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ABSTRACT

This paper integrates panel VARs and the index models into a unique
framework where cross unit interdependencies and time variations in the
coefficients are allowed for. The setup used is Bayesian and MCMC methods
are used to estimate the posterior distribution of the features of interest and to
verify hypothesis concerning the model specification. The approach reduces
substantially the dimensionality of the problem, can be used to construct multi-
unit forecasts, leading indicators and to conduct policy analysis in a multiunit
setups.  The methodology is employed to construct leading indicators for

inflation and GDP growth in the Euro area.
JEL Classification: C3, C5, E5.
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1 Introduction

There has been a growing interest in using panel VAR models for applied macroeconomic
analysis. This interest is due, in part, to the availability of higher quality data for a large
number of countries and, in part, to advances in computer technology, which make the
estimation of large scale models feasible in reasonable time. Problems concerning the trans-
mission of shocks across countries, sectors or industries; issues related to convergence and to
the evaluation of the effect of regional policies are naturally studied in this framework. Two
characteristics distinguish macro panels from micro ones: first, cross unit interdependencies
are likely to be more important in explaining the dynamics of the data in the former than
in the latter, especially once a (common) time effect is taken into account. Second, while
in micro panels the number of units is typically large and the time series short, in macro
panels the number of units is generally limited and the time series dimension is of moderate
size. These distinctive features are crucial when deciding both the setup in which to cast
the problem of interest and the procedure to be used to estimate the parameters of interest.
For example, Holtz Eakin et al. (1988) propose a GMM estimator and Binder, Hsiao and
Pesaran (2001) a QML and a minimum distance estimator, all of which are consistent and
asymptotically normal as the cross sectional dimension of the panel becomes large even when
the time series are nonstationary. Pesaran and Smith (1995), on the other hand, propose an
estimator which is consistent as the time series dimension becomes large, even when lagged
dependent variables are present.

No matter what the setup is, one is typically forced to impose strong restrictions to
obtain estimates of the parameters of interest. For example, it is typically assumed that slope
coefficients are common across units; that there are no interdependencies across units; that
the structure is stable over time or a combination of all of these. None of these restrictions is
appealing in macroeconomic frameworks: unit specific relationships may reflect differences in
national regulations or policies; interdependencies are the results of world markets integration
and time instabilities are the natural consequence of evolving economic structures. Recently,
Canova and Ciccarelli (1999) proposed a framework which allows for unit specific dynamics in
a panel VAR model with interdependencies and nonstationarities. Given the general nature
of the model, no classical estimation method is feasible and a hierarchical Bayesian approach
is used to construct posterior estimates of the features of interest. Although the framework
has several appealing features and the forecasting performance of the specification is good
relative to more parsimoniously built candidates, the estimation process is computationally
demanding whenever time variations are allowed to be different across variables and units.

The last few years have also witnessed a renewed interest in index models. Index models
are based on the idea that the dynamics of a large number of macroeconomic series can be
represented as the sum of low dimensional components which are common to all (or a subset
of the) units or variables, and of an orthogonal idiosyncratic residual. Static versions of
one-index models have been used e.g. by Stock and Watson (1989) to construct coincident



and leading indicators of economic activity and are routinely employed in statistical and
government agencies. The static setup has been extended by Forni, Hallin, Lippi and Reich-
lin (FHLR) (2000) who allow for serial dependence in the index, by Otrok and Whiteman
(1998) who study a Bayesian version of it, and by Stock and Watson (1998) and Marcellino,
Stock and Watson (2000). Cumba Mendez et al. (2001) provide a forecasting comparison
of these models with VAR and BVAR. Despite remarkable progresses in the specification
and estimation of these models, problems still remain. For example, in the FHLR approach
estimates of the indices are functions not only of present and past dynamics but also of the
future ones, therefore preventing their use for forecasting and policy purposes. Furthermore,
all approaches but Otrok and Whiteman require a large cross sectional dimension for stan-
dard asymptotic theory to apply. Finally, structural time variations are not typically allowed
for.

