ECOMNZTOR

Make Your Publications Visible.

Holtemoller, Oliver; Schmidt, Torsten

Working Paper

A Service of

ﬂ I I I Leibniz-Informationszentrum
° Wirtschaft
o B Leibniz Information Centre
h for Economics

Identifying Sources of Business Cycle Fluctuations in

Germany 1975-1998

Ruhr Economic Papers, No. 68

Provided in Cooperation with:

RWI - Leibniz-Institut fur Wirtschaftsforschung, Essen

Suggested Citation: Holteméller, Oliver; Schmidt, Torsten (2008) : Identifying Sources of Business
Cycle Fluctuations in Germany 1975-1998, Ruhr Economic Papers, No. 68, ISBN 978-3-86788-071-8,
Rheinisch-Westfalisches Institut fiir Wirtschaftsforschung (RWI), Essen

This Version is available at:
https://hdl.handle.net/10419/26833

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,

gelten abweichend von diesen Nutzungsbedingungen die in der dort

genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/26833
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Oliver Holtemoller and Torsten Schmidt

Identifying Sources of
Business Cycle Fluctuations
in Germany 1975-1998

#68

RWI

ESSEN




Ruhr Economic Papers
Published by

Ruhr-Universitat Bochum (RUB), Department of Economics
Universitatsstral3e 150, 44801 Bochum, Germany

Technische Universitat Dortmund, Department of Economic and Social Sciences
Vogelpothsweg 87, 44227 Dortmund, Germany

Universitat Duisburg-Essen, Department of Economics
Universitatsstrale 12, 45117 Essen, Germany

Rheinisch-Westfélisches Institut fiir Wirtschaftsforschung (RWI Essen)
Hohenzollernstrasse 1/3, 45128 Essen, Germany

Editors:

Prof. Dr. Thomas K. Bauer

RUB, Department of Economics

Empirical Economics

Phone: +49 (0) 234/3 22 83 41, e-mail: thomas.bauer@rub.de

Prof. Dr. Wolfgang Leininger

Technische Universitat Dortmund, Department of Economic and Social Sciences
Economics — Microeconomics

Phone: +49 (0) 231 /7 55-32 97, email: W.Leininger@wiso.uni-dortmund.de
Prof. Dr. Volker Clausen

University of Duisburg-Essen, Department of Economics

International Economics

Phone: +49 (0) 201/1 83-36 55, e-mail: vclausen@vwl.uni-due.de

Prof. Dr. Christoph M. Schmidt

RWI Essen

Phone: +49 (0) 201/81 49-227, e-mail: schmidt@rwi-essen.de

Editorial Office:

Joachim Schmidt
RWI Essen, Phone: +49 (0) 201/81 49-292, e-mail: schmidtj@rwi-essen.de

Ruhr Economic Papers #68

Responsible Editor: Christoph M. Schmidt
All rights reserved. Bochum, Dortmund, Duisburg, Essen, Germany, 2008
ISSN 1864-4872 (online) — ISBN 978-3-86788-071-8

The working papers published in the Series constitute work in progress circulated to
stimulate discussion and critical comments. Views expressed represent exclusively
the authors’ own opinions and do not necessarily reflect those of the editors.



Ruhr Economic Papers
#68

Oliver Holtemoller and Torsten Schmidt

Identifying Sources of
Business Cycle Fluctuations
in Germany 1975-1998

RWI

ESSEN




Bibliografische Information der Deutschen Nationalbibliothek

Die Deutsche Nationalbibliothek verzeichnet diese Publikation in

der Deutschen Nationalbibliografie; detaillierte bibliografische Daten
sind im Internet lber http://dnb.d-nb.de abrufbar.

