployment, respectively.

The structural model extends that entertained by Proietti, Musso and Westermann (2007) (hence-
forth referred to as PMW) in two directions: first, the measure of labour input that is adopted is hours
worked rather that the number of employed persons. This enriches the framework of the analysis,
allowing for a breakdown of this production factor into four components: labour intensity (average
hours worked), the employment rate, the participation rate, and a demographic factor, concerning
the evolution of the working age population. This choice is also more in line with the traditional
production function analysis, and bears important consequences on the estimation of total factor pro-
ductivity growth. Secondly, an additional equation is specified relating nominal wages to the deviation
of unemployment from structural unemployment, or NAIRU (non-accelerating inflation rate of unem-

ployment, i.e. the rate of unemployment that is consistent with a stable rate of inflation), or, as it is
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sometimes called, the NAWRU (non-accelerating wage inflation rate of unemployment). As a result,
we base our analysis on a multivariate structural time series model that is formulated in terms of seven
variables, namely, total factor productivity, average hours worked, the participation rate, the contribu-
tion of the unemployment rate, a capacity utilisation measure, the consumer price index, and nominal
wages.

Assuming a Cobb-Douglas technology with constant returns to scale, potential output results from
the combination of the trend levels of total factor productivity and factor inputs, labour and capital.
The nominal variables (prices and wages) play an essential role in defining the trend levels of the
above mentioned variables, as they should pose no inflationary pressures on prices and wages.

The structural model is further extended to allow for the estimation of potential output growth and
its decomposition into sources at different horizons (long-run, medium run and short run); in particu-
lar, we propose and evaluate a model-based approach to the extraction of the low—pass component of
potential output growth at different cutoff frequencies. The approach has two important advantages:
the signal extraction filters have an automatic adaptation property at the boundaries of the sample
period, so that the real time estimates do not suffer from what is often referred to as the “end—of-
sample bias”. Secondly, it is possible to assess the uncertainty of potential output growth estimates
with different degrees of smoothness.

Discussions of the appropriate or desirable degree of smoothness of potential output estimates
most often are undertaken in an informal way, e.g. by setting to an ad hoc value a particular parameter
which regulates the smoothness. Several studies, for example with reference to the NAIRU, follow
the approach of Gordon (1998) and apply a smoothness prior without a formal analysis to justify it.
In this paper we show how it is possible to extend the statistical framework adopted to allow for a
formal discussion of the degree of smoothness of potential output and its components.

The paper is structured as follows. Section 2 summarises the production function approach and
illustrates the specification of the structural model. Section 3 reports and discusses in detail the
estimation results. Section 4 discusses the estimation of potential output growth at different time

horizons by model-based low—pass filtering. Section 5 elaborates on the growth accounting analysis
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allowed for by the structural approach we propose. Finally, section 6 summarises the conclusions that

can be drawn from the analysis.

2 The model

This section describes the multivariate structural time series model upon which our growth accounting
analysis is based. We begin by reviewing the method of decomposing output fluctuations known as

the production function approach.

2.1 The production function compositional approach

The production function approach (PFA) is a multivariate method that obtains potential output from
the "non-inflationary” levels of its structural determinants, such as productivity and factor inputs.
Let y; denote the logarithms of output (gross domestic product), and consider its decomposition

into two components,
Ye = pi + Uy,

where (i, potential output, is the expression of the long run behaviour of the series and ¢/;, denoting
the output gap, is a stationary component, usually displaying cyclical features. Potential output is
the level of output consistent with stable inflation, whereas the the output gap is an indicator of
inflationary pressure.