The purpose of this paper is to integrate these two lines of research into a framework
which can be used to estimate multi-unit dynamic models with interdependencies and time
variations, to construct multi-step forecasts and leading indicators of economic activity, to
verify interesting hypotheses about the dynamics of the data, and to examine the responses
of endogenous variables to innovations in either the coefficients or the residuals of the model.
Our point of view is Bayesian: we assume that the vector of coefficients of the panel VAR can
a-priori be decomposed into a set of orthogonal low dimensional time-varying components.
These components capture, for example, variations in the coefficients which are common
across units and variables; variations across variables within a unit (”fixed effects”) or vari-
ations across units of a particular variable. Components, relating to lags, time periods, or
combinations of any of the above, can also be included in a straightforward manner. We com-
plete the prior specifications for these components using a hierarchical structure and derive
posterior estimates of the vector of coefficients using Markov Chain Monte Carlo (MCMC)
methods. We do so for two classes of situations: when there is some prior information on
the hyperparameters of the prior and when there is none. The first situation arises, for
example, if a training sample is available or if there are studies which report estimates of
the hyperparameters of interest. The second scenario is likely to be useful when one wants
to minimize the effect of prior information on posterior estimates.

If one treats the a-priori structure on the coefficient vector as part of the model specifica-
tion, the original panel VAR can be transformed into a multi-unit dynamic regression model
where the regressors are a set of orthogonal observable indices, constructed using particular
linear combinations of the right hand side variables of the VAR, and the loadings are the
time varying components of the coefficients. Because of the nature of the VAR this set of
indices is predetermined. Therefore this specification can be used to construct multi-step
leading indicator of interesting variables (for example, core inflation or the natural rate of
unemployment) which are used for policy purposes. Within this framework, one can select
the dimensionality of the vector of indices to be used by examining the relative out-of-sample
performance of specifications with different indices. We propose a simple approach, based
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on predictive Bayes factors, to examine this issue. More general forms of model uncertainty
can be dealt with using a simple variant of Leamer’s measure of posterior uncertainty.The
model can also be used to compute forecast revisions (generalized impulses) in response to
unexpected perturbations in either the innovations of the VAR or in the loadings of one of
the indices and therefore can be useful to trace out distributions of future scenarios following
specific events.

The reparametrization with observable factors we employ has a number of appealing
features. First, it reduces the problem of estimating a large number of, possibly, unit specific
and time varying coefficients for each VAR equation into the problem of estimating a small
number of loadings on particular combination of the right hand side variables of the VAR.
Thus, for example, in a model with G variables, N units and k coefficients each equation, a
setup which requires the estimation of GNk, possibly time-varying parameters, our approach
requires the estimation of 1+ N + G loadings when a common, a unit and a variable specific
vector of components are specified. Second, our Bayesian setup can easily allow for time
variations in the loadings - a feature which is not easily dealt with neither in standard index
models - and for cross unit interdependencies - a possibility typically excluded in micro panel
VARs - without particular complications. Third, because in a VAR current values of the
endogenous variables are explained by their past, our reparametrization is such that only
past and current information is used to construct the indices. Therefore, our indicators can
be constructed and estimated in real time and recursively and employed for a variety of
policy and forecasting purposes.

The structure of the paper is a follows: the next section describes the general setup
of the model. Section 3 provides a variety of prior restrictions and the details concerning
the construction of posterior distributions of the features of interest. Section 4 discusses
our approach to leading indicators and how to conduct a number of specification searches.
Section 5 deals with generalized impulse responses. In Section 6 we apply the methodology
to construct leading indicators for inflation and GDP growth in the Euro area. Section 7
concludes.

2 A general framework
The panel VAR model we consider has the form:
Yio = Diy(L)Yi—1 + Cy(L)W;1 + ey (1)

where i = 1,...,N; t =1,...,T; y; is a G x 1 vector for each i, Y; = (Y14, Yo - - - Unt)'s Dt
are G x G matrices each j, Cy ; are G x ¢ matrices each j; W, is a ¢ x 1 vector of exogenous
variables, common to all ¢, and e;; is a G x 1 vector of random disturbances. We assume
that there are p lags for the G’ endogenous variables and [ lags for the ¢ exogenous variables.
In (1) we say that there are cross-unit lagged interdependencies whenever D # 0 for any
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i’ # i. To see what this feature entails, consider a version of (1) with N =2, G =2, p =2
and no exogenous variables of the form:

Y, =D 1Yo+ DY o+ e (2)

where Y; = [y11¢; Y12t; Yo1¢; Y22:)” and var(e;) = 3. Then, lagged cross units interdependencies
appear whenever D,; or D,, is not block diagonal. The presence of lagged cross unit
interdependencies adds flexibility to the specification but it is not without costs: the number
of parameters in the model is greatly increased (we have now k = NGp+ gl parameters each
equation); furthermore, the G variables entering the VAR must be the same for each i.

