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Volatility™

Haroon Mumtaz’ Konstantinos Theodoridis?
Queen Mary University of London Cardiff Business School

October 2018

Abstract

We develop a VAR that allows the estimation of the impact of monetary policy shocks on volatility.
Estimates for the US suggest that an increase in the policy rate by 1% is associated with a rise in
unemployment and inflation volatility of about 15%. Using a New Keynesian model, with search
and matching labour frictions and Epstein-Zin preferences we show that these volatility effects are
driven by the coexistence of agents’ fears of unemployment and concerns about the (in) ability of
the monetary authority to reverse deviations from the policy rule with the impact magnified by the

agents’ preferences.

Keywords: DSGE, Non-Linear SVAR, New Keynesian, Search and Matching Frictions, Epstein-
Zin preferences, Stochastic Volatility
JEL Classification: E30, E40, E52, C11, C13, C15, C50

1 Introduction

Monetary authorities around the industrialised world are responsible for country’s price, growth,
employment and financial stability. They aim to meet these objectives via their instruments. This
suggests that their actions have a first order effect on agents’ economic behaviour. For instance,
monetary authorities are able to alter households’ and firms’ consumption, investment and pricing
plans by adjusting the policy rate. The transmission of monetary policy actions to the economy and
their first order effects have been extensively studied by the monetary economics literature. However,

the volatility implications — second order effects — induced by these actions have received less attention.

The question that arises naturally is: “do we need to be concerned about the volatility effects of
monetary policy shocks?”. A number of recent events suggest that the answer to this question is
in the affirmative. For example, the “taper tantrum” in June 2013 was associated with an increase
in speculation that the Federal Reserve would start on a tapered end to quantitative easing (QE)
in 2014. This discussion increased financial market volatility, pushed up long-term interest rates
and induced heavy losses on bond investors. These anecdotal observations are further supported by

empirical results present below. Using a structural VAR with stochastic volatility (extended to allow
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and Karl Walentin for their helpful discussions and comments.
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for feedback from the endogenous variables to the volatility), we show that monetary policy shocks
increase macroeconomic volatility and the results are robust across identification schemes. It is also
shown here that the monetary policy shock is responsible for about 40% to 50% of the forecast error
variance contribution of all level shocks to the volatility of the endogenous variables. These volatility
contributions are substantially higher than monetary policy shock’s shares of explaining the level series

(as it is commonly found in the literature and illustrated again here).

To understand how volatility is affected when monetary authorities decide to deviate unexpectedly
from their Taylor type reaction function, we employ a stylised New Keynesian DSGE model, with
search & matching labour frictions and Epstein-Zin preferences. The model is estimated using limited
information impulse response matching techniques. Although the literature has questioned the ability
of “simple” search and matching New Keynesian models to jointly replicate the dynamics of both
unemployment and inflation (Krause and Lubik (2007) and |Gertler et al. (2008)), our estimated

model reproduces VAR responses remarkably well.

Simulations from the theoretical model suggest that the transmission of the policy shock to volatility
depends on three modelling features: (i) the presence of labour market real frictions, (ii) the monetary
authorities’ desire for gradual policy adjustments and (iii) the existence of Epstein-Zin preferences. It
is the coexistence of agents’ fears about being prolonged unemployment and policymakers’ preference
for interest rate smoothing that causes volatility to increase significantly. It is only in this scenario
that Epstein-Zin preferences have a quantitatively meaningful role. From an economic point of view,
households acknowledge the real risk of becoming unemployed and the fact that during the unemploy-
ment spells additional adverse shock may occur. However, it is the combination of these risks together
with the policy-rate smoothing parameter that causes monetary policy to have significant volatility
effects and not the shock per-se. In other words, agents are not overly concerned that authorities are
able to deviate unexpectedly from their objective function but they significantly price the fact that
the central bank cannot fully undo such actions resulting in prolonged unemployment spells where

they are vulnerable to further adverse shocks and future uncertainty rises.

The analysis presented here goes some way in explaining why authorities have been extremely cau-
tious about when to initiate monetary policy normalisation as they may not be able to undo their
actions quickly. More importantly, the simulations below give full support to FED’s ‘unconventional’
policy actions undertaken during the Great Recession aiming to eliminate the ‘vicious circle’ of higher

uncertainty, higher unemployment, lower inflation and support the recovery.

As in the empirical and theoretical literature on the impact of uncertainty shocks (Bloom| (2009)) and
Fernandez-Villaverde et al.| (2015)), our paper highlights the importance of these type of disturbances.
However, the focus and results of our analysis are novel in one key respect. Unlike the bulk of the
uncertainty literature, this paper attempts to model the transmission of monetary policy shocks to

economic volatility and thus takes a step towards treating economic volatility as endogenous.

Regarding our empirical contribution, the study of [Ludvigson et al.| (2015)) is the closely related.
Ludvigson et al.| (2015) develop a procedure that separates movements in volatility caused by primitive
(first order) shocks and by uncertainty shocks. However, crucially, they do not identify the source of

the primitive shocks. In contrast, our focus is on the impact of monetary policy shocks on volatility.

The papers closest to our theoretical work are the studies of Rudebusch and Swanson (2012) and

Swanson| (2015), who use a similar theoretical setup to the one employed here to understand the asset



pricing implications of volatility effects caused by level shocks. |Cacciatore and Ravenna/(2016]) develop
a real business cycle model, with labour search and matching frictions and an occasionally binding
constraint on downward wage adjustment to understand the effect from a negative productivity shock
on VolatilityEI Our paper is also related to the work of Bikbov and Chernov (2013)) and Campbell et al.
(2014), who uses macro-finance models to understand the relationships between monetary policy and
bond risk premia. |Petrosky-Nadeau et al. (2018) illustrate that when real business cycle models with
search & matching friction are calibrated and solved carefully, then they can generate endogenous
disasters. Our finding support fully their analysis, we illustrate below that only the version of the

model with these labour frictions can give rise to endogenous disasters

Finally, our work is related to the heterogeneous agents (HA) literature that introduces unemployment
into these incomplete markets models either to understand how different fiscal policies are transmitted
to the economy (McKay and Reis (2016)) or to develop models that can account for extreme economic
phenomena such as the Great Recession without employing large and persistent exogenous shocks
(Ravn and Sterk| (2017), Den Haan et al.| (2018))). Agents in these models cannot fully insure against
idiosyncratic unemployment risk and, therefore, they are concerned about their consumption level if
the become unemployed. So when an adverse shock takes place, they act in a precautionary manner
and increase savings. These concerns are more elevated in bad times as unemployment spells last longer
making the agents’ responses state dependent. In our setting, the specification of the utility function
leads to state-dependence of responses. However this feature is now driven by the difference between
current and steady-state consumption with agents responding by more in states where consumption

is below the steady state.

The paper is organised as follows, Section 2 presents the empirical model and discusses the data and
empirical results. Section 3 reviews the theoretical model, its calibration and presents the impulse

response analysis. The final section concludes.

2 Empirical results

In order to estimate the impact of monetary policy shocks on second moments of key macroeconomic
variables, we estimate an extended structural VAR model with stochastic volatility. The observation

equation of the model is given by:

P K
Zi=c+ > B; 2+ el + 2 er, e ~ N(0, In) (1)
7=1 k=1

In equation Z; is N x 1 vector of endogenous variables and hy denotes the N x 1 vector of log
stochastic volatilities. The coefficients are denoted by the N x N matrices 3, and by while Iy is a

N x N identity matrix. The covariance matrix of the VAR residuals is time-varying and factored as:
O = A'HATY (2)
H; = diag(exp (ﬁt)) 3)

ICacciatore and Ravennal (2016) also use their framework to understand the state dependent amplification mechanism
of exogenous uncertainty shocks.

2In our framework the endogenous disasters are caused by monetary policy shocks and not by productivity shocks as
it is the case in |Petrosky-Nadeau et al.| (2018). Endogenous disasters in our model illustrate that the monetary policy
could cause highly adverse economic conditions and this is why agents in the model: (i) are concerned and (ii) try to
insure against these outcomes.




and the N x N diagonal matrix H; holds the stochastic volatility of the orthogonalised shocks on the
main diagonal (fzt = [h1t, hot, .., h N7t]) . The structure of the A matrix is chosen by the econometrician
to model the contemporaneous relationship amongst the reduced-form shocks. We discuss our choice

of the structure of the A matrix in section 2.3] below.

The transition equation for the stochastic volatilities is given by the following VAR model:

K
he=a+0h 1+ diZj+n,n,~N(0,Q),E (er,n,;) =0 (4)

j=1
The constants and coefficients on lags are denoted by the N x 1 and N x N matrices « and 6,
respectively. Following standard practice in the literature on stochastic volatility models (see for e.g.
Kim et al. (1998)), we allow ht to depend on its first lag. However, the N x N coefficient matrices
d; also allow lagged endogenous variables to affect the log variances. If these coefficients are non-
zero, then shocks to equation [l have an impact on h; and consequently on 2; and measures of the
unconditional variance of Z;. Note also that the stochastic volatility in mean formulation of equation

allows feedback from lagged volatilities to the endogenous variables.

The model in equations (1] and [4| contains two innovations relative to the standard BVAR with stochas-
tic volatility (see (Clark (2011)). First, it allows the elements of h; to co-move while most of the
previous literature assumes an independent AR or random walk process for each log variance. The
specification used here thus captures the possibility that volatility of shocks to macroeconomic and
financial variables may move together — a phenomenon that may be important during periods of re-
cession and financial stress. Secondly, unlike previous applications of this model (see Mumtaz and
Theodoridis| (2015)), the terms Zle brhi—i and Z]K:1 d;Z;—; in equations (1| and {4 allow a dynamic
relationship between the level and volatility of the endogenous Variablesne way to see this is to

re-write the observation and transition equations jointly as an expanded VAR system:

B(L)  b(L)
—— ——
Ze \ _ [ ¢ | vxNp) (vxvK) Zt L (5)
hy o d (L) 0L hy 0
———— N—— ~— (N><v N) N——
(2N'x1) (2N'x1) (NxNK) (2N'x1)

Uy 1HATY
() -7 §
Ur 0 Q

where 3 (L),b(L) and d (L) denote lag polynomials of order P, K and K respectively. As discussed
above, our interest lies in investigating the possible impact of monetary policy shocks on the second
moments of the endogenous variables. The specification above enables us to calculate the impulse

response of h; and thus var (Z;) to a monetary policy shock identified via an appropriate structure
for A.

Equation [5| reveals two restrictive features of the benchmark model. First, the coefficient matrices
are time-invariant and the model does not directly account for structural change. Second, the error
covariance matrix (equation @ is assumed to be block diagonal and level (volatility) shocks have a
lagged impact on volatility (levels). In the sensitivity analysis below (see Section , we relax these
assumptions and show that our main results are qualitatively similar in the extended versions of the

benchmark model.

3 An exception is the univariate stochastic volatility in mean model of (Chan (2017) that allows lagged effects from the
data in the transition equation.



2.1 Data

The model is estimated using US data on the civilian unemployment rate, annual CPI inflation, an
interest rate representing the policy instrument and the spread of 10 year government bonds over
the three month T-bill rate. The data is monthly and, in the benchmark case, runs from 1947m1l to
2007m12, with the last few years dropped as they represent the period of unconventional monetary
policy. The first ten years are used as a training sample with estimation carried out over the period
1957m1 to 2007m12. In the benchmark model, we use the three month T-bill rate as a proxy for the
policy instrument. In an additional model specification we identify the monetary policy shock using
an external instrument approach. As explained in section below, this version of the model uses
a one year government bond yield as the policy instrument. The data on the unemployment rate,
CPI and the three month T-Bill rate is obtained from FRED, while the 1 and 10 year bond yield is

obtained from Global Financial Data.

2.2 Estimation and impulse responses

The model is estimated using Bayesian methods. In the on-line appendix we state in detail the
Gibbs sampling algorithm used to approximate the posterior distribution. In short, the algorithm
is an extension of the MCMC methods used to estimate Bayesian VARs with stochastic volatility,
presented for example in |Cogley and Sargent (2005)H The prior distribution for the VAR coefficients
in equation [I] are based on existing studies and ‘shrink’ the VAR coefficient matrix towards an AR
specification for each endogenous variable. We employ a similar prior for the transition equation and
thus assume apriori that each log stochastic volatility follows an AR process and that there is no
feedback from Z;_;.

The impulse responses of logvar (Z;) to a monetary policy shock are calculated via Monte-Carlo
integration. In particular, the impulse responses are defined as the difference between the following
conditional expectations

IRF; = E (Invar (Ziyk) \V¢, Zi—1, 1) — E (Invar (Zy1x) \Vy, Z1—1) (7)
where W; denotes the parameters and state variables of the model and p is the monetary policy shock.
The first term in equation [7| denotes a forecast of the log volatility conditioned on one of the struc-
tural shocks pu. Note that, the volatility of the endogenous variables depends on the structural shocks
through equation [4| above. The second term is the baseline forecast of the log variance, i.e. condi-
tioned on the scenario where the shock equals zero. [Koop et al.| (1996]) describe how to approximate
these conditional expectations via a stochastic simulation of the non-linear VAR model. We use 100
simulations to calculate I RF; repeating this for 500 retained Gibbs draws. In order to account for
history dependence of the non-linear responses, the calculation is done for t = 1,12, ...T i.e. every 12"

month in the sample and the mean across time is reported in the figures below.

2.3 Model specification and identification

We set the lag length in the VAR model to 12 and use 3 lags of the endogenous variables in the

transition equation [4] and 3 lags of the stochastic volatilities in the observation equation [I} As shown

4We use a particle Gibbs sampler (see |Andrieu et al. (2010). This is described in the technical appendix.



in the sensitivity analysis, the main results are very similar for longer lag lengths.

We consider three schemes to identify the monetary policy shock. The schemes are implemented by
placing restrictions on the column of the A~! matrix corresponding to the equation for the policy

instrument. The remaining columns of the matrix correspond to a triangular structure.

The benchmark identification scheme uses contemporaneous sign restrictions to identify the monetary
policy shock. We assume that a contractionary policy shock increases the short-term interest rate on
impact and leads to a rise in unemployment and a fall in CPI inflation. The second scheme assumes
a recursive structure and implies that monetary policy shocks have no contemporaneous impact on
unemployment and inflation but can affect the term spread immediately. Finally, we follow |Gertler and
Karadi| (2015)) and identify the monetary policy shock using an external instrument. This version of
the model uses the 1 year government bond yield as the measure of the policy rate and the estimation
sample runs to 2012 m6. |Gertler and Karadi (2015) argue that the use of the 1 year rate accounts
for unconventional policy such as forward guidance. We use the benchmark instrument employed in
Gertler and Karadi (2015) — i.e. surprise changes in three month ahead fed funds futures rate on
FOMC dates. As discussed in [Mertens and Ravn (2013), under the assumption that the instrument
is relevant and uncorrelated with other structural shocks, the impulse vector to a unit shock can be

recovered by a regression of the reduced form residuals on the instrumentE]

3 Results

3.1 Impulse response to a monetary policy shock

Figure [1| presents the impulse response to a contractionary monetary policy shock normalised to
increase the T-Bill rate by 100 basis points. The unemployment rate rises by about 0.2 percentage
points at the two year horizon. Inflation displays a persistent decline of about 0.3 percentage points.

Finally, the term spread falls by about 70 basis points on impact.

The last three rows of the figure present the response of the unconditional volatility to this shock. It
is clear from the figure that the volatility of all endogenous variables rises in response to this shock.
This is reflected in the measure of overall volatility, the log determinant of the covariance matrix of
the endogenous variables which shows a persistent increase. The response of volatility is persistent
lasting for about 2 years with the magnitude of the response of interest rate and inflation volatility

slightly larger than the remaining variables.

Figure [2| presents the response of the volatility of the endogenous variables estimated using the three
identification schemes discussed above. The second row of the figure shows the recursive identification
schemes produces results very similar to the benchmark case. Similarly, when the external instrument
is used to identify the monetary policy shock the impulse responses still suggest that volatility rises

after a monetary contraction.

9Gertler and Karadi| (2015) present a detailed evidence that suggests that three month ahead fed funds futures rate
innovations provide a strong instrument to identify monetary policy shocks.



3.1.1 Robustness checks

Time variation Asnoted above, the benchmark model restricts the VAR coefficients to be fixed over
time. To check the structural stability of the estimated impulse responses we extend the benchmark
model to allow the coefficients to be time-varying. In particular, we estimate the following version of
the model:

P K
Zi = e+ BiiZig+ Y biwhik+ 2 e (8)
j=1 k=1
Q = A'HATY (9)
. . K
ht = ai+0thi—1 + Z dyj Zi—j +ny (10)
j=1
where var (n;) = Q. Letting Oy = vec ([ct,ﬂt?l, s Bepybeas bt,K]) and 0, =
N(NP+NEK+1)x1 N(N+NK+1)x1
vec ([oy, 04, de 1, .., d i]) the evolution of the coefficients is determined by the additional transition
equations:
0, = @tfl‘f‘Q}mUlt (11)
v, = \Ijt71+Qé/2U2t (12)

where (e}, v}, vh;) ~ N (0,I5) with N = N (NP + NK +1)+ N (N + NK + 1) + N. The model can
be estimated using an extended version of the Gibbs algorithm summarised above. The extension is

described in the technical appendix.

