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Introduction

Introduction

The paper documents the effects of work on the dynamic stochastic general equilibrium (DSGE)
SOEP" model that has been carried out in the recent years at the National Bank of Poland,
initially at the Bureau of Macroeconomic Research and lately at the Bureau of Applied Research
of the Economic Institute. In 2009, a team consisting of the authors of this paper developed a new

EPL299 which in 2010 is to be used to obtain routine mid-term

version of the model, called SO
forecasts of the inflation processes and the economic trends, supporting and supplementing the

traditional structural macroeconometric model and experts’ forecasts applied so far.

In the recent years many researchers have engaged in the work over a class of estimated
macroeconomic models (of the business cycle) integrating the effects of at least three important
lines of economic and econometric research:

e methods of macroeconomic modelling (gradual departure from the traditional structural
models towards models resistant to Lucas’ and Sims’ critique, strongly motivated with
microeconomics);

e micro- and macroeconomic theories (monetary policy issues, with emphasis on the con-
sequence of imperfect competition, the role of nominal and real rigidities, as well as
anticipating and optimising behaviours of agents in an uncertain environment, with a
strong shift of point of view towards general equilibrium);

e estimation techniques (reduction in parameters calibration, shift from classical techniques
to Bayesian techniques with Bayesian-specific risk quantification as well as systematic and
controlled introduction of experts’ knowledge, improvement of projections accuracy).

Merger of the three trends has brought about a class of models — DSGE models — with high
analytical and developmental potential. The very potential of the models of this class seems to
be the most important reason for the interest of central banks in that area!, research that may
be directly translated into the practice of monetary policy.

I Attention is being drawn to the fact that in the general case the DSGE models do not have to be based on the new
Keynesian perspective of economy and do not have to be estimated with the use of Bayesian techniques.
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Introduction

Along with the development of numerical, econometric methods and the theory of economics, a
number of central banks supplement or even replace the traditional structural macroeconometric
models, whose forecasting applications are enhanced with experts’ knowledge, with estimated
DSGE models, namely models which attempt to translate the economic processes in a more
explicit and systematic manner, whereby experts’ knowledge is introduced through Bayesian
methods?. It happens although no formal reasons exist for which the ex post verified accuracy of
forecasts within the DSGE models should be higher than that of classical models®. DSGE models
give, however, a chance of structural (internally consistent and microfounded) explanations of
the reasons for the recently observed phenomena and their consequences for the future. DSGE
models present a different image of economic processes than classical macroeconometric models
— they capture the world from the perspective of structural disturbances. These disturbances
set the economy in motion and economic agents respond to them in an optimal way, which
eliminates the consequences of the disturbances, i.e. restores the economy to equilibrium. The
analytical knowledge and experience gathered in contact with the traditional structural models
rather interferes with than helps interpret the results of DSGE models. In econometric categories,
the results of DSGE models are, nevertheless, at least partially compliant with that which may
be achieved with VAR and SVAR models, thus, it is hard to speak about revolution here.

Following the events of 2008-2009 (global financial crisis), while searching for the reasons for
the problems’ occurrence, the usefulness of formalised tools constructed on a uniform, internally
coherent (but also restrictive) paradigm for macroeconomic policy tends to be questioned. The
reasons for the global economy problems are searched for in models oversimplifying perception
of the world and burdening the decisions regarding economic policy. We have noticed that the
critique refers to a larger extent to the models as such (i.e. tools) and less to the practice of
applying them (i.e. the user). Therefore, we consider that conclusions from a deeper analysis of
the sources of 2008-2009 crisis, verification of the directions of economic research and methods
of the research, which is likely to be held, as well as the analysis of the current policy less
influenced by its rationalisation shall confirm the legitimacy of building and applying models,
particularly DSGE class models. The issue of applications using the strong sides of the models
remains, however, open. In our opinion, the best we can do is to try to use our model, gather

and exchange experience, develop new procedures and thoroughly verify the results.

The model whose details we shall present further herein derives from the structure developed at
Riksbank — DSGE model for the euro area* see Adolfson et al. (2005b). The euro area DSGE
model, know-how, methods of estimation and applications received within the technical support
of Riksbank enabled us to start several experiments, build different versions of DSGE model
(a family of SOE™ models) and develop our own procedures of the model application. Some
of the experiments have been described in separate papers, e.g. Grabek et al. (2007), Grabek

2For complete image, we wish to add that there are also arguments against the engagement of central banks in
constructing DSGE models, see e.g. Orphanides (2007).

3The issue of correct measuring of accuracy of forecasts, in which the contribution of experts’ knowledge is
considerable but non-formalised or systematic, has been omitted here. In such a situation it is hard to assess whether it
is the model that failed or the expert. Generally, it may be argued whether the forecasting applications of DSGE models
expose the strongest sides of this class of models.

4The euro zone model by Riksbank develops the ideas mentioned among others by Christiano et al. (2001, 2003,
2005), Altig et al. (2004a), as well as Smets and Wouters (2004).
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and Klos (2009), Grabek and Utzig-Lenarczyk (2009). The alternative we present in this paper

summarizes some of the gathered experience.

We pass the DSGE SOE™ 2% model for use, with a view to considering and analysing other
interpretation and understanding of economic processes than that proposed by the traditional
models. Additionally, systematic work with the model (preparing forecasts and analyses of their
accuracy, simulation experiments and analytical works) may reveal issues and problems that
will have to be solved. Resulting knowledge shall enable the preparation of a more thorough
future modification of the model, taking into account the effects of the parallel research and the

conclusions arrived at during use.

This paper consists of three basic parts. In the first part — relatively independent of the other
parts — we have made an attempt to outline the development of the methods of macroeconomic
(macroeconometric) modelling and the economic thought related to monetary policy, which
brought about the creation of dynamic stochastic general equilibrium models, pushing aside
other classes of models — at least in the academic world. The considerations are illustrated with
simple models of real business cycles (RBC) and DSGE model based on new Keynesian paradigm.
The second chapter of the first part focuses on the technical aspects of construction, estimation
and application of DSGE models, drawing attention to mathematical, statistical and numerical
instruments. Although it presents only the keynotes, outlines and ideas, the formalisation and
precision of presentation required in that case makes the fragment of the paper slightly hermetic
— a reader less interested in the techniques may omit that chapter.

The further parts of the paper refer to specification, results of estimations and properties of the
DSGE SOE2% model. We present, therefore, a general non-technical outline of the basic
features of the model, illustrating at the same time the correlations with other DSGE models
(Chapter 3). The next chapter defines decision-making problems of the optimising agents, their
equilibrium conditions as well as characteristics of behaviours of the non- optimising agents. The
description of the model specification is completed with balance conditions on a macro scale.
The SOEP*2%% model has been estimated with the use of Bayesian techniques. Identically as in
all estimated DSGE models we are aware of, the Bayesian estimation refers solely to some of the
parameters (the rest of the parameters have been calibrated). Although due to the application
of the Bayesian techniques, the number of calibrated parameters has been clearly reduced,
being aware of the consequences of faulty calibration we conducted a sort of sensitivity analysis
(examination of the influence of changes in the calibration of parameters on the characteristics
of the model). The presented SOE"2°°? version takes into account the conclusions we arrived
at based on the analysis. For the purposes of this paper and the first forecast experiments we
use only point estimates of the parameters reflecting the modal value of posterior distribution,
in other words our reasoning omits — hopefully temporarily — the issue of uncertainty of the
parameters. The results of the estimation of parameters and assumptions made at the subsequent
stages of the work (calibrated values, characteristics of prior distributions) have been presented
in Chapter 6.

A synthetic image of the model characteristics has been presented in Chapters 7-8, which
describes the responses of observable variables to structural disturbances taken into account

in the model (i.e. impulse response functions), variances decompositions (formally — forecast
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error decomposition), thanks to which the structure (relative role) of the impact of shocks on the
observable variables may be assessed, estimation (identification) of structural disturbances in
the sample, examples of historical decompositions (counterfactual experiments) and information
about the ex post accuracy of forecasts — this is, thus, a typical set of information allowing
understanding the consequences of the assumptions made at the stage of constructing decision-
making problems (model specification) and choice of parameters.

The Appendix presents structural form equations, equations used to determine value at a steady
state and a list of variables of the SOE"“2°° model.
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Genesis and anatomy of dynamic stochastic general equilibrium models

1
Genesis and anatomy of dynamic stochastic
general equilibrium models

The development of economic models for the purpose of monetary policy analysis has been one
of the most exploited research programs within macroeconomics in the last two decades. A lot of
effort has been paid to make attempts to understand the correlations between monetary policy,
inflation and business cycle. The research is deemed to produce a sort of consensus as to the
specification of the key elements of a model of economy, within which modern macroeconomic
analysis is being carried out, mainly in the aspects important for the monetary policy applied by
central banks. The specification has been named a new Keynesian model. The new Keynesian
model is a dynamic, stochastic model of general equilibrium and, thus, a model deriving from
neo-classical trend. The basis for its architecture is a model of real business cycle, on which
Keynesian elements in the form of real and/or nominal frictions® are imposed. Such originating
trend of macroeconomic analysis is called a new neoclassical synthesis, see Goodfriend and King
(1997).

1.1 Methods of the Cowles Commission

In the 1940s and 1950s government institutions of the most important economies started to
collect in a systematic way national statistics regarding economic activity. The economists gained
material which helped them specify quantitative models of national economy and analyze them

in empirical tests. Early works over the econometric models of national economies complied with

1E.g.: monopolistic competition, frictions in the process of adjusting prices, wages, frictions in the financial market.
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Genesis and anatomy of dynamic stochastic general equilibrium models

the paradigms developed during the works carried out by the Cowles Commission. Empirical
macroeconomic analysis was at that time carried out with often large?, dynamic, most often
linear, multi-equation econometric models. Their specification was based mainly on statistical
tests®, while the role of economic theory was limited to preparing a list of regressors to be taken
into account in the particular equations. The choice of variables was based mainly on Keynesian
IS-LM type models, i.e. on theories which ignored both the supply side of economy and changes in
relative prices. The models were called ”structural”, as they enabled the consideration of, among
other things, feedback nature relationships between variables. Such relations and the resulting
problem of simultaneity or interrelation, important for model estimation techniques, were the
focus of interest of macroeconometrics and the theory of estimation at that time. Therefore, it
is considered that econometrics practiced in the spirit of the Cowles Commission emphasised
the structural aspects. Nevertheless, according to today’s understanding of structurality in
macroeconomics, it may be concluded that structurality, or practically its absence primarily
accounted for the failure of this trend of modelling. Although model equations were aimed
at presenting the dynamics, which reflects the decisions made by economic agents, forms of
equations assumed ad hoc failed to comply with any mechanism of individual choice. Dynamics
of each of the variables would be modelled with a single equation. Groups of variables formed
the blocks of a model and each block was researched by a separate group of experts. The
resultant equations were later on combined in a complete model of economy, additionally taking
into account the interactions occurring among the variables within the different blocks. The
constructed models allowed, seemingly, correct quantification of the consequences of controlling
variables that depended on the persons making decisions with regard to economic policy. They
were, however, too large to arrive at a general image of the mechanism according to which
the propagation of shocks in an economic system took place. It was also hard to research the
mechanism of system response to a change in control of economic policy in a longer time
perspective. According to the philosophy of the Keynesian trend, the emphasis was put on short-
term analysis of economic aggregates dynamics. The economy was out of (partial) equilibrium
for a short period and model simulations answered the question of how to effectively bring the
economy to equilibrium, i.e. how to stabilise it. Thus, macroeconometrics dealt mainly with
the analysis of variables dynamics in a short time with the use of partial equilibrium model. An
example of a model within the discussed class is provided in Klein and Goldberger (1955).

1.1.1 Problems with identification

In the terminology derived from the paper of Spanos (1990), the reasons for failure of the
originators of models maintained in the tradition of the Cowles Commission as regards the
application of the models to economic policy analysis may be divided into two groups. These are
problems with structural identification and problems with statistical identification.

As mentioned by Hendry (1976) or Qin (1993), in the period of works of the Cowles Commission
and the later development of multi-equation models maintained in this tradition, economet-

2Consisting of several hundred or, sometimes, even several thousand equations.
3A statistical identification of model is often being mentioned.
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Genesis and anatomy of dynamic stochastic general equilibrium models

rics focused to a large extent on the theory of estimation®, and a smaller emphasis was put
on the assessment of the quality of models by virtue of diagnosis of statistical specification
errors. Structural identification was a priority and as a result, often proved ex post, the models
maintained in this convention were not able to sufficiently accurately replicate the statistical
properties of the processes the dynamics of which they were supposed to represent. Although
the Cowles Commission was putting emphasis on structural identification of the model, the
developed methods are considered, from the perspective of the present day, to be unsatisfactory.

Problems with structural identification were more fundamental. They are presented, among
others, in two papers from the 1970s and 1980s: Lucas (1976) and Sims (1980). Lucas (1976)
criticises the status of exogeneity of variables — the controls of economic policy. He points
out that the model of structural identification proposed by the Cowles Commission does not
explicitly take into account the expectations of economic agents. Therefore, the parameters of
the mode®, which were deemed to be structural®, are actually a mixture of structural parameters
and parameters related to the expectations of economic agents and, thus, may not be considered
to be fixed for various economic policy regimes. The estimations of parameters within a model
estimated on data originating from a specific economic policy regime shall no longer be valid
if the policy regime changes. Therefore, a model estimated within one regime may not be
extrapolated outside of the regime and, in consequence, may not be applied to analyse the
consequences of a change in the regime. Due to instability of parameters, the traditional
structural macro-models, according to Lucas, are worthless for simulation of the effects of
changes in economic policy, which is exactly the purpose for which they were created. Sims
(1980) only supports the comments by Lucas claiming that no variable may be deemed exogenous
in the world of economic agents that anticipate future events (forward-looking agents) and
whose behaviour is based on intertemporal optimisation. As a result of endogenous economic
policy macroeconomic variables correlate with variables — the controls of policy. By assuming
erroneously that the policy is exogenous, the endogeneity may be falsely interpreted as a causal
relation, and may seem to identify the channel of policy’s impact on economy.

Finally, the stagflation of the 1970s and the related failures of economic policy based on the
traditional macroeconometric models disqualified, in the academic opinion, the approach of the
Cowles Commission. Pesaran and Smith (1995) conclude that the models represented neither
the data, nor the theory, and therefore were ineffective for practical purposes of forecasting and
policy.

1.2 LSE and VAR models

Problems with statistical and structural identification of traditional multi-equation econometric
models brought about the development of several trends out of which two had the largest impact

4Important in the works of the Commission and later works were mainly the issues regarding simultaneity, i.e.
interrelation of the modelled phenomena.

SThis specifically refers to the so called reduced form of the model.

Sparameters are deemed to be structural or deep if their value does not change under the impact of a change in the
economic policy regime.
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Genesis and anatomy of dynamic stochastic general equilibrium models

on the practice of macroeconometrics: the so-called LSE method (London School of Economics),
see Hendry (1995), and SCVAR method (Structural Cointegrated Vector Autoregression), i.e.
structural vector autoregression for cointegrated variables, see Liitkepohl (2008), which currently
— next to the DSGE model — is the basic tool of macroeconomic analysis.

1.2.1 LSE methodology

There may be numerous possible sources of errors in statistical identification of a model. The
errors include, but are not limited to, omitting important variables, erroneous dynamic structure
or illegitimate restrictions regarding exogeneity imposed on the variables. The LSE approach is
an attempt to overcome the problems with statistical identification. It is based on the so-called
reduction principle. An econometric model is understood as a simplified representation of
an unknown and unobservable stochastic process, which generated the researched economic
observations. It originates from a dynamic model of possibly general specification in a given
class of models, so as to cover possibly many various processes. Further on, the model is reduced
sequentially to the final form. The reduction step entails the elimination of a variable or a
group of variables from the model and is made with the use of statistical tests. For the resulting
representation of a process that generates data to be complete, loss of information by virtue of
reduction must be insignificant from the point of view of the modelled process. A completeness
of the model is confirmed by the statistical properties of the residuals vector. Any deviations from
the Gaussian white noise certify that specification is faulty. Thus, the LSE approach emphasises
the correct statistical identification of a model but is not an attempt to solve problems related to

structural identification.

1.2.2 VAR methodology

Similar problems are reflected in the approach based on the analysis of time series with the use
of non-structural models of vector autoregression (VAR). Non-structural VAR models, or VAR
models in reduced form, are in fact the generalisation of the LSE approach to vector time series.
They are models expressing endogenous variables by their lagged values. A VAR model of order
K > 1 has the following form:

K
Y= ZAkyt_k + e, or Y =Ay,_,te, (1.1)
k=1

where y, is a vector of endogenous variables in t period, A, matrices for k = 1,2,...,K are
autoregressive matrices. Another representation is called a cumulative representation and A
matrix is an autoregressive companion matrix. The e, process covers shocks controlling the
dynamics of endogenous variables. The e, shocks control the dynamics of endogenous variables
such that the variables may be presented as a function of the history of shocks. This is the
so-called moving average representation of the process (y,):

National Bank of Poland
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t—1
Ye=Ay+ > Ay, (1.2)
k=0

where y, is the initial value of the process (y,), or — assuming infinite history of the process of

endogenous variables:

[ee]
Ye = ZAket—k' (1.3)
k=0

The basic purpose of the macroeconomic analysis carried out in accordance with the concept
of a shock impacting the system of endogenous variables as a source of their dynamics is to
identify shocks of structural nature, i.e. independent shocks with explicit and cohesive economic
interpretation. The e, shocks may not, however, be structurally interpreted as they do not need
to be independent, and generally are not, which should be expected from shocks of structural
nature. The e, shocks have the nature of errors or regression residuals (forecast errors) and
may form linear combinations of the actual structural shocks which determine the dynamics
of endogenous variables. It may, then, generally happen that e, = Be,, where €, are structural
shocks, i.e. independent ones. In particular it is assumed that the covariance matrix of e, shocks
is the identity matrix, i.e. D(e,) = I. This leads to the approach giving structural interpretation
to VAR models. The approach is called structural vector autoregression, shortly SVAR (from
structural VAR). Next to the advantages of the LSE approach in the form of representation of
a process generating the dynamics of endogenous variables through a model of rich dynamic
structure, namely VAR, the SVAR methodology makes it possible to provide shocks with structural

interpretation.

The SVAR methodology has been developed not only for stationary processes on which the
approach based on the Cowles Commission paradigms must rely, but may be easily generalised
to non-stationary cointegrated processes. Such approach is called structural cointegrated vector
autoregression method, shortly SCVAR, or more often — structural vector error correction model,
shortly SVECM.

SVAR and SVECM models attempt to solve problems regarding statistical identification and
some of the problems regarding structural identification, which were identified in the classical
multi-equation models. These advantages explain the popularity of VAR class models in empirical
macroeconomics. In order to emphasise that there have been proposed at least partial solutions
not only for statistical identification problems but also for structural identification, modern
macroeconomic analysis is often referred to as structural macroeconometrics. Despite the
aforementioned advantages, VAR methods are not free of drawbacks. Mainly, VAR models
specification lacks any theoretical basis. The relations between the variables are of clearly
statistical nature and even in the case of structural models they may not be referred to any
economic mechanism on which the modelled process is founded. Thus, a VAR model lacks a
theoretical framework, and upon assessment it may bring about, and in practice often brings,
non-intuitive implications in the form of responses to shocks that may hardly be rationalised and
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non-cohesive forecasts. Due to the foregoing disadvantages, macroeconomic analysis, particularly
at central banks, more and more often refers to models having theoretical foundations, such as
DSGE models.

DSGE models - through economic theory underlying their specification — constitute another
step forward to solve the problems with structural identification. The step is taken at the cost of
statistical quality of the model, however not so significant because the DSGE models, and more
specifically their approximate solutions, are directly related to VAR class models. Specifically, the
so-called reduced form of DSGE model, namely the form which sets dynamics of endogenous
variables around the equilibrium, is a VAR model. It may be considered as a VAR model on
the parameters of which, i.e. on elements of matrices A and B, a set of restrictions has been
imposed. The restrictions originate in the theory of economics underlying the specification of a
DSGE model. They limit the dynamic structure of the model, yet ensure its internal cohesion and
guarantee structural nature of the identified shocks. The DSGE model specification founded on
the theory of economics ensures that restrictions imposed on the dynamic structure of its reduced
form derive from the optimal decision-making rules of rational economic agents operating in
an internally cohesive economic reality. The methodologies of DSGE models are, therefore, at
least theoretically, an answer to the problems related to structural identification. They also, to a
major extent, reply to the problems related to statistical identification, as the solution of a DSGE
model is a VAR class model. In that scope a DSGE model provides, nevertheless, only partial
solutions, as the structural nature of its specification imposes strong restrictions on the dynamic
structure of the reduced form. Thus, a DSGE model expresses a trade-off between the proper

statistical and structural identification of macroeconomic processes.

1.3 Methodology of modern macroeconomics

The views with regard to the method of analysing the dynamics of economic aggregates have
significantly changed over the last 30 years. The evolution followed from models specified in the
tradition of the Cowles Commission, through VAR class models, to dynamic stochastic general
equilibrium models based on the theory of economics.

Modern macroeconomics attempts to explain the dynamics of economic aggregates with the use
of models based on the so-called microfoundations. Hence, as opposed to traditional Keynesian
models or multi-equation macroeconometric models where the forms of interrelations between
economic variables were assumed ad hoc, the mechanisms shaping the decision-making rules of
economic agents are explicitly modelled. Most often four types of agents are distinguished. They
are households, firms as well as government and central bank. Whereas the decision-making
rules of households reflect the process of optimisation of welfare, i.e. a discounted stream of the
expected utility, those of firms result from maximisation of the expected profit. Optimisation
takes place in a stochastic economic environment and in the case of households the structure of
their preferences — the so-called utility function — is also set. The decisions of agents are, thus,
always optimal a priori, i.e. the best of possible taking into account the available information.
Usually, they refer to three types of economic categories: products and services, work or assets,
both physical such as capital and financial such as bonds or money. Households decide about
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consumption, i.e. demand for a product, supply of labour and change in the structure of the
portfolio of financial assets, the level of investments, the level of use of the available capital, etc.
Firms decide about product supply and demand for labour’. The government determines the
value of public spending, collects taxes, expends transfers and incurs public debt. The central
bank controls the nominal interest rate and/or the supply of money. The decision rules of the
government and the central bank are usually made ad hoc. Beside of the optimisation criterion,
the process of making decisions by economic agents takes into account several categories of
limiting conditions. These are most often budget constraints, initial conditions, equilibrium
conditions and constraints regarding the available technology and information structure in the

economy?®.

A central issue in the theory of dynamic general equilibrium is the intertemporal dimension
of the decision-making process. The decisions of agents consist of intertemporal allocation of
the available resources. Today’s income may be allocated to future consumption and future
income may finance today’s consumption expenditures. Intertemporal substitution of resources
is possible by virtue of participation in the market of financial assets, e.g. purchase or sale of
bonds. The individual decisions are coordinated by the market, which brings about decentralised
allocation of resources.

Formally, economy is described as a dynamic system. It reflects a short-term equilibrium in
at least two meanings. Firstly, in each point of time economy reflects a general equilibrium
as understood by Walras. It is, thus, assumed that prices always clear the markets. Secondly,
economic agents make optimal decisions, i.e. ex post they do not make mistakes in a systematic
manner as to the actions undertaken. In that meaning their decisions are called rational. Should
it appear ex post that the decisions of the agents are not the best possible to be taken, this is only
due to information gap, i.e. due to the fact that after the moment of making the decision an event
occurred that could not have been foreseen by the agent, e.g. an unexpected exogenous growth
in productivity took place. The agents build expectations as to the future values of economic
variables through the operator of conditional expected value. In that sense the mechanism of
building expectations by the economic agents is rational. It is, therefore, assumed that agents
know the complete model of economy, namely that they know (the real) principles governing
the world in which they live and the values of all of its parameters. They are also able, based on
the model, to set out optimal decision-making rules for all agents and apply them, which would
require in practice the possibility of making a perfect filtration, i.e. a perfect measurement of the
value of all of the variables and shocks impacting the economy in any period. That omnipresent
transparency and rationality draws critique on the part of alternative paradigms of economic
modelling such as multi-agent modelling (agent-based computational economics), see Fagiolo
and Roventini (2008).

Even though the economy is — in the above meaning — assumed to remain at all times in short-
term equilibrium, in a short period it may be out of long-term equilibrium. Long-term equilibrium
is also called stationary state or steady state. The names are founded on mathematics.

7The mentioned division into the decisions of households and firms is conventional, however, characteristic to the
literature of the subject matter.
8Ex post there are also imposed the so called transversality conditions of no-Ponzi game type.
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Long-term equilibrium is a mathematical concept and refers to the model of economy instead
of the economy in itself. There is no direct equivalent in the real world. Economy reflects
long-term equilibrium if all of the variables grow from one period to another according to
fixed growth rates®. Economy in a steady state may be knocked out from the state. It happens
because stochastic disturbance, i.e. structural shocks or structural innovations impacts the
economy. Examples of structural shocks are technological shocks (increase or drop in total factor
productivity), shock of preferences or contractionary monetary policy. If the effects of shocks
abate, the economy comes back to long-term equilibrium but not necessarily to its pre-shock
state. This shall happen if the effect of shock is permanent. If economy is knocked out of long-
term equilibrium by a shock of temporary effect, it shall asymptotically come back to the same
equilibrium. As in reality structural shocks happen at any moment, the real economy shall never
come to the same steady state. It shall, however, fluctuate in its environment. The steady state
path may be interpreted as the path taken by the economy would it not be for the shocks. A
model implying the comeback of economy to the steady state upon structural shock occurrence
is called a steady-state or stationary model.

Modern macroeconomic analysis decomposes the time series of economic aggregates into two
basic components, namely long-term trend and short-term cyclic fluctuations around the trend,
i.e. the so-called business cycle. It shall be emphasised that both the trend and the cycle are
statistical fiction and have no equivalent in the real world. Both categories are a product of data
filtration and their form depends on the chosen method of filtration. DSGE models, as ones
deriving from the RBC models family, are used in cycle analysis and due to their construction
are not able to answer any question regarding the forming of the trend. This is the subject of the

theory of economic growth, which is introduced to DSGE models in an exogenous manner.

1.3.1 Real Business Cycle theory

Since the beginning of 1980s, when the first papers of the type Kydland and Prescott (1982)
appeared, the theory of Real Business Cycle (shortly RBC) has gained the status of a leading
macroeconomic theory with regard to economic fluctuations analysis — a model that may be
called a standard RBC model from today’s perspective, the basic tool of business cycle analysis.
The influence of the RBC revolution on understanding short- and medium-term economic
fluctuations has two perspectives — both methodical and conceptual.

From the methodological point of view, the theory of Real Business Cycle made the dynamic
stochastic general equilibrium model a basic tool for macroeconomic analysis. Ad hoc assumed
behavioural equations describing economic aggregates gave way to equations of motion derived
from intertemporal solutions of optimisation problems of the economic agents operating in
perfectly competitive and friction-less markets. Ad hoc assumptions made with regard to the
mechanisms of forming expectations by economic agents gave way to rational expectations.
The creators of the RBC trend emphasised as well the importance of quantitative aspects of
macroeconomic analysis, which was reflected in the use of the methods of calibration, simulation
and validation of RBC models.

9The definition covers the case in which some or all variables are unchanged from period to period.
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Equally fundamental proved to be the conceptual implications of the RBC theory. Firstly, it
appears from the RBC theory that a business cycle presents an effective, i.e. optimal path of
economic aggregates. In other words, both expansion and contraction result from optimal
reaction of economic agents to exogenous shocks impacting the real sphere of economy, mainly
technological shocks. Thus, cyclic fluctuations — including recessions — do not bring about
ineffective allocation of resources — they are fully optimal and do not result from market
imperfections. The RBC theory implies, therefore, that the stabilisation policy of a government
may change resources’ allocation but only to less efficient one. This clearly contradicted the
standard Keynesian interpretation of recession as a period in which economic resources are used
ineffectively and the end of which may be advanced by stimulation of aggregated demand.

The second implication of the RBC theory is the conclusion that the main reason for economic
fluctuations are technological shocks, which temporarily improve or deteriorate the total factor
productivity in the economy. RBC models try to replicate the fluctuations of products and other
economic aggregates, even if the only shock impacting economy is the shock of productivity.
Such interpretation of economic fluctuations contradicted the traditional view that changes in

productivity contributed to economic growth, which has nothing to do with a business cycle.

The third fundamental conceptual implication of the RBC theory is the limited, or practically
non-existent, role of monetary factors in economy. A standard RBC model implies the neutrality
of money even in a short period. Hence, the dynamics of real variables in economy, such as
production, consumption or employment, do not depend on monetary policy. Monetary policy
may only affect the nominal values such as the nominal interest rate or nominal supply of
money, namely inflation, whose values do not affect the real sphere of economy. The results
contradicted the general opinion that monetary policy impacts the real economy in a short run,
see Friedman and Schwartz (1963) and Christiano et al. (1998). Even though the RBC theory
had a considerable influence on the method of understanding business cycles, particularly in
the academia, RBC models — due to the results regarding the neutrality of money — were not
accepted by central banks. The central banks continued to focus on classical multi-equation
models and more and more often on LSE type approach, particularly on vector autoregression

methods.

Due to the growing evidence of contradictions between the Real Business Cycle theory and
empirical research, as well as rift between its implications and the practice of economic policy,
RBC methods could not be considered satisfactory. On the other hand, RBC methods proposed
solutions to problems that discredited the traditional approach based on paradigms developed by
the Cowles Commission. RBC models are dynamic stochastic general equilibrium models instead
of partial equilibrium models. They have an internally cohesive theoretical structure. Therefore,
even though they are calibrated (today, estimated) based on the data that may be generated
by non-intuitive statistical artefacts, the results of simulation experiments (e.g. forecasts, shock
response analyses) reflect internal cohesion. This is not the case with VAR class models, even the
structural ones. The decision-making rules of economic agents in an RBC model are structural,
i.e. derived from microfoundations instead o f being assumed ad hoc. The expectations of agents
are rational, while anticipation of future events influences their today’s behaviour. RBC models
reflect, therefore, the achievements of the revolution of rational expectations. RBC models
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parameters, or at least some of them, are deep parameters. Thus, the models are at least partially
resistant to Lucas’ and Sims’ critique. In other words, the models allow us to correctly analyse
the effects of changes in economic policy regime. All those features indicate that RBC methods
well manage the problems of structural identification. Additionally, the reduced form of an RBC

model is a VAR type model'°

, namely a model covering a wide class of stochastic processes.
This feature shows that problems related to statistical identification are not ignored in the RBC

methods.

It is clear that RBC methods could not be simply rejected. Thus, attempts of such modification of
the Real Business Cycle theory have been made so that the internally cohesive structure of an
RBC model be preserved, their dynamics be related to VAR class models, while the role of money
be increased in a short time. The introduction of the elements of new Keynesian economics to
the classical RBC model proved to be a solution — such derived model is called a new Keynesian
model. We will start with the frictionless monetary model of the economy and then introduce

some frictions which render money non-neutral.

1.3.2 Frictionless economy

A standard frictionless monetary model is presented below!!. Despite a simple structure, it
presents the most important components of a DSGE model. In the following paragraph the
model is extended with Keynesian elements, which leads to the basic form of a new Keynesian
DSGE model. A standard DSGE economy consists of a representative household, a representative
firm and a central bank. The presentation of the standard DSGE model in this paragraph has
been founded on the monograph by Gali (2008).

1.3.3 Representative household

In exchange for nominal wage W,,a household provides a representative firm in each of the
periods t = 0,1,2,... with a homogenous labour supply'® H:. The labour market is perfectly
competitive. In exchange, a household receives wage of the worth of H,W,. The wage, together
with the savings B,_; in period t — 1, is the income of a household D, = H,W, + B,_;, which is
divided between consumption C, and savings B,. A household consumes homogenous goods
(products) manufactured by the firm, while the unit price of the product is P,. Savings are
located in bonds with no risk. A unit price of bonds in period t amounts to Q, = ﬁ, where i, is
the nominal interest rate determined by the central bank. One bond purchased in period t at
price Q, is worth in period t 4+ 1 one monetary unit. The expenditures of a household in period t
are, thus, P,C, + Q,B,. Household’s welfare is measured with a utility function U(C,, H,), while

consumption increases and labour decreases welfare.

10The reduced form of a DSGE model is a process of VARMA class, perhaps of infinite order, however, in practice the
process is approximated with a finite order VAR model.

1 The presented version of the model abstracts from investments and government sector. Beside those simplifications,
the model corresponds to the standard specification of an monetary model which builds on the RBC origins. The assumed
simplifications are non-significant from the point of view of the presented conclusions.

12gubscript s stands for the supply of labour offered by a household. Subscript d shall stand for demand for labour
reported by a firm. In general equilibrium H{ = h‘f, therefore, subscripts s or d shall be omitted when it must be
emphasised that we mean the labour in general equilibrium.
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In period t, a representative household must, then, make a decision as to variables {C,, H;, B, },
such as to maximise utility and by virtue of spending P,C, + Q,B, not to exceed the budget of
the value of W,H; + B,_;. Decisions of a household are not, however, one-period problem, i.e.
their consequences are not important only “here and now”. The decision-making process has a
dynamic, multiperiod nature, as today’s decisions affect the value of resources available tomor-
row. A household must, then, decide not only about variables {C,, H;, B,} for the determined t
but also for all of the t = 0,1, 2, ... at the same time. In order to know how to do that, in t =0
period a household solves the problem of maximisation of the discounted stream of the expected
utility:

o0
max E (c,, 1), 1.4
{Ct,Hi,tzo),(l,Z,A..} O;ﬁ (€. Hp) (14)

subject to a sequence of budget constraints:
bC,+Q,B,=W,H;+B,_,, (1.5)

where E, is the operator of the conditional expected value. Problem (1.4-1.5) may be solved by

using Lagrange’s functional in the form:

Y=E {Z[s’f[U(Ct,HD —w,(P.C,+Q,B, —B,_, — W[Hi)]} : (1.6)

t=0
First order conditions are as follows:

w ZMl w Z_Mi oraz w,=—FE w 1.7
‘ oc, b oH: W, Q.Y '

t

and for CRRA'3type utility function, the decision rules of a household are the following:

1

— Qt o % Wt — 5\0, %
C, = _Et{(ct—H) CHH—l} > _(Ht) "Gt (1.8)
B P,

System (1.8) is recursive. The first equation, i.e. consumption’s law of motion, determines the
value of consumption C, depending on the expected consumption C,; and inflation I1,_ ;. The
second equation — labour supply equation — determines, for the assumed real wage value,
the supply of labour that needs to be provided by a household in order to generate income
necessary to cover the costs of consumption. The choice of {C,,H},t =0, 1,2, ...} shall maximise

the expected welfare of the household.