ISSN 1864-4872 (online)
ISBN 978-3-86788-071-8



Oliver Holtemoller and Torsten Schmidt*

Identifying Sources of Business Cycle Fluctuations in Germany
1975-1998

Abstract

In this paper, we estimate a small New Keynesian dynamic stochastic general
equilibrium (DSGE) model for Germany for the period from 1975 to 1998 and
use it to identify the structural shocks, which have driven the business cycle.
For this purpose we apply indirect inference methods, that is we specify the pa-
rameters of the theoretical model such that simulated data mimics observed
data as closely as possible. In addition to the identification of structural shocks,
we uncover the unobservable output gap, which is a prominent indicator in
business cycle analysis. Furthermore, we show to which extent each identified
shock has contributed to the business cycle fluctuations.
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1 Introduction

In this paper, we estimate a small dynamic stochastic general equilibrium (DSGE) model for
Germany for the period from 1975 to 1998. We use the estimated model to identify the
structural shocks, which have driven the business cycle, and to estimate the output-gap, which
is an economically meaningful but unobservable variable. We compare our model-based
output-gap to HP-filtered real GDP. The model-based decomposition seems superior to us
because it relies on economic assumptions and not on a solely statistical decomposition. The
period from 1975 to 1998 is interesting because several structural shocks occurred, for
example the second wave of oil price shocks in the late 1970s and the shocks around the
German reunification in 1990. Especially the nature of the economic shocks that origin in the
German reunification are still not fully understood and have been subject to recent research,
see Burda (2006) and Uhlig (2006), for example. We contribute to this literature by showing
that the German unification was primarily accompanied by a pronounced demand shock but
also followed by substantial negative productivity shocks.

The paper is organized as follows. In section 2, we present a small New Keynesian
macroeconomic model, in section 3, we describe our estimation approach, and the structural
economic analysis follows in section 4. Finally, section 5 offers a brief summary and
conclusions. A technical appendix with detailed information on various steps of the analysis is

available from the corresponding author upon request.

2 A Small Stylized Macroeconomic Model

We use a standard small New Keynesian macroeconomic model. Since these models have
been discussed intensively in the recent literature, see for example Gali (2002), King (2000),
McCallum and Nelson (1999a), Walsh (2003), and Woodford (2003), we only present our
model specification without explaining it in greater detail. The endogenous variables of the
model are consumption growth (Ac), output growth (Ay), consumption share in output (cy),
short-term nominal interest rate (R), inflation rate () and output gap (yg=y—y"). The main
dynamics of the model are generated by three structural equations, namely an IS equation, a

Phillips curve equation and a monetary policy rule, and four exogenous shocks.
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Productivity growth and flexible price output. Like for example in McCallum and Nelson
(1999b), we assume that the log flexible price (potential) output y* is determined by an
exogenous stochastic productivity process. More specifically, the change in the flexible price

output follows an AR(1) process:

Yo =Vt Xy X, =P.X, +E,, —1<p,<l, g, ~N(00,)

at”’

IS equation (IS). The IS equation in New Keynesian macroeconomic models is derived from
the optimizing behaviour of the representative household who seeks to maximize its utility
while facing a budget constraint. Following the literature on estimated New Keynesian
macroeconomic models, we allow for habit persistence in consumption. The resulting first
order condition of the optimization problem is nonlinear and is therefore log-linearized. Since
our model economy exhibits a stochastic trend in productivity, consumption does also follow
a stochastic trend. Accordingly, we log-linearize a transformed version of the consumption
Euler equation which does not contain the level of consumption but — like for example in
Ireland (2001) — consumption divided by output, that is the consumption share cy. We show

in the technical appendix that this procedure yields the following IS equation:

E, [Cyr tacy, taycy,, tascy,,, +a,Ay, +asAy,, +agAy,,, +a, (R: T )]: 0,
where the coefficients a; to a; follow directly from the inverse elasticity of intertemporal
substitution ¢ and an habit persistence parameter /.