The time-varying impulse responses of volatility to a 1 unit monetary contraction are shown in Figure
As in the benchmark case, sign restrictions are used to identify the policy shock. As noted in
previous studies, there is some evidence suggesting that the impact of monetary policy on the real
economy has declined over time (see Boivin and Giannoni (2006)). As in |Boivin and Giannoni (2006))
the inflation response becomes positive at medium horizons in the earlier part of the sample. While
there is some weak evidence to suggest that the response of volatility may have been slightly larger
during the 1970s and the first half of the 1980s, the impact on volatility remains positive and persistent
throughout the sample period.

Further sensitivity checks The technical appendix provides a range of further checks. The bench-
mark model in equations [5] and [6] does not allow a contemporaneous relationship between level and
volatility shocks. Following |Alessandri and Mumtaz| (2018)), we extend the model and relax this as-
sumption. Impulse responses from this version of the model (see Section 4.1, pages 14-17 in the
appendix) support the conclusion that volatility rises after a monetary contractionﬁ In addition,
we show that the results survive if a longer lag length is used in the benchmark model. Similarly,
versions of the model that include the Federal Funds rate, industrial production or stock returns pro-
duce results similar to the benchmark case. Finally, positioning the short-term interest rate first in

the recursive order or using the |[Romer and Romer (2004) measure of monetary policy shocks as an

5In the technical appendix we present results using the proxy VAR of Gertler and Karadi| (2015) extended to include the
measure of uncertainty developed by |Jurado et al.[(2015). Results from this model, which allows for a contemporaneous
impact of monetary policy shock on uncertainty, support our key conclusions.



instrument produces responses of volatility that support the results depicted in the second and third
rows of Figure

3.2 Variance decomposition

To investigate the importance of the monetary policy shock we construct the forecast error variance
(FEV) decomposition for the benchmark model using the method described in [Lanne and Nyberg
(2016)) for non-linear models. Table [1| presents the contribution of the monetary policy shock and
compares it with the contribution of all 4 level shocks in the VAR model. The third and fourth
columns of the table display the contribution to the FEV of volatility of the variables while the final
two columns display the contribution to the FEV of the level. The final column of the table shows that,
as highlighted by several previous studies, the monetary policy shock makes a modest contribution
to future movements in the unemployment rate and inflation. As in Bernanke et al. (2005), the
contribution to the FEV of the unemployment rate is about 10 percent while the contribution to
inflation FEV does not exceed 5 percent. The contribution to the interest rates is higher, especially
at shorter horizons. When compared to the contribution of all level shocks jointly (column 5 of the

table), the monetary policy shock does not appear to be the most important component.

Column four of table [1| shows that the contribution of the monetary policy shock to the volatility of
the variables is also modest in absolute terms and ranges from about 5 to 7 percent. However, in
relative terms, the monetary policy shock appears to be important, especially at the one year horizon.
For example, the total contribution of the level shocks to the FEV of unemployment volatility at
this horizon is 16 percent. Almost half of this contribution comes from the monetary policy shock.
Similarly, the monetary policy component in the contribution of level shocks to the FEV of inflation,
interest rate and spread volatility accounts for 40 to 50 percent at the one year horizon. However,
the relative importance of this shock declines at the 60 month horizon suggesting that other level or

second moment shocks may play a role in the long run.

To investigate the economic importance of monetary policy transmission via volatility, we estimate
a version of the benchmark model that restricts the effects of level shocks on second moments to be
equal to zero (by setting d; = 0 in equation In Figure 4] we compare the impulse response to
a monetary policy shock in the restricted and the benchmark model. It is clear from the figure that
the response of unemployment and inflation is less persistent in the restricted case. This implies that
the cumulated change in these variables is estimated be much smaller if the effect of policy shocks on

volatility is assumed away.

4 Theoretical Analysis

In order to investigate the transmission of monetary policy shocks to volatility, we build and estimate
a New Keynesian DSGE model. We first describe the building blocks of the key sectors of the DSGE

model and consider how time-varying volatility arises in this set-up. We then use an estimated version

"Based on the deviance information criterion (DIC) of Spiegelhalter et al. (2002) the benchmark model is preferred to
this restricted model. The DIC for the restricted model is -4526.68, while the corresponding estimate for the benchmark
model is smaller (-4560.82) indicating an improved fit.



of the model to calculate the response of the key variables and their volatility to monetary policy

shocks.

4.1 DSGE Model

Households: The economy is populated by a continuum of households (h € [0, 1]) that attain utility
from consumption Cy (k) and leisure 1 — L; (h), where L; (h) denotes the fraction of the household
that is employed. Household’s preferences are separable
~ ~ l—o¢
(ct (h) — bC’t_l)

B B L Lt (h)1+UL
h),Z, L; (h)) = — o Ziee
U(Ct(% ts t()) 1— o0 Xo4t 1+og

where o, is the inverse of the Frisch elasticity, oo stands for the inverse of intertemporal elasticity

(13)

~ ~ > P2

of substitution and Z; = ZZ; (%) e?=“=t denotes the non-stationary productivity process (the
t—2

tilde indicates that the variable is non-stationary) where Z is the steady-state value of the productivity

growth, p, indicates the degree of persistence and o, is the standard deviation of the productivity

growth process.

The empirical analysis above illustrates convincingly that the changes in the policy instrument have
an impact on the level and volatility of endogenous variables. This evidence points to the existence of
important non-linearities in the data that give rise to these effects. Given our stylised facts are related
to volatility, it seems a natural starting point to investigate whether these non-linearities are due
to agents’ preferences. The analysis of Rudebusch and Swanson (2012) and [Swanson| (2015) suggest
that when agents form recursive preferences (Epstein and Zin (1989)) then a productivity level shock
induces the stochastic volatility of the series in the model to vary. We proceed, therefore, by assuming

that agents have preferences of this form:

1

Vi(h) =u(Co(h), Zos Lo () + B (EeViar () 77) (14)
The attractive feature of Epstein-Zin preferences is that the coefficient of relative risk aversion decou-
ples from the intertemporal elasticity parameter. The parameter ~ illustrates the degree of agents’
desire for an early resolution of uncertainty over future consumption. Household maximises its utility
function subject to its budget constraint which is:
D (h)

R

t

BCy(h) + + Ty (h) = PBW;L¢ (h) + (1 — L¢ (h)) PiBy + D1 (h) + Z¢ (h) (15)

where P, is the price index, D, (h) is the one period risk free government debt, R; is the return on
investing on the government debt, W; stands for the real wage, T; (h) is the lump sum taxes, By is the

unemployment benefit and Z; (h) denotes firms’ profits.

The budget constraint reveals the existence of real labour market frictions that lead some members
of the household to become unemployed. However, they enjoy the same consumption levels as the
employed members due to our complete markets assumption. The structure of the labour market is
discussed below. Here we mention two pieces of evidence supporting the argument that search and
matching frictions could be a vital part of the mechanism relating monetary policy shocks and second
moments. Firstly, the empirical exercise undertaken in Section (Figure [4) reveals that the impact
of monetary policy on unemployment is enhanced by the impact of this shock on volatility. This is

indicative of the existence of frictions in the labour market that re-enforce the effects of volatility.

Secondly, there are a growing number of studies employing heterogeneous agents models that argue



in favour of including unemployment into these incomplete market models in order to better under-
stand extreme economic episodes such as the Great Recession (Ravn and Sterk (2017), Den Haan
et al. (2018)). The outcome of these studies is further supported by the work of Petrosky-Nadeau
et al. (2018) that illustrates search and matching frictions in a real business cycle could give rise to
endogenous disasters when the model is calibrated and solved carefully. These two different type of
approaches seems to indicate that these labour frictions may have very rich nonlinear implications.
Finally, during the ZLB period and the introduction of the forward guidance policy by the FED and
Bank of England, unemployment became the primary policy variable in terms of monetary authorities

communicating the end date of the excess stimulus in the economy

Labour Market: The existence of a real — search and matching — friction in the labour mar-
ket (Mortensen and Pissarides (1994)) prevents all job-seekers (U =1 — (1 —dn) Li—1) from being
matched with vacancies (1) posted by firms and they end up unemployed (u; = 1 — L;). The match-
ing technology is described by the following Cobb-Douglas (expression

My = pUufr; ™" (16)
L = (1—=0n)Li 1 +QF Y, (17)
\Ift == K,ZtTt (18)

While employment evolves according to equation where dy is the separation probability. This
formulation incorporates the assumption that new hires start working in the same period they are
hired (Blanchard and Gali (2010))). Furthermore, firms in order to be able to hire a worker they
need to post a vacancy and this incurs a cost (expression see Mortensen and Pissarides| (1994))).
In other words, the cost is a linear function of the vacancies posted. This is different set-up than
the cost of hiring function used in |Gertler et al. (2008). However, this particular formulation implies
that the cost is paid after the vacancy is filled and it reflects internal costs of adjusting the number of
employees (such as training). This specification, thus, minimises the exposure of entrepreneur’s profits
unsuccessful matches and, consequently, to uncertainty, since the cost is only paid after the vacancy

is filled. This feature makes this formulation less suitable in our setting.

Final Good Producer: The next two paragraphs discuss the price Phillips curve. The set-up is
quite standard and the nominal rigidities are introduced as a simple way to make output demand
driven in the short run and to allow monetary policy to be able to affect the economic cycles. The

final good is produced via the following production function

e—1

o= [ = ] (19)
Y, (f) = <Pt]£tf)>_616 (20)

where € denotes the elasticity of substitution between differentiated intermediate goods (f € [0 1]).

The demand for intermediate goods (expression results from profit maximisation and the assump-

tion that the final good producer operates under perfect competition.

8In August 2013, the Bank of England augmented its policy toolkit with (state dependent) forward guidance. Un-
employment became a forward guidance threshold variable and the Bank of England started publishing its fan chart in
order to better communicate with public its projection about real economy.
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Intermediate Good Producers: Similar to Krause and Lubik (2007) and Krause et al.| (2008)) we
assume that there is a continuum of firms (f € [0, 1]) that post vacancies, combine employment, fixed
capital and employ the following technology:

Yo (f) = Ze (Le ()70 K2 (21)
to produce the intermediate good, where ¢ is the capital share in the production function. These
producers solve a two-stage problem. In the first stage, taking the wage and the cost of filling a

vacancy as given they decide how many vacancies to post and people to employ, these choices result

from the maximisation of their profit function:

= [ MGy (F) Yirg (f) = WergLery (f) = REK — 620151y (f)
) 5
B 2 M { #0011 (1= 83) Ligor (1) + Qs () Toas (1) = Lusy (1) } 22)

where M C; (the marginal cost), ©; (the shadow value of hiring an additional worker) are the Lagrange
multipliers associated with the goods’ production function and the employment’s law of motion, re-

spectively. Finally, M; denotes the stochastic discount factor
< ] -
Vit (Ct (h) — th—l)

Mt+1 - 1 = =
(EtVtH )1 5 Ci41 (h) — bCy

In the second stage, producers set the price of the intermediate good that maximises their profits.
The optimisation problem in this case reflects that prices are set in a staggered manner. This means
that every period a fraction (1 — &) of firms receive a random signal and set prices optimally (]5,5 (f )) ,
while those firms who miss the signal set prices based on a rule of thumb backward looking indexation
scheme (JBt (f)=1I'_, P (f )) As explained in (Christiano et al.| (2005), this pricing setup allows us
to replicate the hump shaped response of inflation to the monetary policy observed in the empirical

section. The pricing problem is summarised by the following profit maximisation

B ()T, . 5
maxEtZMuﬂ (5 {t(f it e, <f>}mj (f)] (23)
P(f) Pryj
subject to

—e
N P (f
Yy (f (H I s 1P> Yiij

Wage Determination: The wage is determined by solving a Nash bargaining problem between
workers and firms that takes place in order to decide how to split the surplus produced by a match
(see Mortensen and Pissarides| (1994) and Krause et al. (2008 amongst others). This simple framework
is commonly used in the literature and assumes that newly hired workers get the existing wage, an
assumption that is also supported by some empirical evidence (Galuscak et al.| (2012)). To set the

problem we need to define the value of the firm:

. 1-9)Y, - -
Jf:MCt(L(f)t—Wt+ﬁEtMt+1(1—5N) Ji (24)
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On the other hand, the value of an employed and unemployed worker is given by:

IV = W —xoZ ey (ét - bét—1>ac
Y BE, My { [1—6x5 (1— QU] I, +6n (1 - Q) J}UH} (25)
JY = Bi+ BEM {Q,ﬂljﬁvl + (1- Q?ﬂ) jgrl} (26)
and the wage results from the following bargaining problem:
et = argmax (7 V)" (70)" (27)

Wi

Similarly to Krause and Lubik| (2007) and Leduc and Liu (2016), we allow for real wage rigidity via

the following norm:

W, = Wy, (o) (28)

Government and Aggregation: The government in this economy runs a balanced budget:

L - D
PG+ Di1+ (1 — L) BB, =T, + ﬁt (29)
¢
~ ~ P
where Gy = ¢;Y; is government consumption and g; = (gtT‘l> “¢%9%st s the of the government
share in the economy. Monetary policy is set based on Taylor Type rule:
II U
g (7)== prv-1 + (1= p) { o (1) + Cutor (%) } + o (30)

where II is the inflation target, pp is the interest rate smoothing parameter, (7 and (ya are the policy
reaction coefficients to inflation and demand growth, respectively, and wgr; = PepWRt—1 + ORER 18
the monetary policy shock. Finally, the market clearing condition is derived after a number of simple
substitutions (see the Section 5.1, pages 21-22):
LLKS Ci+ Gy + ¥y (31)
Ay
The de-trended and steady-state calculations are discussed in the technical appendix (Section 5.1,
pages 21-22).

4.2 Heteroscedasticity

The novel part of our analysis is that we focus on the volatility implications of the monetary policy
shock. With the term volatility or measured uncertainty we refer to the heteroscedastic response of a
variable, say x¢, defined as in |Basu and Bundick| (2017) and Swanson (2015)

Ges = 1001n (“””) (32)

O

where

ozt =var (z¢) = Ey(xi4 — EtxtH)Q (33)
and o, is the stochastic steady-state standard deviation of the variable xtﬂ It is perhaps important
to highlight that equation coincides with the definition of volatility studied by |Jurado et al.
(2015). As explained in [Rudebusch and Swanson (2012) and Swanson| (2015), the higher moments
of economy’s endogenous state vector are time-varying (o,;) due to (i) the additive separability of

consumption in the period utility function and (ii) the Epstein-Zin preferences. According to these

In the text below, we use the term uncertainty to refer to ‘measured uncertainty’.
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authors the additive separability property of consumption makes the model non-homogeneous and this
is what induces a small degree of heteroscedasticity, which is further enhanced by the risk aversion

parameter (7).

The economic intuition behind these two technical conditions is actually quite simple. The additive
separability property of consumption makes agents’ responses to economic shocks depend on the
current level of on the state of the economy. For instance, when the current level of consumption is low
(or the marginal utility of consumption is high) then consumption uncertainty is higher (relative to the
case where the initial level of consumption/output is high) and this reflects agents’ elevated concerns
about future shocks. As an adverse shock that lowers output further is going to induce a proportionally
a larger reduction in utility relative to the case where the initial level of consumption/output was high.
This channel is the further enhanced by Epstein-Zin preferences as the risk parameter reflects how

much agents dislike elevated uncertainty (Rudebusch and Swanson| (2012)).

Loosely speaking, agents in this economy price adverse shocks more heavily in ‘bad times’ when
compared to ‘good times’. This behaviour induces a wedge between the mode of the distribution x;
and its mean as the latter captures these elevated concerns. Figures[5|illustrates this phenomenon. We
use the model developed in this study (and the estimates discussed below) to simulate the data. Panel
A of Figure [5| shows the probability density function of unemployment rate, unemployment expected
duration, labour income, GDP and annual inflation as deviations from their stochastic steady states
when the monetary policy shock is drawn from its estimated distribution It is apparent that even
under one standard deviation monetary policy shocks the probability density functions displays a
‘downward risk’, meaning that the average unemployment rate and the average expected duration
of being unemployed are higher than their modes. Similarly, the average labour income, GDP and
inflation fall to left of their modes. We repeat the same exercise in Panel B of Figure [5| however,
we apply larger shocks this time (two times their standard deviation). As expected, the asymmetry
becomes more pronounced indicating that agents economic behaviour is also a function of the state of

the economy.

The above simulations illustrate that under certain conditions monetary policy actions can have quite
dramatic implications for the economy; for instance, unemployment rate could rise 6 percentage points
(pps) above the stochastic steady state, while inflation, GDP and labour income could fall 10% below
the stochastic steady state, respectively. These adverse economic conditions are taken into account by
agents when they form their decisions optimally and try to minimise their exposure to these downward

risks.

Table [3| compares a set of data estimated disaster statistics reported by |Petrosky-Nadeau et al. (2018)),
with those predicted by the model that is subject to a monetary policy shock. The aim of this second
exercise is to use data evidence to quantify the risks to which the agents in this economy are exposed
and, consequently, to understand why they want to hedge against them. As in [Petrosky-Nadeau
et al., we apply the peak-to-trough method discussed in Barro and Ursua (2008) to to identify rare
disasters. The disasters are defined as cumulative fractional declines in per capita output of at least
10%.