We assume that the technology can be represented by a Cobb- Douglas production function with

constant return to scale on labour and capital:
Yt :ft+aht+(1—a)kt. (D)

where f; is the Solow residual, h; is hours worked, k; is the capital stock (all variables expressed in
logarithms), and « is the elasticity of output with respect to labour (0 < o < 1).
To achieve the decomposition y; = u; + 14, the variables on the right hand side of equation (1) are

broken down additively into their permanent (denoted by the superscript P) and transitory (denoted
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by the superscript 7") components, giving:
fi= R0+ /7 h=h" 0", k=R, 2)

It should be noticed that potential capital is always assumed to be equal to its actual value; this is so

since capacity utilisation is absorbed in the cyclical component of the Solow’s residual. Only survey

based measures of capacity utilisation for the manufacturing sector are available for the euro area.
Hence, potential output is the value corresponding to the permanent values of factor inputs and the

Solow residual, while the output gap is a linear combination of the transitory components:

(P)

pe = [+ ah” + (1 - a)k,

(T) (T) (3)
Y o= fi ) +ahy.

Under perfect competition the output elasticity of labour, o, can be estimated from the labour share
of output. For the euro area the average labour share obtained from the national accounts (adjusted
for the number of self-employed) is about 0.65.!

Hours worked can be separated into four components that are affected differently by the business
cycle, as can be seen from the identity h; = n; + pry + er, + hl;, where n, is the logarithm of working
age population (i.e., population of age 15-64), pr; is the logarithm of the labour force participation rate
(defined as the ratio of the labour force over the working age population), er; is that of the employment
rate (defined here as the ratio of employment over the labour force), and hl; is the logarithm of labour
intensity (i.e., average hours worked). Each of these determinants is in turn decomposed into its

permanent and transitory component in order to obtain the decomposition:
Y =y +pri? +ert” + R, BT =pri” +ert” 4+ Rl 4)

The idea is that population dynamics are fully permanent, whereas labour force participation, em-

ployment and average hours are also cyclical. Moreover, since the employment rate can be restated in

! Although the choice of a Cobb-Douglas production function with constant factor income shares is to some extent
controversial and the evidence for the euro area in this respect is scarce, Willman (2002) provides some evidence in
favour of such a production function for the euro area. See Musso and Westermann (2005) for adjusted estimates of the

euro area labour share. The greatest advantage of the Cobb-Douglas specification is its additivity on the logarithmic scale.
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terms of the unemployment rate, we can relate the output gap to cyclical unemployment and poten-
tial output to structural unemployment. As a matter of fact, the unemployment rate being one minus
the employment rate, the variable cur; = —er; (the contribution of the unemployment rate, using a
terminology due to Riinstler, 2002), is the first order Taylor approximation to the unemployment rate.
Thus, cur{” can be assimilated to the NAIRU and cur,"’ to the unemployment gap.

As it is well known, there are several alternative ways of obtaining the trend components of the
individual determinants; our approach will provide a parametric dynamic representation for the com-
ponents and will relate them to nominal variables, prices and wages, so as to enforce the definition of
potential output as the level that is consistent with stable inflation. The introduction of the nominal
variables is essential for discriminating the permanent (supply) from the transitory (demand) varia-

tions. In our application we shall consider both the consumer price index and nominal wages, and

relate their variation to the output and the unemployment gap, respectively.

2.2 The Multivariate Model

The multivariate unobserved components model for the estimation of potential output and the output
gap, implementing the PFA outlined in the previous sub-section, is formulated in terms of the seven

variables already mentioned

[fn hly, pre, cure, ¢, pr, wt]/ = [YL P, wt]/-

The variable ¢, is the logarithm of capacity utilisation. The variables are divided into two blocks. The
first block defines the permanent-transitory decomposition of y, = [f;, hly, pry, cury, ¢, and
yields potential output and the output gap according to the PFA. The second block is constituted by
the price and wage equations, which relate underlying inflation to the output gap and nominal wages
dynamics to the unemployment gap.

For y,, we specify the following system of time series equations:

Yt:/'Lt—i_,l/)t—'_I‘Xht:la"'?Ta (5)
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where p, = {p,i = 1,...,5}is the 5 x 1 vector containing the permanent levels of f;, hl;,pry, cury,
and ¢;, ¥, = {1y, i = 1,...,5} denotes the transitory component in the same series, and I'X; are
fixed effects.