Resource constraint (RC). The resource constraint of the economy is given by

Yt = Cr + th 4
where Y, denotes output, C; consumption, and X,, comprises all other GDP components. We
divide the resource constraint by flexible price output ¥;":

X X
+—L=CY, - YG, +—%,
Y Y,

t l

1

c
Y

YG, =

1

i

such that after log-linearization around the steady state we have

cy
yg, = oy, +x,,
1-cy
where x,; is a stationary exogenous GDP shock:
Xy =P, X, +€,, —1<p,<l, e, ~N(0,0;)
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Phillips curve (PC). Inflation dynamics are described by the New Keynesian Phillips curve,
which is derived from the forward-looking behaviour of firms who know that prices will be
sticky for some time and therefore consider expected future changes in marginal costs in the
price setting decision. Under the assumptions that real marginal costs depend on the output
gap and that a fraction % of the firms is backward-looking, we obtain the hybrid Phillips
curve:

Tl:, = Ybn/—l +(1 - Yh )BEt [TCH-] ] + Kygt + xnt 4
where xr represents a cost-push shock:
—-l<p, <1, g, ~N(0,62)

xm = pnxn,t—l + Sm 4

and K is related to the degree of price stickiness (the lower ¥, the higher price stickiness)."

Monetary policy rule (MP). The model is closed by an interest rate rule, which reflects

monetary policy:

R =R +(1=1, (T, R, +T,yg, )+ Xz, 0ST,< 1,>1 71, >0
where xg, is a monetary policy shock:
Xy =PpXpooy TER» —1<Per <], &g ~ N(O»Gfa )-

The nominal interest rate R; is the monetary policy instrument. It depends on the lagged
interest rate (interest rate smoothing), inflation rate and output gap. It is well established in
the literature that the interest rate policy by Deutsche Bundesbank until 1998 can be roughly

described by such a simple interest rate rule, see Clarida and Gertler (1996).

Additional equations. The model is augmented with two additional equations, which

represent definitions of observable variables. The growth rate of output is given by:
Ay, =Ayg, + Ay,

and consumption growth is equal to
Ac, =Acy, +Ay,.

Model solution. Following Uhlig (1999), the complete model can be summarized in the

following system of equations:

! An empirical analysis of the Phillips curve for Germany can be found in Tillmann (2005).
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0 = Ay, +By,,, +Cy,, + Dz,
0 = E, [Fyl,t+l +Gy, +Hy, + Iy, +Kyy + Lz, + MZ:]
z, = Nz, +€,.

The four variables cy,, R, 7 and yg, are specified as endogenous state variables y;,, and Ac,
and Ay, are stacked in the vector y,, of other endogenous variables. The vector z; contains the
four exogenous shocks Xu, X, Xz and xg. The matrices A, B, ..., N are coefficient matrices
with appropriate dimensions. € is a multivariate normally distributed and serially uncorrelated
shock vector with variance-covariance matrix X.. The model is solved numerically for the
recursive law of motion of the endogenous variables using the Uhlig (1999) toolkit. The
recursive law of motion can in turn be used to calculate impulse responses and to simulate the

model. However, for this purpose the structural parameters have to be specified numerically.

3 Estimating the Stylized Macroeconomic Model

3.1 Indirect Inference Estimation of DSGE Models

The indirect inference approach (Gourieroux et al., 1993, Smith Jr., 1993) that we use is the
Extended Method of Simulated Moments (EMSM) and proceeds as follows. In the first step,
an auxiliary statistical model that summarizes the statistical properties of the relevant
observable variables is estimated. In a second step, the same variables are generated
artificially using the theoretical DSGE model and a vector of start values for the structural
parameters that have to be estimated. For the simulated data we estimate the same statistical
auxiliary model and compute a weighted distance between the two sets of auxiliary
parameters (observed and simulated data). In the third step, this weighted distance is
minimized numerically with respect to the vector of structural parameters. This procedure
delivers consistent and asymptotically normally distributed estimates of the structural
parameters. These estimates are not necessarily efficient, especially if it is feasible to estimate
the model with maximum likelihood (ML) methods. However, it is well known that efficiency
of ML estimation depends on the correct specification of the likelihood function. In case of
non-normal exogenous shocks or misspecification, indirect inference may be more robust.