0Both the non-stationary productivity and government spending shocks are switched off for the rest of the analysis.
To be precise, although the values of the latter two shocks are set to zero, their standard deviations are not. This affects
peoples average behaviour as their expectations are based on the distribution of the two shocks and not just on their
realisation.
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When the economy is exposed to one standard deviation policy shocks, then the disaster probability is
significantly less than 1%. However, if this highly unlikely event ever takes place then it lasts for almost
7 years and growth reduces by almost 12% Not surprisingly, when the economy is perturbed with
larger policy shocks, then the disaster probability and the size of output collapse increase significantly
and non-linearly, while the duration of disaster state decreases: The probability of disaster and its
size rise to 5% and 14% respectively, while the duration of the disaster shortens to 4 years. Unlike in
the case of one standard deviation shocks these estimates are significant closer to those obtained using
actual data. Finally, the comparison of the second and third columns of Table [3]illustrates again that

agents’ responses to monetary policy shocks are different at different stages of the cycle.

4.3 Calibration

The model is estimated using limited information impulse response matching techniques (Christiano
et al.| (2005)), [Christiano et al. (2010)). However, the value of a small number of parameters is decided
prior to the estimation. To be precise, the share of capital in the production (¢) and its depreciation
rate have been calibrated to 0.36 and 0.025, numbers typically used in the literature (Christiano
et al. (2005)). The steady-state unemployment (u) is set equal to 5.8% (the sample mean), while
the steady-state value of output (y) to 1. The time discount factor (5) equals 0.995, while the both
the steady-state value of inflation and productivity growth have been set to 2%. The last three
parameters imply that the non-stochastic steady-state of the annual policy rate is 6%. Similar to
Smets and Wouters| (2007), the government spending and investment to GDP ratios are calibrated to
0.18 and 0.2, respectively. Finally, the steady-state value of the probability filling the vacancy is 70%
(Hagedorn and Manovskii (2008)).

The parameters gc, 0L, b7 ’77 57 L, CH? Cu7 CRa EJ H) 77) 5N7 B = %7 Lw, %7 peza pgcﬂ peRa 0627 U€G and
oc, are selected to match the nonlinear VAR responses to an identified monetary policy shock using
the benchmark identification scheme. The model is solved using third-order perturbation methods and

the impulse responses are calculated relative to the stochastic steady state (Cacciatore and Ravenna

(2016)) [

The objective of the estimation is for the model to be able to replicate not only the empirical responses
to a monetary policy shock illustrated in Figure [1| but the also the contribution of the ‘uncertainty
channel’ to these responses. This is defined as the difference between the unrestricted and restricted
responses plotted in Figure [4] and discussed in Section The latter set of targets ensures that the
parameters that control the size of the uncertainty channel in the model are calibrated carefully and
the predictions of the model about the importance of that channel are in line with those observed
in the data As it will become apparent later in our analysis, the last set of moments acts also
a natural metric that allows us to assess which part of the transmission mechanism is responsible

for the existence of the endogenous uncertainty channel. The process used to estimate the DSGE

"Tn the online Appendix (Section 5.3) we develop a version of the model without search and matching real labour
frictions but with sticky nominal wages. Although, this version of the model replicates the cyclical dynamics remarkably
well, it fails to produce an endogenous disaster even when the economy is hit with 2 standard deviation policy shocks.

12No pruning is applied in our calculations, which have been implemented using Dynare 4.4.3. The model and
replication files can be downloaded from authors’ webpages. We also check if our results are robust if we apply |[Koop
et al. (1996) methodology to calculate the IRFs and we find that our results are almost identical. We choose to employ
the first method to calculate the IRF's as it dramatically reduces the estimation time.

13We would like to thank an anonymous referee for proposing this exercise.
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contributions of uncertainty follows closely the steps employed for the empirical models. To be precise,
the uncertainty contribution is defined as the difference between the responses obtained using the third

order solution model minus those by using only the first order component of the solution.

4.4 Estimation Results

Figure [6] illustrates the ability of the theoretical model to replicate the identified empirical responses
(Panel A) as well as the contribution of the uncertainty channel to these responses (Panel B), re-
spectively. Even though the literature has questioned ability of a “simple” search and matching New
Keynesian model to jointly replicate the dynamics of both unemployment and inflation (see the dis-
cussion in [Krause and Lubik| (2007) and Gertler et al. (2008))), our estimated model seems to be robust

to this criticism as it reproduces the data dynamics remarkably well.

In this study, however, our results go further. The model is capable of replicating: (i) the VAR based
stochastic volatility responses to a level monetary policy shock and, (ii) the empirically identified
contribution of the uncertainty channel This is a new set of results that further supports the
analysis of |Petrosky-Nadeau et al.| regarding the aptitude of DSGE models with search and matching

labour market frictions of reproducing highly non-linear dynamics seen in the data.

Returning to the discussion of the estimated parameters, Table |2] illustrates that the model can
replicate the data features mentioned in the previous paragraph by relying on a set of parameter
values that have been extensively used in the literature. Perhaps the less common parameter estimate
is that for the Epstein-Zin risk coefficient (7 = 115.57) with the estimated value indicating that agents
dislike future uncertainty. This value is similar to the one used in the Rudebusch and Swanson (2012)
and Swanson| (2015). As explained in |Swanson| (2015)) — and it is further illustrated in the next section
— this parameter only has a small effect on the stochastic volatility of macroeconomic variables and

therefore the large magnitude is innocuous|"|

In terms of the utility kernel, the model demands some curvature (o = 2.15, |Chen et al. (2012)))
and (o7 = 4.00, |Christiano et al. (2010)) in order to reconcile the predicted dynamics with those in
the data. The degree of consumption smoothing (b = 0.57), is close to the estimates reported by
Christiano et al.| (2005)).

The parameters that govern the labour market block of the model, the Cobb-Douglas matching pa-
rameter (u = 0.40), the job separation rate (6 = 0.18), the income replacement ratio (100B = % =
54%) and the steady-state, the bargaining power for workers (n = 0.50) search and matching friction
(100% = 1%) are again consistent with those in the literature (see for instance, [Krause and Lubik
(2007) and |[Krause et al. (2008), |Gertler et al. (2008) and Hagedorn and Manovskii (2008) among

others).

Consistent with the analysis [Krause and Lubik (2007) and |Leduc and Liu (2016) (among others),
the model requires a high degree of real wage rigidity (1, = 0.89) in order to be able to match the

YWhile the VAR-based volatility responses are all hump shaped, this feature is less evident in the model. This is
likely to be because the model incorporates simplifying assumptions and does not capture all aspects of the data.

5This is not the case for asset price variables as the they are functions of the stochastic discount factor. The risk
parameter has a great influence on the second term of the stochastic discount factor that captures how agents ‘trade’
uncertainty across time. As it is discussed briefly in the next section, we discovered that the risk parameter variations
have perhaps a larger impact on the stochastic steady-state than the cyclical dynamics regarding the macro variables.
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volatility of unemployment in the data (Figure 5, Panel A, page 30, online appendix). As explained
by these authors and it can be seen from equation , under this calibration paid wages decouple
from productivity and this leads to high surplus for firms (relative to the situation of no real wage

rigidity) stimulating vacancy creation.

Similar to |Christiano et al.| (2005]) a high degree of price indexation (¢ = 0.72) and a small probability
of resetting prices optimally (1 —& = 0.03) are needed for the model to match the response of inflation
after a monetary policy shock. Furthermore, the steady-state value of firms’ markup is 50% (e = 3.0)
a value similar to Smets and Wouters| (2007)) and |Gertler et al.| (2008). Finally, the estimates of the
policy reaction coefficients are similar to those reported in the literature (Krause et al. (2008)), |Gertler
et al. (2008), |Leduc and Liu (2016))).

4.5 Impulse Response Analysis

The aim of this section is to discuss the transmission mechanism of monetary policy shocks to macroe-
conomic volatility. We illustrate this via impulse response analysis. We first describe the results in
the benchmark model and then investigate the features of the model that drive the transmission of
the shock.

4.5.1 Benchmark results

The blue solid line in Panel A of Figure [7] shows the agents’ responses to a monetary policy shock

estimated using the benchmark version of the model.

Households: Starting from the household side, as consumption moves away from its steady-state
level due to the adverse policy shock, agents start becoming concerned about the fact that another
adverse economic shock is going to take their current consumption even further away from its steady-
state. For the agents, this is more costly in utility terms than if consumption had been above its
steady-state prior to the adverse shock (see Rudebusch and Swanson (2012) and |Swanson| (2015))). To
insure themselves against this downward risk they act in a precautionary manner and reduce current

consumption by a larger amount (Basu and Bundick (2017) and Fernandez-Villaverde et al. (2015)).

Furthermore, in an economy with search and matching frictions, the agents face additional risks:
i.e. the risk of job separation and unemployment. This enhances households’ concerns about their
expected consumption plan and intensifies their desire to hedge against this uncertainty. An adverse
shock that reduces consumption when the latter is already below its steady state would have a larger

detrimental impact when agents are unemployed. We consider the importance of these risks below.

Firms: Firms are owned by households and so they use the same stochastic discount factor to weight
expected profits. This means that a profit reduction is more costly when the previous period profits
had been below rather than above their steady-state. As it is explained carefully in [Swanson (2015),
these preferences induce entrepreneurs to devote more attention to generating profits in bad times.

However, firms who face adverse economic conditions are exposed to: (i) paying a wage higher than
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worker’s productivity (taking into account future forgone costs of hiring) due to high wage rigidity

and to, (i) low expected demand for their output.

To mitigate these exposures firms pause hiring. As explained in Bloom (2009) and |Leduc and Liu
(2016)) filling a vacancy is an irreversible decision that has long-term implications. Therefore, en-

trepreneurs act more cautiously and post even less vacancies pushing up unemployment.

Moreover, the firm recognises that a lower price could lead to a higher demand for its output and,
consequently, more profits. Despite the fall in the marginal cost (caused by the fact that supply
exceeds labour demand), the firm has an incentive to a set an even lower price during bad times in
order to secure more demand and, consequently, hedge itself against future more adverse economic

outcomes.

As inflation falls and monetary authorities reduce the policy rate only gradually (due to their prefer-
ences of avoiding injecting too much interest rate volatility) the real interest rate remains persistently

positive and this enhances the desire for saving.

Impact on volatility: As shown in the last row of Panel A of Figure [7] volatility increases after a

monetary policy shock. As discussed in Section above, the volatility of a variable can be viewed as
a wedge between the mean and the mode of the distribution. When the adverse monetary policy shock
occurs, agents in the economy form expectations about future events. Households take into account the
probability of longer unemployment spells during which they may be exposed to additional negative
shocks. Similarly, firms’ expectations about profits are skewed downwards. However, as the time
evolves and no further shocks are realised this wedge between expectations and what actually happens

eases, and so does the volatility in the economy.

Contribution of uncertainty: The blue circle line in Panel B of F igureisolates the contributions

of uncertainty in the transmission of monetary policy. The uncertainty contribution is defined as the
difference between the response derived by using the full third order solution of the model minus the
responses produced using only the first term of that solution. For instance, unemployment increases
0.3 pps after one standard deviation monetary policy shock (Panel A of Figure |7, blue solid line/left
y-axis) and 1/3 (30%) of this increase is due to the uncertainty (Panel B of Figure |7, blue circle
line/left y-axis). Furthermore, uncertainty seems to account for almost 50% of the output, labour
income and inflation fall. This exercise reveals that: (i) the endogenous uncertainty channel plays a
sizeable role in the transmission of the monetary policy shock and (ii) it manifests itself as a demand
type shock (Leduc and Liu (2016)).

4.5.2 Key Features of the model

It is interesting to consider the features of the model that drive the impact of monetary policy on
second moments. In particular, the model contains three ingredients that play a role: (1) Search
and Matching labour market frictions, (2) interest rate smoothing by the monetary authorities and
(3) Epstien-Zin preferences. In order to gauge the role of these features of the model, we derive the

impulse responses under the counterfactual scenario where these channels are switched off one by one.
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Labour Market Frictions We pursue two exercises: (i) we consider what happens when non-
stochastic steady-state probability of finding a job (QV) is (almost) equal to one (or the non-stochastic
steady-state of unemployment is almost equal to zero) and (ii) what happens when the friction is
removed completely but nominal wages adjust only gradual (sticky nominal wages, Christiano et al.
(2005), [Smets and Wouters (2007)). Due to the space required for the development of the second
model, the latter exercise is conducted in the online Appendix (Section 5.3), but the intuition of the

results coincides with the first experiment and it is, therefore, discussed here briefly.

Panel A of Figure [7] compares the agents’ responses to a monetary policy shock derived by the bench-
mark version of the model (blue solid line) against the responses when implicitly there is no risk that
agents will ever become unemployed (QU = 1, red dashed line)H Panel B of Figure lﬂ on the other
hand identifies the contribution of the uncertainty channel for both versions of the model. Without
the search and matching labour market real friction the contribution of the endogenous uncertainty
channel to the economy is substantially smaller (red cross line/right y-axis). This evidence seems to
indicate that households fear that they can remain unemployed for an extended period of time (the
expected average duration is given by ﬁ) Their fear is magnified by the possibility that, during
this period, another adverse shock that moves their consumption away from its steady-state might
arrive. To insure themselves against this uncertainty, they reduce consumption by more (relative to
the situation where they move from unemployment to employment almost instantaneously) when the

monetary shock takes place.

We develop in the online appendix (Section 5.3) a version of the model without search and matching
frictions but with sticky nominal wages (Christiano et al. (2005), Smets and Wouters (2007))) and
Epstein-Zin preferences (SW). The estimated version of the SW model again replicates the cyclical
responses remarkably well. However, the steady-state value of the output stochastic volatility is almost

zero and the model fails to produce distribution skewness and endogenous disasters.

These two quite different exercises seems to converge to the same conclusion that search and matching
frictions are important. This is a result that seems to go hand in hand with the finding of the
heterogenous agents literature. To be precise, Ravn and Sterk| (2017) and Den Haan et al. (2018)
(amongst others) argue convincingly about the necessity of incorporating search and matching friction
(along with nominal price or/and wage rigidities) into these incomplete markets model in order to
produce quantitative sizeable results without replying on large and very persistent shocks. It also
coincides with the analysis of [Petrosky-Nadeau et al. (2018), who argue that DSGE models with

search and matching frictions can generate endogenous disasters.

Interest Rate Smoothing Taking the real labour frictions as given, we consider how discretionary
monetary actions could cause uncertainty to increase endogenously and significantly. The systematic
part of the monetary policy consists of the two parts: (i) the response to deviation from FED’s inflation
and unemployment gap objectives and (ii) the interest rate smoothing. Our investigation seems to
suggest that it is the policymaker’s desire to ‘smooth’ changes in the policy rate that actually causes

uncertainty to rise after a monetary policy shockE] To be precise, when the interest rate smoothing

16This is implemented in the model by lowering the non-stochastic steady-state unemployment rate to 0.01%

'"In the online Appendix (Section 5.1) we illustrate that if the reaction coefficient to unemployment gap is increased
beyond empirically plausible values (such as greater than one) then the uncertainty channel diminishes significantly.
Although, this simulation lacks empirical support (as we do not observed such high values for {, in the literature) the
results further enforce the message of this paragraph. The higher policy response to unemployment countervails the
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coefficient is set to zero (pp = 0), the uncertainty channel disappears and the impact of monetary
policy on second moments is close to zero. (Figure . This happens as the lack of preference for
interest rate smoothing allows authorities to loosen policy very quickly in order to restore both the
inflation and unemployment targets. In other words, agents do not seem to be particularly concerned
about the ability of monetary authorities to discretionary deviate from their objective function as long

as they can reverse their actions and restore economy’s steady-state.

Epstein-Zin Risk Coefficient Figure @ compares the responses (Panel A) and the uncertainty
contributions (Panel B) in the benchmark case and the counterfactual case where the risk coefficient
is set to zero (y = 0). With v = 0 the importance of the endogenous uncertainty channel declines
and the uncertainty contributions are substantially smaller. Moreover, the response of volatility in

the counterfactual case is smaller than the benchmark case.

However, these results also suggest that in relative terms the dramatic reduction in v from 115 to
0 does not lead to effects that are extreme. As the economies’ agents have a high desire of early
resolution of future uncertainty, the central bank is expected to keep policy expansionary for longer
to meet its objectives. As a result, the long-term interest rate falls by more than 30 bps and stays
below its stochastic steady-state for more than a year. Finally, this exercise is an additional evidence

in favour of endogenous uncertainty acts as a demand channel (shock)m

5 Conclusion

This study investigates the response of macroeconomic volatility to an unexpected increase in the
policy rate. For this purpose we develop an empirical model that allows us to estimate the response
of macroeconomic volatility to a monetary policy shock. To investigate the transmission channel of
the shock, we build a simple New Keynesian model, with search and matching labour frictions and

Epstein-Zin preferences.

The empirical model suggests that a 100 basis points increase in the policy rate causes unemployment
and inflation volatility to rise by around 10% above its unconditional value. The theoretical model has
been calibrated to match the SVAR responses. Simulations from the theoretical model suggest that
it is the coexistence of agents’ fears about being prolonged unemployment and monetary authorities’
desire for gradual policy adjustments that causes volatility to increase to levels observed empirically.
In other words, households understand the risks of becoming unemployed and the fact that during
the unemployment spells additional adverse shock may occur. However, it is the combination of
these risks together with the policy-rate smoothing parameter that causes monetary policy to have
significant volatility effects and not the shock per-se. When these two conditions pre-exist, only then

the Epstein-Zin preferences play a significant role.

smoothing parameter and the policy rate is decreased faster in order to support the recovery of the economy.
1311 the online appendix (Section 5.1) we investigate what happens to the economy when the inflation target increases
from 2% to 4%. We find that the uncertainty effects from this policy change are small.

19



References

ALESSANDRI, P. AND H. MuMTAZ (2018): “Financial regimes and uncertainty shocks.” Journal of

Monetary Economics.