13The constant relative risk aversion utility function is defined as:

(Ct)l—oc -1 (Ht)l+a;l -1

U(C,,H,)=
(e He) 1-o, 1-o0y
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1.3.4 Representative firm

A representative firm hires labour supplied by a household H¢ in exchange for nominal wage W, .
It manufactures a homogenous real product Y, with the use of production function Y, =A,N,,
where A, is an exogenous process of total factor productivity. The product market is perfectly
competitive. A decision-making variable in the case of a firm is the demand for labour H?, which
— for the assumed technology level — determines the value of the product. In order to determine
the H f value, a firm solves in each period a static problem of profit maximisation:

max {P,Y, - W,H{ },

H{

subject to the technological constraint:
Y, =AH td >

the solution of which implies equating real wage with marginal productivity of labour:

which is exogenous.

1.3.5 General equilibrium

Upon determination of optimal decision rules of a representative household and a representative
firm, market clearing conditions are imposed on all markets, i.e. the economy is assumed to

remain in general equilibrium state in every period.

The model in its existing form is non-linear. Generally, no satisfactory methods exist to solve non-
linear DSGE models. Therefore, the equilibrium conditions are superimposed on the simplified,
log-linear form of the model, which for the presented frictionless model reads as follows'*:

¢ =EiCpr — O__(lt —E. Ty P)s
C

w,—p,=0.c +0o,h, (1.9)
Wi =Dy = Ay,

— d
yt_af+ht’

where p = —1Inf.

In the basic model there are three markets — product market (consumption balancing), labour
market and savings (bonds) market. The product market’s clearing condition states that the

14Small letters denote in this chapter percentage (logarithmic) deviations from the steady state. Exceptions: real and
nominal interest rates, which are expressed in absolute values, as well as real marginal costs and monopolistic markup
which are expressed in logs. Timeless variables denote steady state values.
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whole product supply y, is subject to consumption:

Ye =6

the labour market clears when:

Whereas households trade bonds only between one another, the savings market clears automati-
cally:
b,=0.

The condition equating real wage with marginal productivity of labour, after log-linearisation
w, — p, = a,, may be read out as the determination of real marginal cost (denoted by mc,) or —

equally — monopolistic markup A, = —mc,, equal to one (zero for the logarithm):
mc, = —A, =w, —p, —mpn, =0,

where mpn, = a, stands for marginal labour productivity.

1.3.6 Consequences for monetary policy

Based on the conditions (1.9) and the market clearing conditions, there may be determined the
dynamics of real categories of product y,, employment h,, real wage w, — p, and real interest

rater, =1, —E, 7, 4:

o,+1
c, = = — ,
t yt O,h+o,c t
h o, 1-o0,
‘T o o to. P
c“h c (1.10)
Wy =Dy =ay,
r,= Te(on+ )( —1a
‘ h+ c v

where technology'® is controlled with an exogenous stationary process in the form of:
a,=pa,_;+e€,

where €, ~ N(0, o) is a structural shock of labour productivity. In a standard RBC model this is
the only structural shock. The last of the equations above, i.e. the real interest rate equation
r.=1i, —E,m,, results from Euler household equation.

It appears then that the dynamics of real variables in a standard frictionless economy model
depends only on the level of technology a,'®. Therefore, from Fisher equation: r, =i, — E, 7,1,

it results that a change in the nominal interest rate is one to one translated into a change in

15More precisely, the process of total factor productivity (TFP), here — labour productivity.
16 And in the case of real interest rate — on the expected change in technology E,Aa,,, =(1-p)a,.
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inflation expectations. The equilibrium dynamics of real categories does not depend on the
nominal interest rate i,, as the interest rate is translated only to nominal category — the expected
inflation. Monetary policy does not affect the decision rules of firms and is neutral for the welfare
of households. Consequently, a standard RBC model implies that implementation of monetary

policy, requiring high monetary and institutional expenditures, is non-productive.

1.4 New neoclassical synthesis

The conclusion regarding the neutrality of money in a standard frictionless monetary model
of the economy was a decisive factor that the models of that class could not raise serious
interest at institutions such as central banks, whose practice and understanding of economic
categories fluctuations contradicted the implications of Real Business Cycle theory. On the other
hand, microfounded models gained the interest of academic communities because — compared
to previous macroeconometric models — they made a significant step ahead from the point
of view of the method of economic modelling. They appeared particularly attractive due to
explicit modelling of the decision-making process of economic agents and specification of the
model based on structural parameters — unchanging in the analysis of alternative scenarios
of economic policy, including monetary policy applications. Therefore, the normal course of
events seems to be the beginning of construction of a new theoretical trend based on a possibly
simple case, which would, however, reflect the central elements of the trend. In the case of
the trend that originated as an effect of merger of the RBC theory with the elements of new
Keynesian economics — the trend that is currently called new neoclassical synthesis — the
starting point was the model of general equilibrium of frictionless economy (or distortion-free
economy). Neutrality of money and the primacy of technological shocks in the course of the
cycle contradicted economic practice and the concept that demand factors and monetary shocks
should play more than marginal role in forming the cycle. This leads to many attempts of
developing the originally frictionless monetary models towards specifications abiding by the
methodical achievements of that trend, however, implying non-neutrality of money in a short

run.

In the 1980s and 1990s the analysis covered various microeconomic mechanisms, mainly the so-
called distortions or non-effectiveness, the purpose of which was to bring the general equilibrium
models closer to economic reality. A number of papers proposed methods to consider nominal
rigidities in the dynamic model of general equilibrium. Initially — analogically to new Keynesian
literature — emphasis was being put on rigidities in the process of adjusting prices. The proposed
models in fact extended the standard frictionless framework to the case of firms operating in
the market of monopolistic competition which are not always able to determine markups or,
equivalently, prices at the optimal level. The choice of distortions in the process of price or
markup determination offered the simplest solution guaranteeing that monetary shocks shall
have real effects and shall reflect adequate persistence. In the following paragraph, we present a
standard new Keynesian model based on a standard frictionless engine, emphasising the reasons
for non-neutrality of money.
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1.4.1 Standard new-Keynesian model

Economy consists of a representative household, firms — no longer a representative firm — and
central bank. The economic environment in which a representative household is operating is
identical as in the standard frictionless monetary model. Hence, that decision-making problem
of a representative household, as well as its decision-making functions are the same as in the
standard frictionless monetary model. The central bank implements monetary policy applying
the monetary policy rule, e.g. Taylor rule. The main difference appears in the sector of firms
that possess monopolistic power, so they are no longer price takers. It is assumed that there is a
continuum of firms and each of them is represented by a point on [0, 1]'7 interval. They operate
in the market of imperfect competition, usually monopolistic competition. Thus, firms have
monopolistic power and may determine the prices of their products. Each firm manufactures a
product different from the products manufactured by other firms (a variety), while the elasticity
of substitution between products manufactured by various firms is finite. The products of the
particular firms are distinguishable, e.g. based on brand naming.

1.4.2 Representative household

Whilst consumption of a representative household consists of a continuum of products, it faces
the same decision-making problem as in the frictionless model. In other words, households face
the same decision rules as in the frictionless model, i.e. after log-linearisation they take the

following form:

1 .
¢, =By — —( —Emyy —p),
O (1.1D

— S
w, —p, = 0.c, +0o,h;.

In period t, a representative household consumes C, (i) of product i, while total consumption in
economy originates as a result of averaging the consumption of the particular products with the
use of CES integral aggregator:

1
n—-1

n—1
Ct:J cdi| (1.12)
f0,1]

where 1) is the elasticity of substitution between any two products in economy. Budget constraints,
then, take the form of:

J P,(i)C,(i)di +Q,B, = B,_, + W,H,, (1.13)
[0,1]

where P, (i) stands for the price of product i determined by firm i in period t. If we assume that

17There is no obstacle for the number of products to be finite. Integral aggregators are, then, replaced with sum-based
aggregators. Yet, in literature the application of integral aggregators is common.
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prices P, (i) aggregate to the average price P, in period t according to:

1
-

P, = (J Pt(i)l‘”di) (1.14)
[0.1]

the budget constraint aggregates to:
P.C,+QB, =B, +WH, (1.15)

i.e. to the constraint identical as in the frictionless model. A household decides the share in the

total consumption C, of particular products by virtue of maximisation of consumption
=
C,=( C.(i) » di)nt
[0,1]

for the assumed value of consumption expenditures f[ 0d] P, (i)C,(i)di, i.e. for each i € [0,1],

_n_

_1 n-1

max ctz(f Ct(i)’ndi) ,
0 [0.1] (1.16)

subject to J b (i)C,(i)di=2Z,
[0,1]

solving the problem:

where Z, is an auxiliary variable determining the value of consumption expenditures. The
solution to this problem leads to the function of demand in the form of:

N\ 7
ct(i)=(P;(l)) C,. (1.17)

1.4.3 Firms

A firm i in period t is assumed to manufacture Y,(i) of product i with the use of production

function such as that applied by a representative firm in the frictionless model:
Y,(i) = AH (i) (1.18)

The level of stationary technology A, is common to all firms.

As firms have monopolistic power, they can set the prices of their products. In period t a
firm i determines the price of a product i at the level of P/ (i), which maximises the expected
discounted flow of its profits. The process of determining prices is subject to frictions. Price
rigidities of the Calvo (1983) type are most frequently applied. Hence, a firm i in period t may
determine an optimal price of its product P/ (i), with probability equal to 1 — &. With probability
equal to & the firm is forced to leave the price of its product at the previously determined level.
The probability & does not depend on time that elapsed from the last period in which the firm
had the possibility to re-optimise the price of its product. In other words, all the firms which in
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period t may re-optimise prices, solve the same optimisation problem, namely determine the
same price P/. The price P; solves the following problem:

H}f}x Z(ﬁg)kEt{Zt,t-H((Pt*YH—ldt - lpt+k(Y[+k|t))}’ (1.19)
t k=0

where Z, ., stands for the stochastic discount factor, Y, = (%)_"C[M stands for the
households’ demand in period t + k for the output of a firm that had the latest opportunity
to re-optimise prices in period ¢, and ¥, (Y, ) = W, H, £ (Y,14.) stands for the nominal
cost of such firm. Thus, as opposed to the frictionless model, in the new Keynesian model the
mechanism of inflation is modelled explicitly. Firms generate inflation by determining an optimal
price at the level different from the average price level in the previous period.

1.4.4 General equilibrium

The condition of clearing the product markets makes demand equal to supply in each market:
C. (=Y.
for every i € [0, 1] and entails the clearing of an aggregated product market:
Y, =C,

providing that product aggregation is carried out with the use of aggregator in the following

form:
n

Yt:(f Yt(i)nnldi) .
[0.1]

After log-linearisation, the condition takes the form of:
Ye=¢,.

Demand for labour is aggregated with the use of H! = f[o . H4(i)di. aggregator. It may be
shown that such aggregation leads to a relation between product, productivity and employment
in the form of?8:

¥ =at+h‘f.

The condition of labour market clearing requires that the aggregated demand for labour be
equal to supply of labour by a representative household:

h =h, =h,

18This dependence requires the elimination of the effects of wage dispersion in economy.
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The bonds market clears automatically:

b, =0.

1.4.5 Consequences for monetary policy

The decision rules of households and aggregated production function of a standard new-

Keynesian model corresponds to that in the presented frictionless monetary economy:

1
¢ =Eicpq— O__(lr —E i —P)s
C
w, —p, =0.c + ol (1.20)

d
Ye=a,+h,

where p = —1nf3.

In the frictionless monetary model the decision rules of firms — making the real wage equal to
marginal productivity of labour or, equivalently, making the nominal marginal cost of production
equal to market price — made the real wage dependent on employment and productivity. Thus,
they force the real marginal cost to be equal to unity'’:

mc, =w, —p, —mph, =w, —p,—a, =0. (1.21)

Equation which made the real wage dependent on productivity only, along with the conditions of
market clearing, closed the frictionless model in the sense that it was possible to determine the
dynamics of real variables with no need to refer to the rules of monetary policy. Euler equation
determined only the dynamics of real interest rate r, = i, — E, 7, ,. When firms operate in
monopolistic competition conditions, the average real marginal cost in economy mc, does not
have to be equal to unity but it is equal to the inverse of the average monopolistic markup in

economy A,:
mec, =w,—p,—mph,=w,—p,—a,=—21,#0 (1.22)

as firms that may re-optimise the price determine it above the marginal nominal cost. Equation
1.22 as firms that may re-optimise the price determine it above the marginal nominal cost.
Equation 1.21 which — making the real wage dependent only on labour productivity — closed
the frictionless model and allowed to determine dynamics of real categories with no need to
define the method of determining the nominal interest rate i,%°. Equation 1.22 relates the real
wage with productivity and average monopolistic markup. Assuming the exogeneity of the
process generating average markups A,, the real variables of the new Keynesian model may be

19Which means that the real cost logarithm mc, shall be zero.
20 Actually,
rate and the expected inflation was included by virtue of the Fisher rule.
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expressed by RBC model variables and by average markups:

1
Ok (= Ao
c h
h, =h; —1
¢ =Ny = )
o.+0y
. o, (1.23)
Wc_ptz(wr_pt) _O' +o ts
c h
By 1
re=r,— Ep Et(AH—l =20,
c h

where the values of y;, h}, w; —p; and r; variables are that resulting from the frictionless model,
namely in the case of absence of price rigidities and in perfect competition. Thus, it may be seen
that non-neutrality of monetary policy in the presented standard model takes place by virtue
of the process of determining optimal margins or, equivalently, by the process of determining
optimal prices. More precisely, the process of determining optimal prices must be disturbed
because if we assume perfect flexibility of prices, i.e. exclude price rigidities, the sector of firms
shall be reduced to a representative monopolist determining the optimal price in each period at
the level of:

pf=——
f=

where ¢, stands for the nominal marginal cost of a representative monopolist. The markup
shall, then, be fixed and equal to A, = In %, which would close the considered model so that
the dynamics of real categories would be independent of monetary policy. In the case of price
rigidities of Calvo type, the solution of the decision-making problem of firms leads to a stochastic

difference equation for the optimal price, which upon linearisation has the form of:

p:=pt—1+ﬁ€E[{p:+1_pt}+(1_ﬁ€)fhct+ﬂp (124)

where mc, = mc, — mc = —(A, — A) stands for the deviation from the average real marginal cost
mc, in economy from its value in steady state mc or, equivalently, the minus deviation of the
average markup A, in economy from its value in steady state A = —mc. Based on that equation,
the average markup may be determined as the function of the expected optimal price in the next

period:

e )]
Consequently, it may be seen that the model with price rigidities shall not be closed such as the
frictionless model or model with a representative monopolist did. Average markups depend on
the expected increment of the optimal level of prices, which within the model are determined
endogenously. Due to disturbances in the prices formation process changes of the nominal
interest rate are not one to one translated into the expected inflation but affect the real interest
rate. In reply to the monetary policy shock not all firms shall be able to determine markup on
the level of the optimal response. Therefore, as long as the monetary shock has not expired, the

monetary policy shall influence real categories.
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Optimal price policy of firms implies the inflation equation in the following form:

T = ﬁ]Et{TCH—l} + Kj/t’

where 1 — (1—5)(1—/5;)(ac+ah)

,and ¥, = y, — y[ stands for the output gap, i.e. the difference
between product y, and the so-called natural product y;', namely the product that would be
materialised in the case of perfectly flexible prices, meaning one that may be expressed by the
level of technology a,. The equation is known as the new-Keynesian Philips curve. Euler equation
brings about the dependence of output gap on the path of differences between the real interest
rate and its natural level, i.e. to the so-called dynamic IS equation:

. y 1
Ve zEt{yt+1} - O__(lt _Et{nt—o—l} =),

C

where:
1+0y

o 1-a)+o.+a

ri=p+0o.E (1-p)a,

is the natural interest rate. The last three equations and the process defining the technology
a, = p,a,_; + n, define the form of the new Keynesian model with regard to =,, ¥,, ! and a,.
Nevertheless, as may be expected in the light of the presented motivation, equations includes the
i, variable — the nominal interest rate, the level of which is determined by the central bank. In
order to be able to solve the model, an equation for i,,shall be introduced, i.e. it shall be decided
how the central bank is to control the nominal interest rate. Most commonly, an equation for i, is
assumed in the form of the so-called monetary policy rules. They are ad hoc assumed equations
defining the response of interest rate to the changes in macroeconomic aggregates. If the interest
rate reacts to inflation changes and output gap, the form of the rule is following:

ii=p+ ¢y5/[ + ¢,

Such type of rule is known as Taylor rule.
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2
DSGE model — anatomy

Formally, a DSGE model is a system of first-order conditions for economic agents, conditions
constraining their decisions and equilibrium conditions. Should all the variables of the model,
except structural shocks, be gathered in y,, vector and structural shocks in vector €,, the DSGE

model shall be a stochastic difference equation in the following form':

EAfVesr Yo Yoo €0} =0, @.1)

where E{e,|I,_,} =0 for k > 1 and I, represents the information about the state of the world
possessed by the economic agents in t period, i.e. the so called information set. The form (2.1) is
called a structural form of a DSGE model, i.e. it represents the economic mechanism determining
the dynamic properties of economy. The y, vector is called a vector of endogenous variables of
the model, state vector or simply state. The mechanism represented by the structural form of
the model includes the encoded decision rules of economic agents. In order to solve the model,
it is necessary to decode the rules and represent them in operational form, i.e. form enabling
their direct implementation. The operationality of the model solution from the perspective of
t period is understood to be such property that today’s y, state may be determined based on
the knowledge of its previous value y,_; and the value of €,, shocks that have materialised
today. Both former states and today’s shocks come within the information set I,, possessed by
the economic agents in t period. Knowing the solution of the model, economic agents are able
to implement their decision-making rules. Formally, the solution of model (2.1) is any g function

in the form of:

Ye =81, €0 (2.2)

IVector ¥, includes all of the variables of the model except structural shocks. In particular, it may include autoregres-
sive variables in the form of: 8, = p 6,_; + ¢,, where ¢, is a structural shock. Variables in the form of 6, = p 6,_; + ¢,
are called model disturbances. From the point of view of model representation in the so called state space, disturbances
are endogenous variables, i.e. states.
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which solves the structural model, i.e. shall satisfy the equation (2.1):

Et {f (g (g(yt—p et) > 6t+1)> g(.yt—l’et): yt—l’ et)} = O (23)

The condition implies that the decision rules represented by the g function are actually possible
and optimal. The g function is called a reduced form of a DSGE model, its solution, a decision
rule, the law of motion for the state or policy function. The latter name originates from the
optimal control theory. The g function represents the decision rules of economic agents decoded
from the structural form of the model, describes the laws of motion for all of the variables of the
model, and thus, determines the dynamics of the model. Equations of motion determine the
values of all variables of the model in t period, i.e. the state vector y,, based on the previous
state of economy y,_; and structural shocks €, that occurred in the current period. Determining
the g function is equivalent to solving the DSGE model.

Solving a DSGE model is a difficult task in general, due to the non-linear form of the f function
and absence of adequately general analytical or numerical methods. Therefore, instead of con-
sidering the non-linear model (2.1), its linear approximation is being considered. This is the
so-called expansion into the first-order Taylor series, (eg. Birkholc, 2002). This considerably
simplifies the procedure of model solving, however, does not lead to determination of the g
function but a linear approximation. Moreover, the model is most often expressed in logarithms
of variables such that after linearisation, the values of their increments® dy, have the inter-
pretation of percentage deviations from the point in the neighbourhood of which the model is
approximated. Such approximation is called a logarithmic-linear (log-linear) approximation. If
the model is log-linearised in the neighbourhood of a steady state, the values of the increments
of variables dy, are interpreted as the percentage deviations from the value in the steady state,
i.e. from the values consistent with the long-term equilibrium.

The expansion of model (2.1) into the Taylor series takes place in the neighbourhood of a chosen
point. It has become customary that the point is the point of long-term economy equilibrium, i.e.
model (2.1) is expanded into first-order Taylor series in the neighbourhood of a deterministic
steady state, in this chapter identified as y. The deterministic steady state is defined as each y
point satisfying:

f(7,5,5,0)=0. (2.4)

In other words, steady state is a state for which self-repeating shall be optimal, if no structural
shock occur — economic agents in the steady state have no motivation to change their decisions.
Thus, steady state is also a fixed point of g representation, assuming zero values of structural
shocks e, = 0:

y=g(y,0). (2.5)

Since y,.; = g(8(¥,_1,€.),€,41) and f(¥,¥,¥,0) =0, expansion of (2.1) into first-order Taylor

2Formally — the values of the differentials.
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series in the neighbourhood of steady state y has the form of:

5}
Et{ (a ! (y)[—(y)] —}Jj(y)—(y)+ ! (37)) dy,q+

a}H d ° of e 1f (2.6)
.. 0g _0g _ )
(aym (y)ﬁ(y)a(yH ay[( ) (y)+ —(y)) } —0.

Denoting matrices %(y), ay(y), oy, 2L (), ay_ 2L (), 2 > Z£(y) and f(y) by Ay, A, A;, Ay, B and
S respectively, the linear approximation of the model takes the form of:

E, {(AA® +AA+A))dy,  + (A/AB+A,B +S)de, } =0. (2.7)

System 2.7 is a stochastic matrix difference equation with unknown matrices A and B. Determi-
nation of A and B matrices satisfying equation (2.7), i.e. solution of equation (2.7), enables the
determination of linear approximation of policy function g, because up to the first-order Taylor
series expansion around ¥ deterministic steady state reads y, = g(y,_1,€,) ~ ¥ +Ady,_, +Bde,
or, equivalently:

dy, ~Ady,_, +Bde,.

And the differential dy, represents the deviation of state y, from the steady state and, if the
variables of a model are expressed in the form of logarithms, the deviation is interpreted as
percentage deviation. The last equation indicates that the reduced form of a DSGE model has
the representation of a VAR model, with accuracy to linear approximation.

As equation (2.7) must be satisfied for every dy, and de,, both addends of a sum under the sign
of the expected value must be equal to zero, i.e. it is required that:

E, {(AA% +AA+A))dy, 1} =0 (2.8)
for every t and:
E, {(A,AB+A,;B+S)du,} =0 (2.9

for every t. The former equation is a stochastic matrix quadratic equation with respect to A, and
the latter — if only A has been determined — shall enable to calculate B from the condition:

B=—(AA+A,)"’S. (2.10)

Thus, the solution of the model boils down to the determination of matrix A from equation 2.9.
Special numerical algorithms are applied for that purpose, e.g the basic Blanchard-Kahn method
or the Anderson-Moore algorithm.

The solution of linear approximation of a DSGE model or, equivalently, the linear approximation
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of its reduced form?:

Y =AYy, +Be,

is represented in the so-called state-space:

Y. =Hy, +u,,
‘ o 2.11)
Y. =Ay,_, +Be,,

and:
u, ~N(O,R) oraz e, ~N(0,I).

The former equation is called the measurement equation and presents the relation between
observations, namely observable variables Y,, and endogenous variables y, of the model, which
in the context of model representation in the state-space are called state variables or simply
states. Observations may be functions of endogenous variables y,, functions of exogenous
variables, and in particular they may include trends. They may also depend on the values of
states in steady state*. Random variable u, is called a measurement error or disturbance. The
latter equation is called transition equation and describes the dynamics of state variables y,,
i.e. the already known linear approximation of the model solution. This equation is a linear
approximation of the reduced form, i.e. solution, of the model. Hereinafter we shall call it a
solution or reduced form. The elements of matrices A, B and H are non-linear functions of model
parameters, which shall be identified with 6. Formally, 8 € ©® C R" for some n. Representation
of the reduced form of a DSGE model in the state space (2.11) together with the assumptions of
€, shocks distribution and u, observation errors shall be abbreviated with the symbol .# and
called the .# model.

From the statistical — classical — point of view, the .# model may be considered a family of
conditional distributions of observables with regard to non-observable data, i.e. with regard to
states, shocks, measurement errors and parameters:

{p(Yly,e,u,0),yeT, ecZ,ucn, 6 €6}, (2.12)

where = is the space of shocks €, T is the state space y, (2 is the space of measurement errors u,
and O is the parameters space. Alternatively, but also from a classical point of view, the model
M represents the family of conditional probability distributions of its variables conditional upon
the 0 parameters:

{p(Y,y,€,ul6),6 cO}. (2.13)

The form, upon integration of states, shocks and disturbances from the distribution p(Y, y, €,u|0)

3From now on, to the end of this chapter, we assume that the variables of the model are expressed in the form of
percentage deviations from the steady state.
“4For the simplicity of notation, the representation of model (2.11) makes the observations dependent only on states.
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leads to the likelihood function L(6]Y):

L(9|Y)=p(Y|9)=f J Jp(Y,y,e,uIG)dydedu, (2.14)
NJIEIT

which is the central object for the estimation of the model parameters.

From the statistical — Bayesian — point of view the .# model may be considered joint distribu-
tion of observations, states, shocks, disturbances and parameters, which gives rise to factorisation
into the conditional distribution of observations, states, shocks and disturbances with regard to
parameters, and unconditional distribution — the so-called prior distribution — of parameters:

p(Y,y,€,u,0)=p(Y,y,e,ul0)p(0). (2.15)

Upon integration of states, shocks and disturbances from the joint distribution, we receive the
so-called kernel of posterior distribution (posterior kernel) £ (0|Y):

%(OIY)=J f fp(Y,y,e,MIG)p(G)dydedu=p(YI9)p(9) (2.16)
NJIEIT

being the product of the likelihood function of parameters and density of the probability of
their prior distribution. The kernel of posterior distribution of parameters is the central object of

Bayesian estimation of parameters.

The process of solving a DSGE model requires calculations made on matrices Ay, A;, A, i S,
which define the linear approximation of its structural form. In order to solve the model, the
elements of the matrices — parameters of the model — shall be assigned numerical values.
A solved DSGE model, i.e. its reduced form, may next serve various simulation experiments,
both positive and counterfactual. It is also possible to quantify the response of economy to
structural shocks, estimate the values of shocks in a sample, forecast endogenous variables and
their functions — the so-called observable variables. Nevertheless, all the experiments require
the solution of the model, i.e. prior assignment of numerical values to its parameters. This may

be done in many ways.

2.1 Values of parameters

In order to be able to solve a model and then carry out analyses based thereon, the parameters
of the model shall be assigned numerical values. This may be done at least in two ways — the
values of parameters may be calibrated or estimated. In practice, calibration and estimation are
applied in a complementary manner, i.e. some of the parameters of the model are calibrated
and some of them are estimated. Among the methods of estimation, the most often used is
the maximum likelihood method, method of moments and Bayesian estimation. Currently, the
Bayesian approach becomes more and more popular. This initially resulted from the fact that the
estimation of DSGE models with the maximum likelihood method with the use of deterministic
optimisation algorithms results in numerical problems that prevent the satisfactory use of the
method. Currently, the Bayesian approach to DSGE models estimation becomes more common
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than only the methods of solving technical problems. This results mainly from the fact that the
approach enables the consideration of knowledge a priori, in an explicit and formal manner.

2.1.1 Calibration

Calibration may entail the assignment of values to the model parameters in an arbitrary manner
or can be based on other research. As an example, there are empirical studies dedicated to the
estimation of elasticity of demand for domestic and foreign products in various sectors of many
economies. The elasticities specified therein may be assumed to be the one chosen for the DSGE
model. On the other hand, in the calibration process, such values of DSGE model parameters may
be assumed as to make its dynamics (response of economy to structural shocks) and long-term
equilibrium correspond with economic intuition, the results of other studies or indication of
models of more empirical purpose, such as VAR class models. In practice, calibration is a mixture
of both techniques. From the point of view of Bayesian estimation, calibration boils down to
the assignment to the calibrated parameters a possibly informative prior distribution. Thus,
such method of reasoning enables the formal reflection of that what is common in the classical
approach but happens ad hoc and in an implicit manner.

2.1.2 Maximum likelihood estimation

Among the classical methods of estimation the most often used is the maximum likelihood
method. It entails the determination of the values of 8, parameters, for which the likelihood
function £ (0|Y) obtains the highest value. The method requires the determination of the
analytical form of £ (6|Y) function or development of a numerical method of its approximation.
Formally, the likelihood function £(6|Y) is a density function of conditional distribution of
observables Y conditional with respect to 6 parameters::

2(0]Y) =p(Y|0).

The likelihood function may be considered a function measuring the likelihood of 6 parameters
in the sense that it takes higher value for such configuration of parameters for which the density
of probability — determined by p(Y|60) that data Y was generated by the .#model whose
parameters have 6 value — is larger. The likelihood function £(6,Y) = p(Y|0) originates as
a result of integration of y states, € shocks and u disturbances from the conditional density
p(Y,y,e,u|0). Technically, marginalisation of states, shocks and disturbances takes place in the
process of their filtration. Filtration is conditioned with regard to the .# model. In order to
emphasise this fact, the likelihood function is denoted by £(0|Y, Z (.4 )), where & (.# ) stands
for filtration made with the use of the .# model.

From the operational point of view, likelihood £(0|Y, Z(.#)) is measured by using an iterative

formula:

201y, 7 () =p(Y0,F(M))=p(Y) l_[p(YtIIt_l),

t=1

where I, = {Y,,Y;,...,Y,} denotes the information set in t period. The use of such formula
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requires the determination of probability density p(Y,|I,_;) for t = 1,2,..., T. Assuming the
normality of shocks and disturbances, the density is the density of normal distribution:

p(Y,11,_y) =(2m)~ 2 |(D(Y, |I,_)| "2 x

X exp {—% (Y, —E(Y,I1,_)) 1, )" (¥, —E(Y,1I,_)) } .

In order to calculate the likelihood of parameters, it is vital to know expected values E(Y,|I,_;)
and variances D(Y,|I,_;) for t =1,2,..., T. For that purpose Kalman filter is used, the equations
of which are — in the case of normal distribution — identical as the analytically derived formulas

for the values.

In order to determine values of the 8 parameters maximising the likelihood function £(6|Y, Z (.4 ))

iterative methods based on Newton-Raphson method are most often used (see Zak and Chong,
2008). The general sequence of estimation of DSGE model parameters with the maximum
likelihood method is the following:

1. Parameters assume the value 6,, k =0,1,2,...,K. For k = 0 the initial value of parameters

must be assumed.

2. Solution of the .#Z model for 8 = 6,, i.e. determination of matrices A = g_i|9=9k () and
el -
B= a_§|9:9k(}’)'

3. Determination of the value of the likelihood function for 6 = 6, i.e. determination of
2(6,|Y,Z (A)) in one run of the Kalman filter.

4. Numerical determination of the first two differentials of function £ (0|Y, Z (4 )) for 6 = 6,,
i.e. the gradient \/ (g |y #(4) and hessian Hy g, 1y, 7(_4))-

5. Making an iterative step of the Newton-Raphson method, i.e. assumption that
— -1
Ocr1 = O = Voo vz canBewv.zcan)

6. Verification of algorithm convergence criteria.

DSGE model estimation with the maximum likelihood method, with the use of Newton-Raphson
method is time consuming. This is because Newton-Raphson method is iterative and each
iteration requires the solution of a model (point 2) and running the Kalman filter in order
to determine the value of the likelihood function £(0|Y,Z (.#)) (point 3). Additionally, it
requires numerical determination of a gradient and Hessian of the likelihood function, which is
a numerically instable task. Finally, Newton-Raphson method requires the specification of initial
values of 6, parameters and is a local method — i.e. it does not guarantee that the obtained
estimation 6, maximises globally the likelihood function. Hence, stochastic optimisation methods
have recently become more popular, particularly simulated annealing. Yet, the largest problem

related to the application of the maximum likelihood method to estimate DSGE model parameters

is insufficient curvature of the likelihood function, namely the presence of the so-called plateau.

Deterministic iterative optimisation methods are then ineffective and usually the obtained 6

estimation is not much different from the specified initial values of 8,.Therefore, mainly for
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that reason, DSGE models are often estimated with Bayesian methods, which allow to increase
the likelihood function curvature by virtue of a change of its shape with the so-called prior
distribution. Maximum likelihood method poses also other difficulties.

2.1.3 Bayesian estimation

Although the initial reasons for applying Bayesian estimation to DSGE models were strictly
technical, the Bayesian approach makes the nature of statistical analysis of DSGE models other
than classical. Bayesian inference fundamentally differs from the classical one. Unlike as in
the classical case, in the Bayesian interference the probability of the formulated hypotheses
— and the statement that 6 parameters of the .#DSGE model take a specific value illustrates
such hypothesis® — is assessed not only on the basis of how strongly the Y data confirm the
hypothesis, but also based on subjective assessment of the probability that is not related to the Y
data. Such subjective assessment is called a priori assessment. A priori assessment merged with
classical likelihood of parameters, i.e. with the likelihood function £ (0|Y, Z (. )), results in the
a posteriori assessment of probability of the truth of the postulated hypothesis. The application
of the Bayesian approach to estimate parameters equals — from the numerical point of view
— the use of the maximum likelihood method with full information. Hence, it is also possible
to formally include a priori knowledge, consider uncertainty with parameters in the form of
posterior distribution and make formal small-sample inference that does not refer to asymptotic

properties.

Formally, the Bayesian estimation task entails the determination of the posterior distribution:

p(6)p(Y10)

(2] =
PO ===

of parameters 6. The analytical determination of posterior distribution is usually impossible, so
simulation approach, e.g. Metropolis-Hastings algorithm, is applied. For point estimates of 6
parameters one assumes, for example, the maximum of posterior density function in order to
approximate its modal value. Density p(Y |0) is obtained based on the £(0|Y, & (.#)) likelihood,
which is determined in the process of filtration conditionally with regard to the model .. Such
procedure leads to posterior distribution:

p(0)p(Y10,7(A))

p(0lY, 7 ()= TF))

(2.17)

where p(Y|Z(A)) is a normalising factor — a density function of data subject to filtration
F (). Analytical determination of marginal distribution p(Y|Z (.#)) by calculation is usually.
Therefore, while determining the maximum of posterior distribution, the normalising constant
tends to be ignored and maximisation is applied only to the product of posterior distribution
and likelihood function:

H(01Y,7(A))=p(0)p(Y|0,F(A))

5The hypothesis states that the .#,model, whose parameters have the 6 value, generated the data Y.
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i.e. the so-called posterior kernel. Rationalisation of such conduct results from the fact that
posterior distribution is proportional to its kernel:

p(O1Y, Z (M) o Z (OY, F(M)).