In (1) the coefficients are allowed to vary over time. While this feature may be of minor
importance in micro panels whenever 7' is short, it is crucial in macro setups where smooth
structural changes may occur continuously. A flexible specification for the law of motion of
the coefficients is specified below. Furthermore, in (1) the dynamic relationships are allowed
to be unit specific.

Rewrite the model in a simultaneous equations format as:

Y; — Xt(st + Et Et ~/ N (0, Q) (3)
where X; = Ing @ Xi; Xi = (Y, Yo, Y Wi oo , W), 6 = (6445, 6)" and
S = (6, ...,65"). Here &, are k x 1 vectors containing, stacked, the G rows of the matrices

D;; and Cy, while Y; and E; are NG x 1 vectors containing the endogenous variables and
the random disturbances.

Whenever §; varies with cross—sectional units in different time periods, it is impossible to
estimate it using classical methods. Two shortcuts are typically employed in the literature: it
is assumed that the coefficient vector does not depend on the unit, apart from a time invariant
fixed effect, and that there are no interdependencies across units (see e.g. Chamberlain
(1982), Holtz Eakin et al. (1988) or Binder et al. (2001)). Neither of these assumptions is
appealing in our context. Instead, we assume that 6, can be factored as:

F+2
8 =Eah + Eaou + Y Epproay (4)
f=3

where Z; is a matrix of ones and zero of dimensions NGk x N; << N; Z, is a matrix of
ones and zeros of dimensions NGk x N, and =; are conformable matrices. Here ); is a
vector of common components, o is a vector of unit specific components (the fixed effect),
and py_o, is a set of components which is indexed, in principle, by the unit ¢, the variable
g, the variable in a given equation m (independent of unit), the unit in a given equation s
(independent of variable), the lag h or combinations of all of the above.

Continuing with the previous example rewrite (2) as in (3) where ¢; now is a 32 x 1 vector
of coefficients where X; = Iy ® [Y/ ;,Y; 5)". Then (4) implies that a typical element of é; can
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be represented, for example, as:

Byt = Ae QL+ ply PSP+ Pl ®)

Here )\; is a common component, o = (o}, o?) is a 2 x 1 vector of unit specific components,

p1e = (Pl p1y) 18 @ 2 X 1 vector of variable specific components, pa¢ = (p3,, p3,) isa 2 x 1
vector of variable specific components in equation m, ps; = (p3,, p3,) is a 2 x 1 vector of
unit specific components in variable s and ps; = (p}w pit)’ is a 2 x 1 vector of lag specific
components across variables and equations.

In principle, all the components in (4) are allowed to be time varying. Time invariant
structures can be obtained via restrictions on the law of motion of the coefficients, as detailed
below. Also, while the factorization in (4) is exact, in practice only a few components will
be specified: in that case whatever is omitted will be aggregated into an error term u; which
will be added to (4). In this sense, we can discuss estimation of (3) in terms of "hard”
or ”soft” restrictions. When hard restrictions are specified (no u;), (3) and (4) will deliver
a restricted estimator. When soft restrictions are chosen, the framework will deliver a set
of stochastically (weakly) restricted estimators, where the multiplicity is indexed by the
assumptions made on .

One can interpret (4) as part of the prior or of the model specification. In the first case,
the choice is dictated by the interest of the researcher, by the convenience of the computations
or by statistical considerations. In the latter case, one may want to statistically determine
the number of components to be included. We discuss this issue in section 4.1.

One advantage of the factorization (4) is that the over-parametrization of the original
panel VAR is dramatically reduced because the NGK x 1 vector ¢; depends on a much
lower dimensional vector of components. Therefore, noise is averaged out and more reliable
estimates can be obtained.