ANDRIEU, C., A. DOUCET, AND R. HOLENSTEIN (2010): “Particle Markov chain Monte Carlo
methods,” Journal of the Royal Statistical Society Series B, 72, 269-342.

BARRO, R. J. AND J. F. URsuaA (2008): “Macroeconomic Crises since 1870,” Brookings Papers on
Economic Activity, 39, 255-350.

Basu, S. AND B. BUNDICK (2017): “Uncertainty Shocks in a Model of Effective Demand,” Econo-
metrica, 85, 937-958.

BERNANKE, B. S., J. BowviN, AND P. EvriAsz (2005): “Measuring the Effects of Monetary Pol-
icy: A Factor-Augmented Vector Autoregressive (FAVAR) Approach,” The Quarterly Journal of
Economics, 120, 387-422.

BikBov, R. AND M. CHERNOV (2013): “Monetary policy regimes and the term structure of interest

rates,” Journal of FEconometrics, 174, 27-43.

BLANCHARD, O. AND J. GALI (2010): “Labor Markets and Monetary Policy: A New Keynesian

Model with Unemployment,” American Economic Journal: Macroeconomics, 2, 1-30.
BroowMm, N. (2009): “The Impact of Uncertainty Shocks,” Econometrica, 77, 623-85.

Borvin, J. AND M. P. GIANNONI (2006): “Has Monetary Policy Become More Effective?” The
Review of Economics and Statistics, 88, 445-462.

CACCIATORE, M. AND F. RAVENNA (2016): “Uncertainty, Wages, and the Business Cycle,” mimeo.

CAMPBELL, J. Y., C. PFLUEGER, AND L. M. VICEIRA (2014): “Monetary Policy Drivers of Bond
and Equity Risks,” NBER Working Papers 20070, National Bureau of Economic Research, Inc.

CHAN, J. C. C. (2017): “The Stochastic Volatility in Mean Model With Time-Varying Parameters:
An Application to Inflation Modeling,” Journal of Business & FEconomic Statistics, 35, 17-28.

CHEN, H., V. CURDIA, AND A. FERRERO (2012): “The Macroeconomic Effects of Large-scale Asset
Purchase Programmes,” Economic Journal, 122, F289-F315.

CHRISTIANO, L., M. EICHENBAUM, AND C. EvANS (2005): “Nominal Rigidities and the Dynamic
Effects of a shock to Monetary Policy,” Journal of Political Economy, 113, 1-45.

CHRISTIANO, L. J., M. TRABANDT, AND K. WALENTIN (2010): “DSGE Models for Monetary Policy
Analysis,” in Handbook of Monetary Economics, ed. by B. M. Friedman and M. Woodford, vol. 3,
285-367.

Crark, T. E. (2011): “Real-Time Density Forecasts From Bayesian Vector Autoregressions With
Stochastic Volatility,” Journal of Business €& Economic Statistics, 29, 327-341.

CocGLEY, T. AND T. J. SARGENT (2005): “Drift and Volatilities: Monetary Policies and Outcomes
in the Post WWII U.S,” Review of Economic Dynamics, 8, 262-302.

20



DEN HaAN, W. J., P. RENDAHL, AND M. RIEGLER (2018): “Unemployment (Fears) and Deflationary

Spirals,” Journal of the Furopean Economic Association, forthcoming.

EpPsTEIN, L. G. AND S. E. ZIN (1989): “Substitution, Risk Aversion, and the Temporal Behavior of

Consumption and Asset Returns: A Theoretical Framework,” Econometrica, 57, 937-69.

FERNANDEZ-VILLAVERDE, J., P. A. GUERRON-QUINTANA, K. KUESTER, AND J. RUBIO-RAMIREZ
(2015): “Fiscal Volatility Shocks and Economic Activity,” American Economic Review, 105, 3352—
84.

Garuscak, K., M. KEeNEY, D. NicoriTsas, F. SMETS, P. STRZELECKI, AND M. VODOPIVEC
(2012): “The determination of wages of newly hired employees: Survey evidence on internal versus

external factors,” Labour Economics, 19, 802—-812.

GERTLER, M. AND P. KARADI (2015): “Monetary Policy Surprises, Credit Costs, and Economic

Activity,” American Economic Journal: Macroeconomics, 7, 44-76.

GERTLER, M., L. SALA, AND A. TRIGARI (2008): “An Estimated Monetary DSGE Model with
Unemployment and Staggered Nominal Wage Bargaining,” Journal of Money, Credit and Banking,
40, 1713-1764.

HAGEDORN, M. AND I. MANOvVsSKII (2008): “The Cyclical Behavior of Equilibrium Unemployment

and Vacancies Revisited,” American Economic Review, 98, 1692-1706.

JUurADO, K., S. C. LUDVIGSON, AND S. NG (2015): “Measuring Uncertainty,” American Economic
Review, 105, 1177-1216.

KiM, S., N. SHEPHARD, AND S. CHIB (1998): “Stochastic Volatility: Likelihood Inference and
Comparison with ARCH Models,” Review of Economic Studies, 65, 361-93.

Koopr, G., H. PESARAN, AND S. POTTER (1996): “Impulse response analysis in nonlinear multivari-
ate models,” Journal of Econometrics, 74, 119-147.

KRrAUSE, M. U., D. LoPEZ-SALIDO, AND T. A. LUBIK (2008): “Inflation dynamics with search

frictions: A structural econometric analysis,” Journal of Monetary Economics, 55, 892-916.

Krausg, M. U. anp T. A. LuBIK (2007): “The (ir)relevance of real wage rigidity in the New

Keynesian model with search frictions,” Journal of Monetary Economics, 54, 706-727.

LANNE, M. AND H. NYBERG (2016): “Generalized Forecast Error Variance Decomposition for Linear
and Nonlinear Multivariate Models,” Ozford Bulletin of Economics and Statistics, 78, 595—603.

LEDUC, S. AND Z. L1u (2016): “Uncertainty shocks are aggregate demand shocks,” Journal of Mon-
etary Economics, 82, 20-35.

LUDVIGSON, S. C., S. MA, AND S. NG (2015): “Uncertainty and Business Cycles: Exogenous Impulse
or Endogenous Response?”” NBER Working Papers 21803, National Bureau of Economic Research,

Inc.

McKAy, A. AND R. REIS (2016): “The Role of Automatic Stabilizers in the U.S. Business Cycle,”
FEconometrica, 84, 141-194.

21



MERTENS, K. AND M. O. RAVN (2013): “The Dynamic Effects of Personal and Corporate Income
Tax Changes in the United States,” American FEconomic Review, 103, 1212-47.

MORTENSEN, D. T. AND C. A. PISSARIDES (1994): “Job Creation and Job Destruction in the Theory
of Unemployment,” Review of Economic Studies, 61, 397-415.

MumTAZ, H. AND K. THEODORIDIS (2015): “The International Transmission of Volatility Shocks:

An Empirical Analysis,” Journal of the European Economic Association, 13, 512-533.

PETROSKY-NADEAU, N., L. ZHANG, AND L.-A. KUEHN (2018): “Endogenous Disasters,” American
Economic Review, 108, 2212-2245.

RAvN, M. O. AND V. STERK (2017): “Job Uncertainty and Deep Recessions,” Journal of Monetary
Economics, 90, 125-141.

ROMER, C. D. AND D. H. ROMER (2004): “A New Measure of Monetary Shocks: Derivation and

Implications,” American Economic Review, 94, 1055-1084.

RuUDEBUSCH, G. D. AND E. T. SWANSON (2012): “The Bond Premium in a DSGE Model with

Long-Run Real and Nominal Risks,” American Economic Journal: Macroeconomics, 4, 105-43.

SMETS, F. AND R. WOUTERS (2007): “Shocks and Frictions in US Business Cycles: a Bayesian DSGE
Approach,” American Economic Review, 97, 586—606.

SPIEGELHALTER, D. J., N. G. BEsT, B. P. CARLIN, AND A. VAN DER LINDE (2002): “Bayesian

measures of model complexity and fit,” Journal of the Royal Statistical Society: Series B (Statistical
Methodology), 64, 583-639.

SwansoN, E. (2015): “A Macroeconomic Model of Equities and Real, Nominal, and Defaultable

Debt,” Mimeo, University of California Irvine.

22



A Tables

23



stsotjjuared Ul spue( I0110 JuedIdd Q9 "SO[(RLIBA SNOUISOPUD JO S[OAD] PUR A[IJRIOA JO A O} UOIINGLIJUO)) T d[qRT,

(89T ‘8L’8) ( 8y 39) (¢v'6 a1 c) (9 6t G 91) S 09
4l 0% LLY 9°9%
(1 wﬁ. ¢8°6) (8% .@ 1€) (19 @ 6'T) (6 mm. 69°6) SUIUL §g
el 16 L¥ L6
(P L€1) (€19°¢v¥) (8°01°¢02) (9°61°c0°L)
Slop1ees 2o1dQ-uLIo
s . e i gl | peordg-uLo,
(F11 Ve 1) (g 69°¢ 17) (et <8 €) (¢°07‘96T) e
70 L'9G €6°9 1€
(v0°917°0) (9°696°<) (911 °¢) O SO [P
63T 9'LG 169 &
(¢e'L20) (9°08°8°69) (611 °92°2) (6'82°87°6) | gy 71 uoryeguy
€6°0 &) 399 8L1
(z'g1 66 7) (¥ 09 Ge) (11 &7 ¢) (L A 61) S 09
69'8 '8y €09 708
(v LU'TY S) (1 29'6 6¢) (811 i €) (@1€°920) | gy pg
601 9'8F 659 0¢
(L°61°70°9) (€729 7°97) (9°z16¢°¢) (€76 °L8°8) sy z1 | yuowkorduroupy
Z01 LC v 9°¢I
(8°01°60°7) (€05 ‘e"¢e) (e'11°8872) (868°281) | g g
99 L9 8°G '8
(1) (rego91) (1°9z) (G08°€TD | gy pg
86°L I'7C €6°G 81
(0z ‘L 11) (¢'9¢‘0g) (811°€¢) (72 ‘88°L)
Sy 1q-
o e a0 61 qIw g1 9-1L
AL 10A9] Jo uorsoduosa ] AT £q19e[oa jo uoryisoduioddq
¥ooys Ad1[0J AIejouoly SYOOUS [oAOT [V YoOUS ADI[0J ATR}IOUOIN SYOOUS [0AT [[Y  UOZLIOH o[qeLIeA

24



Table 2: Structural Parameters

Parameters | Description Values
Calibrated Parameters
U Steady State Unemployment Rate 0.06
% Government Spending to GDP Ratio 0.18
% Investment to GDP Ratio 0.20
400In(IT) | Inflation Target 2.00
400in(Z) | Steady State Value of Productivity Growth 2.00
QY Steady State Job Filling Probability 0.70
10} Capital Production Share 0.36
Or Capital Depreciation Rate 0.03
15} Time Discount Factor 0.995
Estimated Parameters
100% Post Vacancy Resource Cost relative to GDP 1.00
B = % Income Replacement Ratio 0.54
0% Epstein-Zin Preference Risk 115.57
oo Inverse of Intertemporal Elasticity of Substitution | 2.15
b Habit Smoothing 0.57
or, Inverse of Frisch Elasticity 4.00
€ Intermediate Goods Elasticity of Substitution 3.00
£ Calvo Probability 0.97
L Price Indexation 0.72
oN Job Separation Rate 0.18
1 Cobb-Douglas Matching 0.40
n Bargain Parameter 0.50
L Real Wage Rigidity 0.89
(o Inflation Monetary Policy Response 1.05
Cu Unemployment Monetary Policy Response 0.40
PR Interest Rate Smoothing 0.71
Pep Policy Shock Persistence 0.93
Pey Productivity Growth Shock Persistence 0.53
Pec; Government Spending Shock Persistence 0.59
1000, Policy Shock Standard Deviation 0.53
1000, Productivity Growth Shock Standard Deviation 1.58
1000, Government Spending Shock Standard Deviation 0.01
Table 3: Disaster Statistics
Metrics ‘ Data ‘ 1 Standard Deviation ‘ 2 Standard Deviation
Probability | 7.83 0.30 4.55
Size 21.99 11.84 14.46
Duration 3.72 6.35 3.76

Notes: The data disaster statistic estimates are those reported by [Petrosky-Nadeau et al.| (2018) (Table 4, pp. 2227).
Starting from the stochastic steady state, the model is simulated for 50000 periods. Similar to |Petrosky-Nadeau et al.
(2018) , we time-aggregate output into annual observations, and apply the peak-to-trough method to identify disasters
as cumulative fractional declines in output of at least 10%. The disaster probabilities and average size are in percent,

and the average duration is in terms of years.
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Figure 4: Impulse response to a monetary policy shock from the benchmark and restricted models
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Notes: The light shaded area is the 68% error band while the dark shaded area is the 90% error band from the
benchmark model. The thick black line shows the median response from the restricted model.
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: Starting from the stochastic steady state, the model is simulated for 50000 periods. The histogram illustrates the

distribution of X; as deviation from its stochastic steady-state. Unemployment and inflation are expressed in percentage

points (x-axis), expected unemployment duration is measured in quarters, while the GDP and labour income are defined

as percentage deviations.
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Figure 6: The Fit of the DSGE Model

Panel A: Impulse Responses
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Notes: The responses from the empirical model have been adjusted to match the quarterly frequency of the DSGE
model. The posterior distribution of the uncertainty contribution (shadow area) is obtained by subtracting the posterior
distribution between the unrestricted and restricted empirical responses. The back dashed line illustrates the DSGE
response to the policy shock. The policy rate and inflation are expressed in annual terms. The DSGE responses are
calculated relative to the stochastic steady state. Panel B: The DSGE uncertainty contribution is calculated as the
difference between the response derived by using the third order solution of the model minus the responses produced

using first order solution.
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one (U= 0 or QY = 100%). Rates are reported in annual basis points, inflation in annual percentage rates, the job

filling probability in percentage points, unemployment duration in quarters. The responses are calculated relative to the
stochastic steady state. Panel B: The uncertainty contribution is defined as the difference between the response derived

by using the third minus the responses produced using only the first order solution of the model.
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the model when the interest rate smoothing parameter is set to zero (py = 0). Rates are reported in annual basis points,

inflation in annual percentage rates, the job filling probability in percentage points, unemployment duration in quarters.

The responses are calculated relative to the stochastic steady state. Panel B: The uncertainty contribution is defined

as the difference between the response derived by using the third minus the responses produced using only the first order

solution of the model.
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Online Appendix: Dynamic Effects of Monetary Policy Shocks on

Macroeconomic Volatility

Haroon Mumtaz* Konstantinos Theodoridis’
Queen Mary University of London Cardiff Business School

1 Model Estimation

Consider the VAR model

i 1 g 1 1/2
Zy = c+  BiZij+  bphey + Qe e, CNKO,1) )
j=1 k=1
Q = A'mAaY @)
- N ! S—
ht = a+0h+  djZij+mn,n CN(O,Q), E(er,n,) =0 (3)
j=1

_ [ I
where hy = [h1t7 hot, ..h]\m], H; = diag exp h

1.1 Prior distributions and starting values
1.1.1 VAR coefficients

L1 1]
Let I' = vec [c;3;;bx] . Following |Banbura et al. (2007), we employ a Normal prior implemented via
dummy observations. The priors are implemented by the dummy observations yp and zp that are
defined as:

A 1 , 1
ang(vls;...'ynsn) = Jp®dzai]_(sl...sn) ONPxEX
_ 0
yp = %NX(P 1)xN Tp = E Nx(NP)+EX E (4)
.............. ]
Orpxxn OpxxnP Ipx x1/c

where ~; to -, denote the prior mean for the parameters on the first lag obtained by estimating
individual AR(1) regressions, = measures the tightness of the prior on the VAR coe Lciehts, and c is
the tightness of the prior on the exogenous and pre-determined regressors. £X denotes the number of
exogenous and pre-determined regressors in each equation. N denotes the total number of endogenous

*Email: h.mumtazQqmul.ac.uk
tEmail: theodoridiskl@cardiff.ac.uk



variables and P is the lag length. We set 7 = 0.1. We use a di Lerknt value of ¢ for the coe Lciehts on
the lagged volatilities and For the coe [Ciehts on the lagged volatilities c is set equal to 0.1. A flat prior
is used for the intercept terms and the corresponding tightness is set equal to ¢ = 1000. Note that
these dummies do not directly implement a prior belief on the VAR error covariance matrix which is
time-varying in our setting.

The priors for the coe [ciehts are thus: N (I'y, Py) where 'y = (azf’D;zrD)’1 (zhyp) and P, = S [
(:n’D:nD)_1 where S is a diagonal matrix with an estimate of the variance of Z; (obtained using the
training sample described below) on the main diagonal.

1.1.2 Elements of H;

Following (Cogley and Sargent (2005) we use a training sample (of 120 pre-sample observations from
1947M1 to 1957M12 ) to set the prior for the elements of the transition equation of the model. Let 5
denote the OLS estimate of the VAR covariance matrix estimated on the pre-sample data. The prior
for b, at ¢ = 0 is defined as In kg CM(In g, 14) where 1, are the diagonal elements of the Cholesky
decomposition of 5%

1.1.3 Elements of A

: . : LJ L], [ i
The prior for the o[=diagonal elements A is Ay ~ N a%* vV a°* where a°* are the o gonal
elements of 5, with each row scaled by the corresponding element on the diagonal. V a%* is
assumed to be diagonal with the elements set equal to 100. We employ a tighter prior for elements
where sign restrictions are imposed.