The permanent component is specified as a multivariate integrated random walk:
Azll't =¢p, €~ NID(0,3). (6)

Here A = 1 — L denotes the difference operator, and L is the lag operator, such that Ly, = y; 1;
NID stands for normally and independently distributed. It is assumed that the disturbance covariance
matrix has rank 4. This restriction enforces the stationarity of ¢; around a deterministic trend, possibly
with a slope change, and amounts to zeroing out the elements of 3 referring to ¢;, and introducing a
slope change variable in X;. For more details about the trend in capacity see PMW.

The matrix X; contains interventions that account for a level shift both in pr; and cur; in 1992 .4,
an additive outlier (1984.4) and a slope change in 1975.1 in capacity utilisation, ¢;; I' is the matrix
containing their effects.

The specification of second-order trends postulates that the underlying growth changes slowly over
time if the size of X is small compared to the variance of the cyclical components. PMW discuss
some of the most relevant specification issues that arise with respect to the characterisation of the
trend components in the variables under analysis and the isolation of the transitory component of
unemployment rates and labour participation rates. The various specifications are compared in PMW
on the grounds of their data coherency, predictive validity and the reliability of the corresponding
output gap.

With respect to the cyclical components, ¥;;,7 = 1, ..., 5, among the various alternative specifica-
tions considered by PMW, in this paper we adopt the pseudo-integrated cycles model. The key aspect
of this specification is that it is assumed that the cyclical component of each variable is driven by both
the economy-wide business cycle and an idiosyncratic cycle. In particular, we take the cycle in ca-
pacity as the reference cycle, writing 15, = 1, where 1/, is the stationary second order autoregressive

process

Vi = Gribe_1 + Gty o + Ky, Ky ~ NID(0, 02). (7)
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The roots of the autoregressive polynomial are a pair of complex conjugates. This restriction
is enforced by the following reparameterisation: ¢; = 2pcos \., ¢o = —p?, with p € (0,1) and

Ac € [0, 7). For the cycle in the i-th variable (: = 1,2, 3,4) , where i indexes f;, hly, pry, cury,

Vi = pithig—1 + 0:(L)0y + ki, ki ~ NID(0,02) (®)

where r;; is an idiosyncratic disturbance, p; is a damping factor. We refer to (8) as a pseudo-integrated

cycle. It encompasses several leading cases of interest:

1. If 6;(L) = 0, it defines a fully idiosyncratic AR(1) cycle with autoregressive coefficient p; and

disturbance variance o2 ;.

2. If p; = 0 the -th cycle has a common component and a white noise idiosyncratic one, that is

Vi = 0;(L)y + Ky

3. If p, = 0 and 0,2” = 0 the ¢-th cycle reduces to a model with a common cycle, that is ¢;; =
0i(L)¢r.

The rationale of (8) is that the cycle in the ¢-th series is driven by a combination of autonomous
forces and by a common cycle; cyclical shocks, represented by 1, are propagated to other variables
according to some transmission mechanism, which acts as a filter on the driving cycle. As a result,
the cycle 1;; is more persistent, albeit still stationary, than v,. This framework is particularly relevant
for extracting the cycle from the labour variables.

We are now capable of defining potential output and the output gap as linear combinations of the

cycles and trends in (5):
=11, o, a, —a, 0/p,+an;+ (1 —)ky =11, a, a, —a, 0],

The specification of the model is completed by two structural equations for prices and wages, p;
and wy, respectively, linking the changes in these two nominal variables to v); and the unemployment

gap 14, respectively. The measurement equation is specified as follows:

Dt = Hpt Ve + o (L)compr, 4+ dn(L)neer; ©)
wy = pux + Oplpe + dr(L)ttrade;
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where 11,,; and 1, are the underlying levels of prices and wages, which are specified below, v, is a
seasonal component affecting prices, which has a trigonometric representation, see Harvey (1989),
compr; and neer; refer to a commodity price index and the nominal effective exchange rate of the
euro, respectively. Nominal wages are a function of labour productivity, [p; = y; — h;, which can be
expressed in terms of the unobserved components as Ip; = [1, (a«—1), (a—1), 1 —«, 0w, +
(a=Dni+(1—a)k+[1, (o—1), (o—1), 1—«, 0]'1p,, and a variable measuring terms of trade,
ttrade,, defined as the difference between the euro area GDP deflator and the deflator of imports. The
lag polynomials in (9) are given respectively by dc(L) = dco + dc1L, On(L) = Ono + dn1 L and
or(L) = 079 + O L.