An issue of crucial importance in examining cross-sections of time series is the one of
measurement error. In macro panels measurement error may emerge because of the uneven
quality of data across units or because of different definitions of the same quantity in different
units. For example, since the establishment of the European Central Bank, the harmonized
CPI has substituted nationally based CPI measures to reduce cross country biases in the
measurement of price indices. Measurement error can be easily allowed for in our specifi-
cation. Let y; and W, be unobservable and instead y;; = y;; + u¥, and W;" = W, + u are
available, where u{t, J = y,w are serially uncorrelated and uncorrelated with y;; and W;.
Substitution of these expressions in (3) implies

Et = Et + Uty - Utét (6)

where U/ is the stacked vector of measurement errors in y;;, U; = Iyg @ U/ and U; =

/

’ ’ ’ ’ / .
(ufy, uf g ulp, uy, ... up” ). The presence of serially uncorrelated measurement



error therefore produces moving averages terms in the residuals of the VAR. Hence, if mea-
surement error is deemed important, one has two alternatives: (i) specify a long enough lag
length for the VAR so that at least the dominant elements of the MA representation are
accounted for; (ii) impose a particular MA structure on the error of (3). We discuss this
second strategy in the next section.

3 Posterior Estimation

In this section we take (4) to be part of the prior specification and let 0; = [\, oy, py 4, - - -, P, 45
F +2]|. Then (4) can be written as

5t250t+ut UtNN(O,Q(X)V) (7)
where = = [Z;, E, Z3,...,271] and V is a k x k matrix. We assume a hierarchical structure
for 8, of the form:

0 = (I —C)b+CO1+m ne ~ N (0, By) (8)
0y = Pu-+e e~ N(0,U) 9)
Furthermore we let
By = m*Bi1+ 7% By=§* By (11)
with & =+t + 728:—33 where By = diag(Bo1, Bo2, Bos, - - - Bog,+2). We assume that w;, 1, €

are mutually independent and that v;,7vs, P,C are known. Here C is a full rank matrix, P a
matrix which restricts (part of the) initial values for the 6,’s via an exchangeable prior. Thus,
for example, if the unit specific components are drawn from a distribution with common mean
and there are, e.g. four units, two variables and three components in (4), then:

~

I
DD OO OO
OO = = == O
ORH OO O OO
—_— oo oo oo

The prior in (7)-(11) is very generally specified: in (8) the components of the coefficients
evolve over time in a geometric fashion and in (9) their initial conditions are linked across
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units. In (11) the variance of the innovations in 6; is allowed to be time varying to account
for heteroskedasticity and other generic volatility clustering that may appear in several, or
all, series within and across units. The specification used is very flexible, builds on the one
used by Canova (1993), and nests two important special cases: (a) no time variation in the
components, 71 = 2 = 0, and C = I, and (b) no heteroskedastic variance y; = 0 and 75 = 1.
The spherical assumption (10) reflect the fact that components of the coefficient vector are
measured in common units, while the block diagonality of By is needed to guarantee the
orthogonality across factors (which is preserved a-posteriori), and hence their identifiability.

Recently, Cogley and Sargent (2002) in an attempt to capture conditional heteroskedas-
ticity in the variance of a single country VAR for the US, modelled B; as time invariant
but specified 2 to be a function of a set of stochastic volatility processes. Their approach
is similar in spirit to ours. One advantage of our specification is that it retains linearity in
the specification therefore making simulation of the posterior distributions easier. On the
other hand, the interaction between changes in the law of motion of the coefficients and
the evolution of the variables in the VAR creates complex non-linear dynamics in the DGP
of our model which allow to capture a variety of non-normal patterns without the need of
explicitly modelling VAR residuals as heteroskedastic.

Several specifications are nested in our general framework. For example, we can accom-
modate the case where some components of §; are a-priori independent of time, by making B,
a reduced rank matrix and setting the appropriate elements of C to zero. Thus if ¢y is time
invariant and three components are used then B; = block diag [By;, 0, B3] and C = [C4, 0, C3).
Furthermore, if exchangeability is not appropriate a priori, we can let 6y be loosely specified
by choosing ¥ to be large. Finally, if enough components are included, we can make (7)
exact by setting 02 = 0. We choose to be as general as possible at this stage and examine
various hypotheses about the model specification using the constructed posterior distribution
for the parameters.