Prior distribution is assumed arbitrarily. This may be both, informative distribution and unin-
formative distribution. The informative nature of prior distribution increases along with the
decrease of its variance, i.e. subjective assessment draws a relatively growing attention along
with a drop in variance. If prior distribution is highly informative, it is considered to have a

"strong prior", in contrast to uninformative distribution.

Determination of posterior kernel requires — as in the case of the maximum likelihood method
— the determination of the likelihood function £ (0|Y, Z(#)), and strictly speaking — its
logarithm, as instead of maximisation of the kernel £ (8|Y, & (. )), it is possible to equivalently

maximise its logarithm:

Inx (Y, ZF(M))=1np(0)+1Inp(Y|0,F(M)),

which is a sum of prior distribution logarithm In p(6) and a log-likelihood function In p(Y'|60, Z (.#)).

The value of likelihood function may be determined with the use of Kalman filter equations.

2.2 Kalman filter

A DSGE model may be perceived from many perspectives. It may be perceived as a system of
conditions defining the optimal behaviour of economic agents or as a stochastic matrix difference
equation. It may also be viewed as the so-called filter. Let us assume that we have observable
data, Y = {Y;,Y;_4,..., Y}, namely observations from periods t = 0,1,2,..., T. The filter is
a mechanism processing Y data in order to determine the expected values and variances of
y.endogenous variables of the model, Y, observations, €, shocks and u, disturbances in t period,
under the condition of an informative set I,, then we speak of a filter, or under the condition
of an information set I, then then we speak about a smoother. The task of determination
of the expected values and variances under the condition of set I, ; for k =0,1,2,...,T — ¢
is called a filtration, while the task of determining the expected values and variances under
the condition of set I,_, for k = 1,2,...,t is called a prediction. Since we operate on a linear
approximation of a DSGE model, the approximation is a linear filter. There are many methods
of filtration and prediction. In the context of DSGE models, most often used is the so-called
Kalman filter. The equations of the Kalman filter may be derived from the optimisation calculus
by minimisation of one-period forecast-errors of observable variables of the model. Assuming the
normality of shocks and measurement errors of the model, filtration and prediction may also be
derived analytically from the probabilistic viewpoint. Obtained derivations coincide with Kalman
filter equations. Hence the filter has statistical interpretation and the likelihood function based

thereon is not the approximation which would occur in the case of more general assumptions

with regard to the distribution of shocks and measurement errors, but constitutes an exact result.

The effect of the filter application has several dimensions. Firstly — the determination of the
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expected values and variances:

E(y,I,) and D(y,|I,) (2.18)
or:

E(ylI;) and D(yIr) (2.19)

of endogenous variables, which enables one to know the estimated values of those among them
which are not perfectly observable, i.e. do not come within set Y. Secondly — determination of
the expected values and variances:

E(e,|I,) and D(e,|I,) (2.20)
or:
E(e,|I;) and D(e,|l;) (2.21)

of structural shocks, which is equivalent to their identification. Thirdly — determination of the

expected values and variances:
E(Y,|I,_;) and D(Y,|I,_;) (2.22)

enables one to determine the value of the likelihood function £(0|Y, #) for 6. Determination of
the value of £(0|Y, #) is an element of estimation both according to the maximum likelihood
method and Bayesian estimation.

Deriving the Kalman filter that has statistical interpretation requires an assumption that struc-
tural shocks of the model have normal distribution. This assumption, provided that it is actually
fulfilled, has some advantages. It appears that Kalman filter — if shocks reflect normal dis-
tribution - is an optimal filter with regard to minimisation of variances of the estimations of
states, shocks and observations. If the assumption of normality is not fulfilled, the Kalman
filter is optimal in the class of linear filters, however, there are more effective non-linear filters
in the aforementioned sense. In consequence of the assumptions regarding the normality of
structural shocks, the density function of Y, — conditional upon I,_,, is a density function of
a multidimensional normal distribution, so its analytical form is known. Kalman filter enables,
therefore, the determination of the distribution of Y, observations in each t period, conditional
with regard to information set of t — 1 period. Since it is a multidimensional normal distribution,
an analytical form of the iterative likelihood function of Y observations is known.

For the initial values of E(y,) and D(y,), the Kalman filter includes the following equations.
The expected values E(y,|I,) and variances D(y,|I,) of states for t = 1,2, ..., T are determined

recurrently based on the following relations:

E(y ) =AE(y,;I,) + BE(e|I,),

(2.23)
D(y,|I,) =AD(y,_,|I.)A" + BD(e |I,) B,
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while assuming the normality of structural shocks, the following applies:

E(y1 ) =E(y,qlI—1) + cov(y,_q, Y, |1, ) D(Y, |It—1)_l(Yt —E(Y,|I,_1)),

(2.24)
D(yt_1 |I[) = D(yt_lllt_1) - COV(.)’t_p Ytllt_l)D(Yt”t_l)_lcov(yt_p Ytllt_l)-

The expected values E(e,|I,) and variances D(e,|I,) of structural shocks for t =1,2,..., T are
determined recursively, assuming the normality of structural shocks, based on the following

relationships:

E(e,|I,) = cov(e,_q, Y,|I,_ ) D(Y,|I,_) " (Y, = E(Y,|I,_,)),

. (2.25)
D(e,|I,) =¥ —cov(e,, Y, |I,_1)D(Y,|I,_;) "cov(e,, Y, |I,_;),

The expected values E(Y,|I,_;) and variances D(Y,|I,_,) of observations for t = 1,2,..., T are
determined recursively based on the following relationships:

E(Y|I, ) =HAE(y, I, ) +A,x,,
tHhe—1 tltl//xt (2.26)
D(Y,|I,_,) = HAD(y, ,|I, ) )AH' +R.

2.3 Metropolis-Hastings algorithm

Bayesian estimation entails the determination of posterior distribution p(0|Y, Z(.#)) of pa-
rameters. The distribution is not normal with regard to 6 parameters (it is normal with regard
to non-linear functions of 8 parameters). Thus, its analytical form is not known in the gen-
eral case. The shape of the density function p(6|Y, Z (. )), or, equivalently, the shape of the
K (0)Y,Z (A )) function is approximated with simulation methods. For that purpose sampling
methods are used, most often the Metropolis-Hastings algorithm. The result of the operation
of the algorithm is a sequence of parameters © = {6, 0,, ..., 6,,}, the subsequence of which
0> 0,415 -+-» 0y Originates — for an adequately large m — from unknown posterior distribution
p(6|Y,Z(MA)). Formally, the © sequence is a Markov chain, whose stationary distribution is
the p(0|Y, Z (. )). distribution. The approximation of posterior distribution p(8|Y, Z (.4 ))
involves the determination of a histogram of the elements of the © set. Based on the members
of the © set, also the moments of parameter estimates may be determined.

Let 6, be an initial value of parameters, e.g. the modal value of % (0|Y, Z (4 )) kernel of
p(8|Y, Z(M)) posterior distribution, let 3 be a numerically determined second differential of
A (0|Y,Z(A)) in 6,, and let y be a positive constant, and let us assume that © = (). The k-th,
k=1,2,...,M, step of Metropolis-Hastings algorithm runs as follows:

1. Draw 6 from the normal distribution N(6,_;, y~) with the expected value 6,_; and variance
rX.

0, with probability min(1, r);
2. Assume 6, = 0 .
—1, otherwise.
HOWY.FH) _ _pOI.F(A)
H(OF (M) pO4|VF (M)’

where acceptance threshold r is specified by: r =

3. Assume: ® =0U{6,}.
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Calculation of the value of # (0|Y,Z(#)) (point 2) requires making one run of the Kalman
filter, thus, the filter is run in each iteration of the Metropolis-Hastings algorithm. The Metropolis-
Hastings method is highly time-consuming, as it requires that chain © be convergent to stationary
distribution, which happens for very large M values from the practical point of view. There are
analytical tools, i.e. convergence diagnostics, which enable the determination of © chain conver-
gence. Without convergence verification, approximation of posterior distribution p(0|Y, Z (.4 ))

is not credible.

To verify convergence of © we may apply Gelman and Rubin diagnostic or the Geweke diagnostic.
The Gelman and Rubin diagnostic suggests that for, each parameters, the shrink or scale reduction
factor:
1 1
1-)W+:B
w

r=

should not be too hign (perhaps lower than 1.1 — 1.2), where W and B are estimates of within
and between chain variances of this parameter when length of each chain equals n. The Geweke
test simply applies the difference of means test to two overlapping parts of the chain to check if

the two parts of the chain come from the distribution with the same mean.

2.4 Model selection

In the process of model building one usually works with alternative specifications or alternative
calibrations of the same model. At the end of the day a single specification is used®. To select
a single model .# from a family of models # we may want to compare them in a pairwise

manner by ratios of their posterior distributions (the so called posterior odds ratio):

p(A,)lY _ p(A)p(Y|F (M)

AMo|Y p(ty)p(Y|F (M) (2.27)
for A, M, € W where:
p(Y|Z (M) = J p(0,Y|F(A))dO = j p(O)p(Y10, F(M))dO (298
6eo 0co

is a marginal density of data Y provided that model ./ is used. This integral in most cases is a
difficult one and has to approximated. One way to approximate (2.28) is to assume a functional
form of the posterior kernel. In case of normal distribution this method is known as Laplace

approximation and the estimate of p(Y|Z(#)) is:
p(Y1Z () = (21 (125, Dp(BIY, Z ()6, |17 (M) (2.29)

where 0 ', and %, denote estimate of 6 using model .# (e.g. the posterior mode) and its

covariance.

SHowever, in order to reduce the modele selection risk, one could in principle work with many models using methods
of bayesian averaging for policy experiments like stochastic simulations or forecasting.
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Comparison of posterior odds ratios is a technical procedure. It should be supplemented by
verification of models’ in sample and, if possible, out of sample forecasting power as well as by
qualitative inspection of models’ theoretical structure.

2.5 Applications

With a reduced form of a DSGE model, it is possible to do several standard exercises: to identify
structural shocks, analyse responses of endogenous (observable) variables to structural shocks,
perform variance decomposition of endogenous variables, carry out historical decompositions

and forecasts.

All the exercises are based on the property that the reduced form of a DSGE model, i.e. its
solution, has a structure of a VAR model in reduced form:

Y =AYy, +Be,

Based on Y data all the simulation exercises that have been developed for VAR class models may
be done for a DSGE model. Let us shortly discuss them in the following paragraphs.

2.5.1 Structural shocks identification

The basic exercise that may be done on basis of the reduced form DSGE model is identification of
structural disturbances €, in a sample, i.e. for periods 0, 1,2, ..., T. Shocks identification consists
in derivation of expected values E(e,|I,) and variances D(e,|I,). As it has been said, this may be
done in the course of one run of the Kalman filter. In this context, solution or the reduced form
of a DSGE model may be considered not only as a VAR model but also as a linear filter.

2.5.2 Impulse response analysis

Analysis of response functions (or impulse response analysis) replies to the question of what
happens in the economy after the occurrence of a structural shock. More precisely, the analysis
aims to quantify the responses of endogenous variables in periods ¢, t + 1,..., i.e. values of
Ye>Yeq1s -+ to an impulse from a structural shock €, in period t. The dynamic reaction of the
economy may be determined on the basis of the reduced form of a DSGE model, with the use of

the following relationship:
Jdy t+k

=ABe,
de, ‘
where:

Vol d
A=28(3) oraz B=22(3)
oy de

Presentation of the response of endogenous variables to a shock which takes place in period t
depending on index k > 1 is called an impulse response function (shortly IRF). It is assumed,
at the same time, that before t period the economy stays in the long-term equilibrium ¥y, in
t period a structural shock €,, occurs, while in the periods t + 1,t + 2,..., t + k no structural

shocks occur, i.e. €,y =€, =... =€, =0.
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Based on the above relationship, it may be seen that the necessary and sufficient condition for
stability of the long-term equilibrium is convergence of matrix A along with k to a zero matrix:
lim A* = 0.

k—o00
The condition is satisfied if and only if all the eigenvalues of matrix A are smaller in modulus
than 1. If this is the case, all the shocks of the model are of transitory or stationary nature.

Economy being in a steady state y, should it be subjected to shock €, it shall asymptotically
return to the same steady state j.

Nevertheless, some of the structural shocks do not need to be transitory — they may have
permanent, or long-term, non-stationary effects. If a DSGE model specification includes such
shocks, the condition of stability is not fulfilled. It is replaced with a more general condition.
Should the economy in a steady state ¥ be subjected to a shock e, with permanent effects, it
returns to a steady state ¥, different than the one in which it was before the occurrence of the
shock, so it is permitted that ¥ # y. Therefore, it is required that upon the occurrence of a shock
with long-term effect, the model variables move away from the initial steady state y by a finite
value at the most, i.e. that |y — ¥| < co. The condition is satisfied if and only if:
fim 4 =4

for a some matrix A with finite elements, i.e. if and only if the all the eigenvalues of matrix A are
not larger than 1 in modulus. This condition ensures that the response of the model to any type
of structural shock — with stationary or non-stationary effects — shall not be exploding. Shocks
with exploding effects are excluded for lack of economic interpretation.

2.5.3 Variance decomposition

Variance decomposition of endogenous variables answers the question which structural shocks
have the largest importance for the dynamics of given variables. Thus, it is possible to determine
which shocks and to what extent determine the dynamics of the particular variables.

As the reduced form of a DSGE model has the form of an autoregressive equation:
Y =Ay,_,+Be,

the iterative or mechanical point forecasts of the values of endogenous variables y, ., for
h=1,2,....H, read:

Yesn =AVesn
and in period t, since dy, is known (estimated), one assumes dy, = dy,. Thus, the recursive

forecast error may be calculated in period t + h from:
h—1

— 5 _ k
A =Yerh — Vern = ZA Bein
k=0
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as well as the covariance matrix:

h—1
D(A,) = ZAkBB’(Ak)’.
k=0
We shall identify the elements of matrix D(A,) by dihj, i.e. we shall assume that D(A,) = [dihj].
The diagonal elements dlf”‘i of matrix D(4;) are variances of forecast errors of endogenous
variables in the forecast horizon h. By identifying the ij element of matrix A*B(B)/(A*) as pf.‘j,
we get that the contribution of the j-th structural shock to the variance of an i-th endogenous
variable of the model in the horizon of the forecast h amounts to:

Zk 0(pl
ol(j)=—7" — d

2.5.4 Unconditional forecasts

The forecasting process may be of at least dual nature. Firstly, we may be interested in determi-
nation of the so-called central forecast path, which usually corresponds to the expected value of
forecast variables or the modal value of their predictive distribution. Additionally, we may be
interested in quantification of uncertainty related to the determined central path, namely the
determination of the distribution of forecast variables in the forecast horizon. The distribution is

called a predictive distribution.

Let us assume that the forecast horizon is h > 1 periods, i.e. we are interested in calcula-
tion of forecasts for periods T + 1,T + 2,..., T + h. The forecasting process may refer both
to observable variables, i.e. Y, ;,Y;,,,...,Y;,, observations, and endogenous variables, i.e.
Yr41> Y142 - Yron States. If the forecast variables are observable variables, their predictive
distribution is given by:

pT(YT+1’YT+29"'1YT+h)=f P(Y741, Yri9, 0 Y1 0)p7(6)d0, (2.30)
e

where: pr(Yr, 1, Yoo, oo Youn) = P(Yriqs Yopos oo YoynlIp, A ), and p1(6) = p(B|1;) is a poste-
rior distribution of 6, where I =Y. Determination of the central path of observable variables
involves, usually, the determination of the modal value of predictive posterior distribution, while
the determination of uncertainty related to the forecast based on the central path entails the
determination of the distribution of observable variables in the forecast horizon, i.e. distribution
with the density p;(Y;, 1, Yp49,..., Yp4p)- The density is a multidimensional integral with a large
support and may not be calculated analytically. Therefore, simulation methods are applied.
Below we present an algorithm simulating the predictive distribution of observable variables
and endogenous variables of the ./ . Let us assume that y, =@ and Y, = 0.

1. Draw parameters 0 parameters from the posterior distribution of the model .#, ie. 8 €
p(O1Y).

2. Draw states y; from normal distribution with mean E(y|I;) and variance
D(yrlly), ie. yp ~N (]E(J’TUT), D(.}’TUT))-
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3. Draw a sequence of structural shocks (€) = (€71, €749, ..., €741), in Which every element
has a normal distribution with expected value equal to zero and ¥, ie. e ; ~ N(0,¥),
i=1,2,...,h. Using the sequence (¢) and equation of motion of states generate a respective

sequence of state variables (¥) = (¥1,1, Y7125 -0 Yran)-

4. Draw a sequence of observation errors (u) = (Ur,q,Ur g, ..., Urp), iN Which every element
has a normal distribution with expected value equal to zero and variance R, ie. uy; ~ N(O,R),
i = 1,2,..,h. Using (u) and measurement equation generate a respective sequence of
observable variable (Y) = (Y7 1, Y7 9, ..o Yrip)-

5. Assume y, =y, U(y)and Y, =Y, U(Y).

Distribution p(6|Y) in point 1 has been determined with the use of Metropolis-Hastings algo-
rithm. The expected value E(y;|I;) and variance D(y|I;) have been determined with the use
of the Kalman filter.

Repeating steps 1-5, for a large number of times leads to sets y, and Y, . The set y, includes
realizations of forecast paths of unknown values of endogenous variables in periods t + 1,
t + 2,...,t + h. These paths come from the predictive distribution of endogenous variables. The
set Y, includes the realizations of forecast paths of unknown values of observable variables
in periods t + 1, t + 2,...,t + h. The paths come from the predictive distribution of observable
variables. By inspecting the statistical values of sets y, and Y, we may learn the central paths of
forecasts (e.g. by determining the modal values of sets y, and Y, ) and quantify the uncertainties
related to them (e.g. by calculating the variance of forecasts). The approximation of predictive
distributions of states and observations entails the generation of histograms from the obtained
samples of y, and Y, respectively. Uncertainty of forecast can therefore be modelled by virtue
of consideration of the four sources of uncertainty, namely:

1. structural shocks variance,

2. measurement errors variance,

3. variance of the estimator of the current state y;, and:
4. variance of the estimator of parameters 6.

The uncertainty resulting from the variance of measurement errors may be eliminated by
assuming (u) = (0,0, ...,0) in step three. The uncertainty resulting from the estimation of the
current state y, may be eliminated by assuming y, = E(y;|I;) in step two. The uncertainty
resulting from the estimation of parameters 6 may be eliminated by assuming in step one that 6
is always the mode of posterior distribution p(6|Y).

7The uncertainty shall not be present, if parameters have been calibrated.
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3
SOEP20% — general outline

3.1 SOE™" model — prototype of SOE™ family models

The family of SO models originates directly from the estimated DSGE model of the euro
area developed by the analysts of the Central Bank of Sweden (Sveriges Riksbank), see (por.
Adolfson et al., 2005b, 2007a) — hereinafter the model shall be referred to as SOEF"°. The
Riksbank’s DSGE model for the euro area uses the pattern of a small open economy, which
enables its application to the description of the Polish economy. The Swedish analysts acted
similarly. They used the SOEE"® elements to construct a model describing the economy of
Sweden — this is how the RAMSES DSGE model of the Riksbank (see Adolfson et al., 2007b)
was created. The SOE®" model was based on the ideas included in the model by L. Christiano,
M. Eichenbaum and Ch. Evans (Christiano et al., 2001, 2003, 2005). Also the influence of the
model by Smets and Wouters (2002, 2004) may be noticed. The three models define the line or
school of constructing DSGE models, from which the family of DSGE SOE" models derives. An
important source of ideas we used when modifying the initial specification of the models were
the subsequent works by L. Christiano, and in particular Altig et al. (2004a), Christiano et al.
(2007¢,d) and Christiano et al. (2007a,b). More complete references are provided at the end of
the paper.

The family of SOIE models refer to the economic ideas of the SOIE*"" model by Riksbank. They
also use the broader understood methods of constructing and applying DSGE models, as well
as Bayesian estimation!. The software we use is a modification (usually very far-reaching) of
the scripts prepared at Riksbank for the purposes of SOIEF"°, During the several years’ work

1The authors of the SOEE"° model used the work and experience of other researchers, e.g. Schorfheide (2000),
the aforementioned E Smets and R. Wouters, and also (partially) the authors of the Dynare package (M. Juillard, S.
Adjemian et al.). On the other hand, the experience of Riksbank has been used by the analysts of the European Central
Bank building the NAWM model for the purposes of the ECB (see. Christoffel et al., 2007a). The essence of the methods
applied by the ECB may be reconstructed by virtue of analysis of the construction of the YADA package (a collection of
scripts of the Matlab software), see Warne (2009).
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and repeated reconstruction of the model and of the computation procedures, the logic of
work with a DSGE model has remained unchanged — upon log-linearisation of equations, the
SOE™ model is solved numerically (brought to the reduced form) with the Anderson-Moore
algorithm (Anderson and Moore, 1985) and, then, expressed in the state space representation,
which enables — by the application of the Kalman filter — to determine the value of the
likelihood function and further on to apply the formalised (classical or Bayesian) techniques of
parameters estimation. It must be emphasised in that context that it is vital to construct a block
of measurement equations in the state space model (equation approximating the relations of the
variables of a theoretical model with observable variables). In our opinion, the emphasis put on
that aspect distinguishes the methods applied by Riksbank (and further by the ECB and by us)
from the techniques applied e.g. by a large number of Dynare package users.

As we have mentioned before, the starting point for the formation of the SOIEF"™

model by
Riksbank was the DSGE model of a closed economy by Christiano et al. (to which we shall
hereinafter refer as CEE model) — a model representing the new-Keynesian point of view
with regard to the economic processes (see Gali, 2008; Woodford, 2003). J. Lindé and his
team have supplemented the CEE model specification with issues related to international
exchange, following the hints included in the literature of the so-called new open economy
macroeconomics, see e.g. Lane (1999). As a result, a model was created in which the optimising
(rational) households maximise the utility originating (among others) from the consumption
of products manufactured from domestic and imported components. An infinite number of
specialised agents manufacture domestic products and import consumption and investment
goods. The specialisation of manufacturers enables them to set prices in a manner characteristic
of imperfect competition. The price-setting mechanism is related to the appearance of nominal
rigidities (delays in adjustment of prices to market conditions) — a phenomenon with which
the new Keynesian school explains the effectiveness of macroeconomic (monetary) policy in
a short run. The rigidities of the prices of imported and exported products (in the SOEF"°
approximated with Calvo model (Calvo, 1983)) cause also that the exchange rate pass-through
is incomplete. Another characteristic of the new Keynesian school are real rigidities (an idea
derived from the Real Business Cycle school (RBC)), which along with the stochastic nature of
the technical progress explain the business cycle. In the SOIE*"™ model it has been assumed that
there exists consumption habit persistence, variable capital utilisation, and capital adjustment

costs.

The characteristic feature of the SOE*"" model was also the use of a single, non-stationary
disturbance (a stochastic trend) interpreted as the trend of technical progress (see also Altig
et al., 2004b, 2005). By including non-stationary disturbance in the specification of a general

equilibrium model, we enable the growth of all of the variables indicating the trend (here e.g.

investments, consumption, GDE foreign trade turnover, real wages), while the characteristics
of the growth (i.e. characteristics of non-stationary disturbance) are elements of the model
specification. Hence, it is possible, at least partially, to exceed the short-term analysis horizon

EEuro

characteristic of business cycle models — the SO model had also the potential to explain
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mid-term trends?.

Another distinguishing feature of the SOIEF"™ model was a large number of shocks (distur-
bances) — larger than in other then constructed models — including structural shocks: several
technological shocks (stationary, non-stationary, stationary investment-specific), markup shocks
(domestic products, imported investment goods, imported consumption goods, exported prod-
ucts), preference shocks (consumption, labour supply, cash demand), as well as observable
disturbances (fiscal and originating from the world’s economy — derived from separately esti-
mated SVAR models). The authors of the model have emphasised that thanks to the above, the
assessment of a relative role of the disturbance in shaping business cycles is possible, and the

assessment is more reliable as the parameters of the model are (largely) estimated.

In the group of solutions to which the authors of the SO model attached greater signif-
icance was the so-called working capital channel, the solution determining the demand of
manufacturing firms for money (partial payment of wages in advance, financed from a loan,
what translates into direct, positive influence of the interest rate (the cost of working capital
loan) on the marginal cost of production of intermediate products and inflation); the demand
for money by households results — traditionally — from the utility provided by cash to the
households. However, the implemented alternative of working capital (in stochastic version,
when the share of payments made in advance is subject to stochastic disturbance) proved to be
hardly useful in most of the applications. The reason was also a relatively small role of monetary
aggregates in the policy of central banks, therefore, the solution was reduced to deterministic
version or even marginalised. It seems to us now, that the addition of the financial sector to
DSGE models would restore importance of this solution.

3.2 Family of SOE™ models, SOE™2°% version

In the recent years, the original version of the SOEF"™ model was subject to a series of
experiments conducted at the National Bank of Poland (NBP). There were attempts to estimate
the model (with Bayesian techniques) on the Polish data. We made experiments with various
collections of observable variables, the fiscal rule, the interest rate rule, the construction of
premium for foreign exchange risk and the construction of the tax system (more precisely the role
of taxes and national insurance contributions in the process of generation of the manufacturing
costs). Structural changes were taken into account, as well as stochastic wage markup. Whereas
some of the experiments implemented ideas present in other models (e.g. extended risk premium
— RAMSES), other attempted to better adjust the model to institutional framework of the Polish
economy (taxes, contributions). Experiments with stochastic wage markup were the consequence
of problems with interpretation of the labour supply disturbance identified in the sample, etc. In
2008 wider studies were conducted of the problems related to Poland’s accession to the euro
area. A special version of a DSGE SOEZ" created for the purposes of that study (see Grabek and
Klos, 2009) allowed (among others) to compare the method of absorption of disturbances in a

2We shall remember, however, that technical progress has an exogenous nature, so the conclusions regarding a
several-year’s horizon shall be very cautious.
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small open economy functioning within a monetary union and outside of it. In that version of
the model, the world economy consisted of two areas: the monetary union and the rest of the
world.

The above experience, as well as additional ideas resulting from separate research fed into
the construction of the newest version of the DSGE model named $SOE"2%  An important
role in designing the changes in the specification was also played by the analyses of accuracy
of the forecasts received from the earlier, experimental versions. As an example, the analyses
showed that forecasts of the dynamics of investment expenditures and investment deflator were
highly imprecise. Although it is very hard to model (and forecast) investment expenditures,
it did not justify such enormous errors. On the other hand, due to limited resources (time,
computational capacity of computers, etc.) we could not implement in the discussed version the
solutions that were the object of our former works (e.g. extension of the financial sector). In the
current economic situation these could increase the chances for the model to better explain the
ongoing processes and, therefore, probably improve the accuracy of forecasts. In the hereinafter
presented version of the model there are also many problems that have not been solved — they
have only been outlined. In some cases the applied simplifications are disputable. An example
is the labour market in which (as in SOE™, and SOEP*E"®) unemployment may not occur,
the issue of catching up and the changes in the share of foreign trade in the GDE mid-term
trends (appreciation) of foreign exchange rates, or the issue of indebtedness of households and
governments. At least some of the problems shall be the subject of our work in future but it is
worth mentioning in advance that the growing size of the model is a natural barrier and it may
not be expected that one model shall answer all the questions.

Although the SOTEP2° version was created in consideration of forecasting applications, the
criterion of quality (accuracy) of forecasts has not dominated our choices. In any case, when
the quality of forecasts would force the resignation from logic or coherence — the economic
contents of the model — priority was given to the economic contents. The SOIE™29° model is,
therefore, a dynamic stochastic general equilibrium model to be used for forecasting purposes
and not a "forecasting model”. The preference for future applications is, however, reflected in
omission of interesting threads and deeper research of problems that are not directly related to
forecasting — here an example may be the hypotheses related to structural changes that have
probably occurred at the end of the 20th century and beginning of the 21st century in the Polish

economy.

3.3 Basic features of SOE2°° model

The specification of SOE™2°% is based on a framework typical in the class of DSGE models
derived from CEE model: a representative, forward-looking and optimising consumer; imperfect
competition in intermediate products and labour markets; perfect competition in the markets of
final products and capital services; nominal and real rigidities. Final products are assembled from
domestic and imported intermediate products. Merging of domestic and imported components
into final products is made with the use of CES function, according to the logic of Dixit-Stiglitz
aggregator (Dixit and Stiglitz, 1977). Finally two types of goods for domestic use (consumption
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and investment goods) are created, as well as products to be exported. A departure from the
aforesaid principle refers to the goods consumed by the government — the goods consist only
of the domestic component®. The prices of intermediate products (and also wages) are set
under imperfect competition with rigidities in the adjustment processes. The mechanism of
prices rigidity is based on a slightly modified Calvo model. Upon the solution of the respective
decision-making problems, the dynamics of prices (and wages) is described by Phillips curves, in

which inflation expectations appear explicitly (the anticipated rate of inflation).

It is assumed that there are infinitely many rational (optimising and forward-looking) households
in the economy. Households maximise utility attained from the consumption (with some habit
persistence), leisure and cash holdings under budget constraint. Maximisation of utility takes
place in the perspective of infinite horizon with classical time discount. Households are the sole
administrator of labour force, while the unique qualifications of each of the households give
them a monopolistic position in the processes of wage negotiations (see Erceg et al., 2000).
Households are also the owners of fixed capital assets and they receive income on account of
lease of the assets. The possibility of generating income from leasing the capital services causes
that households are interested in increasing this resource — investments. Another source of
income is interest from domestic deposits and deposits in foreign currencies. In the SOIEPL~209
model we have assumed that households may deposit their savings in domestic currency and
in euro or dollar. Interest on each type of currency deposit is calculated taking into account
risk premium, different for each of the currencies. Additional sources of income are profits of
intermediate goods producers as well as transfers from the budget. Generally, all the households
reflect the same consumption pattern, which is ensured by a special type of insurance levelling
the income. The technique enables merging of the pattern of a representative consumer with
differentiation of qualification of the labour force supply by households (households are different
but their consumption standards, or more generally — the structure of expenditures, are the
same). All of the income and also consumption expenditures are burdened with a set of taxes.

Next to households, an infinite number of domestic firms produce heterogeneous intermediate
goods by using the Cobb-Douglas technology with homogenous capital and labour inputs. The
labour and capital services are purchased in competitive market and set to minimise the cost
of production. Part of the capital lease rent (use of capital services) and wage bill must be
paid in advance and is financed with a working capital loan. The marginal costs of domestic
production of intermediate products depend on the costs of capital and labour, the costs of
working credit and national insurance contributions paid be the employers (an additional charge
on the labour costs). Yet, given the specific nature of manufactured goods, manufacturers may
set prices of their products in a manner characteristic of monopolies, while the applied markup
has a stochastic nature. In order to set the prices of intermediate products, the manufacturers
solve a dynamic (intertemporal) decision-making problem, in which the Calvo type rigidity

mechanism is assumed.

3SOIEE" only consumer and investment goods cover the imported component. Pragmatic reasons (avoidance of the
further extension of the model and complication of equations) caused that the goods consumed by the government do
not include imported components. A side effect of such simplification is the understating of the steady state share of
foreign trade in GDP.
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A special solution applied in SOE200

is the inclusion in the model of a disturbance rep-
resenting the effects of fluctuations in the prices of energy (e.g. oil). The disturbance has a
structural nature* and affects the economic processes through two channels. The first one works
through the costs related to capital utilisation rate, such as it is proposed e.g. by Christiano et al.
(2007a), see also Leduc and Sill (2001). The second one is based on the direct influence of that
disturbance on the marginal costs of domestically manufactured intermediate products and,

thus, also on the prices of all of the final products.

Final products (consumption, investment and export goods) consist of domestic intermediate
products and imported components. Importing firms purchase homogenous goods in the world’s
market (the euro area and the USA), transforming them into heterogeneous products (e.g. by
branding), set their prices and charge a markup (it is assumed that markups have a stochastic
nature). This is, thus, another segment of economy with imperfect competition. The marginal
cost of imports is the function of the price of goods in the world’s markets weighted with the

geographic structure.

Exporting firms purchase domestic and imported components and produce heterogeneous export
goods, the prices of which are, hence, set by maximising profits under monopolistic competition.
The market in which the exporters sell their products is fully competitive, consumers in both
parts of the world pay identical prices. In other words, the geographical structure of exports has
no importance for the relations described in the model.

We define in the model two specific agents who do not have clear objective functions and
their behaviour is described with ad hoc rules. These are the government dealing with the
collection of taxes and expending income and the central bank that controls the interest rate.
The government plays only a passive role, distributes the income from taxes without creating the
budget deficit. No public debt category appears here. The government assigns its expenditures
for public (collective) consumption and lump-sum transfers to households. Theoretically, the
transfers may be considered negative, which would mean the appearance of budget deficit in
periods and repayment of the debt in others. The budget deficit in such situation immediately
reduces the disposable income but the rational, optimising and forward-looking households may,
in spite of that, maintain the level of expenditures, if they decide to avail of foreign deposits.
The whole reflects the Ricardian behaviour. The interest rate of the central bank follows the
interest rate rule. The rule is an effect of the manner in which the rational and forward-looking
agents — households and firms — perceive the behaviour of the central bank. In other words,
the model characterises the point of view of economic agents and their perception of monetary
policy, instead of the actual decision-making process observed from inside of the bank.

The equilibrium at a micro scale results from first order conditions for each group of optimising
agents. Decisions regarding consumption, investments, savings (and their currency structure),
the level of capital utilisation (etc.) bring households to the maximum of their expected utility.
Decisions regarding the production level and proportion of production factors bring firms to
minimise the costs, while the decisions regarding the prices (wages) lead to maximisation of

4We have also carried out experiments with a version assuming the observable nature of such shock.
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expected profits. Equilibrium conditions on every market depend, among others on the type of
competition and the specific values of elasticity of substitution — generally, it is also required
that all markets are clear. Macro-scale balances are satisfied, which guarantees that demand for
services of production factors in each period are equal to the total supply of these factors, the
total value of expenditures is equal to the total income and the state budget revenues is equal to
expenditures.