1.1.4 Parameters of the transition equation

The prior on the coe Lciehts and error covariance of the transition equation [3] is implemented via
dummy variables (see [Banbura et al. (2007)), shrinking each equation towards an AR process. This
set of artificial data also includes dummy variables to implement the inverse Wishart prior on @
and the coe [ciehts on the predetermined regressors. The prior tightness parameter controlling the
strength of the prior on the coe Lciehts on the lagged volatilities is set equal to 0.05. The parameter
that controls the prior tightness on the lagged pre-determined variables is also set to 0.05.

1.2 Simulating the posterior distributions
1.2.1 VAR coefficients

The distribution of the VAR coe Lciehts I COI’\dItIOI_E?| on all OIIEIer parameters =apd the stoq@tlc
volatl:t?/ Tt is Imea&nd Gaussian: MN\Z;, iy, = ~ N ey Pryve wWhere Cpvp = B Tp\Z, e, = , Ppvr =

Cov To\Z;, hi,= . Following |Carter and Kohn (2004) we use the Kalman filter to estimate 7 and
Pr\r where we account for the fact that the covariance matrix of the VAR residuals changes through
time. Note that since we condition on ﬁt and A, the form of the heteroscedasticity is known. To use



the Kalman filter we write the VAR in state space form as

] Carh

Yt e ly + A_lHtA_ll ey
M= i

The Kalman filter is initialised at 'y and Py and the recursions are given by the following equations
fort=1,2.T

Foe—1 = Tionve—t

Panio1 = Pt
Mae—1 = Y~ @l pg . L
foi-1 = wePpgoqxy+ AT HATY
Ky = Pt\t—lwgf&tl,l
Foe = o + Kenpy

Poni = Ppio1r — K Py

The final iteration of the Kalman filter at time 7" delivers '\ - and Pr\ . This application of the Carter
and Kohn (2004) algorithm to this heteroscedastic VAR model is equivalent to a GLS transformation
of the model.

1.2.2 Element of A;

11
Given a draw for I and h; the VAR model can be written as A’ Z; = e; where Z, = Z;, —c +

1

=1 BjZit—j = v and VAR(e) = Hy. This is a system of linear equations with a known form
of heteroscedasticity. The conditional distributions for a linear regression apply to each equation of
this system after a simple GLS transformation to make the errors homoscedastic. The ith equation
of this system is given as v = —av_;: + e;x Where the subscript ¢ denotes the ith colymjwhile —i
denotes columns 1 to :—1. Note that the variance of e;; is time—var%ing and given by exp h; . AGLS

transformation involves dividing both sides of the equation by exp %y to produce vy = —avt, tel,

where * denotes the transformed variables and var (e},) = 1. The conditional posterior for « is normal
with mean and variance given by M* and V* :

* ~ol */ % ~ol ~ol */ ok
MY =V a”f + ot vt Voa®™  a% + ol
Ve o= vVoatt 4oty

1.2.3 Elements of H;

Conditional on the VAR coe Lciehts and the parameters of the transition equation, the model has a
multivariate non-linear state-space representation. Following recent developments in the seminal paper
by |/Andrieu et al. (2010), we employ a particle Gibbs step to sample from the conditional posterior of



. /Andrieu et al. (2010) show how a version of the particle filter, conditioned on a fixed trajectory
for one of the particles can be used to produce draws that result in a Markov Kernel with a target
distribution that is invariant. However, the usual problem of path degeneracy in the particle filter
can result in poor mixing in the original version of particle Gibbs. Recent development, however,
suggest that small modifications of this algorithm can largely alleviate this problem. In particular,
Lindsten et al. (2014) propose the addition of a step that involves sampling the ‘ancestors’ or indices
associated with the particle that is being conditioned on. They show that this results in a substantial
improvement in the mixing of the algorithm even with a few particles/'/As explained in [Lindsten et al.
(2014), ancestor sampling breaks the reference path into pieces and this causes the particle system to
collapse towards something di Cerknt than the reference path. In the absence of this step, the particle
system tends to collapse to the conditioning path. We employ particle Gibbs with ancestor sampling
in this step.

Let Effl) denote the fixed the fixed trajectory, for t = 1,2,..T obtained in the previous draw of the
Gibbs algorithm. We denote the parameters of the model by =, and 57 = 1,2,..M represents the
particles. The conditional particle filter with ancestor sampling proceeds in the following steps:

1. Fort=1

(a) Draw BN\EY) = for j =12, .M — 1. Fix B = {iY

()

(b) Compute the normalised weights p(]) = — 7 Where ng) denotes the conditional likeli-

L1 [ o K
hood: % % —0.5exp e Q(j) €, wheree; = Z;— c+ ; 1 BjZ—j + ;‘% bh§[) .
1 C1 [
and Qg") = A~ 1HO)A I with H(]) = diag exp hgj[)o} . The subscript [0] denotes the

contemporaneous value in the state vector while [—k&] denote the & lagged states.

2. Fort=2toT

‘ I:I
(a) Resample hij_)l for j =1,2,..M — 1 using indices a, U) with Pr atj = I__pff)

(b) Draw ﬁ(j)\hfﬂ’l ),_ for j = 1,2,..M —1 using the transition equation of the model (equation
. Note that h( Y ) denotes the resampled particles in step (a) above.

() Fix B =R{Y
L] (I L1 L1 1
(d) Sample aEM) with Pr aEM) j I_—pﬁ) Pr h(llgl\hgﬂ)l,a,e,d,Q where the density Pr hffl

. i _ .
7 where7, = Bl V= o+ 607, + LjE‘d

o =

is computed as | Q| *°—0.5exp 7 (Q)~"

This constitutes the ancestor sampling step. If
the simple particle Gibbs.

M then the algorithm collapses to

M

, ) 0.5
(e) Update the weights pgj) = L@) where wg 7 denotes the conditional likelihood: % % -

L - =1 1

05exp & QY @ whered = 2, — c+ '1'5 Z_ i+ @k L), and Q) =
o . L1 ] 1]

AT HYD A with HY = diag exp )

3. End

!See [Nonejad (2015) for a recent application of this algorithm.

iZt—j



: - _ 1
4. sample 1\ with Pr 1\ =7’ [5¥ to obtain a draw from the conditional posterior distri-
bution

We use M = 50 particles in our application. The initial values p, defined above are used to initialise
step 1 of the filter.

1.2.4 Parameters of the transition equation

Conditional on the draw for the volatilities, the conditional posterior for B = vec ([er,0,d4,..d;]) the
parameters of the VAR in equation 2] is Normal. Letting y and = denote the left and the right hand
side of the VAR in[2] the conditional posterior of the coe Lciehts is defined as

= ]
G B\= "N(B*,Q Ij*’x*gl)

where B* = (z*'2*) ! (z*y*) and z* and y* denote = and y appended with dummy observations.

The conditional posterior for ) is inverse Wishart and is given by
G (Q\=)"IW(S*,T")
where T denote the number of actual observations plus the number of dummy observations and
S* = (y* _ $*b*), (y* _ ZC*b*)
The MCMC algorithm is applied using 100,000 iterations discarding the first 95,000 as burn-in.

We conduct a small Monte-Carlo experiment to test the algorithm. We generate data from the
following DGP

[ | I ] [ ] LIT1 [ 11 | CT11 C 11 |:_||:| |_17—%| L
Y1t _ 05 0.2 Y1t—1 + —0.2 —0.2 Inhii—1 + 1 0 hit 0
Yot —0.2 05 Yat—1 0.2 0.2 Inhoi_1 -1 1 0 hy
L1 L1 L1 L1111 11 LI 1 I § @ 1 [
In hlt _ 0.5 —0.1 In hlt—l + 0.1 0.01 Y1t—1 + 0.6 —-0.5 V1t
In Aoy —0.01 05 Inho—q —0.1 —-0.1 Y2t—1 —05 0.6 Vo

where e;;, v;; N(0,1) for i = 1,2. We generate 500 observations and discard the first 100 to remove
the e[edt of initial conditions. The experiment is repeated 100 times. At each iteration we calculate
the impulse response to the two level shocks using an MCMC run of 5000 iterations.

A comparison of the true and estimated responses in figure [I] shows that the true response lies within
the 95th percentile obtained from the simulation. This shows that the algorithm provides a satisfactory
performance. Note that a previous version of the paper (see Mumtaz and Theodoridis (2015))) employs
a single-move algorithm to draw from the conditional posterior distribution of the stochastic volatilties.
The bias in the impulse responses in this previous version of the algorithm is larger and for this DGP
the use of the particle Gibbs leads to a substantial improvement in estimation accuracy.
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2 Model with time-varying coefficients

We also estimate the following version of the model:

3 £/ ! S 1/2
Zy = a+ ByiZij+ bighip Qe (5)
j=1 k=1
Q = A'mAY (6)
- - | S |
hi =ap +0ihy 1+ dyj 25+, @)
j=1
] 0 HEN
Lettlng I%lj:lj = vec ct7ﬁt,17"7ﬁt,Pabt,17”7bt,K and &EED = ’U@C([Clt,@t,dul,..,dtyK])
N(NP+NEK+1)x1 N(N+NK+1)x1

the evolution of the coe Lciehts is determined by the additional transition equations:

Q;=0;1 + @i/Qvlt 3)

W, =W, + @;/QU% €©))

The prior for Q; and Q. is inverse Wishart and is set following studies that employ VARs with

time-varying parameters (see for e.g. [Benati and Mumtaz (2007)).
11 1

p Q1
1]
p Q2
~ (N N 1 ~
where 719 = dim Q1o + 1,759 = dim Q20 + 1. The scale matrices are calculated as Q1o =
Vi x Ty < k and @270 = Va0 % Ty x k where Vi and V, denote the covariance matrices of the

coe [ciehts © and W obtained by estimating a time-invariant VAR via OLS using the training sample
Tp = 120 and the initial value of h;. We set the scaling parameter « = 0.0001

The Gibbs algorithm requires a change to draw the VAR coe [ciehts and the coe [ciehts of the transi-
tion equations. Conditional on the remaining parameters, the model has a linear state-space represen-
tation and the Carter and Kohn|(2004) algorithm can be used to draw ©; and ¥;.Gjven ©; and W, the
covarianc%él and QQ can be drawn from the Ii%l/erse Wishart distributions: IW (0, — ©,_1) (©; — ©,_1), TLO +

and IW (W, —W,1) (W, —W;1), Too+ T .

3 Model that allows for correlation between the residuals of obser-

vation and transition equation

The Gibbs algorithm is taken from Mumtaz (2018). Consider the VAR model



~ | A—

he = a+0h 1+ d;jZ_;j+SY%, (10)
7j=1
i 1 1 1 1/2
Zt = c+ Bth,] + bkht—k + Ht €t (11)
j=1 k=1
[ IO

where Z; is a matrix of endogenous variables, he = [h1t, hot, "hN’t]i% %ag exp hy and s =

[s1,82,..,8n] » S = diag(s). The M = 2N disturbances ¢, = " are distributed normally
— — “
> . .
N(0,2),2Z = " e where the diagonal elements of X are restricted to equal 1. For example
2 Ze:l —1
1 25 213 2u4
> 1 293 X
for M =4 N=2:5= [—' B o
Zh 232 1 2y

24 242 243 1

3.1 Prior distributions and starting values
3.1.1 VAR coefficients

L] ]
Let ' = vec [c;3;;0] . Following Banbura et al. (2007), we employ a Normal prior. The priors are
implemented by the dummy observations yp and xp that are defined as:

. 1 , 1
I%'zag(715;-~~'}’n5n) = Jp(idmi(sl...sn) ONPxEX
yp = ENX(P—I)XN rp = E Nx(NP)+EX E (12)
.............. ]
OpxxN OpxxnP Igx x1/c

where v, to ~, denote the prior mean for the parameters on the first lag obtained by estimating
individual AR(1) regressions, = measures the tightness of the prior on the VAR coe Lciehts, and c is
the tightness of the prior on the exogenous and pre-determined regressors. EX denotes the number of
exogenous and pre-determined regressors in each equation. N denotes the total number of endogenous
variables and P is the lag length. We set 7 = 0.1. We use a di [erknt value of ¢ for the coe Lciehts on
the lagged volatilities and the remaining pre-determined regressors. For the coe Lciehts on the lagged
volatilities ¢ is set equal to 0.1. A flat prior is used for the intercept terms and the corresponding
tightness is set equal to ¢ = 1000. Note that these dummies do not directly implement a prior belief
on the VAR error covariance matrix which is time-varying in our setting.

The priors for the coe [ciehts are thus: N (Iy, Py) where 'y = (:c’D:cD)_1 (z)pyp) and Py = S [
(gr:’Dgr:D)’1 where S is a diagonal matrix with an estimate of the variance of Z; (obtained using the
training sample described below) on the main diagonal.



3.1.2 Elements of H;

Following |Cogley and Sargent (2005) we use a training sample (of 120 pre-sample observations) to set
the prior for the elements of the transition equation of the model. Let 7°/* denote the OLS estimate of
the VAR covariance matrix estimated on the pre-sample data. The initial value ho is set to o Where
1o denotes the diagonal elements of the Cholesky decomposition of 7°/.

3.1.3 Elements of ~

? decompose = as = = L~'DL~Y with the diagonal elements of D denoted by \; and ay; denoting
the lower triangular elements of L~!. The prior for a;; is assumed to be N (0, 1) while the prior on D
is implicit via the restriction that = have diagonal elements that equal 1.

3.1.4 Parameters of the transition equation

The prior for VAR coe [ciehts I = vec ([ev; 0; d;]) is set as above for . We assume an inverse Gamma
prior for s: IG(vg,Tp),vo = 0.001, 7y = 1.

3.2 Simulating the posterior distributions
3.2.1 Coefficients

Conditional on S, H; and %, the model can be written as a SUR system with heteroscedasticity

Yt = th'lt+Et (13)
var (By) = G=G]
L1 [ 1 L1 L1 1 [
- — his 1t 0 00 N1t
_ . =1/2 I;I _ h;t 3 — T2t 00 d — gt
where Gy = diag [5/°,exp hy ] ,Y = = = 0 ===
Zt 0 0 0 . €t

where z;; denotes the regressors in the ith equation of the system. Given a draw for th(i__time-varyinlg__I
error covariance matrix, the coe Lciehts have a conditional posterior that is normal: N My, Pryp
Following ? we use the Kalman filter to estimate the mean and variance of the conditional posterior
where we account for the fact that the covariance matrix of the VAR residuals changes through time.
To use the Kalman filter we define the transition equation as

My =T

The Kalman filter is initialised at My and Fy, which are based on the priors for the coe Lciehts
introduced above and the recursions are given by the following equations for ¢t =1,2..T



Mpe—1 = Moy
Poai—1 = Py
Me—1 = Y= Xellpg
fouo1 = XePya X[+ GiZGy
K, = Pt\t—lXéf&tl,l
Mpe = Mpgr + Kenpy—a
Py = Poe1 — KieXaPpga

The final iteration of the Kalman filter at time 7" delivers My and Pp\ .

3.3 Element of S

Given the residuals ¢;, and X the transition equations can be written as a VAR:

5 e . A | .
he =S e, = atbhia+  diZi_j+n; (14)
j=1
var () = S, .SV
oy, e etZe—lZn8
— -1
znt‘et - Zn - z;?e Ze Z/ne

Note that 7; is uncorrelated with the residuals of the observation equation. The proposal density ¢ (.)
is defined as:

L] (.
S; = »IG (v, Th) + (1 — »)IG U(Sj_1)7T |4

where the parameter v, is set to 77,7, +vo and Ty = Ty + T where T is the sample size and 7;, denotes
the residuals of the ith transition equation. Letting the mean of the IG distribution equal S;_; and
standard deviation V, the implied parameters of the second component of ¢ (.) are defined as:

v (ijl) = 253;1 1+
LI S
TV =2 2+-L-

In the benchmark model, we set » = 0.5 and V is chosen to obtain a satisfactory acceptance rate.
The draws accepted with probability:

) (E:1S7) q (Sj-1)
g (E:]S;-1) ¢ (S;)

where g (E;|S;) denotes the posterior distribution evaluated at the jth draw of S given all other
parameters at their values drawn in previous steps. With the model in the form of a VAR (equation
[14), the likelihood can be evaluated easily.

10



3.3.1 Elements of =~

? describe how to sample covariance matrices with restrictions on some of the elements and we
follow their method in implementing the draw from this conditional posterior. ? decompose X as
> = L~'DL~V. They show that when the diagonal elements of = are restricted to equal 1, then the
diagonal elements of D (denoted by \;) satisfy:

A =1 (15)
] im— P
N = 1-— a N\, k=2,3,.N
j=1
where "7 are lower diagonal elements of L~!. They propose an independence Metropolis step to
sample a*7 with a proposal density of the form:
[ I
foa¥er =N (uy, 7VR)
1 - 1 1 - 1
where V.= Aj'+ [ UD'U, and u=V Ajlag+ [ U;D7 ' . Here U, is defined as the
matrix:

1 1
0 . 0

1 0

Y &1 Et2 .

2

€1 €2 &3 0
Ut:—
0
0 . . . 0 0 &,1 - &N

and the diagonal elements of D can be obtained by iterating between the equation for p and equation
The draw is accepted with probability:

— g (5tlznew) f (aoldlgt)
9 (etlZoa) f (@newler)

with )y restricted to be greater than zero to ensure that X is positive definite. The expression for the
likelihood function used to construct the posterior g (|Z) is given in equation 2.7 in 7.