The dynamic specification for the unobserved components fi,; and (i, is the following:

Pt = Hpi—1 Tt Tpi1 T, ) L NID 0 7 o Opun ’
Hawt = Haw t—1 + TTw,t—1 +  Nwts TNwt 0 Opw,n 0'3;777
i = Tpi—1 +  Op(L + , 0 o, o
pt p,t—1 p( )¢t Cpt Cpt ~ NID 7 p,¢ pw,¢
Tt = T, t—1 + Hw (L) ¢4t + thv th i 0 Opw,¢ 0-12074

(10)
The price equation is a generalisation of the univariate Gordon triangle model (Gordon, 1997), fea-
turing three essential ingredients: an exogenous component driven by the nominal effective exchange
rate of the euro and commodity prices, inflation inertia associated with the unit root in inflation and
its MA(1) feature, and the presence of demand shocks, as 7,; depends dynamically on the current and
past values of the output gap, via the lag polynomial 6, (L). The wage equation helps in identifying
the NAIRU via a Phillips curve relationship, which links nominal wages to labour productivity, prices
and the unemployment gap, 14y = curlET).

The components ,; and 7, represent core prices and wages inflation. It is assumed that the dis-
turbances are mutually independent and independent of any other disturbance in the output equations,
so that the only link between the nominal variables and the output equations is due to the presence
of the output gap as a determinant of inflation, and the unemployment gap as a determinant of wage

change; the order of the lag polynomials 6,(L) and 6,,(L) is one, and we write 6,(L) = 6,0 + 0,1 L,

0(L) = 0,0 + 0,1 L. The equations are related via the cross-correlations of the disturbances driving
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the underlying prices and wages.
Ignoring the seasonal component in prices, the reduced form of the equations (9)-(10) is:
A%p, = O,(L)Y—1 + 0c(L)A%compr; + dn(L)A?neer, + &y
AQQUt = ew(L)Q/hl’t_l —|— elpAQZPt ‘I— 5T(L)A2ttrad€t + fwt

(1)

where the bivariate random vector (¢, &wt) = (Cpi—1 + Anpt, Cwi—1 + Anye) has a vector MA(1)
representation.

Gordon (1997) stresses the importance of entering more than one lag of the output gap in the
triangle model, which allows to distinguish between level and change effects; this follows from the
decomposition 0,(L) = 0,(1) + AG5(L). In our case 6*(L) = —0,1; 0,(1) = by + 0,1 = 0 would
imply that the output gap has only transitory effects on inflation. Long-run neutrality is a testable

restriction. The same applies to the lag polynomial 6,,(L).

3 The empirical analysis

3.1 Database description

The time series used in this paper, listed in table 1, are quarterly data for the euro area covering the
period from the first quarter of 1970 to the fourth quarter of 2005. As far as possible euro area wide
data are drawn from official sources such as Eurostat or the European Commission. Historical data
for euro area-wide aggregates were largely taken from the Area-Wide Model (AWM) database (see
Fagan, Henry and Mestre, 2001).

The plot of the series is available from figure 1. All the series are seasonally adjusted except for
p: and compr;. Residual seasonal effects were detected for the labour market series, especially cury;
pr and cur, are subject to a downward level shift in the fourth quarter of 1992, consequent to a major
revision in the definition of unemployment.

The series on hours worked, h;, results from the interpolation of the euro area aggregate annual
time series derived from the country data of the Total Economy Database of The Conference Board

and Groningen Growth and Development Centre (January 2006 vintage; for Germany, data before
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1991 were approximated on the basis of the growth rates of data for West Germany). The quarterly
series was estimated using the Fernandez method using employment as an indicator variable (see
Proietti (2006) for further details on this method).