In the SOIE™29%? model there are several groups of stochastic shocks (disturbances). The first,
basic group, are structural unanticipated shocks. Economic growth is described with a stochastic
trend — non-stationary disturbance characterising technical progress, thanks to which the time
series reflecting the trend related to technical progress are modelled in consideration of that
process. More precisely, we assume that the trend is a resultant of two processes (non-stationary
disturbances). The first directly impacts labour® such as in the original version of SOEF"™ by
Riksbank. The second process impacts the prices of investment expenditures and fixed assets as
proposed by Christiano et al. (2007c,d), see also Altig et al. (2004a, 2005); Burriel et al. (2009).
The total impact of both types of technical progress gives, however, identical dynamics to all of
the variables growing in steady state. Identical for all of the growing variables is the dynamics
of values and the division of the dynamics into the growth of volume and prices. An exception
are investment expenditures, whose dynamics of value is the same as other variables but the
division into the growth of volume and price is different — accordingly to the characteristics
of the second of non-stationary disturbances and the applied technology. Thus, in a long run
real investments do not have to grow at the same rate as consumption or GDP Other structural
disturbances (technology, preferences, markups, risk premium, etc.) have stationary nature — it

has been assumed that they shall have the nature of first-order autoregressive process (AR(1)).

Another group of disturbances are observable disturbances (also of unanticipated nature). As
we have mentioned before, the world’s economy is heterogeneous in SOIE™2°%? and consists of
two areas: the euro area and the dollar area (the rest of the world identified with the USA). The
key characteristics of the world’s economy and their relations are approximated with a structural
vector autoregression (SVAR) model. The SVAR model is estimated separately and is used to
describe the mechanisms generating the shocks (here observable disturbances) from the foreign
environment. In similar manner the fragments of the fiscal block have been treated — here also
the SVAR model has been used for approximation of the interdependencies between budget
expenditures and (a part of) budget revenues.

Additionally, beside of the unanticipated structural and observable disturbances, which are sort
of a standard, in SOE™2°% the possibility of occurrence of disturbances anticipated by the
agents has been permitted. Formally, the structure of anticipated disturbances coincides with the
supplementation of the disturbance structure with MA class component — we have used here
the convention proposed by Schmitt-Grohé and Uribe (2008), a similar version is also proposed
by Christiano et al. (2007a,b). The anticipated disturbances are, however, an option of which

we have not availed in the current version (and, therefore, omit it in the further description).

5It is also proposed here to extend the interpretation of the disturbance for demographic effects.
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Nevertheless, the analytical potential of this solution seems to be considerable, so we shall return
to the issue of the role of anticipated disturbances at further stages of the research.

Looking from another angle, the SOIE™2°% specification brings the model to neoclassical
responses in the long run, with explicitly and clearly defined steady state®, while the short-
term effects — thanks to inclusion in the model of real and nominal rigidities — shall have a
more Keynesian nature. For example, fiscal stimulation of the economy is effective only in a
short run. Also the stimulation of economic activity with monetary policy instruments may be
effective in a short run however, in the long run the only growth determinant is the (exogenous)
technical progress, and the possible deviations from the long-term trends are absorbed already
in medium term, while the costs of such adjustments may exceed the previous gains. The
characteristics of adjustment processes, i.e. model dynamics, is a consequence of optimising
(forward-looking) behaviours of agents (the decision-making problems of agents formally
derived from intertemporal optimisation problems). The function of institutions managing the
macroeconomic policy has been adjusted to the above logic (i.e. the rules of behaviours derived
by the rational agents based on the observation of the activities of institutions). Their policy
excludes any forms of game with the agents and is time-consisted. As a result, the model may be
used solely for making analyses in which the condition shall be satisfied at least approximately.

The existence and functions of money result from the households’ objective function (holding
some cash resources is useful for households). Additionally, demand for money is also reported
by firms that need to pay in advance for some share of labour services and of capital’. Stochastic
monetary effects (disturbances in cash demand among households and demand among firms)
— as a result of several experiments made before the year 2009 — proved to be unsuccessful
as the disturbances of this class have not increased the potential of the model and, therefore,
accordingly as in SOEF"™ they have been excluded. In consequence, the monetary variables do

not appear in the set of observable variables.

5We use interchangeably the terms of steady state and long-term equilibrium.
7A competitive method of deriving cash models is the definition of the costs of transaction. In effect of optimisation
of such costs, agents decide to possess cash resources, see e.g. Coenen et al. (2006).
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4
Decision-making problems, equilibrium conditions,
macroeconomic balance of the model

4.1 Growth

The SOE™~2%% is a model of exogenous, stochastic growth which is driven by changes in the
level of technology (z,). The growth rate of technology, u, , = Zz—f, is governed by the stochastic
process:

My = (1 - puz) [ ol S R Eut ™ N (O: ,LLZO'HZ) > Eu, . = U,

where p, is the persistence coefficient, and u, is a long-term growth rate of technology.

The technological trend has a neutral nature — it refers to all of the macroeconomic categories
characterised by growth. Beside of that, we assume the existence of a technological trend specific

s v
for capital/investment goods (¥,), whose changes, u,, , = 7> are governed by the process:
’ t-1

Wg,e = (1 —pw) By + Oy, ot ey, Eue~N (O,MW%), By, =ty

The presence of an additional technological trend specific for capital goods, by use of capital as a
factor of production (see Chapter 4.3.2), is translated into other macroeconomic categories and
extends the neutral technological trend. The common technological trend (z;") for all growing
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variables, except capital goods, may be presented as:

@ @

+ 1-@ — 1-o
2 =297, Mot ¢ = My Mg s

where @ is the share of capital in production. The level of technology for capital goods (z;¥,)
and all the other categories (z;") allow to express the growing variables in a stationary form
(usually denoted with small letters), i.e.:

Y _ L

i, =
+° t o’
t Z[’lpt

Y etc. “4.1)

N

Additionally, nominal variables are stationarized with the use of the level of prices (Ptd), e.g.

nominal wages are translated into stationary real wages:

A

Pzt

w, (4.2)
Therefore, at the final stage the whole model may be presented with the use of stationary
variables and explicitly determined steady state.

4.2 Foreign economy

Domestic economy functions in the environment of two foreign economies: the euro area and the
rest of the world. Interactions with those economies entail exchange of goods and financial flows.
We assume that the currency of the rest of the world is the dollar and in the euro area — the
euro. We use, therefore, three nominal exchange rates: dollar/zloty, euro/zloty and dollar/euro,

u

denoted respectively by: S¢, Sf, Si'. The exchange rates satisfy:

Sy =8rS;. (4.3)
Additionally, we define real exchange rates:

S¢ P S P SiSe Py

e u
X X
e ? t c ? t c
P P P

X

X
t

, (4.4)

where P/ is the level of prices in the rest of the world, P/ is the level of prices in the euro area,
and Py is the level of domestic consumer prices. To real exchange rates, analogically as for the

nominal rates, the following applies:

Xt =xfxt. (4.5

4.3 Producers

There are five markets of intermediate goods: domestic goods, imported consumption, investment
and export goods, as well as export goods. In each of the markets there are infinitely many
agents (continuum determined in the [0,1] interval) manufacturing heterogeneous intermediate
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products of a given type that are aggregated to a homogenous final product representing the
production of the given market.

4.3.1 Aggregators

Heterogeneous intermediate products must be aggregated!. For each market we assume the
existence of infinitely many firms (the agents do not consume resources or generate added
value), which operate under perfect competition and use the same production function. They
purchase heterogeneous intermediate products and transform them into a homogenous final
product (taking the prices of intermediate products and the price of the final product as given).

The production function of the final good in each of the markets O (O € {Y,C™, 1", X™,X})
takes the form of the CES function:

A0

t

1
0, = J Oiﬁ‘) di s 1<A? < oo, o € {d,mc,mi,mx, x}, (4.6)
0

where O, is the production of the final good, O; , is the production by the i-th intermediate goods
producer, A} is the markup in the market o, and o identifies market: domestic products (d),
imported consumption goods (mc), imported investment goods (mi), imported goods intended
for export (mx), export products (x). Markups specific for each of the markets are described
with stochastic processes:

A= (1=p) A+ psdi y+ep0, €0 ~N(0,A%0,), EA=2° 4.7
where A° is the value of markup in steady state.

Profit maximisation by the aggregator leads to the demand function for intermediate products
of the i-th producer:

|:Pi0t i| Y
O,=|—= o,, (4.8)
Lt Pto t

where P! is the price of the homogenous final product in market o, P?, is the price of the

intermediate product of the i-th producer.

Using equations (4.6) and (4.8) we obtain the equation for the price of the homogenous final

product in the given market:

1-A7

t

1 1
P’ = f (Pi‘?t) 97 di , o € {d, mc, mi, mx, x}. 4.9)
0

! Aggregation of heterogeneous products into a homogenous product is a technical operation necessary from the
point of view of the model operability, however, we may apply economic interpretation thereto.
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4.3.2 Domestic intermediate goods firms

The producers of domestic intermediate goods are the only actual generators of the GDP. Using
the Cobb-Douglas production function, with production technology identical for all of the
producers, they use individually determined labour and capital inputs to produce:

Vi, =¢€ (thi,t)l_w (Ki,t)w > (4.10)

where H; , and K; , are the inputs of labour (hours) and capital services determined by the ith
producer. The total factor productivity (e,) is described with a stochastic process:

e=1-p +peite, c,~N(00,), Ee=1 (4.11)

The optimal values for inputs of capital and labour are determined based on the problem of

costs minimisation:

min R["F;W,H,;, (1+7}) +R“FRK,  — A, P, [V, — 2 "€ KO H "],  (412)
Lt Nt
where W, is the nominal wage, 73} is the rate of national insurance contribution paid by the
employer, R is the gross nominal rental rate per unit of capital services, A, is the Lagrange
multiplier. We assume that in each period a fraction of the wage and capital fund, v* and v,
must be financed with a working capital loan hence the presence of effective gross nominal
interest rates, R{ ¥ and R{ ¥, in the cost function, given by:

RIY=vR,_, +1-v", R*=vR,_ +1-vF, (4.13)

where R,_; is the gross nominal interest rate. We assume also that the use of labour and capital
services involves the use of “energy”, whose costs are represented by F function. The F/(-,-)
function, specified explicitly only at the level of log-linearised form, is a linear function of

structural shock representing the dynamics of the prices of energy (e.g. oil):

7'(.'(t)il = (1 - pﬁou) 7'COﬂ + pﬁonﬂ:(t’ﬂl + € poil ¢, € poil ¢ ™~ N (0, O'Snm_l) . 4.14)

First order conditions of the decision-making problem (4.12) with respect to H; ,, K; , and A,

are:

RIVFIW, (1+17) = Q- @) AP, 2l "€ KSH. ®

,t 2

fkprpk _ 1-@ o-1171-@
Ry FR{=wAP, 2, e K H 7,

tti,t

_ 1@ w yl-@
Y. =z T K H .

Based on the first order conditions of the problem of costs minimisation, we arrive at the
equation of real marginal cost of the domestic intermediate goods producers:
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LI 1 N\ @ 1-o
mcfzxt:;(a) (ﬁ) (FR)™ (wiRl™) 7 (4.15)

The market of domestic intermediate products is characterised with monopolistic competition,
which means that manufacturers produce heterogeneous products and may set their prices. At
the same time, there are some limitations in the spirit of Calvo price setting (Calvo (1983)). In
every period any of the manufacturers, with probability 1 — £ ;, may set the optimal price of its
output (P[d ’”ew). With probability £ ; the price cannot be set in the optimal way and it is then
indexed to previous inflation (with weight k) and the current inflation target®(with weight
1—-xK4):

PY, = (”d)Kd _i+1)1_Kd P (4.17)

If a producer is allowed to reoptimise its price, it sets its price to maximise the flow of future
profits, assuming that it will not be allowed to reoptimise the price in the future. Thus, the

decision-making problem takes the form:

Kqa (—c c 1-x4 _d new d
maX]EZUt+s (BEa) [(”r t+s 1) (Tct-H “r+s) P Y s = MG Y s |

d new t

where v, is the marginal utility of the households’ nominal income?, and f is a discount
factor. When solving the profit maximisation problem above, the producer takes into account
the demand for their ouput given by equation (4.8). The solution of the problem takes the form
of the Phillips curve for domestic intermediate goods, in which the main inflation determinants
become the real marginal costs (mcf), given by (4.15), and markup (kf), described with the

€Xx0genous process 4.7)4.

The last problem the manufacturers have to cope with is the determination of the optimal level of
employment (number of full time employees), based on the number of hours worked determined
in the process of costs minimisation. The process of adjusting employment involves Calvo-type

2The inflation target (Eﬁ) has a stochastic nature and is given by exogenous process:

T=(1-pre) T +puiytemy e, ~N (070, ). (4.16)
In steady state inflation target is equal to the steady state level of inflation (EC = nd).
3Due to the fact that in each period the profit generated by the firm is transferred to households, the profit in the
particular period is weighted with the marginal utility of the households’ nominal income.
“4Below we present an example of a Phillips curve (binding for each of the markets of intermediate products), already
in a log-linearised but relatively legible form:

~o Bu =¢ Ko e
= Trapn (o~ Ton) + 105 (R - R) e
4.18
1+x, ﬁHPnAEJr (1_5 ’3“) (1 ) ) (X‘;+ﬁ‘c‘§).
1+k,Bu &, (1+x,Bu)

Current inflation depends on the difference between the inflation target and past/expected inflation, directly on the
very inflation target and the current standing of producers (their markup and marginal costs). Also the impact of price
rigidities can be seen — the smaller the price rigidity (smaller £ ), the larger is the importance of marginal costs and
markup in the market for the current inflation.
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rigidities — with probability 1 — &, the producer is allowed to set the level of employment in an
optimal way, while with the probability £, the producer cannot change the level of employment.
When producer is allowed to re-optimise the level of employment, the decision-making problem
takes the form:

new
Ei,r

00
. 2
man ([556)5 (niEZ?W - Hi,t+s) ’ (4.19)
s=0

where n the number of hours per employee. The solution of the decision-making problem

describes the level of employment in the economy.

4.3.3 Importers

The imported consumption, investment and export goods make three separate markets of
imported products. In each of the markets the importers purchase foreign goods (from the
euro area and the rest of the world — we assume the stability of the geographic structure
of the import), and differentiate them. Heterogeneous products are, then, purchased by the
aggregators and transformed into homogenous final products. The monopolistic competition
implies that importers may set prices of their products, while the process runs similarly to the
case of domestic intermediate goods producers (with specific £ , k, and A°, (o € {mc, mi, mx})
parameters for each market of imported products). Solving the problem of maximisation of
the importers’ profit, we arrive at three Phillips curves in the form compliant with the formula
presented in the footnote — full versions are provided in the Appendix.

The marginal costs, with fixed geographic structure of import, take the form:

upu epe
— 2t X it _ ,
me] = _P["“ W™t + _Ptmc (1—- ™",
.ostpr . S¢P? ;
mi — "ttt mi,u t-t _ . miu
mc, = W(J) + _Pmi (1 w ) 5 (420)
t t
SLlPll Sepe
mc;nx = tot wmx,u 4 t-t (1 _ wmx,u),

mx mx
Pt Pt

where w™t, ™t and w™ ¥ determine the share of the rest of the world in the basket of

imported consumption, investment and export goods.

The real marginal costs and markups in the markets, described with exogenous processes (4.7),
determine inflation for imported consumption goods, investment goods and goods intended
for export. The total demand for imported consumption and investment goods depends on the
decisions of households (see Chapter 4.4), while the demand for import of goods intended for
export is determined by the exporters.

4.3.4 Exporters

Similarly to the domestic intermediate goods producers and importers, exporters produce, under
monopolistic competition, heterogeneous export goods (Xi’t), for which they may set prices
(Pixt)' Due to the fact that production is intended for the world market, the prices set by

exporters are expressed in dollars. As we assume free flow of products between the euro area
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and the rest of the world, the price for the euro area market is the same price converted into euro
based on the USD/EUR exchange rate (P;ftsf). The process of setting the price runs similarly as
in the case of domestic goods producers and importers with parameters &, , k. i A* specific for
the export market. After solving the problem of profit maximisation we obtain the Phillips curve

for the export market.

Export good of the i™ exporter is produced with the use of domestic products (Xidt) and

imported products (X l’”[) The production function takes the form:

Mxx

L Ny 1 1 L I
Xi’t = |:co;“ (let) Tox 4 (1—cox) Nxx (det) Nex i| , (4.21)

where 1), is the elasticity of substitution between domestic and imported products, and w, is the
share of the imported component. Each exporter must solve the problem of costs minimisation:
min P XM + Pix?d (4.22)
where P/™* is the price of imported component, Ptd is the price of the domestic component,

subject to (4.21).
The solution of the problem leads to the marginal costs of exporters:

1 1-n A ™ ﬁ
mey = —SfS"Ptx [a)x (P™) +(1-w,) (Pt ) ] .
The marginal cost together with the markup described with the exogenous process (4.7) is

reflected in the Phillips curve for the export market.

Assuming that consumption and investments in the euro area and in the rest of the world are
determined based on CES functions with domestic export being one of the inputs, the demand
for domestic export on the part of both economies and both types of products is expressed with

the following equations:

Cx,u — ﬁ T cu Ix,u — P_tx ~hta Jg
t Pty to t p;[ t>

e =[] Ve = [HE] T

Pt Pt
where Cf (C!') and If (I*) are consumption and investments in the euro area (rest of the world),
while n;, (n f’u) is the elasticity of substitution between domestic export products and the euro
area (the rest of the world) products. Assuming that the income of foreign economies is entirely
divided between consumption and investments, we may express the demand for domestic export

as a function of foreign income:

Px _nf,u Sxpx —nf’g
X, =ECH+I +C+ I = [P_f] YE+ [%] Yo (4.23)
t t
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Thus, the demand for domestic export depends on the relation of export prices and world prices
and income (output) abroad.

4.4 Households

The households maximise utility consisting of consumption, leisure and cash. Households
provide labour and capital services to the producers of domestic intermediate products. In each
period households divide their income between domestic and foreign deposits, consumption,
investments and purchase/sale of new, installed capital, as well as cover the cost of maintenance
of capital that has not been lent to producers. The income of households consists of domestic and
foreign deposits plus interest, remuneration for the labour and capital services, as well as profits
transferred in the form of dividend. All of the income is adequately taxed, and additionally
direct transfers from the state budget are allowed. Moreover, we assume that financial markets
are complete. This enables households to acquire state contingent securities making them
homogenous with regard to the possessed resources and incurred expenditures, thanks to which
the model may be made operational.

Households are characterised with the so called internal habit persistence, which means that
utility is derived not so much from the absolute current level of consumption as from a change
in the level of consumption in reference to the previous period. The utility function of a j-th
household takes the form:

h1+0L (&) 129
j h ZrPr

00
EY B8 In(Cypp = bC ) — LA ——+AL ,
t ; t+s ( Jt+s Jjyt+s ) t+s 1 +O_L q ot+s 1 _o_q

(4.24)

where C; , is the consumption in period ¢, h; , is the supply of labour (hours), Q j,¢ is cash holdings,
o is the inverse of the elasticity of labour supply with respect to wage, o is the elasticity of
demand for cash with respect to interest rate. The preferences regarding consumption, leisure

and cash holdings, ¢¢, {" and ¢, are given by exogenous processes:

(i=1-pa+pali +es, ea~N(0,00), E{=1, lefc,hql (425

Consumption and investment goods purchased by households consist of domestic and imported

e
:| .
5
i
n;—1
>

where CZ (I f) and C/" (I[") are domestic and import components of consumption (investments),

products:

1 Nt 1 =1
6= -0)% () F + )T (e
(4.26)

n;—1
i

= (-0 (1) + ()7 0

w, (w;) is the share of import in consumption (investments) and 7, () is the elasticity of
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substitution between domestic consumption (investment) goods and imported goods.

We assume that aggregation is made in such a way as to maximise the values C, and I, subject
to budget constraints:

I¢ : :
ptE + P =PI, (4.27)

dd mcom _ pc
PiCl+PMC"=P/C,,
where PZ, P and P™ are the prices of the domestic components and imported consumption
and investment components. Solving the problems of consumption and investment maximisation,
we arrive at the equation of demand for domestic and imported components of consumption
and investment:

pe" pe
cd:(1—w)[—f} C, cm:w[ f] C,
t [ P;j t t c Ptmc t

PilI/ Ni Plg/ i I
If=(1-w,) [L} 1,, 1;"=w{ - F} .
7 A 1]

The prices of final consumption goods (Pf) and investment goods (Pt’) are then expressed with
the following equations:

1

pr= (-0 () i1 ] %,

| L A (4.28)
Piy, = [(1—wi) (P)" + o, (M) } Iy
The households’ physical capital stock (I?j’t +1) evolves according to:
Ky =(=8)K, +1,F(I;,,1;, 1) +4;, (4.29)

where 6 is the capital depreciation rate, 4;, is the purchase/sale of new, installed capital.

ot
Function F is the function of transformation of investment expenditures into physical capital:

I.
L L
F (Ij’t,Ij’t_l) = (1 -8 (I- ) 1)) I, (4.30)
Jt—

Function § is not explicitly specified, we assume that:

Sx)=8(x)=0 and S§"0)=8">0, x = ul Uy (4.31)

This means that full transformation of investments into physical capital takes place when invest-
ment expenditures grow at the steady state level. In other words, fluctuations in investment
expenditures generate costs, which creates the mechanism of smoothening of investment expen-
ditures. An additional factor affecting the effectiveness of transformation of investments into

capital goods is the exogenous process 7}, called the investment-specific technology shock or
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effectiveness of transformation of investment into capital:

T,=1-pr+pY,y+ér,, &, ~N(0,00), ET,=1. (4.32)

The physical capital stock is fully or partially leased to the intermediate goods producers in
the form of capital services K; .. With u; ., u; . = %, we denote utilization rate of capital (in
steady state u = 1). We assume that incomplete use of the capital resource generates cost for
households, depending on the utilitzation rate — Fy a(u; t) m . Function F;, represents a part
of the cost depending on the changes in the prices of energy and — 51mllarly to the function F/
— is a function of energy price shock (n‘t’ﬂ) (the solution is based on the work by Christiano
et al. (2007a)). Function a(u; ,) is not explicitly specified, we assume only that a(1) = 0 and
a’ >0.

The budget constraint of households takes the form of:

Mj o1 +S{Bj 4y +5i5 B 1y +PCy, (1+75) +PI,

a(u;,)_
d J t _ k
+ P (FaT K; +Pe,A | =Ry (M;,—Q;,)+Q;, + (1-7f) 11,

+(1- rf)R’;uJ Ko+ (1=-7)) A=7) W, hy,

iR oA g be | SeBE,
t—1 Z+1 t 1 ¥i-1

t
+RY <,15('L P! )SS"B” +TR,+D;,
t—1 Z+ t t 1> ¥e—1

t—1

Ae
k b t—1
- Tt |: (Rt—l _1) (Mj,t _Q],t) ( (Z+ S¢S ‘; l’d)t 1) )SfB;,t
t—1
+( Y ¢(Au Es st ) 1) S¢SY BY
t—1 = t9t—1> t2t Pjt
t-1

+B¢, (St —St,) +BY, (Sesr—8¢.,S5) }

(4.33)

a(u; )_ _
J,t
+ ' PAF] K;, + /PPy 6K, ,,

where M ;¢ are domestic financial assets, B;,t and B;{t are assets denominated in euro and dollar,
Py, is the relative price of capital goods, 7| is the consumption tax rate, T’t‘ is the capital tax
rate (on interest from deposits and dividends), ©¥ is the corporate income tax rate, I, are the
profits of intermediate goods producers (domestic, exporters and importers), TR, are lump-sum
transfers from state budget, D; , is the income from state contingent securities, 77 and T are the

personal income tax rate and the rate of national insurance contribution paid by an employee.

Foreign assets, Be and B]“t, bear interest according to the interest rates for the euro area, R,

and the rest of the world, RY, adjusted for risk premium, see e.g. (Adolfson et al., 2007a, page 8)

WORKING PAPER No. 83

65



66

Decision-making problems, equilibrium conditions, macroeconomic balance of the model

and (Schmitt-Grohé and Uribe, 2003; Engel, 1996):

Ae
P (z Esfs? Lo, for assets denominated in euro,
1

L (4.34)
Au
P ( i s S¢St 1, ?—1) for assets denominated in dollar,
Zr-1
where:
_SiBin _ StBin e St w_ St
= , =—, st = , st = ,
t = ng t Pt t S? t Sy_
while <ij and qu‘ are the risk premium shocks described with stochastic processes:
¢ = p4;c¢§_1 +ege Egey~N (0, 0'4;2) R E¢;=0 4.35)

Pr=pgdly+epn  Ep ~N(0,045),  Edi=0.

Risk premium for assets in the given currency depends on the position in those asses at the

scale of the whole economy, while function @ is strictly decreasing in A% (AY}). For total foreign
A Au
assets, a, = — = 4 £+ .+» We assume that in steady state they are equal to 0, while foreign assets
t

57

denominated in euro are positive (then a* = —a®).

Based on the utility function (4.24), budget constraint (4.33) and the law of motion of capital
(4.29) we may formulate an optimisation problem and the Lagrange functional:

00
_ max E E B,
ooty eotty ook 1My 100,045, oD b5 4 0 t=0
1_
h1+oL Qi) %
=01 ¢t —AL
0 (Cyrns \ar)
t+s Jit+s ]t+s 1) t+s L t+s _
1+o 1 oy

+v, {RH (M;, -Q;,)+Q;,+ TR, +D;, + (1 —7f) 11, + (1- ) Rfu; K,

Ae
t—1
+ (1_7{) 1-7) W, Gehje TR ‘I)(z+ > 5 SeSi— 1’¢t 1)S?B;¢
t—1
au;,)_ _
7 Kic +7P,Py 6K,

t

A
k t—1
- T { (Rt—l - 1) (Mj,t _Qj,t + (Rilqb (z E S¢S t 1> (;btel) - 1) S? B;,t
t—1
Au
+(R“ qs( — P! ) )SeSXB’.‘ +B¢, (St -s¢,)
t—1 ot t t 1 ¥e-1 t2t Pjt it \Pt t—1

t—l

u Au X pu Pdr
R @ | L Esisiy, Gl | SiSTBY + Tl PLF;
2

+B.171’f (stf_sg 1 l):| ( ][+]+Se et+1+S SX Jf+1

, a(u;,)
+P{C;, (14+77) + P, +P{ (FT lI/”K + Py A,

t

+ o, [A=8) Ky + 1 F (11 1) + 4, —K; 1]
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where v, and w, are Lagrange multipliers. First order conditions of the above decision-making
problem create a system of equations determining consumption, investments, physical capital
stock and its utilization rate, cash holdings, foreign assets denominated in euro, marginal utility
of nominal income and nominal exchange rate (USD/PLN). After stationarization, for which we
additionally define:

Utz:rptd = ¢z+,r (4.36)

and upon the consideration of the solution symmetry, the conditions may be presented as

follows: CC .
t t+1 cd c
—BbE ————— — ), .y (1+T ) =0,
¢ — bcr—lui Y e " s '
d
Utpt pk’,t _
— = w,,
t
id .o
—%uﬁ + ¢z+,kaf,tTfF1 (lt’lt—l’ “z*,nutlf,t)
+ ItE’¢Z+,t+1pk’,t+1Tt+1F2 (ir+1’ i Uz+,z+1Ump,t+1) =0,
wz*,t—&-l k
e, +PE——[(1-7k,) (R, - 1) +1] =0,
’ Tyt 41
E wz*,tﬂ 1 p -k FT
Yy P+ BE o it (1=7b) (Pl — Foalu )
+ Ty 1P 10 + D (1= 5)} =0,
k= Fj’ta’(uj’[),
i k b
C?Aq% t- ¢z+,t (1 - Tc) (Rt—1 - 1) =0,
wz+,t+1 e e e e e Te k k _
Y B HE: — |5 R?® (at,stﬂst, ¢r) (1 - Tc+1) +701| =0,
Mot 417041
¢2+’f+1 e X u u u u fu 1 k k _
_wztt +5 H;: TR st+lst+1Rt¢ at’]]::st+lst’ ¢t ( - TH—l) T | = 0.

The labour market is characterised by monopolistic competition — households provide heteroge-
neous labour services (hj t) and set wages (W] [). In a similar manner to creating homogenous
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final products by the aggregators, also the heterogeneous labour services are aggregated into a
homogenous labour services (H,), which may be then used by the domestic intermediate goods
producers:

v

1 t
H,= U (hj’t);?”d]} , 1<AY <o,
0

where wage markup is described with an exogenous process:
= (l_plw)kw‘i_p)twl‘:_l +€lw,t’ Ekw,t NN(O,AWO-AW)’ EAI;V :kw. (437)

The process of wage setting runs similarly to the process of price setting by the producers (Calvo
model) — in each period, with probability 1 — £, a household may set optimal wage; with
probability £, wage cannot be re-optimised, it may only be indexed to previous inflation of
consumer prices (with weight x ), the current value of the inflation target (with weight 1 —«,,)
and the current technology growth:

1-«x
j— c\Kw [(=C w
W= (m?) (“t+1) Pt e Wi

When a household is allowed to set the wage in an optimal way, it maximises the difference
between the utility of income on account of wage and disutility of leisure reduction:

( ]’t+s)1+oL , y
maXEZ(ﬁg ) t+s L—L+vt+s (1_Tt+s) (1_Tt+s) x

wren ¢ 1+

c 1-x,
x (”t Mo 1) (t+l t+s) x

X (Au’z+,t+1 N t+s) Wnew)hj,t+si| .

The first order condition of the above decision-making problem leads to the equation of real

wage in economy.

4.5 Behaviour of other agents

Apart from optimising agents (households, firms), the SOE™ model explicitly considers the
existence of two additional agents — the central bank and the government. The agents have not
been assigned any formal, autonomous object functions. It is only assumed that the purpose
of the central bank is to control price dynamics, and the only instrument the bank has at its
disposal is the interest rate. The other agent — the government — fulfils a passive function of
managing budget funds, i.e. charges taxes from which expenditures are financed.
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4.5.1 Central bank

The reactions of the central bank® are characterised from an external point of view, i.e. rational
and anticipating active participants of the economic processes — firms and households. From the
actually applied monetary policy, the agents derive characteristics of the rules of behaviour of the
central bank: interest rate persistence, sensitivity of the interest rate to inflation deviations from
the reference point (inflation target®), sensitivity of the interest rate to GDP deviations from its
level in a steady state, etc. The interpretation of activities of the central bank and independent
conclusions regarding the perspectives of the inflation processes, as well as further policy of
the central bank must be reliable. In microeconomic decision-making problems of households
and firms there appear values related to the interest rate policy, therefore, optimal decisions
of setting prices and wages depend on the values. On the other hand, it is silently assumed
that the central bank is not trying to carry out any form of game intended for exploitation of
the perception error created by the policy. In other words, we assume that monetary policy is
reliable. Possibly, temporary incoherence or inconsistency is absorbed by the fluctuations of the
inflation target.

As a consequence of the above mentioned assumptions, the interest rate rule describing the
activities of the central bank is defined directly in a log-linearised form, without prior reference
to the decision-making problem. The form of the rule is sufficiently general for covering a
possibly broad spectrum of interest rate policies. During estimation we allow the possibility of a

structural change occurrence, i.e. change in the value of some of the parameters of the rule.

We assume that the real exchange rate present in the rule is the effective rate defined as:
X =x+ (1 -y x5, (4.38)

where y*** determines the currency structure of international settlements. The standard version
of the interest rate rule has then the form:

—~ ~

=¢ ~c =¢ = eu
R, =pgR,_1 + (1 —pg) [’"ﬁfﬂr tr; (Tct—l - ”t) tryyeat rxxt—l]

+ 1, AT+ rAyAyt +€g-

(4.39)

In the current version of the model we assume that r~. = 1, therefore, %i shall be interpreted as
the perception of the policy of the central bank (inflation target) by the agents. The disturbance
of the interest rate (monetary policy, monetary disturbance) € ,, — contrary to other shocks
appearing in the model — is defined as innovation. The interpretation of the component

5Depending on the type of interest rate to which the model refers, an extending interpretation of the agent or group
of agents responsible for interest rate change is possible. In a typical situation, when interest rate is derived from the
interbank market, there are grounds for claiming that interest rate fluctuations result at the same time from the activities
of the central bank and the responses to the current events in the interbank market. Such interpretation eliminates the
automatic assignment of any interest rate changes to the decisions of the central bank.

SWe differentiate the inflation target declared by the central bank from the inflation target being the result of
perception of the inflation processes and monetary policy by the optimising agents. The second concept allows for a
stochastic nature of the target oscillating around the stationary value (steady state). The stationary value of the target
(in the second meaning) may but does not have to be compliant with the target declared by the institution responsible
for the monetary policy. In each case when we speak about the inflation target, we mean the second concept. This model
does not refer to the officially declared targets of the monetary policy.
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suggesting itself — discretionary component of the monetary policy — is, however, disputable.
Traditionally, it has been assumed that monetary disturbance is not correlated with variables
present in the information set (see e.g. Christiano et al., 1998). Therefore, it should be assumed
that the information set of agents (model) and the information set of the central bank are
different.

4.5.2 Government

In the class of models deriving from the research of L. Christiano, such as in the known models
built for the purposes of central banks, the function of government is reduced to administration
of the state income redistribution. Taxes are not an instrument of fiscal policy — their level
is relatively constant, there are only observed temporary deviations from the long-term level
(steady state). The deviations have the nature of disturbances. In the SOE*20% model the
disturbances are approximated with the AR(1) process or a SVAR model, such as it is made
in DSGE models with exogenous variables. Although the fluctuations of tax rates have been
treated in a slightly simplified manner, the specification of decision-making problems of firms
and households shows the role of national insurance contributions and taxes in determining

EPL=2099 model there are

the budget of the agents and, therefore, their behaviour. In the SO
explicitly present national insurance contributions paid by the employers (7°*) and employees
("), the capital tax (’L'k), the tax on consumption (7¢), the income tax (77) and the corporate
income tax (7P). This is, thus, a set of the basic fiscal charges imposed on agents. Therefore, the

fiscal policy impact is represented on the micro level.

Macroeconomic consequences of fiscal policy are treated in a more simplified manner. The
model is based on the pattern of a representative consumer; one of the functions included
in the fiscal policy is, thus, such redistribution of the state revenues that the differentiated
households reflect a uniform pattern of consumption behaviour. Formally, in the households
budget constraint the category of special state contingent insurance (D) appears, however, the
system is not characterised in detail, so it must be financed by the budget. An element of the
system is also the pension and disability-pension block. We do not define separate institutions
dealing with management of such class of funds — in the applied pattern of a representative
agent there is no place for households living only of the pension payments, therefore, national
insurance contributions are treated as the revenues of the government (budget) that are spent
on a current basis.