We can easily extend the model to account for aberrant observation and/or error with
fat-tailed distributions simply replacing the normal distributions at one particular stage of
the hierarchy with a family of longer-tailed distributions, for example the Student-t or the
finite mixture. In fact, if u; | hy ~ N(0, Q2 ® V) with h; ~Inv-x? (v, 1), where Inv-x? is an
inverted chi-squared with degrees of freedom v and scale equal 1, then u; ~ ¢,(0,Q2 ® V).
This feature is easily incorporated in our posterior simulator as we show below.

To complete the specification we need prior densities for (Q, p, ¥=', 072, By*'). There
are two possible sets of alternative assumptions one can make. The first set applies when
an investigator has available a “training sample” which can be used to “estimate” prior
features of the model, or when observations on similar units provide information on how the
hyperparameters of the model are likely to behave. The second is more appropriate when
this kind of information is not available or when a researcher is interested in minimizing the
impact of the prior on the posterior. For large sample sizes, the posterior will be independent
of the set of assumptions used. When the sample size is small, a comparison of the results



obtained with the two specifications provides important sensitivity check on the outcomes
of the estimation process.

3.1 Informative Priors
We let p(Q~1, p, W1 072, B)Y) = p(Q " )p(p)p(¥~")p(o?)p(B, ") with

pQY) = W(z, Q)
p(p) = N(@,Zy)
p(¥7Y) = W(z, Qo) (12)
p(o?) = IG(2/2,Q4/2)
p(Bo1) o< IG(23/2,Q3/2)
p(B") o< Wi(zai, Qui)

where N stands for Normal; W for Wishart and /G for inverted gamma. The hyperparame-
ters (20, 21, 22, 23, 24, veC(fi), vech(X,,), vech(Qo, @1, Q2, @3, Q4;)) are assumed to be known
or estimated from the data where vec (+) (vech (+)) denotes the column-wise vectorization of
a rectangular (symmetric) matrix.

To calculate conditional posterior kernels of the unknowns we combine (12) with the
likelihood of the data, which is proportional to

T
— 1 ! -
QT exp {_5 ST - Xub) Q7Y - Xtét)}

t=1

Let YT = (Yi,...,Yr) denote the sample data, ¢ = ({6:},,9,, 00, 1, Bo, 0%, ¥, {6;},)
denote the unknowns whose joint distribution needs to be found and v _,, the vector of v
excluding the parameter ». Furthermore, let U; a NG x k matrix such that u, = vec (U});
0f 1 = (I—-C)0,+ Cl;_y and 6, = 6, — CO;_1. Then the conditional distribution for the
unknowns are

8 | YT s ~ N (&,Vt) L t<T

QYT Y g~ W (?31, Ql) ;



no | &y

Bol | YT?@beol ~ IG < 7%) ;
B; | YT,@/J—BM- ~W (241‘, Qzu) ;
YT Yy~ W (20,Q0)

where expressions for 515, Vt, Z1, Ql, éo, \i/’l, i, ZA]M, 2o, Qg, 23, Qg, Z4is QM, Zo, QO are given in the
appendix.

Depending on the application, the conditional posterior of (6y,...,07 | YT 1 4,), can be
obtained recursively either with the Kalman filter or the Kalman smoother, as in Chib and
Greenberg (1995). In the first case, we initialize {6,}, for each t and save:

ét\t - éatfl + Ky (6t - Eéatfl) (13)
Ryy = (I - KiE) Ry,
K, = Rj, EF,

— % —/
Ft\t—l = ‘:‘Rt\tfl‘:‘ +Bl

% _ Dx * _ D= N * :
where 9t|t71 = Qtfl‘tfl and Rt|t71 = Rt71|t71+§tBO, and 0t71|t71 and Rt71|t71 are, respectively,
the mean and the variance covariance matrix of the conditional distribution of 6

*
t—1)t—1°

Draws from for 6, are made from N (éﬂt, Ry:). In the second case, the conditional posterior
of 01, ....,07 | Yr,1_y, is sampled in reverse time order from

Op ~ N<éT\T,RT|T>

Or—1 ~ N<9AT71,RT71) (14)

o~ N (i m)

where , = Oy + 2, (01— ), Re = Rue = ZuRj,, 5, and 5, = Ry Ry

To make the updating scheme described in (13)-(14) operational, initial values at time
t = 1 must be assigned. For instance, one can choose to initialize By = Ry to be diagonal with
elements ¢; equal to small values. 6o can be initialized by running a VAR for each country
and taking the constant. In the same way, () can be taken as the variance covariance matrix

of a pooled VAR, and () can be initialized by setting it equal to Q;.
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3.2 Ignorance