In the choice of the auxiliary model, we follow Smith Jr. (1993) and apply reduced form
vector autoregressions (VAR). Reduced form VAR models without any restrictions are able
to capture the dynamic behaviour of a given set of variables very well. An alternative to

matching reduced form VAR coefficients is to match the impulse responses estimated from a
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structural VAR and the impulse responses implied by the theoretical model, like for example
in Christiano et al. (2005). However, since Christiano et al. (2005) do not estimate the model-
based impulse responses from simulated data but compute them directly from the recursive
law of motion, the econometric theory that has been developed within the indirect inference
literature cannot be directly applied. Furthermore, impulse response matching relies on the
correct identification of economic shocks in small or medium scale SVARs, which is a
difficult and often ambiguous task, see for example Canova and Pires Pina (2005) and Chari

et al. (2005).

3.2 Preliminary Data Analysis

We use the following variables in our empirical analysis: short-term nominal interest rate (R),
GDP deflator inflation rate (r), log real private consumption per capita in prices of 1995 (¢),
and log real GDP per capita in prices of 1995 (y). The data is for West Germany for 1975 to
1990 and for reunified Germany from 1991 to 1998. In total we have 96 quarterly
observations. The data sources and precise definitions of the variables are given in the

technical appendix.

Integration and cointegration properties. Log consumption per capita and log GDP per
capita follow a long-run trend and are subject to a structural break due to the German
reunification. Appropriate unit root tests show that both variables are integrated of order one,
see table 1. The table shows Augmented Dickey-Fuller z-Statistics together with the

corresponding critical values.



Table 1: ADF unit root tests

Constant Constant and mean | Constant, time trend | Broken time trend
shift dummy and mean shift
dummy
t-Stat. P t-Stat. P t-Stat. P t-Stat. P
5% critical value -2.892 -3.340 -3.760 -4.240

GDP -2.463 1 -2.100 0 -3.457 0 -3.997 0

Consumption -2.006 4 -0.025 6 -2.316 4 -2.871 6
Inflation -8.190 0 -9.254 0
Interest rate -2.189 1 -2.286 1
Consumption growth -13.128 0 -13.920 0
GDP growth -12.097 0 -3.807 6
Consumption share -2.487 0 -4.840 0

Notes: The table shows Augmented Dickey-Fuller ¢-Statistics. The null hypothesis that a variable is integrated of
order one is rejected, if the corresponding 7-Statistic is smaller than the critical value. p is the lag order of the
ADF auxiliary regression, which has been chosen according to BIC. The 5% critical values are taken from
MacKinnon (1996) for alternative A, Perron (1990) for alternative B, and Perron (1989) for alternatives C and D.
All alternatives include two sets of seasonal dummies, namely centered seasonal dummies for the whole sample
and centered seasonal dummies multiplied by the mean shift dummy DS9101.

While our tests clearly suggests that log consumption (¢) and log output (y) exhibit a unit root,
the null hypothesis of a unit root is rejected for their respective growth rates and for the
consumption share cy,=c—y;. In case of the consumption share it has to be considered, that a
mean shift occurred in the first quarter 1991 due to the German reunification. Accordingly,
log consumption and log output are cointegrated and share the same stochastic trend.” The
inflation rate () is also found to be stationary. For the nominal interest rate (R) the null
hypothesis of a unit root is not rejected. However, since unit root tests have low power for
highly persistent stationary variables, we assume in the following — like many other studies as
well — that the nominal interest rate is stationary in order to meet the requirements of our

theoretical framework.