Within the above outlined redistribution system, the existence of budget deficit and public
debt has not been explicitly provided. The Ricardian logic of optimising and forward-looking
households rationalises this solution (today’s budget deficit is balanced with the growth of
taxes tomorrow, namely reduction of disposable income, therefore, it requires a reduction in
spending already today). Technically, transfers (TR) received by households may be negative,
so households shall immediately and directly reduce disposable income. If households are not
inclined to reduce their expenditures, they may finance them with negative foreign deposits.
Thus, the reasoning here is cohesive. Emphasis should be placed on the fact that the aforesaid
approximation may be considered to be sufficient for an economy that only sporadically experi-
ences a deficit or surplus in the budget (public finance). If the budget deficit has a structural
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nature and the public debt reflects no trend of stabilisation, the role of the government sector
may be larger than it appears from the proposed approximation.

The amount of government expenditures (G,) has, similarly as the tax rates, a stochastic
nature. The fluctuations of government expenditures (government consumption, collective
consumption) around a steady state are approximated with a (separately estimated) SVAR
model. More precisely, a separate model has been built trying to explain jointly the fluctuations
of government expenditures and the rates of income tax, corporate income tax and tax on
consumption. The model has the following form:

LT, =Ly (L) 7, +Te.,, €.,~N(0,%), (4.40)

~ /
~ _|2p ~y ~ &~ _ 7!
Ty = I:Tt’Tt’Tt’Gt] > €t = [erp,r’ery,t’erc,t’erG,J >

Structural decomposition of disturbances is given by:
Iye,, =By, u, Eu-u'=1I. (4.41)

The estimated matrices of parameters (I;) i (B, ,) enable the determination of the matrix of
disturbance covariance (X_). The fluctuations (deviations from the steady state) of the tax on
capital and national insurance rates are treated as structural disturbances and are approximated
in the DSGE model with the form of AR(1) process.

Joint reflection of budget expenditures and income leads to the following specification:

PG+ (TR +D,) =R,y (Myyy —M,) + T PEC + (7 + 75+ 7] (1—-7))) W, H,
+ 7k [Ht + (Rt —1) (M, - Q)
+ (R¢_,9°(af_y, . bf 1) — 1) SEBY +BE (S —S¢4)
+ (R, @4 (al g, i)~ 1) SUBY +BY (SE =51, |

(4.42)
_ 1 _ _
+ 1P [R’; u K, — ;Pt Fl.a(u,) K, —Pth,’tSKt} )
t

A new solution introduced to the discussed version of the SOIEP" model is the use of the above
specification in building a consolidated (integrated) balance of total expenditures and income,
which means that the changes e.g. in government expenditures impact e.g. net foreign assets.
The issue is discussed in more detail in the following paragraphs.

4.6 Macroeconomic balance conditions

At macro scale, equilibrium is identified with simultaneous balancing of income and expenditures
of households and the government, the aggregated supply and demand (factor resources), as
well as the balance of the banking sector and international transactions (payment balance). As a
result, we obtain a system guaranteeing that in each period the total of expenditures is equal to
the total of income, the stream of services of productivity factors is sufficient for manufacturing
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domestic intermediate products, which in combination with the carried out import and export
ensures the levelling of demand and supply at macro scale. Net export is balanced with foreign
net assets.

The system of macroeconomic balance is considerably much more extended in comparison with
the previous versions of SO and SOEE"°. In particular, for the first time macroeconomic
balance of income and expenditures of households has been introduced, calculated at current
prices, which requires, among others, the derivation of firms’ profit accounts (being the income of
households). A new solution also consists in the explicit derivation of the balance of expenditures
and income of the government (equivalent to state budget), which upon integration with the
balance of income and expenditures of households covers all of the expenditures at the scale of
the whole economy and the methods of their financing (sources of income). The balance enables

the determination of net foreign assets, so it replaces a classical balance of payments.

4.6.1 Profits in economy

We take into account firms manufacturing intermediate products, importers and exporters, who
transfer their profits to households where the profits are taxed with the tax on dividend (tax on
capital). We assume that total profit in economy is the sum of the profits generated in particular

sectors of economy (domestic production, export and import), i.e.:

I, =0+ o+ .

According to the suggestion of Christiano et al. (2007b, page 26-28), profits generated by firms
may be estimated at macro scale with the use of marginal costs assessment, taking into account
the ineffectiveness of allocation resulting from price setting with the use of the Calvo model.
More precisely, profits result from a difference between the marginal cost and the actual price.
Contrary to the previous versions of the model, we assume that fixed costs are absent in domestic

production, instead profits appear in steady state.

Domestic products manufacturers

In the case of intermediate products manufacturers we have:

1 1 =d Fi
P 1-2¢
H‘}:f PLY, dj— P mc] Jthdj =Py, — P4 mc! Yt(—t)
0 0

2d

t
PA\ 1oad . S . . . . .
The value (P—fd) "% is the allocation inefficiency. Such expression may be approximated with

the function (;f markup f(A4,...) = f2, however, in the case of log-linearisation it is also justified
to treat the price relations as equal one. Taking into account the above, profits at macro scale
may be estimated as:

i =Py, - Pimc! (v, £9). (4.43)
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Making it stationary and then bringing down to fixed prices, we obtain:

Hd
. =yt—mcfytftd=yt(l—mcfftd), (4.44)

_d:_
¢ =
Pizf

where the marginal cost mc? is expressed with equation (4.15).

Profits in export
Assuming, further, that profits in export (calculated in domestic currency) are subject to domestic
tax, omitting the existence of fixed costs, we have:

I = PESST (CE+ 1Y) (L—mef £, (4.45)

where f* is defined as ftd. After making it stationary, we obtain:

Prses

e QX
t=t

@l = (Lmmel £ (@ + ) = (L=me £7) (e +15) - (4.46)
t

Profits in import
Out of the two possible methods of defining profits (on the micro level with further aggregation
or with direct reference to the macro scale), we have used the macroeconomic convention:

o7 =P I+ P I + P/ X" =S¢ SY PL (C'+ 17 4+ XT) .

Bringing it to the stationary version, we arrive at:

mm .
Tl = = Ty g (i) =
z; PY, (4.47)

= (rred—yp) e+ (i =y ) ir o+ (e =) X
4.6.2 Income and expenditures of households

We assume that the total of net income and expenditures of households is balanced. Merging
the income side with the side of expenditures, we arrive at the aggregated version of the budget
condition of households:
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(1 - Tlt() (Rt—l - 1) (M, -Q,)
+ (1 - T]:) R_,® (af_l, St> St—15 4;f_1) S¢Bf + 7S¢, B
+ (1 - T]f) RY |9 (ai‘,l, StsSts Si—15 St—1 qf;f,l) St Sy By + 7t S;_1 S BY
+ (1 —T’f) m,+ (I—Tf) (R’futft -
+(1-7)) (1 —7)W,H,+M, + TR, +D,

_Mt+1_Sfo+1 _S?S;(B?+1 - (1+Ti)P[CCt—P[iIt—Pth/’tAt =0.

1 _ , _ (4.48)
aPtFa’ta(ut)Kt +1{P, P 6K,
t

4.6.3 State budget

The term state budget or "government budget” means here, approximately, the sector of public

finance and a fragment of the financial sector specialising in pension insurance.

The standard form of the balance of revenues and expenditures of a government stems from the
original version of the SOIEF*™. Upon adaptation to the domestic tax system and the possibility
of depositing savings in two currency markets (next to domestic deposits), we arrive at (see
equation (4.42)):
PG+ (TR +D,) =R,y (M, —M,) + 7P C + (v¥ + w5+ 77 (1—7¥)) W, H,
+ TI; [Ht + (Rt—l - 1) (Mt - Qt)
+ (Re_9°(as_y, ..., P 1) — 1) S¢Bf + B (S¢ - S¢_,)
+ (R84 (@ s §Y ) — 1) SUBY +BY (SE—SL,) ]

(4.49)

o |REu, K, — —P, a(u)K,—P, Py 6K
t t Yttt lI/tta,t t t t Kt tf-

In the above formula we assume that national insurance contributions paid by the employees

and the employer represent the revenues of the government budget.

4.6.4 Monetary balance
As in the original version of the SOE model, we define the broad money dynamics as:

My my d

U, = = Pyt ( TG (4.50)
t M, } LY

The equation (after log-linearisation) shall be used for explaining the resource of money. We

notice that in the steady state the following applies:
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The banking system must provide financing of firms with working capital loans and must provide
cash for households. Therefore, we have the dependence:

VEFE REK, +vY FF (14 7) W,H, =M, —Q,, (4.51)

where M, ; = u, M,.

Making it stationary and expressing in fixed prices, we obtain the following form:

e m,

—k

r. k
k t Kt
F 7
T Mg+ ¢

Ve B TR +V:V Ftr (1+Tsr) w.H =

—q,- (4.52)

4.6.5 Balance of payment

The basic function of the payment balance in the model is the determination of the value of net
foreign assets compliant with the level of activity in foreign trade, expenditures and income in
economy. Foreign assets may be determined at least in two ways: from the classical version of
balance, when we consider net export, and from the integrated balance of expenditures and
incomes. In SOE™~20% both solutions were implemented. The selection was to be done by
virtue of experiments, estimation of parameters, analyses of the model characteristics (impulse
response function) and analyses of forecasting accuracy. Yet, the experiments showed that the
alternative of the income balance increases the potential possibility of the model, therefore, it
was the one finally chosen. Below we present both alternatives.

Classical version

In the payment balance, as in the SOE% model, the geographic structure of net foreign assets
is presented explicitly (see Klos, 2008). However, we add import to the specification, and it
becomes a component of export. Doubts appear at the moment of choosing the price index to be
used for expressing import at current prices. Here we assume that in the balance of payment
import is calculated at global prices, i.e. prices at which the products were purchased. Such
approach complies with the approach assumed in the previous versions of the SOIE model.

StSY By +S{B{ . =S{S{PY(CE+ 1Y) —S{Sy P [C+ I + X[
+S¢SyBIRY, " (a}_y, Ly ..) (4.53)

t=1>¥t-1>"

+SEBERS % (af p, by, )
The classical form of the payment balance (after bringing it to stationary state) has the form:

u e _ .,xd xd (m | :m m
(ar+at)_yt Xy = Ye (Ct +1 +xt)
aLl
e X t—1 u u( u Tu e X e x
+55— R, ® (at—1’¢t—1’st’st’st—1>st—1) (4.54)
U Hz+,t .
+s¢ (1‘;_1 R¢ . &°(at Te 5€. s°
t t—1 t-1>Pt-1>°t2°¢-1) >
T Mgt ¢
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where:

di(al,si, s, dp)= exp{—d;é (ai - ai) - ¢l E ( Sty1St— ) + f! } ic€{u, e} (4.55)

and X u e e
e X X
au S S Bt+1 e S Bt+1 x,d _ St St Pt
t d t d 4 t d 2
Pt t Pt t Pt
S¢SX pr .8t
ﬁ’dz : tdt , sizi—t i€{u, e, x}.
Pt St—l

Version with the income balance

Merging the income and expenditure balance of households (4.48) and the state budget (4.42),
we arrive at the formula, which upon simplification takes the following form:

PG, +PI,+P{C +S B, +S¢SIBY, =11, + (1+75) W, H,
+(R’§ut——PF a(ut))

+ (Rt—l - 1) (MH—I - Qt)
+R 10 (af 4, ..., b ) SEBY
+RY 0 (at ;.. Pl ) SESTBY.

Taking into account balance of the banking sector, we obtain:
Pfg G[ + Ptl It + PIC Ct+S?Bf+1 + S? SX Btqul = H + (1 + Tf) [ (wa - 1) + 1i| Wth
F(RF—1)+1|RK Ly E K (4.56)
+ t [ + tut_; t a,ta(ut) t :
t
+RS & (af_y, . Pl ) SEBL R D (aly, .. i) SESTBY.

Finally, the payment balance obtained by the integration of income and expenditures of house-
holds, the income and expenditures of the budget and the balance of the banking sector (after
making it stationary and bringing down to real categories) takes the form:

4 E, a(u,)k
a+al+g, +ridi +ye, + —r () £ =

Mg ¢ Lo+ ¢
=oi+ar+o + (1+1) [ (wa 1)+1} W, H,
& (4.57)
.k
+ [ (R -1) 4] ———
M\P,c Mz*,t
~ St 4 S¢St A 1
+R 0 (af g, b)) = R B (Bl )
T nu’z'*’,t ﬂ:t ,UZ

The above equation shows that expenditures calculated at the macro level of economy (consumer
expenditures, investment expenditures, government expenditures, new foreign deposits (net
foreign assets), and capital adjustment are financed from the profits, income from labour, income
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from capital and revenues from (mature) foreign deposits. Net foreign assets amount in total to

— A€ u
a, =a; +a;.

4.6.6 The aggregate resource constraint

The starting point for further considerations is the formula in which all of the components
are expressed at fixed prices. In resources constraint we omit the factor characterising the
ineffectiveness of allocation (the effect of Calvo price settings). The obtained inequality has the
form:

1 _
G, +Cd+ o [18+F; a(u)K, | +X{ <&z "KZH™® (4.58)
t

or assuming equality:

G, 1 o, — -, Xx¢
—+—+—— I +F,a(u)K, |+—== 4.59
v gy L () K ]+ =0 (4.59)

and using the solution of the decision problem of exporters (4.22), we may determine:

Nxx

Xd 1=7y - X
xi=F= (o) o () T (e 2

Merging the above and assuming equality of resources and demand for the resources, plus
bringing it to the stationary form, we obtain:

Mxx.

: 1- xx “Mxx
gotcd +il+ (1—0) £ o, () T - w0) ] x

o, zh )7 gle Fq =
R S R S
Z; Mot ¢ Uy s

More generally, starting with the identity of GDP calculated in real terms:
g e il +x{ =7, (4.60)

we arrive at an equation that upon log-linearisation will explain the real income:

Mxx
Ye=g el +ifl + (1-w,) f I:cox (Yttnx’d)l_n“ +(1- wx)] Ty,
Fy - (4.61)
+———a(u) k.
Mg+ ¢ g ¢
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5
Forms of model, data, SVAR models

5.1 Forms of model

Upon the determination of the first order conditions from the decision-making problems pre-
sented earlier and their log-linearisation, we arrive at the linear structural form of the model
which may be presented in matrix form in the following manner:

E, {ao e to g tayg  + B0+ 5 Qt} =0,
0, =p0_,+¢

(5.1)

where the vector of exogenous variables (8, disturbances) consists of structural disturbances 6;
and observable fiscal disturbances 6 and observable foreign disturbances 6;". The approximation
of the processes controlling observable disturbances is received by separate estimation of two
SVAR models: fiscal model and world’s economy model. Fragments of matrix p and the matrix
of observable disturbances covariance are equivalent to the respective matrices of the SVAR
model, i.e. they remain fixed during (Bayesian) estimation of the whole DSGE model. In the
Appendix we shall present a list of variables of the structural form and a list of log-linearised
equations which constitute the structural form of the model.

Transition to the reduced form of the model — which eliminates the forward-looking variables —
is made with the use of Anderson-Moore algorithm. Thus, we obtain:

Z =A% +B0O,,,
01 =p 0 +es
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The system may be transformed in the state space form of the model. Then the transition

equation shall be:

Z A B Z B
t+1 | _ I tol g €0it
61 0 »p 6, I
—_————— — e ——
&1 Fye & Vit
and the state space model takes the form of:
€t+1 = FE &+ Vit1s E(UH—l U/t+1) =Q,

/ / / (5.2)
Y =A.x,+H &, +u, E(u,u;) =R,

where Y, is a vector of observed variables and u, is a vector of measurement errors.

During the construction of the state space model, the state vector is supplemented with lagged
variables. Variables that are not necessary in the measurement equations may be eliminated. In
order to avoid introduction of further symbols, we shall omit the fact that the Z, vector present in
the structural form and the Z, vector in the general case are different. As results from the notation
of equations, on a standard basis we assume the appearance of measurement errors in the model
(state space representation). The elements of the variance-covariance matrix of measurement
errors R increase the pool of the model parameters. For simplicity, we shall assume that R is
diagonal. The appearance of measurement errors in the equation is explained by inaccuracies
in statistics, approximation errors appearing in measurement equations (log-linearisation of
non-linear dependencies) and the possibility of errors in model specification', therefore, arrival
at (additional) statistical identification is a side effect?.

Formally, in the presented version of the model there are in total 30 shocks, including 11
observable disturbances (processes estimated with SVAR models). A list of the model variables
and a list of equations of the structural form presented in the Appendix characterise a more

general version of the SOE29%?

model. The version discussed further on originated as an
effect of elimination of the disturbance of national insurance contributions paid by the employer
and the assumption that there is only one interest rate risk premium for the tested economy;,
common for both currency markets (qgt“ = (ﬁf = ¢;t). In both cases we deal with a simplification

of the model motivated by the problems with shocks identification.

5.2 Observable variables, data

The data used in a DSGE model estimation and SVAR models come from the official publications
of the National Bank of Poland (NBP), the Central Statistical Office (GUS), the ECB and

! The subject of the selection of observable variables and the role of measurement errors specified in DSGE models
were analysed by Guerron-Quintara (2009). According to his conclusions, consideration of measurement errors during
a DSGE model estimation allows to increase the model resistance to specification errors and incorrect selection of
observable variables; see also Boivin and Giannoni (2005).

2 The issue of statistical identification was discussed in more detail by e.g. Ireland (2004), Alvarez-Lois et al. (2005),
Canova and Sala (2005).
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OECD available till November 2009. The observable variables in the Y, vector in equation
(5.2) are: GDP deflator, investment deflator, consumer price index (CPI), GDB consumption
(calculated together with changes in inventories), investment expenditures, export, import, total
employment, real wages, domestic short-term interest rate (Wibor 3M), real USD/PLN exchange
rate, GDP deflator in the euro area, GDP deflator in the USA, short-term interest rate for dollar
(OECD assessments of three-month’s dollar rate), short-term interest rate for euro (Euribor 3M),
GDP in the USA, GDP in the euro area, the nominal cross rate (dollar/euro)® — 19 series in total.
The whole sample for the DSGE SOIE™ 2% model covers the period of 1996:2-2009:3. For the
estimation of the SVAR model of the world’s economy, we have used the longest available series.

The data referring to domestic national accounts stem from the system of measurement at
fixed prices of the year 2000. At the initial stages of preparing the data, the consistency of
the calculations (volume and deflators) was verified, and then the series were subjected to
transformations that referred to the elimination of their seasonality with the X12 method
(only variables that may reflect quarterly seasonality), elimination of means (exchange rate),
finding the logarithm, transformation of variables into quarterly growth rates. Exceptions are
the dynamics of prices, which have an annualised form, interest rate (remaining in the natural
form) and employment. In the case of the last variable, the data regarding the level have been
filtrated (with Hodrick-Prescott filter) and deviations from the HP trend act as an observable

variable.

Bearing in mind the solutions assumed by the authors of the SOEE"" model, an additional
adjustment of the export and import series was made. Whereas the model does not attempt to
explain why the share of foreign trade in the GDP changes (grows), an adjustment ensuring
constant share of import and export was made. Another arbitrary correction refers to the trend
appearing in the observable exchange rate (real exchange rate of dollar/zloty). The phenomenon
of nominal exchange rate appreciation (in consequence also the real exchange rate) is specific
for economies catching-up with the development gap and similarly as in the case of trade share
in the GDR the SOE"2%%° model does not undertake to explain the process, therefore, at the
final phase of transformation (linear) trend is eliminated from the exchange rate. Although
the practice of elimination of series of various arbitrarily defined components (generally — the
filtration practice) used in estimation of DSGE or (S)VAR models is widespread, it is worth
to remember that the informative content of the series and their possible interrelations are
distorted. As an example, by eliminating a trend from employment or exchange rate, we leave
the consequences of the existence of the trends in other series (e.g. prices, GDP) and such set of

data is further used for searching relations between series.

We wish to point out that foreign variables are present in the set of observable variables, i.e. the
variables fulfil a double function in the model: they are disturbances and observable variables.
Thus, we receive a better identification of the other disturbances referring to the world (export

3We present here a set of variables that was used in the estimation of the discussed version of the model. The
version is an effect of many experiments, out of which a part referred to the selection of observable variables. We have
experimented (among others) with monetary aggregates, export deflators, import deflators, consumption deflators
(including changes in inventories), fiscal series (government expenditures, revenues from VAT tax), competitive versions
of employment series and change in the real exchange rate of dollar.
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and import markups, asymmetry in the level of technology, risk premium, etc.) and, additionally,
one of the fundamental assumptions of the model of a small open economy is verified: the
common steady state (identical inflation, interest rate and economic growth in domestic and
world economy). Any possible departures from that principle are compensated with constants in
the block of measurement equations. Figure 5.1 illustrates the graphs of observable variables of

the model after all of the transformations.

Figure 5.1. Data
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5.3 SVAR models

SVAR models are a separate component of the model. The purpose of fiscal SVAR model and
world’s economy SVAR model is to receive a description of a stochastic process approximating
the disturbances represented by the variables of the SVAR models.

5.3.1 Fiscal SVAR

Fiscal SVAR, formally represented by equation (4.40), consists of four variables: effective
personal income tax rate (calculated as the revenues of state budget from personal income tax by
the estimates of households income, increased for the health insurance contribution), effective
corporate income tax rate (the revenues of state budget from corporate income tax by the GDP
decreased for households income), consumption tax (state budget revenues from intermediate
taxes referred to individual consumption) and government expenditures (public consumption).

The above described raw time series are subject to transformations. Tax rates are seasonally
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adjusted with X12 method and then converted into percentage deviations from the mean in the
sample (according to the logic of log-linearised variables of the model). A logarithm was found
for the series of government expenditures at fixed prices and then the series was seasonally
adjusted with X12 method and converted into percentage deviations from the trend determined
with the use of Hodrick-Prescott filter. Such constructed SVAR model has been estimated on a
sample 1996:1-2009:3.

5.3.2 World’s economy SVAR

The task of the VAR model is to determine the dynamics of foreign variables and of dollar/euro
nominal exchange rate. Foreign variables of the model are exogenous and consist of two areas:
the euro area and the dollar area. The dollar area is approximated by the USA economy. Variables
of the euro area shall be identified with superscript e, while the variables of the dollar area
with subscript u. For modelling each of the areas we have used three variables: real product (y;
and y;"), inflation (n{ and =}) and nominal interest rate (R and RY). Beside of the variables
characteristic of each of the areas, the VAR model includes the dynamics of the nominal exchange
rate of USD/EUR (Ax,). The model consists, thus, of three variables for the euro area and three
variables for the dollar area, as well as the cross rate USD/EUR. Vector autoregression system in
reduced form is given by:

Ye =AY 1 tAY, ,+d+owtte,
where: y, = (y¢, n$, RS, yi', 7!, R}, Ax,).

Matrices A; and A, are autoregressive matrices, vector d consists of constants and vector w
consists of the trend parameters, while the vector of error terms e, depends on the vector of
structural shocks through matrix B, i.e. e, = Bu,. The lag order of the system is 2, the model

includes a deterministic trend and a constant, i.e. the reduced form covers 144 parameters.

The sample based on which the model parameters have been estimated covers 166 observations
for each of the variables, starting from the first quarter of 1980. The data for the dollar area
come from the OECD and Eurostat databases. The data for the euro area starting from the first
quarter 1995 come from the OECD and Eurostat databases, while the data from before 1995
have been reconstructed based on the database of a Area Wide Model (AWM) of the European
Central Bank. A series of the nominal USD/EUR exchange rate comes from the Eurostat database.
The variables have been seasonally adjusted with the ARIMA X12 method. Inflation and the
nominal exchange rate are included in the model as quarterly logarithmic growth rates of the
series of GDP deflators and nominal exchange rate of USD/EUR. Output is included in the model
as a cyclic component of a quarterly HP filter applied to the logarithm of an output expressed at
market prices deflated with the GDP deflator. Interest rate is expressed in percentage points at
quarterly values.

For the purpose of estimation of the structural form of the VAR model within each of the
areas, Cholesky type structuralisation has been applied in the following sequence: production,
inflation and interest rate. For the propagation of structural disturbances between the euro area
and the dollar area one quarter delay has been assumed. An exchange rate shock enters the
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structuralisation orthogonally to the other shocks. The parameters of the reduced form, i.e. the
elements of matrices A; and A,, as well as the elements of vectors d and w, have been estimated
on quarterly data with estimated general least squares method (EGLS). On the parameters of
the reduced form dynamic restrictions have been imposed (the matrix structure, the imposed
restrictions and the results of the estimation have been presented in the Annexe). Matrix B
making the forecasts errors e, dependent on structural shocks u, has been estimated with the
maximum likelihood method.

Figure 5.2 presents the effect of positive structural shock to the interest rate (R® for the euro
area and R" for the dollar area) of the value of 1 p.p. on the product (y¢, y“), inflation (t* and
7") and the interest rate (R® and R"). After monetary policy contraction in the euro area, output
declines by about 1%, while the maximum drop occurs 9 quarters after the shock and the effect
becomes statistically insignificant after about 3 years. Inflation drops by about 0.25%, while
the effect is significant between the 5th and 15th quarter and the maximum effect materializes
in the 12th quarter. Prices, thus, display larger inertia than output. An effect of contractionary
monetary policy of the value of 1 percentage point in the dollar area is similar in terms of quality,
however, the response of inflation is much weaker — drop by about 0.05%, insignificant along
the whole length of the impulse response function. Output responds significantly between the
2nd and 5th quarter and drops by about 0.65% in the 6th quarter. Impulse responses seem to be
sensible.

Figure 5.2. Contractionary monetary policy shock in a SVAR model
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6
Assessment of parameters — calibration, optimisation, steady state

The procedure of estimation of large DSGE models, motivated with Bayesian ideas’, consists
of two basic stages. At the first stage we determine with numerical optimisation methods the
approximation of modal value of posterior distribution, i.e. point estimates of the parameters. At
the second stage we estimate the shape of parameters distributions in the neighbourhood of
the posterior mode, by applying MCMC techniques (e.g. Metropolis algorithm versions). Thus
we generate a sample from model parameters posterior distribution?. Practice has shown that
already at the stage of optimisation, problems with parameters identification appear, while
convergence of numerical procedures is achieved only if prior distributions shall explicitly
determine at least a subset of parameters. In such a situation most of the authors of the DSGE
models decide to divide parameters into two groups: calibrated and estimated parameters.
The estimation procedure (e.g. with Bayesian techniques) is then applied only to some of
the parameters. In principle, one would have to be absolutely certain about the values of the
calibrated parameters and only those parameters to which our knowledge (which we represent
by prior distribution) is uncertain shall be (Bayesian) estimated. Unfortunately, in our case (or
probably not only in our case, see Adolfson et al. (2007a, page 12)), this was not the motivation
for applying calibration to at least some of the parameters — we calibrated parameters which
cannot be estimated because of technical constraints.

1We refer here to practice, the formulated generalisation refers to the users of the DYNARE package (academic
communities), YADA package (ECB) and Riksbank. Generally, DSGE models do not have to be estimated with Bayesian
techniques and the manner of the Bayesian techniques application may be different than we suggest.

2We omit here (and further on in the presentation) the fact that some of the parameters of the model are estimated
separately with the use of SVAR models.
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6.1 Calibration of parameters

In the SOEP2°%° model, which as for the standards of estimated DSGE models may be deemed
to be large, about 80-90 parameters from a set of over 150 parameters are calibrated. The
calibration refers, among others, to 19 variances of the measurement errors of observable data,
27 parameters directly or indirectly characterising the steady state, 22 parameters characterising
the stochastic disturbance processes, 8 parameters centring the variables included in the SVAR
model, as well as 12 other parameters which from economic point of view may be treated as
important. Above enumeration omits zero covariance of measurement errors and a collection
of parameters related to the stochastic processes of observable disturbances (SVAR), yet, it
includes the values of parameters that are subject to structural changes (11) and those that are
determined by the specification (economic content) of the model. The percentage of calibrated
parameters is relatively higher, in reference to the estimated DSGE models developed in other
countries, but our model is larger and data sample remains short and non-homogenous. Thus

we face greater challenges than the authors of models in e.g. the euro area countries or the USA.

Due to the diversity of the parameters excluded from the estimation, no uniform procedure
has been applied to determine their values. In case of characteristics of steady state variables
that have their equivalents among observable data, the average values of the sample were the
main indicator. In a number of cases, the first approximations were the values assumed by other
authors of DSGE models, and in particular the assumptions made for the models of SOIEF""°,
MEDEA (Burriel et al., 2009), NAWM and RAMSES (Adolfson et al., 2009), however, we always
made attempts to verify such assumptions by experimenting with competitive values, i.e. we
tested the consequences of changes in the values of such parameters, making a sort of sensitivity
analysis, such as e.g. the authors of NAWM (Christoffel et al., 2007a, pages 44-45). At the initial
stages of the works over the model, we used Laplace approximation of marginal likelihood as
the criterion of assessment of the model, later we additionally applied the measures of accuracy
of ex post forecasts for the last 4-5 years of the sample, all the time controlling the dynamic
features of the model (impulse response functions).

The experiments proved that restrictions imposed on a DSGE model by virtue of calibration of
some of the parameters were very strong but in many cases failed confrontation with empirical
material. Seemingly small adjustments of calibrated parameters significantly influenced the
accuracy of forecasts, yet, they are not recognisable for other criteria (e.g. marginal likelihood,
impulse response functions). Small departure from the “typical” calibrated values of parameters

enabled us to improve the quality of the SOE™20%°

model, or at least its forecasting features,
without a major breach of its economic content. Despite the efforts, we are aware that there
is large spare capacity in that area and potential consequences of assuming wrong values
are serious. Specification of the most important calibrated parameters of the model has been
provided in Table 6.1. The specification omits the parameters obtained from estimation of SVAR

models.
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Table 6.1. Values of the most important calibrated parameters in the SO

EPL72009 model

[ Parameter | Value | Comments [ Source
@ 0.250 based on literature, verified by experiment
19 0.025 based on literature and sample means of the great ratios
B 0.9995 based on literature, verified by experiment
Ap 7.500 based on literature
A, 0.135 based on data
o 1.000 based on literature
o 10.620 based on literature
’Vﬂ( 0.400 based on literature, verified by experiment
v 0.600 based on literature, verified by experiment
u 1.0165 steady state determined by experiment
g, 0.190 steady state mean from the sample of share of consumption in GDP
Tk 0.0125 steady state empirically verified expert assessments
v 0.180 steady state average national insurance contributions
75 0.180 steady state average national insurance contributions
T° 0.1772 steady state mean from the sample of effective VAT rate
TP 0.0125 steady state mean relation of revenues from CIT to GDP
Ty 0.1301 steady state mean from the sample of effective PIT rate
w, 0.450 determined by experiment
w; 0.650 determined by experiment
w, 0.330 determined by experiment
(23 0.460 determined by experiment
Wiu 0.370 determined by experiment
Wpu 0.333 determined by experiment
Nfy 4.500 determined by experiment
Nfe 3.200 determined by experiment
Uye,x 0.6810 determined by experiment
Uge -0.0095 determined by experiment
b 0.6401 determined by experiment
3" 6.9682 determined by experiment
g, 1.1276 determined by experiment
A* 1.0000 conclusion from model assumptions
AT 1.0000 conclusion from model assumptions
Pe 0.700 determined by experiment
Py 0.100 based on literature, verified by experiment
Pa. 0.500 based on literature
Per 0.000 based on literature
Prc 0.900 based on literature, verified by experiment
(29 0.900 determined by experiment
P 0.900 determined by experiment
P goil 0.900 determined by experiment
cR? -1.3500 | observable variable adjustment determined by experiment
Riraj 0.0400 variance of measurement error expert assessments
otoczeni 0.0100 variance of measurement error expert assessments
P, 1 0.6774 change of regime determined by experiment
Pé1 0.6431 change of regime determined by experiment
Tl 0.7959 change of regime determined by experiment
041 1.7921 change of regime determined by experiment
Oers 0.1727 change of regime determined by experiment
Uﬁcil 0.3482 change of regime determined by experiment
w1 1.1366 change of regime determined by experiment
Pr1 0.7359 change of regime determined by experiment
[ 1.4497 change of regime determined by experiment
Ty -0.0100 change of regime determined by experiment
1 0.1783 change of regime determined by experiment

Source: Prepared by the authors.

6.2 Prior distributions and results of estimation

As it has been mentioned before, the DSGE model estimation is a two-stage process. At the first
stage we search for the values of parameters that maximise the value of the function, which
is given by the sum of the logarithms of the likelihood function and prior distribution. These
parameters represent the mode of posterior distribution and the stage is called optimisation.
At the second stage an attempt is made to generate a sample from (posterior) distribution of
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parameters by using e.g. an iterative algorithm in which the starting point is the distribution

modal value, and consecutive values depend on the Hessian obtained during optimisation.

Generation of such sample allows — among others — to better understand the scale of un-

certainty related to the estimated parameters. That piece of information may be used to asses

forecasts uncertainty. The formal aspects of Bayesian estimation, MCMC techniques and specifics

of Bayesian estimation of DSGE models have been shortly outlined in the first part of the paper.
Other recommended sources include i.e.: Osiewalski (2001), Koop (2003), Geweke (1999),
Geweke (2005), Hastings (1970), Chib and Greenberg (1995), Brooks (1998), Brooks and
Gelman (1996) and Schorfheide (2000), An and Schorfheide (2005), Canova (2007), Warne
(2009), Fernandez-Villaverde (2009), providing the details of the use of Bayesian techniques in

DSGE models estimation.