3.3.2 Elements of H;

Conditional on the VAR coe [ciehts and the parameters of the transition equation, the model has a
multivariate non-linear state-space representation. It is convenient to express the state-space as:

Ft = C+ Lth_l + Nt (16)
12 f—/ 5
Zy — Hy " pe,y, = ct BjZi—j + bphi—y + &
j=1 k=1
var () = Q= Htl/QZetthtl/Q/

11



where:

1 1
Me+1
t
F, = U 23 (17)
i
| 1
0
0
C= ot jé:]_ det,j (18)
0
1 1
0 0 0
o . . .
w=F52 06 . 0 (19)
1 .
1
1 1
Mi+1
)
Ntz )
0

Ie,|n, denotes the conditional mean of e; while %, ,, is the conditional variance. These can be easily
calculated using results for multi-variate normal distributions. Partitioning = as:

1 1
!/
Z — Zn Zne
2, 2

the conditional mean and variance are given by:

Feqn, ntzglz%e
Zedn, = ZeT Z%Z#Z%e
Moreover:
—1 —1

2, . . . 0
T

var (Ny) = @ =
0
0 . 0 0

12



Following recent developments in the seminal paper by /Andrieu et al.| (2010), we employ a particle
Gibbs step to sample from the conditional posterior of F;. |Andrieu et al.| (2010) show how a version
of the particle filter, conditioned on a fixed trajectory for one of the particles can be used to produce
draws that result in a Markov Kernel with a target distribution that is invariant. However, the usual
problem of path degeneracy in the particle filter can result in poor mixing in the original version of
particle Gibbs. Recent development, however, suggest that small modifications of this algorithm can
largely alleviate this problem. In particular, |Lindsten et al.| (2014)) propose the addition of a step that
involves sampling the ‘ancestors’ or indices associated with the particle that is being conditioned on.
They show that this results in a substantial improvement in the mixing of the algorithm even with a
few particlesE}As explained in|Lindsten et al. (2014), ancestor sampling breaks the reference path into
pieces and this causes the particle system to collapse towards something diLerent than the reference
path. In the absence of this step, the particle system tends to collapse to the conditioning path. We
employ particle Gibbs with ancestor sampling in this step.

Let Ft(i_l) denote the fixed the fixed trajectory, for ¢ = 1,2,..7 obtained in the previous draw of the
Gibbs algorithm. We denote all the parameters of the model by =, and j = 1,2,..M indexes the
particles. The conditional particle filter with ancestor sampling proceeds in the following steps:

1. Fort=1
(a) Draw Fl(j)\Féj),E for j =1,2,..M — 1. Fix Fl(M) = Fl(ifl)

()

: ()
(b) Compute the normalised weights pgj) = L where wy”’ denotes the conditional like-

[€))

I [y — J -
|Ih00d % % —05exp 7 o & where o) = HYs, | HY with BV =

et|ny
diag exp hgj,[)o} and €1 =271 — (Hlj)l/Zuetm +c+ ;Zl BiZi—j+ k,;il bkﬁgjg[)ik]) The
subscript [0] denotes the contemporaneous value in the state vector while [—k] denote the
k lagged states.
2. Fort=2to T

(. i
(a) Resample F| t( )1 forj=1,2,. M—1 using indices a,ﬁ ) with Pr a,ﬁ” = |__p§V_)1

, () ~
(b) Draw Ft(J)\Ft(ft1 ),E for j =1,2,..M — 1 using the transition equation of the model. Note

)
that Ft(fil ) denotes the resampled particles in step (a) above.

(©) Fix ;™) = piY

1 1
(d) Sampleag ") with Pr atM =3 I:I_—flﬁ Pr F’ IN\FY 0, Q where the density Pr Ft(z_1

[
is computed as %% —0.5exp N(J) Q N( 9 This constitutes the ancestor sampling

step. If aEM) = M then the algorithm collapses to the simple particle Gibbs.

. ) . . 0.5
(e) Update the weights pgj) = L@) where ng) denotes the conditional likelihood: @g”ﬁ -

M

Ch g ™
0.5exp & Q(J) A

3. End

2See [Nonejad (2015) for a recent application of this algorithm.
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4. sample FV with Pr £\ = FY) ¥ to obtain a draw from the conditional posterior distri-

bution

We use M = 20 particles in our application. The initial values 1, defined above are used to initialise
step 1 of the filter.

4 Sensitivity Analysis

Figure [2| presents some additional robustness analysis. Each row of the figure presents the response
of the volatilities in the alternate models. The top row of the figure shows results from a version of
the model when the lag length K in transition equation [3] is increased to 12, the key results remain
similar to the benchmark case. The second row assumes that the transition equation takes the form:

~ | S | S |
hy = a+ Hjhtfl + det,j +n, K= 3
j=1 j=1

Again, the key results survive. The third row of the figure shows that the main results are preserved
when S&P 500 stock returns are added to the model in place of the term spread. When the T-bill rate
is replaced by the Federal Funds rate in the benchmark model, the key results survive (fourth row).
The fifth row presents results from a version of the model that replaces unemployment with industrial
production growth. The monetary policy shock is identified by assuming that a contractionary shock
that raises rates also leads to a fall in industrial production and a decrease in inflation on impact.
The policy shock leads to an increase in the volatility of the endogenous variables. The second last
row considers the version of the model identified using an external instrument. While in the text we
use the shock based on fed funds futures, the results in the figure are based on the Romer and Romer
(2004) index. These responses support the main conclusions. When the monetary policy shock is
identified recursively, ordering the short-term rate first produces responses of volatility that are close
to the benchmark case (final row of Figure [2).

Figure 3 reports a check on the main results using an alternative methodology. We augment the proxy
VAR used in |Gertler and Karadi (2015) to include the measure of economic uncertainty built by
Jurado et al. (2015). This model suggests that a monetary contraction is accompanied by an increase
in economic uncertainty. This supports the results obtained using our non-linear VAR model.

4.1 Correlation between level and volatility shocks

The benchmark model in equations 5 and 6 does not allow a contemporaneous relationship between
level and volatility shocks. In this section we follow Mumtaz (2018) and Alessandri and Mumtaz
(2018) and relax this assumption. This extended model is defined as:

_  o— ! S— "
Zt =c+ Bth—] + bkht,k + Ht (&7 (20)
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L S

'flt =+ e'flt_l + d]Zt_J + Q1/277t (21)
j=1
oo B e
where H, = diag(exp h; Yand ' ~N(0,X) with:
un
1 1

2 >/
S = t T (22)

Zemt Z”it

The diagonal elements of the covariance matrix X are restricted to equal 1. With this specification,
the covariance matrix between the residuals of equations [20] and [21] is given by:

1/2 LIT] I:D:I1 /2 L
H 0 ., 2 H 0
Q= ’ 1/2 t S ’ 1/2 (23)
0 @ e, Zn, 0 Q

We use the MCMC algorithm introduced in|Mumtaz (2018) to approximate the posterior distribution
and identify the monetary policy shock using contemporaneous sign restrictions used in the benchmark
model. The impulse responses to the shock shown in Figure [4 suggest that, as in the benchmark case,
volatility rises after a monetary contraction. However, Figure [4]also shows that the impulse responses
are less precisely estimated. This is not surprising as several conditional posterior distributions in
the extended model are non-standard and estimation is more complex and demanding. Nevertheless,
based on the 68 percent highest posterior density intervals, the volatility responses are di Lerent from
zero over the first year of the horizon. This provides moderately strong support to the conclusions
reached using the benchmark analysis.

3In the technical appendix we present results using the proxy VAR of Gertler and Karadi|(2015) extended to include the
measure of uncertainty developed by |Jurado et al.| (2015). Results from this model, which allows for a contemporaneous
impact of monetary policy shock on uncertainty, support our key conclusions.
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5 DSGE Model Analysis

5.1 A Model with Epstein-Zin Preferences and Search & Matching Frictions
(Benchmark)

In this section we describe the building blocks of the key sectors of the DSGE model.

Households: The economy is populated by a continuum of households (k []Q, 1]) that attain utility
from consumption C, (h) and leisure 1 — L; (h), where L, (h) denotes the fraction of the household
that is employed. Household’s preferences are separable

L1

Ll - 1 C,(h) —bCiy
u Ct (h)7Zt7Lt (h) =

oo
Lt (h)1+O'L

~l—o
— Z C
Xo4t 1+ or

(24)

1l—0¢

where o, is the inverse of the Frisch elasticity, o stands for the inverse of intertemporal elasticity
of substitution and Z, denotes the non-stationary productivity process (the tilde indicates that the
variable is non-stationary)

7
Zt — Z 13 — Z(Zt—l)pz eo'zwz,t (25)

t—1

where Z is the steady-state value of the productivity growth, p, indicates the degree of persistence
and o, is the standard deviation of the productivity growth process. Furthermore, households have
recursive preferences (Epstein and Zin| (1989), Weil (1989, (1990))

= 1 o
Vithy=u Cy(h),Zy, Le(h) +B EVep (R)' 7 (26)

The attractive feature of Epstein-Zin preferences is that the coe Lcieht of relative risk aversion decou-
ples from the intertemporal elasticity parameter. The parameter ~ illustrates the degree of agents’
desire for an early resolution of uncertainty over future consumption. Household maximises its utility
function subject to its budget constraint which is:

BCy (h) + + T, (h) = PWiLy (h) + (L — Ly (b)) BB, + Dy—1 (h) + =, (h) (27)

Dy (h)
Ry
where P is the price index, Dy (h) is the one period risk free government debt, R, is the return on
investing on the government debt, W, stands for the real wage, T; (h) is the lump sum taxes, B, is
the unemployment benefit and N (h) denotes firms’ profits. This optimisation problem delivers (after

some substitutions) the labour supply

- L] U T
XoZ ¢ (Le()F Co(h)—bCry  + By =W, (28)

and the consumption Euler equation

=l e s o @
1 Ci (h) —bCi1 Py 1—y 1-7 y,—7
7 BB = = =— EV ;4 Vin (29)
t Cit1(h) = bCy Py
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If the stochastic discount factor is defined as:
—1 L] —

_ JURN -
My, = %hﬁ IEI M ’ (30)
BV T Cit1(h) = bCy

then the former equation becomes:

1 M.
1 g M
R, M1

(31)

Labour Market: The existence of a real — search and matching — friction in the labour mar-
ket (Mortensen and Pissarides| (1994)) prevents all job-seekers (U; =1— (1 —4dn) L;—1) from being
matched with vacancies (Y;) posted by firms and they end up unemployed (u; = 1 — L;). The match-
ing technology is described by the following Cobb-Douglas function:

M, = Uy " (32)

while the probability of filling the vacancy is given by

M
Qf = 7; (33)

and the probability of finding a job by

M
U — t
=— 34
ol =7 (34)
employment evolves according to

Ly =(1=6n) L1 + QFY, (35)

where 0 is the separation probability. Furthermore, firms in order to be able to hire a worker they
need to post a vacancy and this incurs a cost

W, = kZ,Y, (36)

Similar to [Krause et al.| (2008) and |Di Pace and Villa (2016) we assume that the cost of posting a
vacancy is non-linear, however, for oy = 1 collapses to the one commonly used by the literature (see
Mortensen and Pissarides (1994)).

Final Good Producer: The final good is produced via the following production function

SR L4

e—1

Y, = ) Y, (f) = df (37)
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where ¢ denotes the elasticity of substitution between dilerkntiated intermediate goods (f [0 1]).
The demand for intermediate goods

1
o

() y, (38)

Y, (f) = P

results from profit maximisation and the assumption that the final good producer operates under
perfect competition.

Intermediate Good Producers: Similar to |Krause and Lubik (2007) and |[Krause et al.| (2008) we
assume that there is a continuum of firms (f []Q, 1]) that post vacancies, combine employment, fixed
capital and employ the following technology:

Y (f) = Z, (L ()¢ K¢ (39)

to produce the intermediate good, where ¢ is the capital share in the production function. These
producers solve a two-stages problem. In the first stage, taken the wage and the cost of filling a
vacancy as given they decide how many vacancies to post and people to employ, these choices result
from the maximisation of their profit function:

1 ~ ~ ~
r_1 MCyj (fpX+5 (F) = Wi Loy (f) — REK = £ZjYeq (f) O

E M8
o S B () @ o) Lyt (D + QL () Yy (D = Ly ()

(40)

with respect to employment delivers the relative price of good ?t(f) summarised by the following
equations:

MG = —BD R () - BEMBr () (- bn) (1)
A—9) Vo, ()
and
oy—1
8, () =nz, VL) (42)

QFf

In the second stage, producers set the price of the intermediate good that maximises their profits. The
optimisation problem in this case reflects that prices are set in a staggered manner. This; megns, that
every period a fraction (1 — &) of firms receive a random signal and set prices optimally P, (f) , while
thepe firms who miss thgsignal set prices based on a rule of thumb backward looking indexation scheme
P (f) =N;_{P—1(f) . The pricing problem is summarised by the following profit maximisation

L1 [

LIT_1
% = MCy+j () Yirj (f) 4

1 )
max By My (B8
0 t+j

P e
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subject to

—1 1

}7 ) — P P (f) Y.

1 (f) = =1 t+j
s=0 t+y

and this results in a system of equations that describe firms’ optimal pricing decisions

Fql ]
Epi() = MG(NY(N+BEEMn 57 K () (44)
L,
Fro(f) = V(D +BEMy 5 Fra () (45)
t

Mre() = Sl (49)

S

rlt IZI Ll_—le
L =& G  *a-9 0o 47
2

Wage Determination: The wage is determined by solving a Nash bargaining problem between
workers and firms that takes place in order to decide how to split the surplus produced by a match
(see |[Mortensen and Pissarides| (1994) and [Krause et al.| (2008) among others). To set the problem we
need to define the value of the firm, which can be derived from after we use the value of an open
vacancy and the free entry condition:

_ _ N
Ly

— Wy + BE: My (L—6n) JE, (48)

where }"}td = Z—tt and A\, is defined below. On the other hand the value of an employed and unemployed
worker is given by:

~ -  _
TV = Wi—xoZ 7Lt G —bCh 4
4 o oo, 0, B
+5EtMt+1 1- 5N 1- Qt+1 Jt+1 + 5N 1- Qt+1 Jt+1 (49)
. 1 N 1
TV = B, + BEMy 14 Qﬂlﬂl + 1-Q, %qu (50)

and the bargaining problem is described by:
- L] 0]
VA

max J}" — (51)
Wi
The total surplus is defined as:
Se=JF+ ¥ = J7 (52)
and the solution to the problem is given by:
T =-S5 (53)
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TV =V =15, (54)

Which can be used to derive the Nash wage:

N |:|~1 [ N s T e
whesh = (1=mn) xoZ, °°L{* Cy—bCi— + By
1—¢)Y? ~
+7 MCti( 0 Y, + BE;M; 1011 (1 — n) (55)

Ly

Similarly to |Hall| (2005) and |[Krause and Lubik| (2007), we allow for real wage rigidity via the following
norm:

AU E I i
Wt — WtLﬁ,l tNash (56)

Government: The government in this economy runs a balanced budget:

~ o~ ~~ ~ D
PG+ Dy +(1—L)PB =T, + —Rt (57)
t

where G; is government consumption and g; is the of the government share in the economy:

ét = gtﬁ (58)
that evolves in a stochastic manner:

Gt =9+ py(Gi-1—9g) + ogwgr (59)

Monetary policy is set based on Taylor Type rule:
1 11 54

-
log (R) = = prre-1+(L=pp) Culog 7 +(,log —  +wry (60)

WRt PepWRit—1F ORER (61)

where [T is the inflation target, py is the interest rate smoothing parameter, (1 and (y-« are the policy
reaction coe Lciehts to inflation and demand growth, respectively.