When no information on the unknown elements of (8)-(11) are available, we modify the prior
as follows. We assume B,; = by, Bo; = b;x1, i =2, ..., fi+2 where b; controls the tightness
of component 7 of the coefficient vector. Furthermore we assume that p(Q~1, o2 pu, ¥, b;) =

p(Q)p(a?)p(p, ¥) T, p(b;) and that
p(Q!
10(02 X
p(p, W) o w2
X

p(bi (b))~ (15)

where ¥ = 1+ N+ 7", dim(p;;). Once again (21, Q1) are assumed known or estimated from

W(21;Q1)
o2

S— N N

the data. Given the likelihood and conditioning on {Gt}tT:O, the conditional distributions of
the remaining parameters can be derived easily. The conditional posterior for &, ¥, 6,
are unchanged, but now

YT o TG (TNG% > <Q®fk>1ut>
) —0O 2 ? 2

U YT gy~ W (20, (6~ Pi) (6 — PR)] )
YT~ N (i (PeP) )
T Y, (0i 05 (0 - 0:31))

b | YT p_y ~ 1
| 7w b; G<27 2§t

where ji = (P'U~1P) "' P'U-14,, and §, = ¥ [qf—lm (I -C) B 'Y, 6, /gt} :

{[J = [\1171 + ([ — C)/ B;l (I — C) Zt 1/€t:|_17 0:_1 = (I - C) 00 + Cgt_l, and ét = Ht — Cgt—l-
Finally, the joint conditional posterior of (6y,..,07 | YT, 4_y,), is unchanged.

3.3 A Special Case

Since 6; is a NGk x 1 vector, computational problems may arise in deriving the posterior
distributions when the Panel VAR model is of large scale. To avoid them one may decide to
leave ¢; unidentified and write the model as

Y;g = XtEé’t + Uy
0, = (I—C)+Cly+m, (16)
90 = P/L +e€
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where v; = E; + X;u; has covariance matrix 0,Q = (1 + 02X/ X;)Q

We maintain the same prior structure we have previously described but assume that
plo;h) =G (%, %) with ;' = E(0; ') = (1 + 02X]X,) 'where the hyperparameters ¢, s,
are assumed known.

Note that letting ¢ — 0 the prior on o; ' becomes uninformative. This structure is
attractive since it implies that the prior distribution for v; has the form (v|oy) ~ N (0, 0:2)
where oy ~ Inv-x? (¢, s;) which implies that v; is distributed as a multivariate ¢ distribution
centered at 0, with scale matrix which depends on 2 and degrees of freedom equal to (.
Hence with this specification, the errors of the model can capture unusual observations in
the data or occasional extreme parameter values in the hierarchical model.

With this respecification the likelihood of the data is proportional to

T —NG/2 .
o [ [] o QL Pexp | -2 (Vi — X,E0,) (00) " (Y — X260, | -
(g) 1€ P[2Zt:(t t20,) (o82) (V3 120;)
Conditional on ({6;};_,, YT), the distributions for ¢* = (Q,{6,},, 0o, 1, ¥, {01}, ,¢s,) are:

Y, — X,26,) (Y, — X,26,) !
Q—1|YT,w*Q~W<w1+T,[,Zt“ SOL=RE o] >;

Ot

Ut_l | YT,¢iUt ~ G (C + NG Cst + (K - XtEHt)/ Q_l (K . XtEHt)>

2 ’ 2
0o | Y7, 0%, ~ N (0,9)
U YT gty W (20, (6~ PR) (6, — Pi)] )
p | YTt~ N (ﬂ, (73'@*173)*1)

Ty, (667 (60— 67
2’ 2, ’

bi | YT,@/)*—bi NIG(

where /i, 90; 0, 0, and 6, are the same as in the previous subsection. The conditional
posterior distribution of (04, ..,07 | YT, 1_4,) is unchanged.