Table 6.2. Results of estimation — characteristics of prior and posterior distributions

Para- Prior distribution Optimisation results | Sample form posterior distribution
meters [ Type [ CVal [ Std/DF | Mode | InvH | Mean | Mode [ Median [ 5% perc. | 95% perc. |
Price rigidities
Ew Beta 0.600 0.100 0.558 0.079 0.558 0.547 0.557 0.427 0.690
&4 Beta 0.600 0.100 0.790 0.026 0.794 0.790 0.795 0.749 0.837
me Beta 0.600 0.100 0.677 0.057 0.675 0.672 0.675 0.573 0.774
Emi Beta 0.600 0.100 0.687 0.062 0.683 0.690 0.685 0.576 0.783
mx Beta 0.600 0.100 0.554 0.081 0.552 0.562 0.553 0.416 0.687
& Beta 0.600 0.100 0.527 0.060 0.530 0.530 0.530 0.431 0.631
£, Beta 0.600 0.100 0.698 0.034 0.701 0.704 0.704 0.641 0.755
K, Beta 0.500 0.140 0.417 0.124 0.423 0.385 0.419 0.231 0.628
K4 Beta 0.500 0.140 0.164 0.062 0.171 0.146 0.164 0.079 0.286
Kpne Beta 0.500 0.140 0.441 0.144 0.446 0.402 0.440 0.228 0.682
K i Beta 0.500 0.140 0.291 0.113 0.310 0.278 0.297 0.138 0.529
K Beta 0.500 0.140 0.350 0.123 0.357 0.333 0.347 0.172 0.577
K, Beta 0.500 0.140 0.202 0.081 0.215 0.175 0.204 0.095 0.375
Foreign exchange rates and energy prices effects
vE TNor 0.125 0.075 0.150 0.068 0.125 0.122 0.121 0.021 0.240
~§ InvG 0.125 2 0.382 0.206 0.610 0.295 0.429 0.184 1.483
~Z InvG 0.125 2 0.190 0.063 0.196 0.164 0.186 0.109 0.318
bu Beta 0.250 0.150 0.217 0.114 0.208 0.133 0.193 0.051 0.421
be Beta 0.250 0.150 0.196 0.082 0.182 0.202 0.180 0.053 0.316
Interest rate rule
Pr2 Beta 0.800 0.085 0.820 0.035 0.825 0.829 0.827 0.768 0.877
oo TNor 1.700 0.150 1.800 0.124 1.798 1.782 1.795 1.596 2.010
Tan TNor 0.300 0.065 0.237 0.031 0.234 0.231 0.234 0.184 0.286
Teo Norm | 0.000 0.065 -0.022 0.017 -0.020 -0.015 0.020 -0.048 0.005
Tyo Norm 0.125 0.065 0.128 0.057 0.130 0.120 0.128 0.039 0.225
Ay TNor | 0.075 0.065 0.128 0.033 0.128 0.124 0.127 0.072 0.187
Markets organisation, technological progress
Ay TNor 1.100 0.075 1.150 0.060 1.142 1.121 1.137 1.055 1.241
Ad TNor 1.200 0.075 1.213 0.063 1.204 1.209 1.203 1.098 1.311
Ame TNor 1.200 0.075 1.299 0.052 1.290 1.286 1.290 1.199 1.383
Am TNor 1.200 0.075 1.160 0.071 1.146 1.119 1.139 1.033 1.283
e InvG 5.000 2 3.740 0.454 3.861 3.723 3.792 3.146 4.813
; InvG 5.000 2 3.964 0.607 4.454 3.777 4.097 3.271 5.880
Ny InvG 5.000 2 4.544 0.861 4.800 4.362 4.622 3.540 6.637
Wy TNor 1.008 0.002 1.008 0.001 1.008 1.008 1.008 1.007 1.009
Uy TNor 1.008 0.002 1.007 0.001 1.007 1.007 1.007 1.005 1.009
Characteristics of disturbances

Pr Beta 0.700 0.100 0.773 0.052 0.774 0.785 0.777 0.683 0.855
Psx Beta 0.900 0.100 0.957 0.044 0.953 0.999 0.971 0.848 0.999
Py, Beta 0.600 0.100 0.592 0.097 0.593 0.607 0.596 0.430 0.748
Py Beta 0.600 0.100 0.586 0.099 0.583 0.573 0.585 0.412 0.741
Py Beta 0.750 0.100 0.778 0.053 0.778 0.774 0.782 0.683 0.862
Peh Beta 0.750 0.100 0.625 0.102 0.612 0.629 0.614 0.436 0.782
0 me Beta 0.750 0.100 0.685 0.101 0.678 0.698 0.685 0.498 0.833
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Para- | Prior distribution | Optimisation results | Sample form posterior distribution
meters [ Type | CVal [ Std/DF | Mode | InvH [ Mean [ Mode [ Median | 5% perc. | 95% perc. |
P ymi Beta 0.700 0.100 0.544 0.114 0.557 0.555 0.558 0.370 0.739
Pyx Beta 0.500 0.100 0.633 0.092 0.617 0.631 0.623 0.453 0.761
P2 Beta 0.666 0.100 0.584 0.102 0.561 0.565 0.563 0.396 0.714
Pges Beta 0.666 0.100 0.571 0.081 0.582 0.602 0.583 0.449 0.711
o, InvG 0.750 2 2.043 0.382 2.107 1.971 2.060 1.524 2.843
oy InvG 0.750 2 0.663 0.095 0.675 0.639 0.664 0.532 0.856
[o InvG 0.750 2 0.359 0.055 0.372 0.361 0.365 0.285 0.483
Oy, InvG 0.500 2 0.277 0.047 0.287 0.264 0.282 0.214 0.379
Opy InvG 0.500 2 0.425 0.121 0.489 0.396 0.445 0.289 0.794
O InvG 0.500 2 0.687 0.079 0.707 0.697 0.700 0.582 0.855
Oh InvG 0.500 2 0.295 0.058 0.306 0.289 0.298 0.220 0.418
0,d InvG 0.750 2 0.844 0.102 0.869 0.846 0.860 0.707 1.062
O yme InvG 1.000 2 0.773 0.205 0.856 0.757 0.810 0.537 1.322
O ymi InvG 1.000 2 1.484 0.261 1.547 1.417 1.513 1.104 2.101
O ymx InvG 1.000 2 5.961 1.531 6.304 5.425 6.055 3.954 9.553
Ox InvG 1.000 2 2.546 0.436 2.682 2.423 2.610 2.025 3.570
Oy InvG 0.750 2 0.380 0.064 0.392 0.384 0.385 0.296 0.515
0;; 5 InvG 1.000 2 2.129 0.504 2.180 2.088 2.115 1.443 3.139
O';k InvG 0.010 2 0.012 0.006 0.021 0.010 0.015 0.007 0.051
s InvG 0.025 2 0.031 0.015 0.053 0.025 0.037 0.018 0.134
T il InvG 2.000 2 2.688 1.274 2.994 2.220 2.791 1.440 5.208
ORa InvG 0.250 2 0.195 0.031 0.205 0.192 0.202 0.155 0.263
Txc o InvG 0.250 2 0.466 0.205 0.467 0.371 0.442 0.216 0.802
Source: Prepared by the authors.

Note: Nrm — normal distribution, InvG — inverse Gamma distribution, TNor — truncated normal distribution; for
the inverse Gamma distribution the modal value and the number of the degrees of freedom have been specified. HInv
— approximation of standard deviation from the assessment of parameter based on Hessian inverse. CVal — central
value.

Calibration of parameters does not solve all the problems which appear during the optimisation,
e.g. selection of an effective algorithm for optimisation®. We also continue to stick to conditional
estimation — optimisation takes place in the presence of the expert knowledge introduced
formally with prior distribution. The type of prior distribution assumed for particular parameters
results from knowledge about the allowed interval of values of the parameters, therefore, on
a standard basis there is assumed Beta distribution for e.g. Calvo probabilities or correlation
coefficient (AR processes of the shocks), an inverse Gamma distribution for variances of distur-
bance innovation, normal distribution for parameters that may assume any values, etc. Variances
(degrees of freedom) of prior distributions have been defined such as to prefer information
included in the sample (unless we had a stronger belief regarding the value of the parameters
and the sample proved to be sufficiently informative)*. The central values of the distributions,
however, proved to be debatable. As in the case of calibrated parameters, extensive literature
describes the experience of the authors of Bayesian estimated DSGE models®, of which we have,
of course, availed while verifying our own analyses and beliefs. Also in this case it appears that
relatively small changes in the central values of distributions, completely undistinguishable for an

30ften applied by researchers, implemented in Dynare and YADA packages, csminwel algorithm by Ch. Sims (provided
by the author on the Internet site in the form of Matlab scripts, also available in the form of C++ function) proved to be
ineffective in our case. After several experiments it appeared that the unconditional optimisation algorithm implemented
in the optimisation toolbox of Matlab deals much more effectively with the extreme’s determination, however, at the
cost of considerable longer time of computation.

41t is worth to remember that reaching for Bayesian techniques is not always the consequence of the Bayesian point
of view or Bayesian beliefs of the authors. Sometimes, as in this case, the Bayesian procedures are applied instead of the
classical procedures, due to the fact that the available sample does not include a sufficient amount of information to
carry out the traditional estimation (flat likelihood function). Instead of additionally extending the set of calibrated
parameters, we avail of techniques that slightly reduce the arbitrariness of the study. Therefore, pragmatic considerations
are decisive.

SGrabek et al. (2007, pages 69-70) present several examples drawn from the DSGE models with structure similar to
SOEPL209 1p the specification provided there, prior distributions of models built before 2006 are available.
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expert, are important — they impact the characteristics of the model and its forecasting features.
The final result of our research — a complete set of assumptions regarding prior distributions,
as well as assessments of parameters and approximations of standard errors arrived at during

optimisation have been provided in Table 6.2.

Table 6.2 provides also selected characteristics of the distribution received as a result of the
application of Metropolis algorithm (in the random walk version), which generates a sample of
distribution convergent toward posterior distribution. During the second stage of the estimation
procedure, Markov chain of the length of 750,000 elements has been generated, while the data
presented in the Table have been taken from a sample of 500,000 elements remaining upon the
rejection of the first 250,000 elements. Already a superficial analysis of the values of parameters
for the modal value received from optimisation and determined from the Markov chain reflects
a considerable divergence between the corresponding values, suggesting lack of convergence.
More thorough convergence analyses (logarithms of posterior probability for the elements of
the chain, Geweke tests for the particular parameters, test statistics based on cumulated sums,
etc.) provided additional doubts as to whether the convergence is actually present. Due to
limited resources at our disposal we could not further generate the chain®. Therefore, during
further works we used only the point estimates of parameters originating from the first stage of
estimation — optimisation. Generally, a significant issue of the uncertainty of parameters at the
current stage of the works has not been completed — we shall come back to the issue after the

existing technical limitations has been reduced.

6.3 Assessment of parameters — conclusions

6.3.1 Steady state

When all the disturbances (shocks) described in the model expire, the economy reaches a
steady state. Then, all the nominal categories grow at an identical rate determined by the
calibrated parameter u. The annualised value of the parameter implies the growth rate at the
level of about 6.6%. The division of the value dynamics into the dynamics of volume and prices
is identical for all the growing categories, except investments. The division depends on the
estimated parameters characterising the growth rate of technical progress u, and u,,, as well

as the calibrated share of capital in a product (@ — parameter of Cobb-Douglas production

6As an example, the authors of the SOEF" model generated a chain of the length of 700,000-800,000 elements
using 500,000 end elements for inference see (see Adolfson et al., 2005b, page 28). On the other hand, S. Schmitt-Grohé
and M. Uribe used the end 4,000,000 elements from a chain of 10,000,000 elements for a significantly smaller DSGE
model (see Schmitt-Grohé and Uribe, 2008, page 16). The characteristics of posterior distribution of the NAWM model
(ECB) have been determined based on a chain of the length of 500,000 elements (with first 50,000 elements rejected),
however, convergence was tested with the use of four parallel chains of the length of 500,000 elements each (see
Christoffel et al., 2007a, page 42). In the DSGE model built for the Central Bank of Hungary, the Metropolis procedure
was used for generation of two Markov chains of the lengths of 300,000 elements, and for reasoning a sample of 500,000
elements was used, originating from the merger of the last 250,000 elements of each of the chains (see Jakab and Vilagi,
2008, page 19). Reviewing the descriptions of other Bayesian estimated models, it is hard to resist the feeling that some
of the authors of the DSGE models treat convergence in a sort of ritual manner — this is a qualitative difference with
regard to the conduct of researchers specialising in the Bayesian techniques.
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function) and amounts to about 2.5% of inflation and about 4.1% of volume dynamics’. The
annual interest rate of about 7.1% corresponds to those values.

In all the DSGE models we are aware of, the steady state level of interest rate has very high
values. Formally, this is so because its level derives from the value dynamics (u), discount and
the rate of tax on capital in steady state. Within that logic, whilst expecting volume growth
dynamics at the level of 3-4% and inflation at about 2%, it is hard to arrive at interest rate

lower than 5-6%, even if the discount implies the minimal weight applied to the future and

the tax on capital is quite arbitrarily assumed at low values (or even zero, see Adolfson et al.

(2009, page 29)). There is only one interest rate present in the model, no difference exists
for the rate of the central bank, deposits, loans, short- or long-term rate®, while observable
equivalents are three-month rates in the interbank market (Wibor, Euribor). In order to at least
slightly compensate for this inconsistency, in the block of measurement equations of the model
adjusting constants have been introduced. It has been determined by experiment (taking into

account the quality of forecasts and marginal likelihood) that adjustment compliant with data

for the domestic interest rate amounts to 1.35%, 3.4% for the euro area and 2.5% for the USA.

Therefore, by and large, interest rates in Poland shall be by about 2 p.p. higher than the rates in
the euro area in steady state. Corresponding adjustments have also been introduced to the GDP
growth rate and inflation in the euro area and in the USA’.

Also the share of trade in GDP may raise doubts. In steady state net exports amount to zero
and the share of import in GDP has the level of about 36%, which is below the values that
we have observed (we expected the value of about 40%). In reference to the previous version
of the SOE* model this is, however, a considerable progress (we earlier had less than 29%)
achieved thanks to the explicit consideration of import intensity of exports. Nevertheless, the
model continues to omit import intensity of government consumption, so there are reasons for
underestimated share of trade in GDP

The values of the most important variables and proportions in the steady state are presented
in Table 6.3. In the Appendix we present an example forecast with a very long horizon, which
(among others) reflects the rate of convergence toward the steady state.

Table 6.3. Values of selected variables and the great ratios in steady state

[ Parameter [ Value | Comments |
Annual growth rate of technological progress | 0.041181 | annualised u,+
Annual growth rate of total investments 0.050825
Annual inflation rate 0.025424 annualised 7
Annual interest rate 0.070696 R
Share of consumption in GDP 0.626330
Share of investments in GDP 0.183670
Share of government consumption in GDP 0.190000 g,

Share of import (export) in GDP 0.359007

Source: Prepared by the authors.

7The carried out experiments, e.g. with higher value dynamics u, brought about higher inflation (instead of growth),
generating at the same time larger ex post forecast errors. Also the received approximation of the marginal likelihood
did not provide arguments for such solution.

8Based on the structure of the model, all of the transactions have the horizon of one quarter.

°For inflation this was 0.25 p.p. in the euro area and 0.25 in the USA; for the annualised GDP dynamics it was 2.00
p.p. for the euro area and about 1.332 p.p. for the USA.
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6.3.2 Structural changes

The SOEP2°? model allows for structural changes regarding monetary policy, exchange rate
policy and labour market characteristics. We have assumed that due to official introduction of
direct inflation targeting in Poland in 1999, interest rate rule parameter values may have changed.
This concerns also characteristics of inflation target disturbance. Already before introduction of
targeting, exchange rate regime had gradually been shifting towards free float, which — in our
opinion — affected the exchange rate risk premium shock (characteristics of a stochastic process).
Additionally, we assume that introduction of a new pension system and health insurance system
in 1999, with stricter control of the flow of contributions and pension entitlements, affected the
level of wage markup in steady state and the characteristics of the stochastic process governing
this markup. In both cases, we assumed for simplicity the simultaneous occurrence of such regime
changes as from the second quarter 1999. The experiments showed that more refined defining
of moments of change, better reflecting the historical events, practically does not affect the
marginal likelihood and the forecasting features of the model, however, leads to a considerable
elongation of the time of computation. Therefore, we have assumed the simplification.

Searching for further structural changes, the year of Poland’s accession to the European Union
was also tested, as the possible moment of further structural changes (covering i.e. the labour
market, budget expenditures, effects related to exchange rate). The results of experiments have
not confirmed such assumptions'®. As a result there are two regimes present in the model,
while change appears at the beginning of the sample, which has an advantage of decreasing
the heterogeneity of the sample, enabling at the same time slightly better identification of
parameters in the second regime. A more radical solution — estimation starting from the year
2000 — seemed to us to be too costly. A drawback of the assumed solution is, however, a dozen
or so additional parameters to be estimated or calibrated. Finally, we decided to calibrate the
parameters for the first regime, based on the results of experiments made earlier. In the above-
presented tables, the changing parameters have been identified with subscripts, respectively 1
and 2 for the given regimes. In Table 6.4 we present a specification of parameters whose values

change in effect of structural changes.

From a formal point of view, the method of representation in the model of the aforesaid structural
changes gives the changes deterministic nature, however, unforeseeable by the agents. This
simplification results from the applied technique!!. We think that the simplification may be,
however, rationalised by reference also to subject-matter arguments. The introduction of the
social security system reform (affecting the labour market) and changes in the strategy of
monetary policy was announced earlier and in the world of rational agents everybody was aware
of that. The information had both a general and qualitative nature. The actual consequences

of such activities were not known even to the authors of the reforms and in that sense the

10The scope of the experiments made by us was, obviously, limited and several hypotheses remain open. As an
example, the authors of the Hungarian DSGE model, when estimating their model for two regimes of monetary policy,
also arrived at large differences of Calvo probabilities and indexation parameters (see Jakab and Vildgi, 2008, page 21).
Yet, we have not verified that issue.

1 0ther authors model structural changes with the use of stochastic switching Markov chain, see e.g. (Justiniano
and Primiceri, 2006; Lou et al., 2007; Sims and Zha, 2005). It is also proposed to estimate two models in separate
sub-samples (Smets and Wouters, 2007).
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resultant of all of the changes was unforeseeable, particularly, while speaking about the values
of deep parameters. However, the phenomenon of the growth of general uncertainty of the agent
actions in face of the expected complex structural changes has been omitted. The effect may
be compensated by defining a set of anticipated disturbances — yet, we have left that issue for

separate study.

Table 6.4. Parameters changing values as a result of structural changes

Parameter Regime 1 Regime 2
| (calibrated value) (optimised value)
Wage markup
A 1.1366 1.1504
Pa, 0.6774 0.5839
O, 0.7959 0.3802
Risk premium
P 0.6431 0.5712
[ 1.7921 2.1293
Interest rate rule and inflation target
Pr 0.7359 0.8204
. 1.4497 1.7995
T -0.0100 -0.0219
ry 0.1783 0.1284
Ter 0.1727 0.1949
O zc 0.3482 0.4658

Source: Prepared by the authors.

From the data provided in the Table 6.4 it appears that the changes in monetary policy discussed
here have been interpreted by agents as the increase in interest rate sensitivity to inflation
fluctuations (also in reference to other determinants of the interest rate defined in the rule).
With increase in the variance of interest rate shock, also the persistence of the interest rate
increased. On the other hand, after the year 1999 the inflation target (innovations) has also
featured larger variance. At the same time the variance of exchange risk premium innovation
increased with simultaneous decrease in the disturbance’s persistence. More transparent seem
to be the changes in the labour market, where tightening of the insurance system meant the
increase in the level of markup with decrease in the innovation variance and persistence of
the disturbance. The effects of such changes for the impact of the disturbances on observable
variables are illustrated by variances decompositions and reaction functions presented further
herein.

6.3.3 Nominal rigidities

A distinguishing feature of a DSGE model based on the paradigm of a new Keynesian school is the
presence of nominal rigidities — delays in the adjustment of prices. While modelling the rigidities

of prices (wages) in the SOE"-~20%

model, we have applied the Calvo model supplemented with
the mechanism of dynamic indexation, discussed earlier in more detail (see e.g. equation (4.17)).
In Table 6.5 there are specified the assessments of parameters characterising Calvo rigidities.
For comparison, there have been provided assessments of analogical parameters (modal value)
received from the earlier version of the SOE™ model (see Grabek et al., 2007), the RAMSES
model (case with UIP condition analogical as in the SOEP*"20% (see Adolfson et al., 2007a,

page 25), SOEF"° model of the euro area (case with variable utilisation (see Adolfson et al.,
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2005b, page 58), and NAWM ECB (see Christoffel et al., 2007a, page 82), as well as the values
characterising rigidities for the Hungarian economy (see Jakab and Vilagi, 2008, page 23) for
the case of carrying out the strategy of direct inflation target. The cited values comply with the

modal value of posterior distribution or median (RAMSES).

From the Table 6.5 it results, generally, that the SOE™~2°% model describes economy with a
more flexible wages and prices than the models of the euro area, Sweden or Hungary — at
least prices are less susceptible to marginal costs’ changes'2. The difference is particularly visible
in the labour market, however, more persistent indexation mechanism lowers the effects of
shorter delay in re-optimisation of wages. Interesting are also changes in the assessments of
parameters in the subsequent versions of the SOEF", model: the version estimated in 2006
reflected relatively stronger adaptative indexation of the prices of domestically manufactured
products; now the x; parameter characterising the effect of inertia is minimal, so with slightly
longer periods between the subsequent re-optimisations indexation takes place mainly based on
the expected (instead of former) prices. Obviously, the change results also from a change in the
specification of the model, so we have no grounds to claim that the prices setting mechanism

has changed e.g. after the accession to the European Union.

Table 6.5. Rigidities of prices and wages in the chosen DSGE models

[ Parameter | SOEP T SOE™ 2 | RAMSES | SOE™® [ NAWM (EBC) | MNB model |

Calvo probability

& 0.558 0.586 0.752 0.716 0.765 0.711
&4 0.794 0.680 0.838 0.895 0.920 -
Eme 0.675 0.585 0.901 0.523 -
Emi 0.683 0.617 0.944 0.743 -

o 0.552 - - - - -

. 0.530 0.600 0.883 0.630 0.770 0.827

Dynamic indexation parameter

K, 0.417 0.350 0.313 0.453 0.635
K4 0.164 0.434 - 0.173 0.417
Kme 0.441 0.439 - 0.128 -
K i 0.291 0.440 - 0.192 -
Knx 0.350 - - - -
K 0.202 0.508 - 0.148 0.489

Source: Prepared by the authors; detailed information in the text of the paper.

2Christoffel et al. (2007a, page 43) mention that Calvo probability £ and the average time between price re-
optimisation ﬁ implied by the value does not necessarily inform about the scale of nominal rigidities because in the
Phillips curve built on the basis of the Calvo model, real and nominal rigidities may not be identified (discriminated)
separately.
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7
Variance decompositions, impulse response functions and
estimation of disturbances

7.1 Variance decompositions

In the following Tables (7.1-7.4) we have presented variances decompositions (formally —
forecast errors), separately for regime I covering the period up to the first quarter of 1999
(Tables 7.1-7.2) and regime II characterising the relationships observed in the other part of the
sample (Tables 7.3-7.2). As we have mentioned before, all of the calculations were made for
parameter values corresponding to the modal value of posterior distribution determined at the
stage of optimisation (we omit the uncertainty of parameters). The horizon has been limited
to short-term and medium-term period (maximum 20 quarters), which from the point of view
of the current applications of the model seems to be sufficient. For longer horizons, the results
depend on model specification. Real growing variables are determined with non-stationary
disturbances, while the rest of them — with disturbance of the largest persistence. In the earlier
versions of the SOE™™ model, as well as in the SOEE"° model, this was the disturbance of the
inflation target (the calibrated autocorrelation coefficient amounted then to 0.975-0.985). In
the current version, the largest persistence is reflected by foreign variables which constitute the
SVAR!. Certainly, this does not seriously affect the steady state or short- and mid-term model

I The aforementioned experiments (sensitivity analyses) showed that autocorrelation of inflation target disturbance at
the level of 0.975-0.985 deteriorates the quality of forecasts, therefore, a slightly lower value of the parameter (0.900)
has been assumed. Higher persistence has been achieved by estimation of the characteristics of AR(1) process for an
asymmetric shock and by constructing relations between world’s economy SVAR model and the basic part of the model
(real dollar/euro rate). It is the real dollar/euro rate that currently determines the joint persistence of the observable
external disturbances.
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dynamics we are the most interested in.

The data gathered in the Tables present the role of 17 single structural disturbances and two
blocks of shocks. The block of external/foreign shocks covers all of the (observable) disturbances
characterising the euro area and the USA, present in the SVAR model. In the block of fiscal
disturbances all of the disturbances modelled with the use of SVAR model and additionally
structural disturbances of national insurance contributions and capital tax have been jointly

reflected.

The first general observation refers to the scale of impact (share) of fiscal variables and foreign
variables on the observable variables. Comparing variances decompositions received in the
previous versions of the SOE”" model (see Grabek et al., 2007, pages 100-101) with the current
version of the model, the growth of importance of the aforesaid shocks is clearly visible. The
marginal role of impulses originating from the world’s economy was one of the most important
deficiencies of previous versions — the effects observed earlier (at the level of 1-3%) were
inconsistent with the concept of a small open economy. Therefore, the currently observed results
are quite interesting, although we think that this time the effects have been overestimated.
The growth of importance of fiscal disturbances is also visible, however, it still seems to be
underestimated. Yet, this is — at least partially — caused by the very structure of the DSGE
model (a Ricardian household, no resource effects related to public debt, etc.).

7.1.1 Regime I

In the short run (1-4 quarters), the main inflation determinant before 1999:2 was the situation
in the labour market (wage markups), markups in the market of domestic products (GDP deflator,
CPI) and markups on the imported investment goods (investment deflator). Additionally, the role
of fiscal shocks with regard to CPI is visible. Along with the extension of the observation horizon
(8-20 quarters), the impact of disturbances originating from the world’s economy, the inflation
target disturbances and technological disturbances (stationary in investments) is growing. In
the same regime, GDP depends (on short-term basis) on external factors (which quickly abate)
and on domestic shocks related to foreign trade (exchange rate risk premium, export markups,
markups on the import of export components). Further, fiscal factors, markups on domestic
intermediate products and wage markups manifest themselves. Along with the longer horizon
of analysis, the impact of technological disturbances (stationary and non-stationary) has been
growing, with the maintained role of shocks originating in the labour market.

According to the data provided in Table 7.1, short-term consumption is determined by distur-
bances in consumption preferences, the role of which abates in the subsequent quarters, as well
as by disturbances in the wage markup (here we observe an inverse trend). Also a moderate
influence of fiscal disturbances may be perceived in mid-term horizon (8-12 quarters). Along
with the extension of lag, the impact of stationary technological disturbance and non-stationary
disturbances in investments has been growing. In the case of investments, a dominating role is
played by stationary technological disturbances in investments (non-stationary disturbance in a
longer horizon). Additionally, with a lag of 4-12 quarters, the impact of shocks on wage markup
and consumption preferences may be observed.
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The disturbance of markups in the labour market — in regime I — is the most important determi-
nant of employment and real wages, particularly in shorter horizons. Employment fluctuations
are also triggered by the shocks of consumption preferences and labour supply (2-12 quarters),
fiscal shocks (8-20 quarters) and technological shocks (stationary in investments, in the long-
term horizon). On short-term basis (1 quarter) important are also: stationary disturbance in
technology, export markups, exchange rate risk premium and internal disturbances. Real wages
fluctuations result (beside of wage markup shocks) in a short-term period from fluctuations of
labour supply preferences and domestic product markups. In a longer period, technology is a

dominating factor.

The real exchange rate of US dollar and the interest rate seem to be dominated by external
disturbances along the whole horizon. Interest rate reacts also to fluctuations in labour market
markups and inflation target, and in the short period the interest rate shock, exchange rate risk
premium and export markups are important as well. The real exchange rate in the short run (1-4
quarters) reacts to exchange rate risk premium, export markups and markups in consumption
import. “Fundamental” domestic factors affecting the real exchange rate of the dollar on a

mid-term basis are clearly missing.

7.1.2 Regime II

In regime II, in the short run inflation depends on the inflation target, markup on products
manufactured domestically (markup of imported investment goods in the case of investment
deflator), fiscal disturbances (in the case of CPI) and foreign variables (whose impact grows in
time). In the horizon of 1-4 quarters, also wage markup is important, however, generally the
role of these disturbances (compared to regime I) clearly decreased, particularly in a mid-term
horizon. Drop of importance of wage markup is also observable for GDP. Similarly as in regime
I, in a short period of time GDP variance results from disturbances in the markup of products
manufactured domestically and disturbances related to foreign trade (external disturbances,
export markup, risk premium). Impulses coming from the labour market are slightly more visible
with a lag of 4-12 quarters. Yet, this time technological disturbances (stationary in investments,

non-stationary) and disturbance in labour supply preferences are more important.

The lowering importance of wage markup disturbance is also confirmed in the case of con-
sumption and investments. In regime II, in the short-term horizon (1 quarter), consumption is
clearly impacted only by the shock of consumption preferences and domestic products markups.
Roughly 8-9 shocks (e.g. external shocks, stationary shocks in technology, fiscal shocks, inflation
target shocks) have the remaining 50% share in the variance (of forecasts errors), while none of
them brings about a stronger impact. In a longer horizon — as in regime I — consumption clearly
depends on fiscal and technological shocks. The role of wage markup disturbance has been
taken over, to some extent, by the disturbance in labour supply preferences. For investments,
stationary investment disturbance remains the main determinant on short- and mid-term basis.

The importance of non-stationary shocks is growing along the horizon.

Conclusions formulated when discussing factors affecting employment and real wages in regime
I remain valid for regime II. We only observe — as in the previous cases — a lower role of wage
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markup disturbance, with only a partial take-over of the impact by the disturbance in labour
supply preferences.

Although one of the phenomena motivating separate treatment of the two regimes were changes
in the currency market, it is hard to perceive larger changes in the group of the most important
shocks affecting the real exchange rate of the dollar. As before, external disturbances are
dominating. In a very short horizon (1-4 quarters), we may talk about the role of markups in
export, consumption goods import and import of export components as well as risk premium.
The influence of interest rate disturbance, even in the short-term horizon, is small (3.6% for
the first quarters and dropping) — it is smaller than the influence of fiscal disturbances (about
5.9-5.0% for 1-12 quarters). On the other hand, the consequences of the adoption of the
strategy of direct inflation target are bit clearer. The importance of inflation target disturbance
grew and the impact of monetary policy shock is stronger (but only in the first quarter, in further
quarters a drop may be observed). Clearly, the impact of wage markup disturbance is lower,
while higher is the share of external disturbances.

Thus, investigating the structure of the impact of disturbances in both regimes in a general
way, we see that from the point of view of variance decompositions the essence of changes that
occurred in 1999 was a sort of breakdown in the institutional structure responsible for setting
the price of labour. This phenomenon seems to be the most important, despite hardly spectacular
manifestation (see the respective values of parameters in Table 6.4). In some cases the function
of wage markup disturbance was taken over by the disturbance in the labour supply preferences,
which may suggest that institutional phenomena have been supported by phenomena related to
preferences. Nevertheless, wage markup disturbance is non-identifiable from the point of view
of specification of the structural form of wage equation — discrimination requires relatively
extensive expert knowledge (introduced by the specification of prior distribution at the stage of
estimation), so it is hard to talk about tangible evidence.
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7.2 Impulse response functions

Figures 7.1-7.19 present the responses of selected observable variables to specified structural
disturbances of the SOE2% model, i.e. impulse response function (IRF). Impulse response
functions take into account the existence of all of the simultaneous and lagged interrelations
among model variables, persistence of impulses and (in the case of observable disturbances)
the possible correlation between the disturbances. It is, thus, an illustration of the dynamic
characteristics of the model and the consequences of interrelations present in the model. The
tool is used both for diagnosing the very model (enables to better understand the functioning
of the model, detect the possible incoherence) and — assuming that the model is an adequate
description of a fragment of reality — for the provision of information about the effects of dis-
turbances, key reactions to macroeconomic policy variables (direction, strength, lag distribution,
etc.).

As in the case of decomposition of forecast error variances, impulse response functions presented
further herein have been determined for the point estimates of parameters corresponding to
the posterior mode. Thus, the effects of uncertainty of parameters have not been included. The
impulse has the value of one standard deviation and lasts one quarter, taking into account
autocorrelation of the disturbance. So, although each time the impulse is different, it complies
with the values typical for the sample (see Tables 6.2 and 6.1).

For observable variables expressed in annualised form as a percentage (GDP deflator, investment
deflator, CPI, inflation in the euro area, inflation in the USA and interest rates), IRF graphs
present deviations from the steady state calculated in percentage points®. Impulse response
functions of observable real variables (GDB consumption, investments, consumption, export,
import, real wages), as well as exchange rates and employment are characterised with percentage
deviations from the steady state. Each of the response functions is presented for both regimes
included in the SOE 2% model, thus, it must be remembered that differences in responses to
some of the shocks result also from differences in the sizes of impulses and autocorrelations of
impulses.

From the point of view of the purpose for which the SOTEP"2°*° model has been built, interesting
are the impulse response functions enabling the analysis of the characteristics of monetary
transmission mechanism, i.e. response of the economy to monetary impulse (interest rate),
inflation target and risk premium. The impulse response functions of the monetary disturbance
(Figure 7.15) have standard characteristics, foreseen by the authors of DSGE models. Increase in
domestic short-term interest rate following the impulse is transferred to the nominal and real
exchange rate, whose appreciation leads to a drop in exports. The increase of import is, however,
limited due to the income effect — rational forward looking agents reduce investments and
consumption, which is translated into a drop of GDB employment and wages (with multiplier
effects for consumption and import). Due to the fact that dropping export comprises an import
component, which to some extent may substitute the domestic component, import fluctuations

2In technical sense, the method of presentation of the response function for growing variables enables their treatment
as the so called cumulative interim multipliers. They inform about the cumulative (in time) effect of the studied impulse
on growing observable variables.
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occur in the first quarters. Domestic currency appreciation, decrease of aggregated demand and
wages result in a drop of inflation®. Domestic prices, although rigid, include a currently optimised
component, so domestic inflation reacts without a lag*. Comparing the response functions for
the two regimes we shall notice that a relatively small change in the size of monetary impulse is
accompanied by quite a considerable change of the scale of variables responses — in the second
regime both prices and real categories react more suddenly to the impulse — in the case of CPI,
the maximum response nearly doubled. Characteristic is the fact that this has not significantly
affected the time of shock absorption — it is similar in both regimes.

Also responses to exchange rate risk premium impulse seem to be similar to the responses
received in the class of models assuming forward-looking behaviour of agents and motivating
the exchange rate changes with uncovered interest rate parity (UIP). In such a situation a
growth in risk premium results in immediate depreciation of (nominal and real) exchange
rate, leading to a growth of prices of imported components of consumption, investment and
export goods. This brings about a fast reduction of import and increase in export. Moreover,
imported components are being replaced with domestic components, which despite the drop of
consumption and investments result in an increase in GDP and employment. With increase in
demand for domestic products also the prices of domestically manufactured goods rise, so an
interest rate increase is inevitable. Absorption takes place quite quickly — e.g. the fast response
of interest rate to premium disturbance eliminates the scale of depreciation. A change in regime
that — according to the estimation results — took place in 1999, practically did not change
the responses of most of the observable variables to premium shock (including inflation), with
the exception of consumption and investments (with weaker responses in the new regime) and

employment.