Adjustment for seasonality and German reunification. With exception of the interest rate,
all considered variables exhibit a strong seasonal pattern. We adjust consumption and output
growth rates, inflation rate and consumption share for deterministic seasonality and for the
structural break due to German reunification in order to facilitate the subsequent
computations. More precisely, we estimate for these variables autoregressive models with
nonlinear least squares and augment these models with two sets of seasonal dummies (until
1990, from 1991 onwards) and with mean shift and impulse dummies for the first quarter of

1991. The AR order is chosen by adding additional AR terms until the residuals do not exhibit

% For testing the non-stationarity of the consumption share we apply unit root test critical values because we do
not estimate a cointegration vector but consider directly the consumption share.
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any serial correlation anymore. Subsequently, the adjusted variables are constructed by
subtracting the deterministic terms from the original variables, see the technical appendix for

details.

4 Structural Analysis

4.1 Estimation of the Model

The result of the numerical minimization of the weighted distance between the two sets of
auxiliary parameters depends on the choice of the starting values. We have chosen a
sophisticated random search strategy in order to deal with this problem. We have set the
starting values to economically plausible values — partially relying on preliminary OLS
regressions for the model equations. We perturbed these starting values several times and
started the minimization again. Finally, we have chosen that specification that leads to the
lowest weighted distance. Table 2 shows the corresponding starting values and the estimated
structural parameters. During the estimation process, we have excluded the habit persistence
parameter / from estimation because it turned out that other values than zero actually increase

the weighted distance.
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Table 2: Estimated structural parameters

Parameter ~ Start values {;83;65 Upper bound  Estimate t-Statistic
IS equation
c 5.0000 1.0000 oo 20.1551 1.7490
h 0.0000 0.0000 1.0000 0.0000
Phillips curve
T 0.3000 0.0000 0.9900 0.2045 0.2090
K 0.1000 0.0100 oo 0.0100 0.1818
Monetary policy rule
TR 0.9300 0.0000 0.9900 0.8515 13.1709
Ty 1.0000 0.0000 oo 0.7482 0.4721
Tx 1.5000 1.0100 o 1.0137 1.6985
Productivity process
Ca 0.0070 0.0001 oo 0.0054 5.9795
Pa 0.0000 -0.9900 0.9900 0.0096 0.0383
GDP shock
(o 0.0180 0.0001 oo 0.0012 1.2466
Pe 0.5400 -0.9900 0.9900 0.7522 3.0408
Cost push shock
Gr 0.0045 0.0001 oo 0.0024 2.0634
Pr 0.0000 -0.9900 0.9900 0.0003 0.0002
Monetary policy shock
Or 0.0017 0.0001 oo 0.0023 13.7618

Notes: Indirect inference estimation with four observed variables (consumption share, inflation rate, interest rate
and consumption growth rate), one lag in the auxiliary VAR model, and time series length multiplier 10.
Coefficients without t-Statistics are not estimated but set a priori.

From the estimated model, the unobservable shocks and the output gap are uncovered using
the Kalman filter. As suggested by Hamilton (1986), we run 2000 Monte Carlo simulations
and draw the parameter vector from a multivariate normal distribution using the point
estimates as mean vector and the estimated covariance matrix. The shocks and output gap,
which we present in the next section, are 4-period centered moving averages of the means of

the 2000 estimated state vectors.

4.2 Discussion of Empirical Results

Output gap. The model-based output gap is shown together with the annual GDP growth rate
and the HP-filtered GDP in figure 1 (actually, the figure shows 4-period centered moving
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averages of HP cycle and model-based output gap for illustrative purposes). The shaded areas
in figure 1 represent recessions in Germany according to the business cycle classification by

Heilemann and Miinch (1999).