The capital stock at constant prices is constructed from euro area wide data on seasonally adjusted
fixed capital formation by means of the perpetual inventory method. As in Riinstler (2002) and PMW,
we define the contribution of the unemployment rate (cur;) as minus the logarithm of the employment
rate (er;). cur; enables modelling the natural rate of unemployment without breaking the linearity of
the model, the only consequence for the measurement model being a sign change in (4) 2.

Seasonally adjusted survey based rates of capacity utilisation in manufacturing were obtained from
the European Commission starting from 1980.1 and self compiled (GDP-weighted average of avail-
able national indices) for previous years. The logarithm of capacity utilisation in the manufacturing
sector, ¢, is slightly trending. The evidence arising from the Busetti and Harvey (2001) test is that we

cannot reject stationarity when the trend is linear and subject to a level shift and slope break occurring

in 1975.1.

3.2 Estimation results

The model is estimated by maximum likelihood using the support of the Kalman filter. Estimation
and signal extraction were performed in Ox 3.3 (Doornik, 2001) using the Ssfpack library, version
beta 3.2; see Koopman, Doornik and Shephard (1999). The maximum likelihood estimate of the

covariance matrix of the trend disturbances resulted

3.260 —0.383  0.091 —0.731 0.000
—2.555 13.640 —-0.793 —-0.175 0.000
107 - 24 = 0.283 —=5.057 2,980  0.250 0.000
—2.568 —1.257  0.840  3.789 0.000

0.000  0.000  0.000  0.000 0.000

’Denoting with U; the unemployment rate, then cur; = — In(1 — U;) & Uy is the first order Taylor approximation of

the unemployment rate.
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(the upper triangle reports correlations). The estimated cycle in capacity is

Yy = 162 U 1— 0.71 h_o+ ks, ke ~ NID(0,408 x 1077),
(.02) (.03)

and implies a spectral peak at the frequency 0.28 corresponding to a period of about five to six years.
The specific damping factors, p;, are large for pr; and cur; (0.94 and 0.89, respectively), for the
Solow’s residual f; we have p; = 0.42, whereas p,, associated to hl; is not significantly different
from zero.

Table 2 reports the parameter estimates of the loadings and the pseudo—integrated cycles param-
eters. The table also reports the LjungBox test statistic, using four autocorrelations, computed on
the standardised Kalman filter innovations, and the Bowman and Shenton (B-S, 1975) normality test.
Significant residual autocorrelation is detected for hl;. It must however be remarked that the resid-
ual displays a highly significant lag 4 autocorrelation, which may as well be the consequence of the
temporal disaggregation of hours worked.

All the loadings parameters are significant, with the exception of those for average hours worked,
hl;, for which the cyclical component has a very small amplitude. Among the possible explanations of
this result, we cannot ignore that the series on hours worked was derived by disaggregating the annual
series into a quarterly series, so that part of the short run variation of hours could not be recovered.
The Solow residual and participation rates loads positively on the contemporaneous values of 1), of
the common cycle, whereas cur; loads negatively, as expected.

The price equation has an excellent fit, and the output gap has a significant effect on underlying
inflation. The Wald test of the restriction 6,y + 6,; = 0 (long run neutrality of inflation to the output
gap) is not significant. As a result, the change effect is the only relevant effect of the gap on inflation.

As for the wage equation, the null of long run neutrality 6,,(1) = 0 cannot be rejected, as the
Wald test test takes the value 2.59 with p-value 0.11. Changes in wages are negatively related to
the unemployment gap in the short run. The estimated lag polynomial can be rewritten éw(L) =
0.028 — 0.649A, which makes it clear that the most relevant effect is the change effect, which is

negative and takes the value -0.649; the level effect, 0.028, is not significantly different from zero.
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The estimated covariances between the level and slope disturbances in equation (10) were respec-
tively Gy, = 1077 (corresponding to a 0.05 correlation coefficient) and G,,, = 11 x 1077 =
OpnOwn, 1.6. We estimated a positive perfect correlation between the two disturbances.