Aggregation: The aggregated labour quantity demanded by firms is:

-

Ly = , L () df (62)

and it is equal to the quantity supplied by household due the flexibility of wages. Using the latter
equation and the intermediate good producer’s production function, we obtain:

s Z, LI °K? _ Z,L;°K? 6
RO T BT A (63)
Bi(h) =9 g
0 R
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where A; denotes the price dispersion and it evolves over time as follows:

L1 [l
T _ q T M, 1+ 5
AT =QA-9n, oo A VSR (64)
I_It—l
Finally, using the expression about the aggregate profits:
- T 4 .
= = Y= P+ PRMYi(h)—PW,  Li(h)
0
. - =
+PWe  Yi(h) =Wl Ne(W)— P @i (h) (65)
0 0 0
= = PBY,—PWL— P®,; (66)

and households budget constraint we derive the market clearing condition:

Z,LI°Ke - -
St % tA =C,+ G+, (67)
t

Long-Term Interest Rate: As in|Rudebusch and Swanson (2012)) and |Swanson| (2015 the nominal
consol price is given by:

M,
HlEpk (68)

PE=1+E;p
M1

where 2 denotes the rate of decay of the coupon on the consol and also controls the maturity of the
asset. The long-term interest rate is then defined as:

L1 1
h=log S (69)
¢ g PL—1
5.1.1 Stationary Equations
(. L,
Cy— hclij ¢ Litor
L) = - 7
u(Cr, L) e o1y, (70)
Vi= By Vil ¢
K g #
V=V,
Vi =u(Ch, L) + BV (71)
L =
or Ct—l — E
XolN ¥ Cir—h r + B =W (72)
t
ENy 76 At41
= 8E 73
Rf‘ 6 t /\t ( )
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o e ] 3
L = B L mvi Ty
Rzﬁl Ct+1rt+1 _ th I'It+1 t+1 t+1

R L P e R e

My, =E L
o " O M1 — hCy M1

1 My
= BE
RA = Mt
Y, = Kor}?
Ny (h)

T A—9) T 0

K
@t = —
Qf
1—¢)Y;
Wy = 1 Mctw"'ﬁEtMt-i—lrt—&-l@t—f—l d—=6n)
1 o l:_cl 1
+(@=n) xoL{" Ci—h—r= +B
t
1 [
_ d )
Kpe = MCY+BeEMey —m Kpealin
o,
Fpy = Y+ BEE M I_:Irl Fpiyilia
t
o e Kpg
Tl = ket it17
Pt e—1 Fpﬂg
1
— M Ml—e
1 = ‘5 Mee +(1_§) rIP,t
t—1
C1 [l
= -1z N, -+
IAVIRES (l—§)I'IP; C+¢ Mir At—f
’ t—1

Y;d = CH,t+Gt+I+HYt
v, = AYY

5.1.2 Steady States

We set L =1 —0.058 and we use the capital accumulation equation to

5KK = T
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Y Y
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We also set

1
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The from the production function we derive
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Then from the price dispersion equation
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From the marketing clearing condition we also know that
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We use « and the following expression to match the steady-state search and matching output loss
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Similarly
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From the labour supply
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5.2 Calibration

The model is estimated using limited information impulse response matching techniques (Christiano
et al.| (2005), Christiano et al.| (2010)). However, the value of a small number of parameters is decided
prior to the estimation. To be precise, the share of capital in the production (¢) and its depreciation
rate have been calibrated to 0.36 and 0.025, numbers typically used in the literature (Christiano
et al. (2005)). The steady-state unemployment (u) is set equal to 5.8% (the sample mean), while
the steady-state value of output (y) to 1. The time discount factor (3) equals 0.995, while the both
the steady-state value of inflation and productivity growth have been set to 2%. The last three
parameters imply that the non-stochastic steady-state of the annual policy rate is 6%. Similar to
Smets and Wouters| (2007), the government spending and investment to GDP ratios are calibrated to
0.18 and 0.2, respectively. Finally, the steady-state value of the probability filling the vacancy is 70%
(Hagedorn and Manovskii (2008)).

The parameters o¢, o7, b, 7, &, ¢, (s Cu» Cio €0 1o 7, Sy B = TR bws By Peyr Pegr Pegr Tezr Te @Nd
o, are selected to match the nonlinear VAR responses to an identified monetary policy shock using
the benchmark identification scheme. The model is solved using third-order perturbation methods and
the impulse responses are calculated relative to the stochastic steady state (Cacciatore and Ravenna

(2016)) [

The objective of the estimation is for the model to be able to replicate not only the empirical responses
to a monetary policy shock illustrated in Figure 1 (page 35 in the main text) but the also the contri-
bution of the ‘uncertainty channel’ to these responses. This is defined as the dilerence between the
unrestricted and restricted responses plotted in Figure 4 (page 38 in the main text) and discussed in
Section 3.2 (in the main text). The latter set of targets ensures that the parameters that control the
size of the uncertainty channel in the model are calibrated carefully and the predictions of the model
about the importance of that channel are in line with those observed in the datal’| As it will become

4No pruning is applied in our calculations, which have been implemented using Dynare 4.4.3. The model and
replication files can be downloaded from authors’ webpages. We also check if our results are robust if we apply |[Koop
et al.| (1996) methodology to calculate the IRFs and we find that our results are almost identical. We choose to employ
the first method to calculate the IRF's as it dramatically reduces the estimation time.

SWe would like to thank an anonymous referee for proposing this exercise.
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apparent later in our analysis, the last set of moments acts also a natural metric that allows us to
assess which part of the transmission mechanism is responsible for the existence of the endogenous
uncertainty channel. The process used to estimate the DSGE contributions of uncertainty follows
closely the steps employed for the empirical models. To be precise, the uncertainty contribution is
defined as the dilerknce between the responses obtained using the third order solution model minus
those by using only the first order component of the solution.

5.3 Estimation Results

Figure [5] illustrates the ability of the theoretical model to replicate the identified empirical responses
(Panel A) as well as the contribution of the uncertainty channel to these responses (Panel B), re-
spectively. Even though the literature has questioned ability of a “simple” search and matching New
Keynesian model to jointly replicate the dynamics of both unemployment and inflation (see the dis-
cussion in|Krause and Lubik (2007) and |Gertler et al.| (2008)), our estimated model seems to be robust
to this criticism as it reproduces the data dynamics remarkably well.

In this study, however, our results go further. The model is capable of replicating: (i) the VAR based
stochastic volatility responses to a level monetary policy shock and, (ii) the empirically identified
contribution of the uncertainty channelﬁ This is a new set of results that further supports the
analysis of [Petrosky-Nadeau et al.| regarding the aptitude of DSGE models with search and matching
labour market frictions of reproducing highly non-linear dynamics seen in the data.

Returning to the discussion of the estimated parameters, Table [6] shows that the model can replicate
the data features mentioned in the previous paragraph by relying on a set of parameter values that
have been extensively used in the literature. Perhaps the less common parameter estimate is that for
the Epstein-Zin risk coe Lcieht (y = 115.57) with the estimated value indicating that agents dislike
future uncertainty. This value is similar to the one used in the Rudebusch and Swanson (2012) and
Swanson| (2015). As explained in [Swanson| (2015) — and it is further illustrated in the next section
— this parameter only has a small e[edt on the stochastic volatility of macroeconomic variables and
therefore the large magnitude is innocuous.

In terms of the utility kernel, the model demands some curvature (o = 2.15, |Chen et al. (2012))
and (o, = 4.00, (Christiano et al. (2010)) in order to reconcile the predicted dynamics with those in
the data. The degree of consumption smoothing (b = 0.57), is close to the estimates reported by
Christiano et al.| (2005).

The parameters that govern the labour market block of the model, the Cobb-Douglas matching pa-
rameter (1 = 0.40), the job separation rate (6 = 0.18), the income replacement ratio (100]§ = % =
54%) and the steady-state, the bargaining power for workers (n = 0.50) search and matching friction
(100% = 1%) are again consistent with those in the literature (see for instance, [Krause and Lubik
(2007) and |Krause et al.| (2008), (Gertler et al. (2008) and |[Hagedorn and Manovskii (2008) among
others).

5The empirical volatility responses are all hump shaped, while these hump is less pronounced in the theoretical
responses. Due to the simplicity of the model, this feature is expected.

"This is not the case for asset price variables as the they are functions of the stochastic discount factor. The risk
parameter has a great influence on the second term of the stochastic discount factor that captures how agents ‘trade’
uncertainty across time. As it is discussed briefly in the next section, we discovered that the risk parameter variations
have perhaps a larger impact on the stochastic steady-state than the cyclical dynamics regarding the macro variables.
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Consistent with the analysis |[Krause and Lubik/ (2007) and |Leduc and Liu| (2016) (among others), the
model requires a high degree of real wage rigidity (¢, = 0.89) in order to be able to match the volatility
of unemployment in the data (Figure [5, Panel A). As explained by these authors and it can be seen
from equation (28, in the main text), under this calibration paid wages decouple from productivity
and this leads to high surplus for firms (relative to the situation of no real wage rigidity) stimulating
vacancy creation.

Similar to [Christiano et al.| (2005) a high degree of price indexation (: = 0.72) and a small probability
of resetting prices optimally (1—¢ = 0.03) are needed for the model to match the response of inflation
after a monetary policy shock. Furthermore, the steady-state value of firms’ markup is 50% (e = 3.0)
a value similar to |Smets and Wouters| (2007) and |Gertler et al.| (2008). Finally, the estimates of the
policy reaction coe Lciehts are similar to those reported in the literature (Krause et al. (2008), (Gertler
et al. (2008), [Leduc and Liu (2016)).

29



Figure 5: The Fit of the DSGE Model

Panel A: Impulse Responses
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Notes: The responses from the empirical model have been adjusted to match the quarterly frequency of the DSGE
model. The posterior distribution of the uncertainty contribution (shadow area) is obtained by subtracting the posterior
distribution between the unrestricted and restricted empirical responses. The back dashed line illustrates the DSGE
response to the policy shock. The policy rate and inflation are expressed in annual terms. The DSGE responses are
calculated relative to the stochastic steady state. Panel B: The DSGE uncertainty contribution is calculated as the
difference between the response derived by using the third order solution of the model minus the responses produced

using first order solution.
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Table 1: Structural Parameters

Parameters | Description Values
Calibrated Parameters
u Steady State Unemployment Rate 0.06
% Government Spending to GDP Ratio 0.18
L Investment to GDP Ratio 0.20
400in(IT) | Inflation Target 2.00
400in(Z) | Steady State Value of Productivity Growth 2.00
QY Steady State Job Filling Probability 0.70
1) Capital Production Share 0.36
Or Capital Depreciation Rate 0.03
B Time Discount Factor 0.995
Estimated Parameters
_100% Post Vacancy Resource Cost relative to GDP 1.00
B = | Income Replacement Ratio 0.54
~y Epstein-Zin Preference Risk 115.57
oc Inverse of Intertemporal Elasticity of Substitution | 2.15
b Habit Smoothing 0.57
oy, Inverse of Frisch Elasticity 4.00
€ Intermediate Goods Elasticity of Substitution 3.00
£ Calvo Probability 0.97
L Price Indexation 0.72
ON Job Separation Rate 0.18
1 Cobb-Douglas Matching 0.40
n Bargain Parameter 0.50
Lw Real Wage Rigidity 0.89
Cn Inflation Monetary Policy Response 1.05
Cu Unemployment Monetary Policy Response 0.40
PR Interest Rate Smoothing 0.71
Pep Policy Shock Persistence 0.93
Pes Productivity Growth Shock Persistence 0.53
Pec Government Spending Shock Persistence 0.59
1000, Policy Shock Standard Deviation 0.53
1000, Productivity Growth Shock Standard Deviation 1.58
1000, Government Spending Shock Standard Deviation 0.01
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5.3.1 Additional Simulations

Unemployment Gap Policy Reaction Coefficient In this paragraph we investigate how the
monetary policy shock is transmitted when monetary authorities have elevated preferences to stabilise
the output gap (¢, = 1.25).

Inflation Target: It was mentioned in the main text that the ZLB could restrict policy maker’s
ability to generate loose monetary policy expectations and this would cause volatility to increase by
more after a contractionary policy shock. One of the counter measures proposed to circumvent this
constrain is to increase the inflation target. Figure [8 investigates further the link between the non-
zero steady-state inflation and the macroeconomic volatility. The simulation seem to suggest that
the eledt from this policy change on the endogenous uncertainty is small; the channel is actually
marginally reduced. As explained by Ascari and Sbordone| (2014) the slope of the Phillips curve is a
function of the steady-state inflation and when this is not zero then the Phillips curve becomes flatter.
This reflects that agents become more forward looking since expected inflation is going to erode their
average markup (King and Wolman (1999)). This makes inflation less responsive to the monetary
policy, so it falls by less but it also rises by less to the changes to the policy rate. As a results, the
long-term interest rate falls by less but it less lower for longer time than in the economy with a 2%
inflation target.
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Figure 8: Inflation Target
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Figure 9: Inflation Target: Uncertainty Contribution
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5.4 A Two Agents Model with Epstein-Zin Preferences and Search & Matching
Frictions (Incomplete Markets)

We develop in this section a two agents version of the model with Epstein-Zin preferences that di [en
in terms of their labour skills. The separation rate for high labour skilled (HLS) jobs is lower than
the separation rate of low labour skill (LLS) jobs ((Bruckner and Pappa (2012), |Pappa et al. (2015))),
while the HLS workers have a higher bargain power than LLS workers. Labour markets are segmented
meaning that HLS employees cannot apply for LLS jobs and vice versa. Finally, the HLS workers own
the majority of the government debt assets in the economy. We use this model to illustrate how the
uncertainty induced by the monetary policy shock a [edts the labour income inequality across the two
groups, as well as their consumption levels.

5.4.1 Model

Households: We assume that the economy is populated by two types of (high and low labour
skilled) households have the same utility kernel. The job separation rate determines the type of skills
as high skilled jobs get destructed less frequently (Bruckner and Pappa) (2012), Pappa et al.| (2015)).
For simplicity, we assume that the preference parameters are the same across both types.
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The budget constraint defined as in the benchmark version of the model, however, an adjustment
portfolio cost has been added in order to ensure that the non-stochastic steady state of the model and
the dynamics around it are well defined (see |Schmitt-Grohe and Uribe| (2003)).
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Both types of households have recursive preferences
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Also both types of households decide optimally how much to consume, to work and save by solving
the following problem
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The marginal utility of consumption is give by:
1 1
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The first order condition with respect to preferences is
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After some simple transformation we obtain the stochastic discount factor
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From the last two equation we obtain
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Labour Market: Every firm posts two type of vacancies (high and low skilled type vacancies) and
agents from each households can apply only to one type of jobs. As it was explained earlier, some
households pose high and some low labour skills. This implies that low labour skilled agents cannot
apply for high skilled jobs and vice versa (segmentation). The matching technology for both labour
markets is the same

_ S
M = MjU;'fi Yt " (108)

As in the benchmark economy the probability of filling the vacancy and finding a job in each market
are given respectively by:

M+

T _—
I = 1
Qj. v, (109)
M
U _— J,t
S, = = 110
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The number of unemployed workers in each market equals
Uj,t =1- (1 - 5]‘7]\/') Nj,t—l (111)

and the degree of market tightness for each type skilled jobs is

Yt

X =
J?t
Uit

(112)

Intermediate Good Producers: The technology employed for the production of the intermediate
good is

Y, = ZtLH7t¢S(1*¢)LL¢(1*¢S)(1*¢)K¢ (113)
While the number of employed people in each market evolves according to

Lit = @A =06;n) Ljz—1 + QY Y. (114)

The profit function is given by

1 W - - K 1
1 % _ P Yt~(h) — Wh g WreLpy — Ry K1 (h) :%
B Mjap %_HHZtYH,t — HLZtE]t +Op; (1—6gN)Ngi—1+ ng}ﬁ“ — Nu %15)
=0 +Or; (1—0unN)Npi—1+ Q%tYL,t — N4

The maximisation of the above objective function determines the demand for low and high skilled
workers

wo _ N %% + 0y — BEMp 141011 (L6 ;D (116)
=—"———= Wpgy Ht — bbEeMpg1119g 1 (L —ogN
L es(l-9)Y,
w NLt |:’I" s ~ .
P, ; Wpie+0Or:— BEMp 1101441 (1 —01.n)

T -9 -9

and the number of posted vacancies

(o)
oy
I

(117)

The intermediate good producers after they decided how many employer to recruit and new jobs to
post, they set prices. Namely, prices are chosen to maximises profits. Only a function (1 — z7) of
producers receive a random signal and set prices optimally. The remaining (£) producers miss this
signal and set prices based on a backward looking indexation rule.

L1 [

1 P, (h) ne
t o -
L P o(h) Vi ()

max FEy My ey
B g o

The price Philip curve is described by the following four equations, while the last equation describes
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the evolution of price dispersion

1 [
~ Wrd M1 =~
Kpr = BY + BEE M i Kpit1

e
For = Y+ BEE M I'llti—’l P+l
t
— K
n, = € Pt
e—1 Fpﬂg
L 3
My 1—¢
1 =& —— +(1-=9n,
P
1 1
5 _ 0T My 1= 5
At - (1 - f) r]t +¢ e At—l
1

(118)

(119)

(120)

(121)

(122)

Labour Market and Wage Bargaining: As in the benchmark version of the model the surplus

created by the match is split between the employee and the employer
1 - —1
~ ~ ~ ~ 1-6,v(1— X, S
S‘% — Wj’t _ XLOZtl UCLZ§C;;$ + BEth7t+1 [ s ( J:t+1)lU],t+l
+05n (1= Xje41) Sj,t+1

This is done via a Nash bargain problem

~ 1] DW
n;Qjt = 1—mn; Si;

and this process determines the wage paid to high and low skilled workers respectively

1 " 1
~ 1— Y -
Whe = 1 thw + BEMp+1©m:41 (1 —dmN)
’ X | IO e R -
%H,Ozt 0Ly Cre=0CH; =
+(1—n) = ~
_ 1 Dp D Dpt
g ’QZ}D RA C~, ﬁ C’H,t + Bt E
— ~ I
~ 1-— 1—9¢)Y; ~
Wi = n PtW( ¢S])V(L 0)Yi + BEMp 111941 (1 —9dr.n)
4
Cri_ 00 S e B
%XL,OZt o U,Lt Cri— CLﬂltj_?_Eltl ==
+(1—1n) B ~

Retailers: The final good production function is CES aggregator

[T1y =t
~ ~ e—1 €
Y, = Yi(h) = dh

0

While the demand for intermediate good is give by

- 1

t

Yi(h) =
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Market Clearing Conditions: The market clearing condition are some simple substations

Z, Ly 9s(1=0) [, ,(1=65)(1-6) o
Ay

ét + ét + E + KHZtYHJ + KLZtYLJ = (128)

where

- £
A =1 2 dh (129)
denotes the price dispersion.