3.4 Measurement Error

In the case measurement error is suspected, the construction of conditional posteriors is
slightly more complicated. Let F; = E; + U/ — Uyb; = pr; where ¢ is a r x 1 vector,
r is the length of the MA components and k; ~ N(0,I) Then as in Chib and Greenberg
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(1995), define y; = y: — > iy @Yy, T = T — y iy piry_; with y* = 2% = 01if s < 0 and

Vi = — 2221 0;vi—; j + 04+ j—1 where vg; = 0 if s < 0. With this transformation the model is:
r—1

VP = X764 ) vkt K (17)
i=0

or in matrix form

Y*=X"0+Tw+k (18)

where @w = (Ko, K_1,..-Kk_ry1). When we add w and ¢ to the conditioning variables,
the conditional posterior distributions of 6; is unchanged. The posterior distribution of w
conditional on 6, p, y*, z* can be easily found by rewriting (18) as § = y* — 260 = Vw + k.
Finally, if we assume that the prior for ¢ is N(p, R™!), the conditional posterior kernel is
given by ¢(0) [],—; exp{—0.5x2} x exp{—0.5 (¢ — @) R (¢ — @) } where ¢(f)is the density of
the first robservations. Sampling from this conditional posterior requires a MH step within
the Gibbs algorithm (as detailed below), but not further complications. As a candidate
density for gone could take exp{—0.5 (gp — goT)l RT (4,0 — @T)} where pfand Rfare nonlinear
least square estimates of pand R.

3.5 Posterior Inference

Joint posterior estimates of the unknowns can be obtained from the various conditional
posteriors using a Gibbs sampler. Assume that ¢’has jcomponents. Then, the algorithm
works as follows:

1. Start from some ¥, ¢, ., w§°).

2. Draw 1 as follows

° @/}9 from p(¢1|¢££—1)’ ...,gbj(-g_l), Y)
° @by) from p(¢2|¢¥), e ¢§€71), Y)
o

o ¥\ from p(yylyl”, ..., 00 Y),

3. Repeat step 2. L times

The process of drawing at step 2 defines a transition from ‘! to *. At each step
Pt ~ p(|Y). Tteration on the algorithm produces a sequence which is the realization of a
Markov chain with probability kernel 7 (¢, 1) = [T._, p(¥]05 1 (i" > i), 44 (i" < i),Y) For
L large, ¥" = (¢f, 9%, ...,¥)) can be regarded as a draw from the joint posterior density.
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Convergence of the Gibbs sampler kernel to the true invariant distribution in our model
is somewhat standard since the panel VAR model (1) is a time-varying SUR model with
serially correlated errors (see e.g. Chib and Greenberg (1995)). Convergence in these types
of models typically occurs under a set of mild conditions. For example, a simple sufficient
is the following. Let A* = {1 € A, p(v)) > 0}. If for every ¢)* € A and every A; € A with
m(¢Y € A1]Y) > 0 it is the case that m(¢;41 € Ai|th; = ¢*,Y) > 0 where 7 is the probability
measure induced by the Gibbs sampler, then the transition kernel is ergodic and its unique
invariant distribution is the posterior density p(¢|Y") (see Geweke (2000)).

Inference on any continuous function G(¢), of the parameters of interest can be easily
constructed using the output of the Gibbs sampler and the ergodic theorem. For example

= [G()p(Y|Y)di) can be approx1mated using + [ZéLJFLL L GWH T

Predlctlve dlstrlbutlon for future y;;’s can be estlmated using the recursive nature of the
model and the simple conditional structure of (3). In particular, let Y7 = (Y, q,..., Y ,).
To compute forecasts and turning points we need to construct F (G(Y™*7) | Y;) =
JFGYHT)| Y, ) p (¢ | Vi) dip where F(G(Y''T) | Vi, ) is the conditional density of the
functlon G of future Y’s, given 1. Then forecasts can be obtained drawing 1® from the
posterior distribution and simulating the vector Y***7 from the density f (YHT | Vi, @W)).

L+L
g i

terest. A point estimate of the forecast is the ergodic average Y+ = L

constitutes a sample, from which we can compute moments and function of in-

_ L+L 11—
1[ l:+L+1 Y£t+r 1] 1

or the median of the distribution; its numerical variance can be estimated using var <§>t+T> =

1
_ _ = N ~ /
L Qo+ >0 (1= 72) (Qs + Q)] where Q, = L™! l f;iHL |:}/ft+7' — Y2+T] [YZHT — Yiﬂ} ]

and interdecile ranges can be obtained by ordering the draws for each t + 7.
Impulse response profiles can also be computed using these forecasts. We describe their
calculation in some details in section 5.