The maximum likelihood estimates of the parameters associated to the exogenous variables are
(standard error in parenthesis); oo = —0.035 (0.010), dx1 = —0.016 (0.010), d¢p = 0.005 (0.003),
dc1 = 0.008 (0.003), d79 = —0.002 (0.018), d7y = 0.034 (0.018). While terms of trade has no
significant effect on wages, the coefficients of the nominal effective exchange rate of the euro and
commodity prices, which enter the prices equation, have the expected sign and are significant.

The potential output and output gap estimates are plotted in figure 2, along with the decomposition
of potential output quarterly growth (at annual rates, 400 - Afi;) into its three sources (bottom right
panel).

Figure 3 displays the smoothed estimates, obtained by the Kalman filter and smoother (see Durbin
and Koopman, 2001) applied to the estimated state space model, of the NAIRU, that is the trend in
cury, [ta, the unemployment gap, Y, and the core components of price and wage inflation, 7,; and
Twt, Tespectively. It is worth remarking that the estimates of the NAIRU and the unemployment gap
appear to be fairly accurate, in the sense that the final estimation standard error is small compared
to that presented for the US in Staiger, Stock, and Watson (1997a,b). Also, the amplitude of the
unemployment gap is smaller than that of the output gap, as it should be expected. These results are
consistent with the view that structural change in the labour market has been the main driving force
of changes in the unemployment rate over the past four decades, as opposed to cyclical dynamics.
As a result the largest portion of changes in the unemployment rate are estimated to be permanent,
at the expense of the cyclical component. As regards the relatively limited width of the confidence
bands, these findings are in line with previous studies which found that multivariate system estimates
of the NAIRU tend to be significantly less uncertain compared to univariate or uniequational estimates

(Schumacher, 2005).
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4 The procyclicality of potential ouput estimates

4.1 Issues related to the procyclicality of potential ouput estimates

The smoothed estimates of potential output growth, 400 - A/i;, displayed in the bottom left panel of
figure 2, reveal that this component features a certain degree of short run volatility. If we further
compare them with the estimated output gap, presented in the top right panel of the same figure, we
notice a distinctive degree of concordance between them, especially with respect to the expansionary
and recessionary patterns and the turning points. This behaviour, often referred to as the procyclicality
of potential output growth estimates, may appear at odds with the implicit idea that the underlying
factors driving it should change slowly over time or even change rarely, if at all. We shall argue that
this is not the case.

Note that potential output was estimated as the component of production that has no effect on
inflation and no smoothness prior was imposed on the representation of pu,, except for the fact that it
is specified as an 1(2) process such that no level disturbances are present. The variance parameters,
which regulate the evolution of the components, were estimated by the maximum likelihood principle,
so that in principle there is no guarantee that the resulting estimates are not procyclical. We mention
in passing that the alternative trend specifications explored by PMW and in particular the damped
slope specification, which featured I(1) trends, faced us the same procyclicality problem.

Procyclicality raises two related important issues that we address in the next sections: the first
concerns the possibility of conducting a growth accounting analysis at a long—run temporal horizon;
the second, which will be addressed in section 4.3, is whether potential output carries additional
information that is relevant for explaining inflation.

As far as the first issue is concerned, we believe that nothing prevents from investigating potential
output growth at different, usually longer, horizons; on the contrary, useful insight on the sources of
growth can be obtained by such analyses, whose need and relevance is attested by a large number of
attempts and different solutions.

There are various alternative ways of conducting the analysis; some of these (including the in-

Working Paper Series No 804



troduction of smoothness priors) are discussed in Appendix A. The strategy that we propose in the
next section consists of a novel application of the theory of model based band-pass filtering set forth
in Gémez (2001), Kaiser and Maravall (2005) and Proietti (2007). Conditional on the maximum
likelihood parameter estimates we address the issue of measuring potential output growth and its
components at medium and long run horizons by embedding a band-pass decomposition of potential
output in the model based framework and using optimal signal extraction principles. This has two
important advantages: on the one hand, it is possible to assess the statistical reliability of the esti-
mates, on the other, in the absence of model misspecification, there is an automatic adaptation of the
signal extraction filters at the boundaries of the sample space, and consequently the estimates are not
affected by what is customarily referred to as the “end of sample bias”. As a result growth account-
ing at a long run horizon is a descriptive analysis that does not interfere and at the same time is not
inconsistent with the estimation of the model, which embodies behavioural relationship between the

real and nominal economic variables.