Another impulse response function that is interesting for the central bank — the IRF of the
inflation target disturbance (see Figure 7.14) — describes the consequences of unexpected
emergence among the manufacturers and consumers of a belief (expectations?) as to the (tem-
porary) higher inflation (inflation target). Due to the fact that the inflation target is a basis
for indexation of prices and wages in economy — which is its basic function — inflation rises
automatically, while that increase exceeds the scale of the shock. Despite the fact that, in the per-
ception of agents, higher inflation target considerably alleviates interest rate policy (the central
bank accepts higher inflation levels), multiplier effects pushing inflation up above the current
target force an increase in interest rate. The real exchange rate strengthens upon relatively
large but short-lasting depreciation (only slightly affecting export) — thus, the consequences of
the expected interest rate increase prevail. Temporary exchange rate depreciation stimulates
export and output, but after the increase in interest rate and exchange rate appreciation, output,
consumption, investment, export and import fall. The impulse response functions of inflation
target may, thus, be treated as an illustration of the costs of inflation suppression, when such

phenomenon intensifies. Benefits (increase in production, consumption, etc.) abate quickly,

3In the categories of a theoretical model, whose structural form we have presented in the Appendix, the sequence
of events is initiated with a growth of marginal income utility (a consequence of interest rate growth), which leads to
immediate reduction of consumption.

4On the other hand, the cost of working capital bind directly the marginal cost of domestic manufactured products
with interest rate. In this case the interrelation diminishes the anti-inflation effects of monetary disturbance.
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while costs (higher inflation, drop in employment, output) are perceptible much longer. The new
regime that appeared post 1999 caused much stronger positive reactions of output, consumption
and investments in the first quarters. The reactions were strong enough to result in a temporary
increase in employment and real wages (which has not been observed in the first regime). In
subsequent quarters the responses of variables are similar in both regimes.

In the group of stationary technological disturbances (TFB investment-specific and asymmetric
disturbances), the first of them (see Figure 7.1) represents an increase in total factor productivity
leading to a decrease in the marginal costs of domestic production and demand for production
factors (per unit of product). The effect of such a situation is a drop in the dynamics of prices
and increase in output, consumption, investments and real wages. Lower inflation implies a
reduction of interest rate and depreciation of real exchange rate resulting from anticipated

expansionary monetary policy, thus, contributing to increase in the share of domestic products

in the final product. The whole leads, of course, to an increase in export and decrease in import.

Also the proportion of productivity factors changes — employment decreases and investments
increase. The fact that the wages are rigid and remuneration for capital services is flexible proves
to be an important element.
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Figure 7.1. Stationary technology shock
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Figure 7.2. Stationary investment shock
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Figure 7.3. Asymmetric technology shock
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Figure 7.4. Non-stationary technology shock
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Figure 7.5. Investment non-stationary technology shock
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Figure 7.6. Consumption preference shock
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Figure 7.7. Labour supply shock
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Figure 7.8. Domestic goods markup shock
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Figure 7.9. Imported consumption goods markup shock
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Figure 7.10. Imported investment goods markup shock
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Figure 7.11. Imported export component markup shock
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Figure 7.12. Export markup shock
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Figure 7.13. Risk premium shock

Variance decompositions, impulse response functions and estimation of disturbances
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Figure 7.14. Inflation target shock
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Figure 7.15. Monetary policy (interest rate) shock
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Figure 7.16. Energy prices shock
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Figure 7.17. Capital tax shock

Variance decompositions, impulse response functions and estimation of disturbances
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Figure 7.19. Wage markup shock
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Investment-specific technology shock results in an increase in efficiency of the transformation of
investment expenditures into fixed assets. Therefore, from a unit of expenditures we receive
more capital which brings rent to households. Thus, the appearance of such shock (see Figure
7.2) results in a large increase in investment expenditures. The increase during the first period
leads even to a fall in consumption in the pool of household expenditures. At the same time, a
drop in the price of capital services reduces the marginal cost of domestically produced goods,
which — ceteris paribus — lowers domestic inflation and increases export competitiveness. The
total effect is the increase in export but even bigger increase in import (due to high level of
import in investments), and thus appearance of negative net export, which gives an impulse for
real exchange rate depreciation. In the face of exchange rate depreciation and fast GDP growth,
the interest rate is rising.

In a small open economy, the rate of technological progress is identical to the rate in the rest
of the world, there may, however, be present temporary disturbances differentiating growth
dynamics. Such function is fulfilled by asymmetric technology disturbance. Appearance of such a
shock increases the dynamics of output in the world, increasing demand for goods exported from
the domestic economy, while the increase in dynamics in the world’s output does not impact the
world’s prices, interest rates and cross rate. The situation is illustrated by the impulse response
functions in Figure 7.3. Faster increase in export than in import leads to (nominal and real)
exchange rate appreciation, which translates into a drop in prices of imported products. The
domestic interest rate reacts stronger to the appearing supply gap than the minimally decreasing
domestic inflation. Generally, asymmetric technology shock weakly affects the economy, as in
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the previous versions of the SOEP" model.

Peculiar reactions are observed for non-stationary disturbances (in technology — see Figure 7.4
and in investments — see Figure 7.5). Non-stationary nature of disturbances means a permanent
influence of shocks on the level of growing observable variables (GDB consumption, investments,
export, import, real wages, external GDP). The shocks have no permanent impact on inflation,

employment, exchange rate dynamics and interest rate.

Thus, real observable variables move to a new path, while price fluctuations are a consequence
of relation between the marginal cost of domestic production and the rate of growth of technical
progress uz’[s. The graphs of impulse response functions for both aforementioned disturbances
are similar and result from the same mechanism. The only difference refers to investment
deflator. In the case of disturbance in technology, responses of the deflator are the same as the
responses of other prices. In the case of shock in investments — based on disturbance definition
— we observe in its wake a drop in investment prices, as faster growth of volume reduces price

dynamics.

The consequences of consumption preference shock and labour supply (leisure preference)
shock are illustrated in Figures 7.6 and 7.7. Momentary increase in interest in consumption
means simultaneous decrease of the relative importance of the other sources of utility specified
in the function maximised by households. An immediate effect of the shock is an increase in
consumption and a drop in investments. A relative decrease in the importance of leisure leads
to a rise in employment. A combined effect results in an increase in output, employment and
domestic prices, and in real wages decrease. Due to the fact that consumption goods include
imported components, and domestic components become more expensive, import grows (despite
a drop in investments). At the same time — as a result of the increase in prices of domestic
products — the competitiveness of export diminishes, which results in drop of export. With the
rise in inflation of the domestically manufactured products, the increase of interest rate becomes
inevitable and leads to nominal exchange rate appreciation — the scale of appreciation is high
enough to translate into the appreciation of the real exchange rate. Changes in exchange rates
increase the depth of response of export and import. Viewing all of the responses to shock in
preferences as boiling down to increase in production and prices, the shock may be treated as a
demand shock, however, the terms “demand/supply shocks” do not fit the logic of the DSGE
models.

Labour supply shock means an increase in the importance of leisure (which automatically lowers
labour supply), and thus a decrease in the relative importance of consumption in the households’
utility function. The effect of such impulse is the reduction of consumption, investments, GDP and
employment. The drop of labour supply is compensated with increased capital utilisation rate,
but due to increase in the price of labour services, the marginal costs of domestic production
rise and thus results in an increase in inflation. Increase in domestic prices reduces export
competitiveness and stirs import, which rises despite a drop in domestic demand (the price

effect proves to be stronger than the income effect). Negative net export along with the increase

SMore specifically, the rate affects the real rent for capital services present in the marginal cost 7.
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in domestic prices results in real exchange rate depreciation, but in the face of inevitable interest
rate increase the exchange rate ultimately appreciates. The total view boils down to increase in

inflation and a drop in the level of economic activity.

Taking into account the specification of the structural form of the model, the wage markup
shock (markup in the labour market) fulfils an analogical function as the labour supply shock®,
therefore, the response functions presented in Figure 7.19 replicate Figure 7.7, with accuracy to
the response scale. Nevertheless, the sense assigned to the disturbances is completely different.
In the case of wage markup disturbance, we speak about phenomena of institutional nature,
regulations changing (for example) the position of trade unions in wage negotiations. The IRF
for wage markup shock in both of the regimes explains why the disturbance was so important in

the first regime.

A large group of disturbances are markup shocks (for domestically manufactured products,
imported consumer goods, investment goods, as well as re-exported products and export
products, see Figures 7.8-7.12). Already a superficial analysis of Phillips curve specification for
domestic prices shows that the markup has an identical impact on inflation to marginal cost (see
stationary disturbance in technology, however, with a reverse sign). In the case of markup on
import products, where an analogical situation as for domestic products markup is present, there
appear more extensive effects related to substitution of imported components with domestic
production, and the resulting changes in the proportion of the components of aggregated demand.
And consequently, a shock in the markup on imported consumer goods (7.9) increases the prices
of imported components of consumption and automatically the CPI is growing (causing a
response of interest rate). Thus, general consumption is reduced, including consumption import.
Consequently, in the basket of households there will be more relatively cheaper investment goods
but despite the growth of investment import, the import in total decreases, so there appears
a positive net export and exchange rate appreciation. The increase in the share of domestic
production in consumption means also a growth of the prices of components manufactured
domestically, which stirs the growth of inflation. As regards disturbance in markup on investment
import, the reactions of observable variables are analogical (see Figure 7.10) — in this case,

however, consumption is growing at the cost of investments.

The shock of markup of imported export component (Figure 7.11) results in replacement of
import with domestic products, while the appearance of positive net export results in exchange
rate appreciation, which immediately impacts export. Growth of demand for domestic products
results in the growth of employment and wages, and the suddenness of this reaction results
in instantaneous growth of the interest rate (the rate depends on the level of gap and its
dynamics). When the effects of appreciation are translated into domestic prices, a similarly
sudden interest rate decrease occurs. With a lower interest rate and higher employment (at least
at the beginning), consumption and investments grow. The shock of export markup (Figure
7.12) reduces export, which immediately leads to a drop in GDP and employment, despite
import reduction. Momentarily there appears a surplus of domestic products and drop in the

5In the formal statistical sense, the disturbances are undistinguishable. In a DSGE model we identify them only
thanks to the knowledge provided with prior distribution in Bayesian estimation.
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prices of products. However, depreciation resulting from the appearance of negative net export
makes import more expensive and therefore CPI grows. In the case of drop of inflation for the
domestically manufactured products and a drop in GDB the response of the interest rate is
opposite to the CPI movement — the interest rate decreases. This is caused by a large scale of
GDP drop (calculated in percentage points), with a relatively low increase in CPI inflation (a

tenth parts of a percentage point).

7.3 Smoothing — estimation of structural disturbances

Figures 7.20-7.21 present historical decompositions of most important structural disturbances
(and the innovations respective for the disturbances) present in the SOIE™~2°°° model. According
to the earlier suggestions, in DSGE models the disturbances are the most important factor
“driving” the fluctuations of variables. An economy in long-term equilibrium is knocked out
of the equilibrium by the appearance of subsequent shocks, while the decisions made by the
agents (at macro scale) cause the absorption of the disturbances. Was it not for the disturbances,
the economy would develop in compliance with the characteristics of the steady state. In the
world of DSGE models, the very (structural) disturbances are a type of ultimate cause of the
phenomena and events that we may observe in the economy. Therefore, the question about the
sources of observable events shall be answered by searching for disturbances (innovations) that
have occurred. The structural disturbances are, however, a set of artefacts that we construct or
quantify with the use of a specific DSGE model. Two different DSGE models of the same object
in the same period, usually differently recreate the disturbances that formally fulfil the same
function in the models — different series are received. Therefore, the analysis of disturbances
(or broader — historical decompositions) refers to a specific model (see also Canova and Sala,
2005). Thus, the series presented in the subsequent Figures show an image of a fragment of the
history of Polish economy seen from the perspective of the SOE"2°° model. This is an image
specific for the version of the model”.

In the SOE™2°% model, it has been assumed that structural disturbances are generated by a
stochastic process of AR(1) class and only in a few cases the autocorrelation coefficient takes
zero values (e.g. for interest rate disturbance) — then the graphs of disturbances and innovations
are identical. Different from zero autocorrelation coefficients make nearly all of the disturbances
presented in Figure 7.20 reflect a relatively high inertia®. The largest inertia is reflected by the
inflation target disturbance and asymmetric disturbance in technology.

Due to the fact that the “natural” value of disturbances is zero, stronger positive/negative
deviations will be eliminated in a shorter or longer period of time. Therefore, on the basis of
the current estimations of disturbances and the knowledge about the way observable variables
responds, speculations may be formulated regarding the paths of observable variables. Such is

the logic of the forecasting technique with the use of a DSGE model.

7From the technical side, the procedure of determination/estimation of non-observable structural disturbances based
on the model having the form of state space model is called smoothing, see Hamilton (1994, Chapter 13).
81t is worth remembering that some of the autocorrelation coefficients of disturbances have been calibrated.
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Figure 7.20. Estimates of structural disturbances
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Trying to interpret some of the paths of disturbances presented in the graphs, we see a specific
role of non-stationary disturbances in technology. In the previous versions of the SOEP* model
there was only one non-stationary disturbance in technology present. Its graph represented
approximately the world’s business cycle. Currently, the effect is broken down into two dis-
turbances and is no longer so visible, particularly in the view of the fret that deep (negative)
innovations appearing at the end of the sample (related to the crisis in financial markets) addi-
tionally obscure the proportions (scale). From the beginning of the 21°' century, non-stationary
disturbance in investments is negative, yet, there appear positive innovations of the stationary
disturbance in investments. Thus, the increase of investment dynamics observed in the years
2005-2007 was — accordingly to the logic of the model — specific for the Polish economy and
short-lasting. A similar conclusion may be formulated when viewing the stationary disturbance
in technology (of the TFP type), which has been larger than zero since 2004 (with short episode
of negative innovation around the year 2005), while strong positive innovations compensate
the negative shocks resulting from trends common for the whole global economy shaped by
non-stationary disturbances.

The graph, or even mid-term trends that may be observed for the disturbance in the inflation
target, suggests that after a period of relative stabilisation in the vicinity of steady state in
the years 2003-2005, there appeared a trend to increase the target, i.e. the agents index the
prices of their products based on increasingly growing rates of (future) inflation and think
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Figure 7.21. Estimates of structural innovations
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that the central bank also adjusts the interest rate by accepting higher inflation®. A relatively
high positive value of the disturbance implies, however, a change in the trend. In the graph of
innovation, the inflation episode related to the accession to the European Union is clearly visible.
The fluctuations from 2000-2001 and 2006 are more difficult to interpret.

Disturbance in foreign exchange risk premium approximately coincides with intuition. Larger
innovations in risk premium are related, among others, to the financial crisis of 2008-2009, the
period of zloty liberation (1999-2000) and accession to the European Union. In the graph of the
premium disturbance a phase of strong (speculative?) appreciation in the years of 2006-2008 is
visible, with strong depreciation later on.

Interest rate disturbance (originally identical with innovations) reflects more sudden deviations
around the years 1999-2000, which seems to be natural taking into account the introduction
of the floating exchange rate regime and implementation of the strategy of direct inflation
targeting. Explicit consideration of a structural change to interest rate rule resulted in a more
homogenous graph of the disturbance path — earlier versions of the model identified phases of
sudden fluctuations in the years 1997-1999 and relative stabilisation (clear decrease in variance)
after the year 2001. The fluctuations at the end of the sample suggest, however, the strongest

discretionary negative impulse of interest rate in the last 10 years.

0f course, an opposite conclusion may be formulated for the period before the year 2004.
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8
Historical decompositions and forecasts

8.1 Historical decompositions

The set of calculation procedures that has been built for models in the state space representation
enables to carry out historical decompositions and, thus, to study the impact of shocks (groups
of shocks) on the path of observable variables in the whole historical context of events. The
procedures allow making counterfactual scenarios to answer the question of how the paths
of variables would have been if some of the shocks had not occurred. Therefore, we assess
the influence and role of the given disturbances for the actual series of events. We are not
referring here a theoretical or potential impact of disturbances on the observable variables
of the model, as in the case of variance decompositions or impulse response functions, but
about the actual influence on historical events. Variance decompositions and impulse response
functions are determined by the assumption that economy is in steady state, while the studied
disturbance innovation (shock) appears in isolation and its effects are not distorted by other
shocks. Historical decompositions are made in consideration of possible deviations from the
steady state of all of the variables, as well as overlapping/neutralisation of the effects of other
shocks. Using such tools, we may, thus, make an attempt to identify disturbances that had the
largest importance for the given variables or/and historical episodes. As a presentation of the
analytical capacity of the tools, we show an exercise regarding the search for key disturbances
in the graphs of the particular observable variables (the analysis is limited to the period post
2004).

Figures 8.1-8.2 present the paths of observable variables, their historical graphs (green line)
and the graph of their hypothetical development (blue line). In the first case we take into
account only the disturbance in consumption preference and in the second case — all of
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the disturbances are present, except the disturbance in consumption preference. In each case
we receive paths of variables resulting from the deviation of economy from the steady state,
the considered disturbances and the relationships between the endogenous variables of the
model. The aforementioned paths show, therefore, that in the studied period consumption
was a category dependent practically on the exogenous shock of preference only, the role of
fiscal or technological shocks or work supply preference mentioned as important in variance
decompositions (particularly in a longer horizon, see Chapter 7.1) is hard to perceive. Carrying
out analogical study we shall notice that the path of investment expenditures is determined
by a stationary technological disturbance in investments. It is difficult to observe the role of
non-stationary shocks or preferences. In the case of export a single disturbance cannot be found
to explain the dominating/larger part of the variance of the variable (enabling the recreation of
its historical path). It has been determined by experiment that for the recreation of the graph of
export in the studied fragment of the sample, external disturbances included in the SVAR model
are necessary (except interest rates), as well as disturbances in export markup and markup on
the import of export components. Key factors of import proved to be the disturbances in markup
on imported goods (consumer and investment goods, and export components), as well as export

markups.

The method proposed above enables to state that GDP deflator fluctuations result in the studied
period from the realisation of the disturbance in inflation target and markup on domestically
manufactured products. On the other hand, the path of the investment deflator may be recreated
with the use of disturbance in the markup on imported investment goods and stationary
technological disturbance in investments. Both for the GDP deflator and the investment deflator
in the last 2-3 years, the exchange rate risk premium is important as well. For the recreation
(arrival at a relatively correct approximation) of the path of real wages in the years 2004-2009,
four disturbances are necessary: wage markup, labour supply preferences, inflation target and

markup on domestically manufactured products.

As shown in Figures 8.3 and 8.4, the historical graph of the real dollar/zloty exchange rate may
be recreated with the use of risk premium disturbance and three components of the SVAR model:
change in the nominal dollar/euro rate and inflation in the USA and the euro area (the real
cross rate). For the other observable variables (GDE CPI, domestic interest rate, employment) it
is very difficult to determine a narrow set of shocks to allow the recreation of the paths in the
tested sample.

8.2 Forecasting technique

The SOE™2°° model is an example of a linear DSGE model formulated in a state space
representation. For that class of models the initial stage of making a forecast is the identification
of the value of the vector of state variables (with the use of Kalman filter) at the starting point
of the forecast, i.e. determination in what state, from the perspective of the model, the economy
is. Having the values for the vector of state variables at the starting point, we are able to make a
conditional or unconditional forecast, point forecast or stochastic forecast. Due to the fact that
all of the exogenous variables of the model (disturbances) are described with known stochastic
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Figure 8.1. Historical decomposition; excluded consumption preference shock
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processes, no external assumptions regarding exogenous variables are necessary. Unconditional
forecast, assuming that in the future no new shocks shall occur, means that all of the disturbances
identified at the starting point shall expire and upon an adequately long period of time — due
to the structure of the model — the variables shall come back to steady state. This is illustrated
e.g. in Appendix C. In the simplest case, such prepared forecast may be point forecast, yet, a
more natural environment for the estimated DSGE models (including $SOIE?2%9%) is the world
taking into account the existence of uncertainties. In our case it is possible to quantify the risk
related to:

e uncertainty of parameters — when (full) Bayesian estimation is made, we have the informa-
tion about whole distributions, and in the case of classical estimation, the standard errors
may be used;

e state uncertainty — considering the uncertainty related to the forecast of state variables;

e uncertainty of future shocks — information about the variances of shocks enables the
generation of uncertainty related to the realisation of shocks in the future;

e measurement errors — forecasts of observable variables are additionally burdened with

uncertainty related to the measurement (observation) of observable variables.

The above uncertainties are taken into account by conducting stochastic simulations where
we draw parameters (from the posterior distribution), state variables at the starting point, a
sequence of structural shocks and a sequence of measurement errors. We then end up with the
estimation of the predictive distribution which can be depicted in the form of a fan chart or used
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Figure 8.2. Historical decomposition; included only consumption preference shock

GDP deflator GDP Consumption Investment
10 r 25| 3 6
8 2 2 5
)
6 15 \ \¢ 1 4
A\, 3
4 A/ / 0 ]
p i 2 TN
A LNNVUSN Y o -1 ’ \N_\/
[ 0 2 0
3 -1
2 05 )
4 4 4
2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009
Exports Imports Real exchange rate Interest rate

Do ’N"/\' \__—-v"\~/\..\/_/ 0

0
, 5
2 - /__—-——./ 5
-10
-4 B
¥ -15 45 /
® 10
: 20 4

2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009

b b hbon s o ®

Employment Real wages Investment deflator CPI

— Yhat

2 6 Yobs

15

1 15
05 f o~ L~
0
\ 05
05

B 0
15
2

e T T ) 3

——A L —"

& & AN on s o e

2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009

to calculate probabilities of reaching certain levels by certain variables.

Although the list does not account for all of the potentially important sources of uncertainties
(e.g. broader understood uncertainty of the model, data, uncertainty according to E Knight, see
e.g. Klos (2004)), the very fact of the possibility of (selective) quantification of major risk factors,
determination of e.g. confidence intervals, shows potential of such class of DSGE models.

With the use of the SOIEP* 2% model there may also be created conditional forecasts (scenarios),
i.e. with the assumed path of one or more observable variables'. Due to the fact that the principle
that shocks explain the behaviour of variables is valid all the time, the user must indicate
what disturbances are to guarantee the fulfilment of the assumed path, which enables explicit
determination of the values of shocks?. A modest intervention test (modesty metric) by Leeper
and Zha (2003), see also Adolfson et al. (2005a), allows to verify whether the values of such
shocks are not too high. High values of shocks lower the likelihood of conditional forecast, as in
reality they could be treated by economic agents as a change in the prevailing economic regime

or might change the agent’s behaviour (according to Lucas critique).

1Such forecasts are known in literature as conditional forecasts by Waggoner-Zha or Leeper-Zha, see e.g. Waggoner
and Zha (1999).

2When preparing a scenario, it is possible to start with the shocks, i.e. declare specific values of the shocks as events
whose effects we study. Although disturbances have economic interpretation, which may help us in determining the
correct value of innovation, the most frequent method of conduct requires monitoring of the response of observable
data, as to which we have intuition and knowledge, and only that gives us basis for final determination of the value of
the shocks.
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Usually, in the above technique of constructing conditional forecasts, unanticipated shocks are
used. In certain situations, the conditional paths may be generally known (e.g. expected tax
changes) and may not/should not be treated as unexpected events. Then, it is possible to use
the anticipated shocks that shall enable agents to react to the very information about a future
event and the realisation of a shock in future shall not be a surprise.

A special case of conditional forecasts, interesting from the point of view of the central bank, are
forecasts using the assumptions with regard to interest rate. According to the historical tradition,
forecasts — or rather projections — are (often) created at central banks with the assumption of
exogenous interest rate (constant or implied by market expectations). In the world of rational
agents (forward-looking and optimising) it is hard, however, to answer the question what would
their responses (decisions) be, when the central bank stopped to use the rule known to the
agents for several or a dozen or so quarters, i.e. when it stopped to modify the interest rate
accordingly to the occurring events. A break in the functioning of a central bank lasting many
quarters does not comply with the standards, so the knowledge that the central bank shall start
to act on a “non-standard” basis shall force the agents to “non-standard” behaviours. If — by
force of assumption — we exclude the possibility of foreseeing by the agents the “non-standard”
approach of the central bank, we arrive at a contradiction with the initial assumption about the
rationality of the agents. In the first case we receive “irrational” forecasts of variables (the effect
of assumption of “non-standard” policy of the bank — the problem has been discussed by e.g.
Laséen and Svensson (2009)). In the second case, the possible projections shall be internally

Figure 8.3. Historical decomposition; excluded risk premium and real dollar/euro rate shocks
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Figure 8.4. Historical decomposition; included only risk premium and real dollar/euro rate
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inconsistent and shall be subject to Lucas critique. In each case the projection will not provide a
reliable, methodologically correct answer to the asked question. A solution of the problem is the

preparation of forecasts with the assumption of endogenous interest rate.

EPL_2009

8.3 Ex-post forecasting accuracy of the 5O model

Using the observations of observable data Y, for t =0, 1,2,..., T, the quality of forecasts of the
model in a sample may be verified by comparison of the theoretical values of the observable
data identified as Yt, with their real values in the sample Y, for t =1,2,...,T — 1. The observable
variables are forecasted for h = 1,2,...,H periods ahead, where H is the maximum forecast
horizon. The forecast of observable variables for period t + h made in period t is denoted as
Y, ., and the actual value of the observable variables in period t + h as Y, . The difference:

Yeah = Yeon = Yeqn

is called a forecast error in period ¢ for the h forecast horizon. Going through t =0,1,2,...,T —h,
we may determine various statistics of forecast errors y,,, depending on the determined forecast
horizon h =1, 2, ...,H. Based thereon, the measures of the forecasting quality of the model are
constructed. The analysis will cover one-dimensional and multi-dimensional measures (joint

measures).
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In the exercises presented below, we assume the maximum forecast horizon of H = 12 quarters,
and the sample covers the period of 2004:4-2009:3, i.e. the period after Poland’s accession
to the European Union. Thus, the test covers the most turbulent period of financial crisis
(2008:2-2009:3), which may hardly be deemed typical or representative.

8.3.1 One-dimensional measures of forecasting quality

From the group of one-dimensional forecasting quality measures we have used two: root mean
square error (RMSE) and mean percentage error (MPE).

The root mean square error for the forecast horizon h = 1,2, ..., H for the i™ observable variable

T—h .
RMSE — /Zfzo (reqn(D)?
T—h+1 ’

where y,,,(i) is the i™ element of the vector of y,,,. RMSE tells about how much the Y, ,

is calculated as:

forecast is different on the average from the actual value of the observable variable Y,. The
mean percentage error for the forecast horizon h =1, 2, ..., H for the i™ observable variable is
calculated as:
ZT_h Q)
t=0 YH—h
MPE = ——.
T—-h+1
The value tells by what percentage the Y, forecast is different on the average from the real
value of the observable variable Y,. The basic function of this measure is the reflection of the
possible bias. If the actual value of the forecast variable takes values close to zero, the relation

Y‘Y*—"m becomes very large even in the case of moderate v, (i).
t+h

The analysis of RMSE shows several systematic features of the forecasting properties of the
DSGE SOE™ 2% model. Firstly, the inflation forecast errors (domestic inflation, consumption
goods, investment goods and CPI) increase to the horizon of about 3—4 quarters and then fall.
This means that least susceptible to errors is the forecast of inflation for 1-2 quarters, and
then around the horizon of 7-11 quarters, depending on the type of inflation. The inflation in
the perspective of 3-5 quarters is associated with the largest error. The forecasting accuracy
of the model with respect to forecast horizon is different for other variables where the RMSE
increase along the horizon. Secondly, beside single cases, the model’s forecasts always win with
the naive forecasts. The advantage of a DSGE model over naive forecasts increases along the
forecast horizon. Thirdly, the inspection of MPE errors shows that the forecasts of most of the
variables are biased, which means that they are systematically underestimated or overestimated,
regardless of the forecast horizon. The conclusions have been formulated based on the data that
are analysed in details in Appendix D.
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8.3.2 Multidimensional measures of forecasting accuracy

Multidimensional analysis of forecast errors of the model® is based on the covariance matrix of
errors 2;,, which is determined based on the residuals vector y,,, = Y,,, = Y, for the forecast
horizonh=1,2,...,H:
9, = P Yr+h‘15YfT+h’
T—h

where ¥ is the scaling matrix. In the calculations it has been assumed that ¥ is a diagonal
matrix with variances of the subsequent forecasts errors on the main diagonal. For matrix
£, its eigenvalues A? have been determined, as well as the respective vl.h eigenvectors. The
determination of the eigenvectors for matrix (2, is equivalent to the determination of the so
called principal components of v, forecasts for t =0,1,2,...,T — H. Principal components are
orthogonal directions along which the specified value of forecast error variations (variances)
materializes. Each eigenvector of matrix (2, determines one such direction. The larger the
eigenvalue related to the eigenvector, the larger the variability of errors in the corresponding
direction. Should we select eigenvectors or directions — principal components to which the
largest eigenvalues correspond, and check which variables contribute to variability of these
directions to the largest extent, it shall prove which variables generate the largest errors in
the forecasting process. Thus, it is easy to quantify contribution of subsequent variables to the
variance along any given direction, since these contributions are proportional to squares of their
coordinates in the eigenvector defining that direction. Such analysis may be made for every
forecast horizon h =1, 2, ..., H, which gives a clear picture of forecast errors depending on the
forecast horizon. For the presentation purposes, we provide results for horizons h =1,4,8,12
and for each horizon for the directions related to the four largest eigenvalues.

Tables 8.1-8.4 present how the share of variables generating the largest forecast errors in the
total variance of the errors change depending on the forecast horizon. Variables of at least
10% contributions were considered. Table 8.1 shows that the first — most important — of the
identified directions, realizes mainly the errors of export, import and real exchange rate of the
dollar. The contribution of each of the variables is significant, regardless of the forecast horizon,
however, the share of exchange rate diminishes for the horizon of over 9-10 quarters.

Table 8.1. The first direction with the largest variance of forecast errors

[ Variable [ h=1 [ h=4 | h=8 [ h=12 |
Export 0.26 0.27 0.20 0.37
Import 0.40 0.33 0.33 0.25
Real USD/PLN exchange rate | 0.20 | 0.30 | 0.40 0.27

Note: The eigenvalues for the first direction amount to 72, 478, 407 and 583 for the forecast horizons of 1, 4, 8 and 12,
respectively.

Table 8.2 shows that in the second of the verified directions the largest share in the forecast

errors has the real exchange rate of the dollar, with the share for the horizons over 8 quarters,

3 An interesting review of the techniques of DSGE models forecast errors analysis is presented by Adolfson et al.
(2005¢).

National Bank of Poland



Historical decompositions and forecasts

Table 8.2. The second direction with the largest variance of forecast errors

[ Variable [ h=1 [ h=4 [ h=8 [ h=12 |
Investments 0.05 0.07 | 0.04 0.13
Export 0.04 | 0.04 | 0.16 0.07
Import 0.08 | 0.16 | 0.20 0.24
Real USD/PLN exchange rate 0.68 | 0.62 | 0.41 0.25
Nominal USD/EUR exchange rate | 0.04 [ 0.00 | 0.11 0.16

Note: The eigenvalues for the second direction amount to 26, 110, 104 and 188 for the forecast horizons of 1, 4, 8 and
12, respectively.

amounting even to 80%. For the horizon between 1 and 6 quarters, a major share falls to export
and between 7 and 10 quarters — import. For short horizon a contribution that may not be
neglected is brought by import and EUR/USD exchange rate, while the share of investments is
moderate, yet, realise for most of the horizons.

Table 8.3. The third direction with the largest variance of forecast errors

[ Variable [ h=1 [ h=4 [ h=8 [ h=12 |
Investments 0.00 0.01 0.26 0.45
Export 0.00 | 0.00 | 0.01 0.14
Government expenditers 0.19 | 0.23 | 0.13 0.00
Nominal USD/EUR exchange rate | 0.62 | 0.65 | 0.35 0.23

Note: The eigenvalues for the third direction amount to 11, 25, 32 and 45 for the forecast horizons of 1, 4, 8 and 12,
respectively.

As it may be seen from Table 8.3, in the third of the identified directions, in the case of short
horizons of 1-4 quarters, the dominating contribution to forecast errors is made by investments,
while for horizons longer than 6 quarters — government expenditures and, mainly, the nominal
USD/EUR exchange rate.

In the fourth of the identified directions — see Table 8.4 — for horizons up to 5-6 quarters,
the largest share in forecast errors falls to investments and nominal USD/EUR exchange rate;
for horizons of 6-8 quarters — export and nominal USD/EUR exchange rate, while for the 12

quarters horizon the forecasts are dominated by investments.

Table 8.4. The fourth direction with the largest variance of forecast errors

[ Variable [ h=1 [ h=4 [ h=8 [ h=12 |
Inflation in investments. 0.10 | 0.46 | 0.57 0.1
Investments 0.52 | 0.46 | 0.57 0.1
Government expenditures 0.05 0.00 | 0.10 0.21
Real USD/PLN exchange rate 0.28 | 0.00 | 0.02 0.02
Nominal USD/EUR exchange rate | 0.13 0.20 | 0.00 0.00

Note: The eigenvalues for the fourth direction amount to 5, 20, 10 and 7 for the forecast horizons of 1, 4, 8 and 12,
respectively.

8.3.3 Rolling forecasts

Figures 8.5-8.6 present the historical graphs of observable variables (thick line) and a series
of forecasts for 12 quarters horizon (made in compliance with the description provided at the
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beginning of paragraph 8.3). In the graphs annual dynamics of variables has been presented*.

Using this illustration, the characteristics of forecasting errors of the $OIE":2097

model, given by
formal errors measures, may be supplemented with the illustration of the ability of the model to

forecast mid-term trends, turning points or sensitivity of forecasts to new information.

The first observation is that the inaccuracies of forecasts resulting from the earlier presented,
one-dimensional measures seem to be slightly exaggerated. In the case of many variables
(e.g. consumption, investments), relatively large root mean square errors result from single
observations (individual large errors during the financial crisis). Contrary to the above presented
measures, consumption and inflation (CPI, GDP deflator) or even investments seem to be
relatively well forecasted. An exception is the period when the economy was exposed to the
shocks of the global financial crisis. When such sudden shocks occur, subsequent forecasts
(for example) become instable (subsequent forecasts differ widely). Tendency of the model to
underestimate the dynamics of export and import is confirmed (the effects of which are reflected
also in the GDP forecasts), as well as small explanatory power of the model in the case of the
exchange rate. It should be emphasized however, that the forecasts of several turning points of
investments, GDP and inflation are accurate.