Government: Unlike the benchmark version, the government relies on both lump-sum taxes and
debt to finance its consumptions and transfers. Government budget constraint is given by

~

~~ o~ ~ ~ ~ ~ ~ D
PG+ Dy +(Q—Lyy)PBys+(Q— L) BB, =T+ —Rt
t

where the lump sum taxes are described by the following debt targeting rule
Ty = Ty + T = TDIP (130)

The debt reaction coe [cieht has been calibrated rp = 0.025 to ensure that debt is a slow moving
variable. G; is government consumption and g, is the of the government share in the economy:

G =aY, (131)
that evolves in a stochastic manner:

Gt =9+ pg(Gi—1 — g) + 0wyt (132)

5.4.2 Calibration

This version of the model gives rise to a number of new parameters that do not exist in benchmark
version of the model. As we do not want this version of the model to move far away from the estimated
benchmark model, its calibration is carried out as follows:

1. We use the same values for the calibrated parameters that overlap between the two version.
Furthermore:

(a) The total unemployment steady-state value is set equal to its data average value 5.8, how-
ever, the share of low and high labour skilled workers is estimated

(b) The steady-state government debt to GDP ratio is equal to 40% to match the average in
the data

2. We use the benchmark estimates for the preference coe Lciehts and the Phillip curve parameters

3. Similarly, we use the same estimates for the parameters that control the high labour skilled
labour market block.
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Table 2: Calibrated Parameters

Parameters | Description Values
u Steady State Unemployment Rate 0.06
uy, Steady State Unemployment Rate High Labour Skilled Workers | uv — uy
% Government Spending to GDP Ratio 0.18
L Investment to GDP Ratio 0.20
8 Government Debt to GDP Ratio 0.40

400in(M) | Inflation Target 2.00
400in(Z) | Steady State Value of Productivity Growth 2.00
QY Steady State Job Filling Probability 0.70

10) Capital Production Share 0.36

0K Capital Depreciation Rate 0.03

15} Time Discount Factor 0.995
YpH Portfolio Adjustment Cost High Labour Skilled Workers 0.00

4. A small set of parameters described in Table [4] is estimated

Figures [L0] and [L1] display the fit of the model. Again, it could be argued that the incomplete version
of the model fits the empirical stylised facts very well, despite the restrictive calibration process
undertaken here.
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Table 3: Benchmark Model Parameter Estimates

Parameters | Description Values
1002 Post Vacancy Resource Cost relative to GDP 1.00
B= % Income Replacement Ratio 0.54
~ Epstein-Zin Preference Risk 115.29

oc Inverse of Intertemporal Elasticity of Substitution 2.15

b Habit Smoothing 0.57

oL Inverse of Frisch Elasticity 4.00

€ Intermediate Goods Elasticity of Substitution 3.00

Calvo Probability 0.97

L Price Indexation 0.72

ONH Job Separation Rate High Labour Skilled Workers 0.05

e, Cobb-Douglas Matching High Labour Skilled Workers | 0.40

Wy, Cobb-Douglas Matching Low Labour Skilled Workers 0.40

Ny Bargain Parameter High Labour Skilled Workers 0.50

LW H Real Wage Rigidity High Labour Skilled Workers 0.89

Cn Inflation Monetary Policy Response 1.05

Cu Unemployment Monetary Policy Response 0.40

PR Interest Rate Smoothing 0.71

Table 4: Estimated Parameters
Parameters | Description Values

bg Share of High Labour Skilled Workers in the Production Function 0.28
YpL Portfolio Adjustment Cost Low Labour Skilled Workers 0.02
% Share of Government Debt Assets Owned by Low Labour Skilled Workers | 0.10
ON,L Job Separation Rate Low Labour Skilled Workers 0.25
nr, Bargain Parameter Low Labour Skilled Workers 0.09
LWL Real Wage Rigidity Low Labour Skilled Workers 0.91
Pes Productivity Growth Shock Persistence 0.57
Pec Government Spending Shock Persistence 0.54
Pep Policy Shock Persistence 0.94
1000, Productivity Growth Shock Standard Deviation 1.44
1000, Government Spending Shock Standard Deviation 0.03
1000, Policy Shock Standard Deviation 0.58
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Figure 10: The Fit of the DSGE Model with Incomplete Markets
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Notes: The responses from the empirical model have been adjusted to match the quarterly frequency of the DSGE
model. The back dashed line illustrates the DSGE response to the policy shock. The policy rate and inflation are

expressed in annual terms. The DSGE responses are calculated relative to the stochastic steady state.

Figure 11: The Fit of the DSGE Model with Incomplete Markets: Uncertainty E [edt
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Notes: The responses from the empirical model have been adjusted to match the quarterly frequency of the DSGE
model. The posterior distribution of the uncertainty contribution (shadow area) is obtained by subtracting the posterior
distribution between the unrestricted and restricted empirical responses. The back dashed line illustrates the DSGE
response to the policy shock. The policy rate and inflation are expressed in annual terms. The DSGE responses are
calculated relative to the stochastic steady state. The DSGE uncertainty contribution is calculated as the difference
between the response derived by using the third order solution of the model minus the responses produced using first

order solution.
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5.4.3 Simulations & IRF's

The first row of Figure [12| displays agents’ responses to a monetary policy shock when the structural
parameters are set equal to the values reported in Tables[2, [3Jand[4l Not surprisingly, the labour income
inequality (defined as the dilerknce between the HLS and LLS labour income) increases by almost
2% and this is mostly driven by the fall of LLS labour income (the HLS consumption reduces only
marginally). Uncertainty, drives more than 50% of this income inequality increase. When it comes to
consumption, the results are even more interesting. Uncertainty, contributes about 1.2% to the fall of
the LLS consumption and this explains almost 80% of the reduction of the consumption of this group.
However, uncertainty turns out to have a positive e [edt on the HLS consumption. In this environment,
the two type households not only can smooth consumption by allocating it across time but also trading
it between the groups. The LLS group is more exposed after an adverse monetary policy and as a such
it forms stronger precautionary motives. This implies that they reduce consumption and supply labour
by a lot more than the HLS employeed. For the HLS group the inflation fall (which also boosts the
real value of their assets) together with their smaller exposure future risk (relative to the LLS workers)
makes their current consumption cheaper. The increase in the HLS consumption only mitigates some
of the adverse e [edt of uncertainty in the aggregate consumption (which fall by 0.15%).

In the second row, we illustrate how the responses are altered (relative to the first row) when the
share of government debt assets owned by the LLS group increases to 50%. The income inequalities
opens up by significantly less (relative to the first), while the contribution of the uncertainty to the
LLS consumption has been reduced dramatically. Qualitatively, similar results are obtained when the
bargain power of the LLS workers increases to 0.5 (third row). However, the results are significantly
smaller quantitatively. In the final exercise (fourth row), it is investigate what happens when the
policy reaction coe Lcieht (¢,) increase to one (¢, = 1). Again both the labour income inequality
increase by less and the contribution of the uncertainty is smaller than in the first exercise.

Finally, Figure [13]| plots the volatility responses of all variables discussed in this exercise for all four
exercises.
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Figure 12: Incomplete Markets Simulations
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The blue solid line (left y-axis) represents the responses of the state variables to the system, while the red dashed

line (right y-axis) denotes the uncertainty contribution to these responses. The uncertainty contribution is defined as the

difference between the response derived by using the third minus the responses produced using only the first order solution

of the model. Rates are reported in annual basis points, inflation in annual percentage rates, the job filling probability

in percentage points, unemployment duration in quarters. The responses are calculated relative to the stochastic steady

state. HLS and LLS stand for high and low labour skilled workers. The first row displays the responses of the version

of the model that uses the parameters reported in Tables and [ The second row shows what happens when the

non stochastic steady-state low skilled workers’ share of assets increases to 50%. The third row illustrates how agents

respond to a monetary policy when the low skilled workers increases to 0.5. The last row presents the transmission of

the shock when the policy reaction coefficient increases to one (¢
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The second row shows what happens when the non stochastic steady-state low skilled workers’ share of assets increases

to 50%. The third row illustrates how agents respond to a monetary policy when the low skilled workers increases to

0.5. The last row presents the transmission of the shock when the policy reaction coefficient increases to one (¢, = 1).
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5.5 A with Epstein-Zin Preferences and Sticky Nominal Wages (Sticky Wages)

Households: As in the benchmark version of the model the household receives utility from con-
sumption while they dislike labour

= Lo
|:~| ~ L1 G- bcf_l ~1 L%-HTL
Zy, Ly = —x0Z; 7¢—— 133
u Cy, Zy, Ly 1— o0 X041t 1+o; (133)

Their budget constraint has been modified slightly as there are not unemployed agents in this economy

-~ D - -
P,Cy + EZ +T, = PW;Li+ Dy 1+ =4 (134)

Again households’ preferences have a recursive format

1 1

‘/% =u étv Zta Lt + 5 Et t+1 o (135)

The following Lagrangian problem allows them to select optimally how much to consume and save

; o e R e
L = V- M Vigi—u Citis Zivis Liyi — B Et‘/;f_i'__ill !
= N
| - -~ ~ Py
= B'Nti PyiWiviliyi + Do — Pi Gy — RA (136)
i=0 t+i

The marginal utility of consumption is given

I W O
Co—b0o, = ALPt (137)
t

The allocation of consumption across time is based on the following Euler equation
At = BEX 41 R} (138)

While from the first order condition with respect to ;

1 ) %
By =B EV. Vi (139)

And some substitutions we obtain the stochastic discount factor

v e,
My = %El Ct btcl (140)

And the Euler equation becomes

(141)
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Wages: We follow [Erceg et al.| (2000) and assume that each monopolistically competitive household
supplies a diLerentiated labour service to the production section. They set their nominal wage and
supply any amount of labour demanded by the firms at that wage rate. For convenience, we assume
that there exists a representative firm that combines households’ labour inputs into a homogeneous
input good - L¢ - using a CES production function

oy, 0l
L= L% dse (142)
0
where \,, denotes the mark-up in the labour market. Taking W, and I/T/%,t as given, the aggregator’s
demand for the labour hours of household s« results from profit maximisation

o
max W; L;\z% dx - W%,tL%,t :
Pt 0 0
I:~l IZ)\w,tl
W, v
L= = L (143)
t

The aggregate wage arises from the profit condition and the demand curve

. L,

W, = e dse (144)
0

In each period, a fraction — 1—¢,, — of households receive a random signal and they are allowed to reset
wages optimally — Wt*. All other households can only partially index their wages by past inflation.
The problem of setting wages can be described as follows

L1 4o 1 L1 L1
= —1 =1 00 Lotti E -1 Lmel
maxL =V — Heri  —XoZy 1+o0, - B Atti Mow Wit Lotyi
Wt i=0 L i=0 s=1 = t+s
subject to
1 O Y
ol Do
— t+s5—1 W%,t d
Lyiti = e i Lyt
om1 i Wigi

The labour supply is determined by the following four equations that describe the wage Phillips curve

1 [
1 1 |:~I ?11 Xt ~ P d Ijl'lgw I:/\% Wt*+1 Au}il 1
- * w— 7W)‘w_1N + E L 145
fi N, e ot ¢+ B L Mo i fi (145)
and
e o, e e Bl Dzl

— - t

ff =x02:5¢ e Liti + 88w Lt M e Ji (146)
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o =}
Wit + (1 —¢,) Wy (147)

~ T 1>\ tlul 1_)\11)
W, v = é’ —
t Yoo,

Wage dispersion evolves according to

-y S Bk S
AV = S A+ (1— -
t gw I'It Wt t—1 ( gw) Wt

Intermediate Good Producers: The technology given for the production of the intermediate good
is given by

1 l
Ty=7 Ty R, (148)

Firstly, intermediate good producers act as price takers and demand the amount of labour that max-
imises their profits
¥ 1 01 L1

E, M8 PYY,(h) — WL (h) — REK,_1 (h) (149)
=0

Namely, the labour demand is

Li(n) =~
pV=__"tY7 yy 150
NS A (150)

Next they set prices in order againg to maximises profits. Only a function (1 —x4) of producers receive
a random signal and set prices optimally. The remaining (&) producers miss this signal and set prices
based on a backward looking indexation rule.

L1 [

| S | P, (h) ]
. t n . ~
max E; Mty Bgy B Pt‘—}i[-/j (h)  Yiy; (R)

Py (h) =0 Pt+j

The price Philip curve is described by the following four equations, while the last equation describes
the evolution of price dispersion

1 1
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Final Good Producers: Use combine the output produced in the previous stage and the following
CES technology

L] [
e—1 €

Vi=  Yi(h) = dh (156)
0

To produce the final good. Finally, the demand for intermediate good is given by

s T e
fiy= LMWL g (157)

Py

Market Clearing Conditions:

(158)

Government:

D; 4

t

f’tét + 51571 =T+ (159)

5.5.1 Stationary Equations
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5.5.2 Steady-States
We assume that L¢ = 1/3, we know
kK = I (176)
oK I
—_— = = 177
v v (77)
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We also assume that

1
==0.2
Y

The from the Production function
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From the stoschastic discount factor we obtain
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From the PP equations we obtain
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Then from the price dispersion equation
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From the marketing clearing condition we also know that
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Similarly
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From the demand for labour
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From the labour supply schedule
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5.5.3 Calibration
Table 5. Calibrated Parameters
Parameters | Description Values
L Steady State of Average Hours 1/3
% Government Spending to GDP Ratio 0.18
L Investment to GDP Ratio 0.20
400In(M) | Inflation Target 2.00
400in(Z) | Steady State Value of Productivity Growth | 2.00
1) Capital Production Share 0.36
0K Capital Depreciation Rate 0.03
154 Time Discount Factor 0.995
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Table 6: Estimated Parameters

Parameters | Description Values
~ Epstein-Zin Preference Risk 24.73
oc Inverse of Intertemporal Elasticity of Substitution | 1.00
b Habit Smoothing 0.93
oy, Inverse of Frisch Elasticity 1.15
€ Intermediate Goods Elasticity of Substitution 12.94

£ Calvo Price Probability 0.82

L Price Indexation 0.00
Ew Wages Elasticity of Substitution 3.84
€w Calvo Wage Probability 0.53
Lw Wage Indexation 0.78
(i Inflation Monetary Policy Response 2.29
Cy Output Monetary Policy Response 0.30
PR Interest Rate Smoothing 0.71
Pep Policy Shock Persistence 0.18
Pe. Productivity Growth Shock Persistence 0.83
Pe, Government Spending Shock Persistence 0.13
1000 Policy Shock Standard Deviation 0.22
1000, Policy Productivity Growth Standard Deviation 5.00
1000, Government Spending Shock Standard Deviation 0.01
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5.5.4 Simulations & IRF's

Table 7: Disaster Statistics

Metrics | Data | 1 Standard Deviation | 2 Standard Deviation
Probability | 7.83 - 0.02
Size 21.99 - 10.85
Duration 3.72 - 3.67

Notes: The data disaster statistic estimates are those reported by [Petrosky-Nadeau et al.| (2018) (Table 4, pp. 2227).
Starting from the stochastic steady state, the model is simulated for 50000 periods. Similar to |Petrosky-Nadeau et al.
(2018), we time-aggregate output into annual observations, and apply the peak-to-trough method to identify disasters

as cumulative fractional declines in output of at least 10%. The disaster probabilities and average size are in percent,

and the average duration is in terms of years.
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Figure 14: The fit of the DSGE model with Sticky Wages
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Notes: The responses from the empirical model have been adjusted to match the quarterly frequency of the DSGE

model.

expressed in annual terms.

The back dashed line illustrates the DSGE response to the policy shock. The policy rate and inflation are

Figure 15: Uncertainty E [edt DSGE model with Sticky Wages: Uncertainty Contribution
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model.

The back dashed line illustrates the DSGE response to the policy shock. The policy rate and inflation are

expressed in annual terms. The DSGE response is the difference between the response derived by using the third order

solution of the model and the one obtained by using the first order solution.
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1 std shocks

2 std shocks

Figure 16: Downward Risk
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Notes: Starting from the stochastic steady state, the model is simulated from 50000 periods. The histogram illustrates
the distribution of x; as deviation from its stochastic steady-state. For the simulation in the first row we use the standard

deviation value that results from the estimation, while we use two times this estimate for the second row.
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The red solid line represents the benchmark version of the model (y = 24.73), while the blue dashed line is

the responses of the model when agents in the economy form expected utility preferences (y = 0). Rates are reported

in annual basis points, inflation in annual percentage rates and Job finding and filling probability in percentage points.

The responses are calculated relative to the stochastic steady state.

Figure 18: Epstein-Zin Risk Coe [cieht: Uncertainty Contribution
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Notes: The red solid line represents the benchmark version of the model (y = 24.73), while the blue dashed line is

the responses of the model when agents in the economy form expected utility preferences (7 = 0). Rates are reported

in annual basis points, inflation in annual percentage rates and Job finding and filling probability in percentage points.

The responses are calculated relative to the stochastic steady state. The uncertainty contribution is calculated as the

difference between the response derived by using the third order solution of the model minus the responses produced

using first order solution.
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Figure 19: Policy Rate Smoothing Preferences
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Notes: The red solid line represents the benchmark version of the model (pg = 0.71), while the blue dashed line is the
responses of the model when authorities have no preferences for interest rate smoothing (pp = 0). Rates are reported
in annual basis points, inflation in annual percentage rates and Job finding and filling probability in percentage points.

The responses are calculated relative to the stochastic steady state.

Figure 20: Policy Rate Smoothing Preferences: Uncertainty Contribution
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Notes: The red solid line represents the benchmark version of the model (pg = 0.71), while the blue dashed line is the
responses of the model when authorities have no preferences for interest rate smoothing (pp = 0). Rates are reported
in annual basis points, inflation in annual percentage rates and Job finding and filling probability in percentage points.
The responses are calculated relative to the stochastic steady state.The uncertainty contribution is calculated as the
difference between the response derived by using the third order solution of the model minus the responses produced

using first order solution.
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