4.2 A model-based low-pass filtering of potential output

This section defines a class of low—pass filters for the separation of the long run movements in po-
tential output growth. In particular, we propose a model based decomposition of the process p, into
a low-pass and a high-pass components, that enables to extract a smoothed potential output series
(and the corresponding decomposition into the sources of growth) using standard optimal signal ex-
traction principles. As a result the components can be estimated and their reliability assessed by the
Kalman filter and smoother applied to the a modified state space model. The latter is observationally
equivalent with respect to the parameters of the original structural form in section 2.
The starting point is the following decomposition of the multivariate white noise disturbance (,:
(1+D)7¢ + (1— L))
o(L) ’

where m > 1 is an integer whose value is chosen a priori, defining the order of the decomposition,

¢ = (12)

CI and nl are two mutually and serially independent Gaussian disturbances, CI ~ NID(0, %), ls:I ~
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NID(0, AX;), and the scalar polynomial (L) is such that:
(L) = @(L)(L™") = [1+ L™ + AL = L™, (13)

where |1 — L™ =(1—-L)"(1—L Y™ 1+ L™= 1+L)"(1+ L Y™ and L'y, = y.;.

The non negative scalar A\, chosen a priori, is the smoothness parameter which, along with m,
defines uniquely the decomposition. The existence of the polynomial ¢(L) = ¢o+p1 L+ - -+¢,, L™,
satisfying (13), is guaranteed by the fact that the Fourier transform of the right hand side is never
zero over the entire frequency range; see Sayed and Kailath (2001). The decomposition (12) was
originally applied by Proietti (2007) to the innovations of a univariate time series; we now apply it to
the multivariate disturbances of the trend component of the variables entering the production function.

According to (12) a multivariate white noise is decomposed into two orthogonal vector ARMA(m, m)
processes with scalar ARMA polynomials and common AR factor, given by ¢(L). The decomposi-
tion (12) is illustrated by the left panel of figure 4. For a white noise process, the contribution of
fluctuations defined at the different frequencies is constant. The high frequency components play the
same role as low frequency ones. The rectangle with height 1 and base [0, 7] can be thought of as
the normalised spectral density of the univariate white noise disturbance (;;,¢ = 1, ..., N, that drives
the potential output dynamics. According to the representation (6), the disturbance would be doubly
integrated to form the level of potential output, A?ju;; = (.

Replacing (12) in the trend equations Au, = (,, the process p, can be correspondingly decom-

posed into orthogonal low-pass and high-pass components:
= pl + 9,
where the components have the following representation:

e(L)A%uf = (1+L)"¢), ¢, ~NID(0,X)

(14)
(L)) = A™2k] K] ~NID(0,AS,).

The low—pass component, ui , has the same order of integration as p, (regardless of m); in par-

ticular, it is a vector ARIMA(m,2,m) process with a scalar AR polynomial (L), whereas the MA
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component features m unit roots at the frequency 7. The high—pass component, sz , has a stationary
representation provided that m > 2, and will present m — 2 unit roots at the zero frequency in the
moving average representation. It should also be noticed that the covariance matrices of the low-pass
and high-pass disturbances, ¢ I and nl , are proportional, A > 0 being the proportionality factor. Obvi-
ously, if A =0, pu, = p,I. As ) increases, the smoothness of the low—pass component also increases,
since a larger portion of high—frequency variation is removed.

For given values of A and m, the decomposition (14) defines a new potential output disturbance
that uses only the low frequencies whereas the remainder will contribute to the high—pass component.
The spectral density of the disturbances of the low—pass component has two poles at the frequency ;
on th