Figure 1: Model based output gap

.06

I s s s B B B B B B B s B B S B
76 78 80 82 84 86 88 90 92 94 96 98

— Annual real GDP growth rate
---- HP cycle component of real GDP
— — Model-based output gap

The model-based output gap coincides very well with the business cycle classification of
Heilemann and Miinch (1999), while HP-filtered output shifts the 1980-82 recession to 1983.
In this sense, we can confirm the statement of McCallum and Nelson (1999b) that the HP
filter seems to be an inappropriate proxy for the output gap “because it does not properly
reflect the influence of technology shocks”. Additionally, it can be seen from figure 2 that the
output gap is mainly driven by demand shocks. This figure is generated setting all shocks but

one to zero, respectively.
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Figure 2: Output gap decomposition
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The upper right figure shows how the output gap would have looked like if only the demand
shock had been present, for example. It becomes clear that the productivity shock does not
contribute to the explanation of the output-gap (see flat line in upper right panel of figure 2)
because the estimated autocorrelation coefficient of this shock is very close to zero.
Therefore, permanent productivity shocks lead to an immediate adjustment of consumption to
the new flexible price output level. This is in contrast to findings of DeJong et al. (2000) for
the US. Their results suggest that shocks to total factor productivity play an important role in

driving cyclical activity.

Structural shocks. The estimated structural shocks are shown in figure 3.
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Figure 3: Identified structural shocks
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As figure 3 highlights negative productivity shocks and negative demand shocks have jointly
contributed to the recessions in the 1980ies and in the 1990ies. Similar to the results of Weber
(1996), we find that the economic downturn in the early eighties can largely be attributed to
permanent productivity shocks and that the output expansion in 1990/91 can be attributed to
stationary demand shocks. The cost push shock reveals the inflationary pressure in the late
1970ies due to oil price shocks and the inflationary pressure following the German
reunification in the early 1990ies. Interestingly, panel (d) shows that monetary policy has

been quite restrictive before and during the recession in the early 1980ies.

Business cycle accounting. The effects of the individual shocks on the observed variables
and on the unobserved output gap can be summarized by correlation and relative variance
statistics, which are provided in table 3.3 The left part of the table shows variance shares, that

is the variance of the corresponding variable if only one shock is active divided by the

% See Chari et al. (2007) for a detailed discussion of the business cycle accounting exercise using estimated
structural models.
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corresponding variance if all four shocks are present. The right part of the table shows the

correlation coefficients of one-shock-simulations and all-shock-simulations.

Table 3: Business cycle accounting

Variance Share Contemporaneous Correlation

Variable/ Shock | Technology GDP Cost Monetary | Technology ~ GDP Cost  Monetary

shock shock  push policy shock shock push policy

shock shock shock shock
Consumption share 0.00 1.04 0.00 0.01 0.30 1.00  -0.19 -0.17
Output gap 0.00 0.93 0.00 0.01 -0.27 0.99 0.30 0.32
Inflation 0.00 0.01 1.02 0.00 -0.22 0.05 0.99 -0.35
Interest rate 0.00 0.40 0.14 1.09 -0.24 -0.17 0.66 0.83
Consumption 0.92 0.01 0.00 0.00 1.00 0.59 0.12 -0.26

growth

GDP growth 1.30 0.78 0.00 0.00 0.66 0.28 0.10 -0.05

Our model specification suggests that output growth and consumption growth are primarily
caused by persistent productivity shocks while fluctuations in consumption share and output
gap can be mainly attributed to demand shocks. The inflation rate is not explained by the
structural model because it is mainly driven by the cost-push shock. The interest rate is

influenced by cost-push and interest rate shocks.

5 Conclusions

We have presented an estimated small New Keynesian macroeconomic model for Germany
from 1975 to 1998. We have calculated a model-based output gap, which coincides very well
with other business cycle fluctuation classifications. Additionally, we have identified the
economic shocks, which have driven the German business cycle in the sample period and
shown how much these shocks contribute to the actual behaviour of output gap and observed
data like output and consumption growth rates, inflation rate and interest rate. Our findings
suggest that business cycle fluctuations measured by the output gap are mainly driven by
demand shocks. However, productivity shocks have substantial effects on potential output and
therefore are a main driver for output and consumption growth. The model presented in this
paper is highly stylized. Furthermore, the robustness of the results has not been checked

systematically. However, it can already be stated that the model-based approach to business
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cycle accounting that we have used is an interesting tool for structural business cycle analysis.

The improvement and extension of the analysis will be subject to further research.
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