Figure 8.5. Ex post forecasts for the selected variables of the model (part 1)

Inflation - GDP delator Inflation - investment deflator Inflation - CPI
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4The exception is employment, which has the form of deviations (absolute values) from the HP trend, and real
exchange rate of dollar expressed in the form of deviations from the linear trend.
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Figure 8.6. Ex post forecasts for the selected variables of the model (part 2)
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Final comments

The presented material documents the results of works over a version of an estimated dynamic
stochastic general equilibrium model $SOEP*"2°° which in 2010 will be used for building
mid-term forecasts and projections of inflation processes and business cycle in Poland, i.e.
shall support and supplement the forecasting materials prepared based on the traditional

macroeconometric model and the opinions of experts at the National Bank of Poland.

DSGE models are one of the most important tools of theoretical analyses of modern macroeco-
nomics. New theoretical concepts are developed based on DSGE models or the environment of
economy in dynamic general equilibrium. Being an effective tool of theoretical research, DSGE
models are also becoming useful tools for empirical research. More complex estimation of param-
eters, particularly with the use of the ideas of Bayesian econometrics, enables matching models
motivated with economic theory to data — referring to the real existing economies, testing the
actual episodes, analysing the reasons of observable events. All of that from the point of view
of explicitly declared economic paradigm (model specification). Strict theoretical grounds and
explicitly declared paradigm are features that simplify the interpretation of results but — as it
seemed initially — lower the forecasting potential of models. When we were interested in the
accuracy of forecasts, eclectic models in which more or less random correlations of data enable
the reduction of errors dominated the models with clearer (more explicit) economic contents.
Therefore forecasting experiments with Bayesian estimated DSGE models carried out by E Smets
and R. Wouters (2004) enjoyed high interest of the institutions managing the macroeconomic
policy. The experiments showed that an estimated DSGE model has not only analytical but also
forecasting potential. The conclusions were confirmed also for other estimated DSGE models
of developed and stable market economies (see e.g. Adolfson et al., 2005c; Christoffel et al.,
2007b).

Forecasting of inflation or business cycles for stable developed market economies is different
from the forecasting of the responses of agents subjected for a dozen or so years to institutional
changes, societies that attempt building market institutions from scratch and shape the macro-
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and microeconomic rationality of firms, households, social organisations and state institutions.

Unchanging interrelationships assumed within the DSGE model (deep parameters defining the
structure of the model of economy) are more difficult to identify, while the general uncertainty
is much higher. Therefore the task of building a DSGE model for the Polish economy enabling
the construction of mid-term forecasts and projections proved to be a harder task than the
construction of a analogical model e.g. for the euro area countries. The experiments with the
family of SOE™ models enable, however, to formulate a cautious conclusion that also for the
group of economies in which Poland is included, a DSGE model of significant analytical and
forecasting potential may be developed®. Using the word “potential” of the model we wish
to emphasise that although the progress achieved in reference to the earlier versions of the

EPL~29%9 model, including

SOTEP" family of models is significant, the current features of the SO
the forecasting characteristics, require further work, while the development potential of DSGE

models guarantees the effectiveness of such projects.

5This is confirmed by the experience of the analysts dealing with DSGE models at the central banks of Hungary and
the Czech Republic (see Benesz et al., 2005; Andrle et al., 2009; Jakab and Vilagi, 2008).
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Appendix A
List of equations, list of variables

Forms of the model
The structural form of the model can be written as:

E, {ao ZogataZtayZ o+ 60,16 et}' =0

(A1)
0,=p0_,+e,
where:
- 1 2 3 4 5 6 7 8 9 10 T
=~d —mc —~mi ~mx ox = i3 ~ T n
UT T Uz T T Wy H, € L wz,t
11 12 13 14 15 16 17 18 19 20
/ J— —~
Zx28] = | . o~ ASC v % -~ o~ I (A.2)
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N A A 7 Yoo X xp R E .
/ _ s/ T/ */
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Upon the solution of the model with Anderson-Moore algorithm, anticipated variables are
eliminated (among others) from the structural form. Thus, we can write:

01 =p 0 +e€

{ 241 =A% +B 0t+1

Ein F€

The state space model has the form of:

{gtJrl =F§€t+vt+1’
Y =A.x, +H & +u,

Z, N B
6, I | €1
_——

Zy |_| A Bp
61 0 »p
_—

& Vi1

E(Veyq Vi) =Q,
E(u,u}) =R. A9

The elements of the matrices of the above formulas are functions of DSGE model parameters.
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List of model variables

The list of endogenous variables of the $O
1.

22.

23.

24.
25.
26.
27.
28.
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mcd
mid

Yt

mxd
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EPL—ZOOQ

. . .. . pd
inflation of domestic intermediate products [ = i ]
t—1

. . px
inflation of export products [ = o ]
t—1
. . . PnlC
inflation of imported consumer goods [ = p'tT ]
t—1 .
. . . . pmi
inflation of imported investment goods [ = & ]
t—1
. . . P
inflation of imported export components [ = 5 |
t=1
real wages
hours worked
consumption
investments

marginal utility of income
relative price of fixed assets
growth of nominal PLN/USD exchange rate
gross domestic product
fixed assets
fixed assets’ utilisation rate
cash
money
money growth rate
total net foreign assets
net foreign assets denominated in euro
ratio of the prices of imported consumption
goods to domestic prices [ = PPf—r:C ]
ratio of the prices of imported tinvestment goods
to domestic prices [ = I;‘:l ]
t

ratio of the prices of imported components of export

— P
to domestic prices [ = - ]
t

ratio of export prices to the prices in the rest of the world [
real USD/PLN exchange rate

real USD/EUR exchange rate

domestic short-term interest rate (gross)

employment

model, components of vector £,

_

T
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EPL—ZOOQ

List of exogenous variables of the SO model, components of vector 91, structural

disturbances

1. e — stationary disturbance in technology (TFP)

2. 7, — stationary disturbance in investments

3. & — stationary asymmetric disturbance

4. u,, — non-stationary disturbance in technology

5. Wy, — non-stationary technological disturbance specific to investments

6. ¢ — disturbance in consumption preferences

7. ft‘ — disturbance in labour preferences (labour supply)

8. (I — disturbance in preferences of cash holdings

9. Ad — disturbance in markups on domestic intermediate products
10. Af¢ — disturbance in markups on imported consumption goods
11. AM™  —  disturbance in markups on imported investment goods

12. A" — disturbance in markups on imported export components
13. A — disturbance in markups on exported products
14. A} — disturbance in wage markup
15. ; — disturbance in risk premium in the euro market
16. ‘. as above
17. ¢ — disturbance in risk premium in the dollar market
18. ] as above
19. €z, — disturbance in interest rate (monetary policy)
20. 7w,  — disturbance in inflation target
21. v — disturbance in demand for working capital loan
for financing labour services
22. vf — disturbance in demand for working capital loan
for financing capital services
23. ¢ — disturbance in capital tax
24. 1y — disturbance in national insurance contributions paid by the employees
25. T3 — disturbance in national insurance contributions paid by the employers
26. ﬂ(gll — disturbance in raw materials (energy, oil) prices

List of exogenous variables of the SOE"*2 model, components of vector 8,, observable
disturbances

27. 1% — disturbance in effective rate of corporate income tax
28. 1] — disturbance in effective rate of income tax

29. 1; — disturbance in effective rate of consumption tax

30. g, — government consumption

List of exogenous variables of the $SOEF*2% model, components of vector ,, structural
disturbances of the global economy

35, y{ — disturbance in GDP in the euro area

36. — disturbance in inflation in the euro area

37. R — disturbance in short-term interest rate in the euro area

38. y{ — disturbance in GDP in the USA

39. mf — disturbance in inflation in the USA

40. RY — disturbance in short-term interest rate of the dollar

41. ASF — disturbance in the change of nominal USD/EUR exchange rate
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A3. List of equations of the structural form of the model

Below we present the log-linearised equations of the structural form of the model (as given by
A.1). Log-linearised variables are identified with hats.

Inflation of domestic prices

~ = —~, ~
(AtrgBu) Al =(1=x) (1= Bpp) T +Bul, +ry T,
(1-¢&,) vIWR_ v'"R-1) 4,

+€—d(1—ﬁ,u§d) |:Wt+wHt_ka_wﬂf+Rf_wa—1+l_v‘—wvf (A.S)

S
s T (=oil _ ~u ~ , 7d
s (rrt —nt)—et+lt}

+ @ 5 +oi, . + i
—_— w —_—
1—@ ot Mo T T 5

Inflation of prices of imported consumption goods

(1+chﬁtu’) //:ETCHC: (1_Km5) (1 ﬁ,upn)ﬁ +ﬁlu‘nt+1+chnmC1

1— d (A.6)
+ ( E gmc) (1 _ ﬁugmc) (3(\1[_1 +(wmcu _ 1) xt _ %YTCd +Amc)

Inflation of prices of imported investment goods
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( — ) ou miu oX m mc omi Tmi (A7)
+ £ Ad (1_ﬁyf€mi) X[+(a) _1)xt+ chCYtd Ytd+lt
mi
Inflation of prices of imported export components
(1+Kmxﬁnu’) T (1_Kmx) (1 ﬁlupﬂf)ﬂ: +ﬁ»u’ﬂt+1+’<mxn;n—xl
4+ _omx] ( B mx) (1 Su mxu _ 1) g% c" omed _ omxd me (A.8)
g ﬁ:ugmx) X +(w - )xt + chc)/t — Y + t
mx

Inflation of prices of export products
(Q+x Bu) @i =1-x) A= Bup) T +BURL, +K, B,

1- c™ - (A.9)
L8 (g, 5)( T S e YT"dHf)

€ cmc
X
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Demand for labour services
H, = ! 5 ! & + ! @ a5 o+-2 4
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Relative prices of fixed assets
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Money
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Money growth rate
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Total net foreign assets — balance of total incomes and total expenditures
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Nominal interest rate

d m
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Steady state solution

(A.32)

(A.33)

Based on theoretical analyses, we assume that in the steady state the following are satisfied:

AX = 17 AMX — 1’ qu — 1, de — 1’ med — 1’ NS y* =x

then the values of other variables are determined in compliance with the following equations:

Technology growth
o = My © ly
Inflation, inflation target
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Nominal interest rate .
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Interest rate of working capital loan for labour services
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Relation of prices of imported consumption goods to domestic prices
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Relation of prices of imported investment goods to domestic prices

ymid = pmid yxd - gdy  4¥d =1 o ymid = m (A.40)

Relation of prices of consumption goods to domestic prices

ch _ |:(1 _ wc) + o, (Amc)l—m] ﬁ (A.41)

Relation of prices of investment goods to domestic prices

ri=[1-w)+o (2) "] n (A42)

Relation of prices of consumption goods to the prices of imported consumption goods

chc — |:(1 . wc) (AmC)TIC—l + wc:l ﬁ (A.43)

Relation of prices of investment goods to the prices of imported investment goods

yimi = [(1 — ;) (Ami)"f_l + wi] ﬁ (A.44)

Rent for lease of fixed assets services

—k _ B(-r1P) - id
"o [Mz+uq/—/5[1+5fp—6] 4 (A-45)

Real wages

R — PV (l)w (—1 )Hﬂ (RE7)” . (A.46)
W_(1+TS)RfW @ 1-@ : '

Relation of capital to labour

k @ R™1 o
H) 1—erRt* [+ )W iy ] (A47)
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Auxiliary variables

=[a=-0) [r]" + o [r™]"]

[“-gr (WL)“(EY

List of equations, list of variables

(=) [+ o [y™]") (M) K

1

1 N
D3=[A—L(1—ry)(1 )A—W}

D = 1 MZ+_ﬁb
Fpd (1+T) g —b

Labour services

Fixed assets services

Total consumption

Domestically manufactured consumer goods

cd=(1-w,) [yCd]m

Imported consumer goods
Cm — wc [chc]m c

Investment expenditures
Uyt Uy +0 —1

H’z* ‘u\p

Domestic component of investment goods

i'=(1-w;) [y]"

Uyt Uy

National

B ank

|

of

(A.48)

(A.49)

(A.50)

(A.51)

(A.52)

(A.53)

(A.54)

(A.55)
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List of equations, list of variables

Imported component of investment goods

imi " »
im= w; I:Ylml:|
Imported component of export
x"=w, x
Total export
o
X =
l1-w

Production

Broad money

kak—k+vW A+ )wH
Uy B+

m=
1-A,

Cash
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(A.56)

(A.57)

(A.58)

(A.59)

(A.60)

(A.61)
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Global economy SVAR model

Appendix B
Global economy SVAR model

SVAR model identification

In the estimation of the reduced form of the global economy model, the following set of
restrictions has been assumed for the dynamics of a SVAR model':

0

* ok * ok k% Yi, * k& k k ok ok iy
ey * k0 % * % % e, * k0 % ok  x  k e,
ré * ok ok ok ok kX rfil * % ok ok ok ok 0 rt{Z
hes = * ok ok ok ok 0 % Vi + * ok ok ok ok ok ok Vi
T} * ok ok x ok 0 * T, * ok ok ok ok ok ok T (B.1)
i * ok ok ok ok k% T * % ok ok ok ok 0 T,
X, * % 0 % x ok * X1 * % 0 *x x x % Xi_g
+e,
Results of estimation of the SVAR model
Results of estimation of the reduced form of the SVAR model are the following?:
yf 1.15 0.15 0.00 0.12 0.11 -0.04 -0.03 yfﬂ
ni 0.06 0.28 0.00 0.00 0.10 0.04 0.00 71:?71
re 0.05 —0.06 1.10 0.03 0.12 -0.02 0.00 rf_l
hes = 0.39 0.11 —0.35 0.96 0.36 0.00 0.00 y;‘_l +
T} 0.03 0.10 0.18 0.05 0.34 0.00 0.00 Tfl;,l
r 0.06 —-0.05 -0.24 0.05 0.25 0.66 0.00 ril
X, -0.13 -0.51 0.00 0.19 3.21 -0.38 0.22 Xp_q1 ©.2)
-0.31 -043 -0.10 -0.13 0.11 0.26 0.02 yf_z '
0.00 0.28 0.00 -0.03 0.19 0.04 0.00 7'1:‘;_2
0.01 —-0.07 -0.22 -0.05 0.12 0.02 0.00 riZ
+| -028 -024 -012 -016 014 -042 0.02 vy, | +e.
—0.02 0.10 —-0.26 —-0.02 0.37 -0.08 0.00 7'L'L[’72
—0.06 —0.06 0.09 -0.01 0.27 0.08 0.00 ré‘_z
0.23 —2.47 0.00 -0.85 1.25 2.12 -0.11 Xi_o

The structuralisation mechanism assumed in the identification of structural shocks of the SVAR
model was the following:

IWe omit exogenous variables, as no restriction has been imposed thereon.
2Exogenous variables have been omitted.
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O O O O % ¥ %

O O OO % ¥ ©

O O OO ¥ OO

O *¥ ¥ ¥ O OO

The estimated structural matrix B is the following:
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0.43
0.00
0.03
0.00
0.00
0.00
0.00

0.00
0.26
0.01
0.00
0.00
0.00
0.00

0.00
0.00
0.09
0.00
0.00
0.00
0.00

0.00
0.00
0.00
0.52
0.00
0.08
0.00

O % ¥ O O OO

O ¥ OO O OO

0.00
0.00
0.00
0.00
0.22
0.03
0.00

* OO OO OO

0.00
0.00
0.00
0.00
0.00
0.16
0.00

0.00
0.00
0.00
0.00
0.00
0.00
4.33

(B.3)

(B.4)
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Convergence to the steady state

Appendix C
Convergence to the steady state

The figure shows the behaviour of observable variables, if the horizon of the example forecast
is extended to 100 quarters. As results from the graph, real categories (GDB consumption,
investments, etc.) converge to the steady state relatively fast. Deviations of inflation (GDP and
investments deflator, CPI) from the steady state caused by impulses of the years 2008-2009
abate relatively slowly. Of course, the convergence of observable variables to the steady state is
guaranteed by the structure of the model.

Figure C.1. Example of ex ante forecast with long horizon
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Appendix D
Analysis of forecasts accuracy

Figures D.1-D.5 present the RMSE and MPE errors for observable variables of the model,
depending on the forecast horizon. Tables D.1-D.2 present the mean values and standard
deviations of RMSE and MPE errors calculated for the horizons h = 1,2,...,12. Table D.3
presents the relations of RMSE errors of a DSGE model and naive forecasts depending on the
forecast horizon. The data provided therein shall be analysed further herein in more detail®.

Figure D.1. RMSE and MPE for deflators: GDP (oPied), consumption (oPiec), investments
(oPiei) and CPI (oPiecpi)
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RMSE — continuous line and left axis; MPE — dotted line and right axis.

The upper left panel in Figure D.1 shows that the root mean square error of the forecast of
domestic inflation is the largest, about 1.5 p.p. for the forecast horizon of 3 quarters, afterwards
it drops systematically to about 1 p.p. In relative terms the error fluctuates depending on
the forecast horizon from several percent to nearly 20% for the 5 quarters’ horizon. Positive

!The set of variables for which the accuracy of projections was tested covered — beside of all of the observable
variables of the model used in the estimation of parameters — also two additional variables: consumption deflator
(identified as oPiec) and expenditures on government consumption (0Gov).
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MPE statistics for each horizon means that inflation of domestic products is systematically
underestimated — average MPE error amounts to about 7%, and its mean variability is above
4.5 p.p. Average RMSE error amounts to slightly over 1 p.p., while its mean variability is
nearly 0.2 p.p. The DSGE model wins with the naive forecast in each forecast horizon, while its
advantage grows along the extension of the horizon from about 25% for 1 quarter to 75% for 12
quarters. The mean advantage of the DSGE model over the naive forecast amounts to over 60%.

In the case of inflation of consumer goods prices (measured with consumption deflator), the
forecast errors are similar, except that the variable is systematically overestimated. The upper
right panel in Figure D.1 shows that root mean square error of the forecast of consumer goods
inflation is the largest — about 1.6 p.p. — for the forecast horizon of 4 quarters, afterwards it
drops systematically to about 1-1.2 p.p. In relative terms the error fluctuates depending on the
forecast horizon from several percent to nearly —60% for the 3 quarters horizon. Negative MPE
statistics for most of the horizons means that inflation of consumer goods prices is systematically
overestimated — the average MPFE error amounts to —16%, however, its mean variability is
nearly 20 p.p. An average RMSE error amounts to 1.2 p.p., while its mean variability is nearly
0.25 p.p. The DSGE model wins with the naive forecast in each forecast horizon, except 1
quarter horizon when the naive model proves to be better by slightly over 1%. As in the case of
inflation of domestic products prices, the advantage of the DSGE model grows along the forecast
horizon — from about 17% for forecasts of 2 quarters to 65% for 12 quarters forecasts. The
mean advantage of the DSGE model over the naive forecast amounts to about 45%.

The bottom left panel of Figure D.1 shows that the root mean square error of the forecast of
inflation of investment goods prices reaches the highest value — about 2 p.p. — for 5 quarters
forecast and drops afterwards to about 1.4 p.p. for 8 quarters forecasts, then it grows again to
1.7 p.p. Before the 5th quarter the error oscillates around 1.4-1.8 p.p. MPE statistics show that
inflation of investment goods prices is, thus, underestimated for short horizons of the forecast,
overestimated within 37-8%" quarters and underestimated from the 9™ to 12" quarter. The
average MPE error amounts to —0.8 p.p., while its mean variability to as much as 35 p.p. The
average RMSE error is 1.7 p.p. and its mean variability is nearly 0.15 p.p. The DSGE model wins
with the naive forecast in each forecast horizon. Identically as in the case of inflation of the
prices of domestic products and consumer goods, the advantage of the DSGE model over the
naive forecast amounts to nearly 44%.

Errors of CPI inflation forecasts are similar as in the case of consumption deflator. The bottom
right panel of Figure D.1 shows that root mean square error of the forecast of CPI inflation is
the highest — nearly 1.4 p.p. — for 3 quarters horizon and afterwards it drops to about 0.8
p.p., then, starting from the 9™ quarter, it grows to 1%. In relative terms the error fluctuates
depending on the forecast horizon from —40% for 3 quarters horizon to —5% for 8 quarters.
MPE for each horizon is negative — CPI inflation is, thus, systematically overestimated, and the
average MPE error amounts to —20%, while its mean variability is about 11 p.p. The average
RMSE error amounts to 1 p.p. and its mean variability — to 0.22 p.p. The DSGE model wins
with the naive forecast in each forecast horizon, beside of the first three periods when the naive
model proves to be better by 20-50%. The advantage of the DSGE model grows along the
forecast horizon — from 25% for 1 quarter to 65% for 12 quarters. The mean advantage of the
DSGE model over the naive forecast amounts to over 56%.

In RMSE errors of the forecasts of inflation of all the four types, a systematic pattern may be
perceived, namely the forecasts are the best in the short horizon (1-2 quarters) and longer
horizon (over 6-7 quarters), while approximately between the 2" and the 6% quarter the
forecast errors are significantly higher than for short and longer horizons. Additionally, the
advantage of the DSGE model over the naive forecast grows systematically along the forecast
horizon. In the case of other observable variables, the RMSE error has a tendency to grow with
the forecast horizon, which is presented in Figures D.2-D.5.
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Figure D.2. RMSE and MPE or the variables of GDP dynamics (0Gdp), consumption (oCons),
investment expenditures (oInv) and export (0Exp)
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RMSE — continuous line and left axis; MPE — dotted line and right axis.

Figure D.3. RMSE and MPE for import dynamics (olmp), real wages (oWage), employment
(oEmp) and real exchange rate of the dollar (oXu).
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RMSE — continuous line and left axis; MPE — dotted line and right axis.

The upper left panel of Figure D.2 shows that root mean square error of the forecast of the
annual growth rate of the GDP grows systematically between the 1% and 7 quarter from 0.85
to 2.6 p.p., slightly decreasing after the 7 quarter, but still remains at the level of above 2 p.p.
In relative terms, the error grows from several percent in the first quarters to 60-80% in the last
quarters. Production is, thus, systematically underestimated. The average MPE error amounts to
21%, while its mean variability is 25 p.p. The average RMSE error amounts to 1.9 p.p. and its
mean variability to — 0.65 p.p. The DSGE model wins with the naive forecast in each forecast
horizon. The advantage of the DSGE model grows also with extension of the forecast horizon
— from about 10% for 1 quarter forecast to nearly 50% for 12 quarters forecasts. The mean
advantage of the DSGE model over the naive forecast amounts to 40%.
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The upper right panel of Figure D.2 shows that the root mean square error of the forecast of the
annual growth rate of consumption systematically grows in the horizon of the forecast from 1.5
p.p. in the 1°t quarter to 4.5 p.p. in the 12 quarter. The error grows along the whole forecast
horizon also in relative terms — from —24% to —170%. The growth rate of consumption is,
thus, systematically overestimated. The average MPE error amounts to —97%, while its mean
variability is 45 p.p. The average RMSE error amounts to 3.3 p.p. and its mean variability —
to 0.9 p.p. The errors of forecasts of consumption dynamics are, thus, nearly two times higher
than the errors of the forecasts of output growth. The DSGE model wins with the naive forecast
in each forecast horizon. The advantage of the DSGE model grows with the extension of the
forecast horizon — from nearly 20% for 1 quarter to 35% for 12 quarters. The mean advantage
of the DSGE model over the naive forecast is 45%.

In absolute terms, even larger forecast errors are generated by the model for annual growth
rates of investments, export and import, as well as the exchange rate. The bottom left panel
of Figure D.2 shows that the root mean square error of the forecast of annual growth rate of
investments grows in the forecast horizon from about 3 p.p in the 1% quarter to nearly 7 p.p. in
the 12™ quarter. The growing trend is upset only in 5 the quarters’ horizon. In relative terms
the error grows systematically from —60% to nearly —800%. The growth rate of investments
is systematically overestimated. The average MPE error amounts to —100%, while its mean
variable — to 45 p.p. The average RMSE error amounts to 5 p.p. and its mean variability equals
to 0.9 p.p. The DSGE model wins with the naive forecast in each forecast horizon. The advantage
of the DSGE model grows also with the extension of the forecast horizon — from nearly 15%
for 1 quarter to 60% for 12 quarters. The mean advantage of the DSGE model over the naive
forecast amounts to 45%.

From the accuracy point of view, the errors of import and export forecasts are similar. The
bottom right panel of Figure D.2 shows that the root mean square error of the forecast of annual
growth rate of export grows in the forecast horizon from about 6 p.p. in the 1% quarter to 14 p.p.
in the 5"-6" quarter, and then drops to about 10 p.p. to rise again to about 13 p.p. In relative
terms the error grows systematically from minus several or so to —180%, and then drops to
about —90%. The growth rate of import is systematically overestimated. The average MPE error
amounts to —123%, while its mean variability equals 43 p.p. The average RMSE error amounts
to 11.5 p.p. and its mean variability — to 2.3 p.p. The DSGE model wins with the naive forecast
in each time horizon, except the horizon of 1 and 2 quarters when the naive forecast is on the
average by 36% and 6.5% better, respectively. The advantage of the DSGE model also grows
with the forecast horizon, except the 11" quarter — from 5% for 3 quarters to 35% for 12
quarters. The mean advantage of the DSGE model over the naive forecast amounts to 17%.

The upper left panel of Figure D.3 shows that the root mean square error of the forecast of
annual growth rate of import grows in the forecast horizon from about 5 p.p. in the 1°* quarter
to 17 p.p. in the 12" quarter, except quarters 5 and 6. In relative terms the error reaches —480%
in the 2" quarter and then drops systematically to (—60)—(—80)%. The import growth rate is
systematically overestimated. The average MPE error amounts to —136% and its mean variability
is 146 p.p. The average RMSE error amounts to 12.5 p.p. and its mean variability equals to about
3 p.p. The DSGE model wins with the naive forecast in each forecast horizon. The advantage
of the DSGE model grows — except quarters 11 and 12 — with the forecast horizon from 3%
for 3 quarters to 37% for 12 quarters. The mean advantage of the DSGE model over the naive
forecast amounts to 32%.

The upper right panel of Figure D.3 shows that the root mean square error of the forecast of
annual growth rate of real wages grows with the forecast horizon from about 0.8 p.p. in the
1% quarter to 2.5 p.p. in the 12 quarter. In relative terms the error oscillates between —120%
in the 2" quarter and —170% in the 12 quarter. The import growth rate is overestimated for
the horizon of 1 and 2 quarters, while it is underestimated for the other horizons. The average
MPE error amounts to —106% and its mean variability equals 94 p.p. The average RMSE error
amounts to 2.2 p.p. and its mean variability is 0.5 p.p. The DSGE model wins with the naive
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forecast in each forecast horizon. The advantage of the DSGE model grows with the forecast
horizon from 15% for 1 quarter to 38% for 12 quarters. The mean advantage of the DSGE model
over the naive forecast amounts to 34%.

The bottom left panel of Figure D.3 shows that the root means square error of the forecast of
annual growth rate of employment grows along the forecast horizon from about 0.5 p.p. in the
1% to 1.5 p.p. in the 12 quarter, while the trend is upset only in the horizon of 7 quarters. In
relative terms the error reaches the value of —540% in the 6™ quarter and falls to (—60)-(—90)%
in the 12" quarter. The growth rate of employment is moderately overestimated. The average
MPE error amounts to —185% an its mean variability is 125 p.p. The average RMSE error
amounts to 1.15 p.p. and its mean variability — to about 0.3 p.p. The DSGE model wins with
the naive forecast in each forecast horizon. The advantage of the DSGE model grows with the
extension of the forecast horizon — from 13% for 1 quarter to about 43% for 10-12 quarters.
The mean advantage of the DSGE model over the naive forecast amounts to 34%.

Figure D.4. RMSE and MPE for the interest rate (0Rd), GDP dynamics in the euro area (oYe)
and in the USA (oYu), plus inflation in the euro area (oPiee)
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RMSE — continuous line and left axis; MPE — dotted line and right axis.

The upper left panel of Figure D.4 shows that the root mean square error of the forecast of
annual nominal interest rate grows together with the forecast horizon, both in absolute and
relative terms. The RMSE error grows from 0.5 p.p. in the horizon of 1 quarter to 1-1.5 p.p. for
quarters 9-12, while the MPE error grows from 3% to 8.5 — 9%. The nominal interest rate is
moderately underestimated — the average MPE error amounts to 7% and its mean variability
is about 1 p.p. The average RMSE error amounts to 1 p.p. and its mean variability — to about
0.2 p.p. The DSGE model wins with the naive forecast in each forecast horizon. The advantage
of the DSGE model ranges from 5% in the horizon of 1 quarter, through 40% in the horizon
of 7 quarters, to 17% for 12 quarters. The mean advantage of the DSGE model over the naive
forecast amounts to 28%.

The other three panels of Figure D.4 and the whole Figure D.5 present the errors of forecasts of
foreign variables whose dynamics results from the SVAR model which is exogenous in reference
to the DSGE model and, therefore, we shall not discuss them in detail. For all of the foreign
variables the growing trend of the root mean square error is visible along the forecast horizon.
Production in the euro area is moderately overestimated and production in the dollar area is
underestimated for the horizons of 1 to 9 quarters and afterwards it is overestimated. Inflation
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Figure D.5. RMSE and MPE for inflation in the USA (oPieu), interest rate in the euro area (oRe)
and in the USA (oRu), plus the dynamics of the nominal cross rate (0Dsx)
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RMSE — continuous line and left axis; MPE — dotted line and right axis.

and nominal interest rates in both areas are usually underestimated, while the real exchange
rate of EUR/USD is overestimated, on the average. In the case of all of the foreign variables the
VAR model generates better forecasts than the naive model for all of the tested forecast horizons,
except inflation in the euro area in 11 and 12 quarters forecast horizon and inflation in the
dollar area in the horizon of 6 quarters.

Table D.1. Mean and standard deviation of the RMSE statistics

[ Variable [ oPied | oPiec | oPiei [ oPiecpi | oGdp | oCons | olnv | oExp [ olmp [ oWage |
Mean 1.08 1.20 1.68 1.00 1.90 3.28 5.11 11.51 12.56 2.19
Standard deviation 0.18 0.24 0.16 0.22 0.66 0.91 0.92 2.31 3.08 0.51
[ Variable [ oEmp | oXu [ oRd [ oYe [ oYu [ oPiee | oPieu | oRe | oRu [ oDsx |
Mean 1.15 12.45 0.98 2.82 0.92 0.53 1.37 1.26 1.54 4.65
Standard deviation 0.28 2.82 0.17 1.04 0.12 0.18 0.24 0.33 0.67 0.55
Table D.2. Mean and standard deviation of the MPE statistics
[ Variable [ oPied | oPiec | oPiei [ oPiecpi [ oGdp [ oCons | olnv | oExp [ olmp [ oWage |
Mean 7.17 -16.48 -0.83 -19.26 21.38 -97.27 -332.39 -123.74 -136.14 106.96
Standard deviation 4.64 19.58 35.39 11.17 25.67 45.04 197.47 42.96 146.55 94.09
[ Variable [ oEmp | oXu [ oRd [ oYe | oYu [ oPiee | oPieu | oRe [ oRu [ oDsx |
Mean -185.13 -81.69 7.55 -31.92 168.99 24.96 260.11 33.56 143.20 -94.30
Standard deviation 124.96 39.77 1.61 13.09 240.41 15.40 103.26 16.50 89.16 11.58
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Table D.3. Comparison of forecasts of the SOE™"2°°° model with the naive forecast
[ Horizon | oPied | oPiec | oPiei | oPiecpi | oGdp | oCons | olnv | oExp | olmp | oWage |

1 0.76 1.01 0.81 1.53 0.91 0.74 0.85 1.37 0.97 0.84

2 0.62 0.84 0.61 1.36 0.69 0.57 0.69 1.06 0.90 0.81

3 0.56 0.81 0.42 1.19 0.44 0.46 0.59 0.95 0.86 0.69

4 0.40 0.68 0.35 0.86 0.38 0.54 0.47 0.92 0.73 0.64

5 0.33 0.53 0.43 0.62 0.54 0.56 0.40 0.85 0.63 0.60

6 0.30 0.50 0.41 0.54 0.64 0.53 0.35 0.75 0.55 0.63

7 0.26 0.50 0.41 0.55 0.66 0.59 0.35 0.76 0.59 0.62

8 0.25 0.50 0.32 0.50 0.73 0.52 0.32 0.69 0.58 0.62

9 0.28 0.41 0.39 0.37 0.63 0.48 0.35 0.65 0.57 0.56

10 0.25 0.33 0.36 0.31 0.53 0.51 0.36 0.67 0.58 0.60

11 0.31 0.30 0.40 0.30 0.51 0.54 0.36 0.75 0.63 0.64

12 0.25 0.35 0.34 0.37 0.52 0.66 0.40 0.66 0.63 0.62

[ Horizon | oEmp oXu oRd oYe oYu | oPiee | oPieu | oRe oRu oDsx
1 0.87 0.85 0.94 0.83 0.97 0.85 0.82 0.71 0.77 0.79

2 0.78 0.85 0.82 0.78 0.83 0.78 0.82 0.78 0.72 0.72

3 0.79 0.88 0.63 1.05 0.88 0.75 0.94 0.75 0.66 0.60

4 0.73 0.88 0.71 0.98 1.01 0.71 0.79 0.78 0.66 0.67

5 0.69 0.93 0.65 0.88 1.00 0.56 0.98 0.66 0.51 0.81

6 0.68 0.98 0.65 0.81 0.86 0.64 1.09 0.64 0.48 0.93

7 0.56 1.03 0.58 0.84 0.91 0.80 0.83 0.66 0.52 0.90

8 0.56 1.08 0.63 0.81 1.12 0.81 0.94 0.65 0.58 0.83

9 0.55 1.12 0.71 0.80 1.13 0.76 0.90 0.68 0.66 0.76

10 0.57 1.16 0.73 0.78 1.00 0.73 0.81 0.67 0.71 0.73

11 0.56 1.19 0.80 0.78 0.90 1.00 0.97 0.67 0.79 0.88

12 0.58 1.20 0.84 0.80 0.89 1.24 0.85 0.73 0.89 1.25
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