4 Leading Indicators

The panel VAR (3) with the hierarchical prior (7)- (11) provides a natural framework for
the recursive construction of leading indicators. In fact substituting (7) into (3) one obtains
the following observable index structure

Y; = Wt)\t + AtOét + Z Zf,tpf,t + v (19)
f

where Wt = XtEhAt = XtEQ and Zf,t = XtEf
In (19) the NG x 1 vector of endogenous variables depends on a vector of common time
indices W, on a vector of unit specific indices A;, and on a set of indices Z;, indexed
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by variables, lags, unit, etc. These indices are particular combinations of lags of the right
hand side variables, while A, o, py+ play the role of loadings and measure the impact that
different linear combinations of the regressors have on the current endogenous variables.
Since the indices are combinations of predetermined and exogenous variables, it is possible
to construct leading indicators directly from the model, without any preliminary distinction
between leading, coincident and lagging variables.

For example, a leading indicator for Y; based on the common information is given by
CLI; = W;\; a vector of leading indicators based on the common and unit specific in-
formation is CULI; = W\ + Aiay; a vector of indicators based on the common and
variable specific information is CV LI; = WA\ + Z1:py; finally, a vector of leading indica-
tors based on the common, unit specific and variable specific information can be constructed
as CUVLI, = W\ + Aoy + Z1p,. Notice that, because of the recursive nature of the
model, both single-step and multi-steps leading indicators can be easily constructed. For
example, one can construct medium term measures of core inflation, potential output and
the natural rate of unemployment using available multi-unit informations.

The output of the Gibbs sampling algorithm can, once again, be used to get both point
estimates and confidence bands for each type of indicators a researcher wants to construct.
Furthermore, as discussed in section 3.5, estimates of a number of other continuous functions
of these indicators can also be constructed.

4.1 Indices selection

Although we have setup the problem so that the components of §; are chosen a-priori by
the investigator, one could think of (19) as a reparametrization of the original panel VAR
model and therefore be interested in assessing how many indices are necessary to capture the
heterogeneities of the coefficients across time, units and variables. Given the orthogonality
of various indices, it is easy to design a out-of-sample predictive diagnostic to discriminate
across models. For this purpose consider the predictive Bayes factors,

£<Yt+T‘Mh)

B
LY | M)

(20)
where
LY M) = / p(Y 717, My)p(5| M)y, = / PO, giMadg; - (21)

is the predictive density for Y**™ of model with h indices (M;). Here p(¢;|My) is the
prior density for ¢* in model h and p(Y**7|¢;, M},) the density of future data under the
parameterization given by model h. Since predictive densities can be decomposed into the
product of one-step ahead prediction errors, model h can be evaluated against model A + 1
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using its out-of-sample prediction record (Eredictive scores). When the two hypotheses
are nested, that is ¢* = (¢7,v3) and 5 = 1*, is the restriction of interest, if L(¢|M;) =

[ L5, 5| Mp41)dip; and 97 and 93 are independent, then (20) reduces to B = %

(see Kass and Raftery (1995)) which requires only estimates of the model h + 1.

The predictive density of model A can be easily computed with the output of the Gibbs
sampling. To do so, draw &§¢ (or ¢ if 6¢ is left unidentified) from the posterior distribution,
construct forecast Yt‘;T for each horizon 7, compute the prediction errors at each step and
for each draw and average across draws. The numerator and the denominator of (20) can
be computed using L*(Y*7|M,) = $[>, LY [¢f) 77! where ¢ is the (-th draws from
the posterior of model h and £*(Y**7|M,) — LY |M,) as L — oc.

Various other specification searches on the model can easily conducted. For example,
assuming V' = 021, as in section 3.1., it is possible to check whether the decomposition (4) is
exact or not. As seen above, the conditional posterior distribution of ¢ is of inverted gamma
type with parameters Z and Qg(see appendix). Then if posterior draws are concentrated
around small values of o2 this provides evidence in favor of the restriction o = 0.

One way of formally evaluating the closeness of o2 to zero is to construct the ratio S =
ng(zﬁigigzzij)y) where the numerator is computed using posterior draws and the denominator
using prior draws. A similar approach can be used also to examine the posterior support,
e.g., for time variations in 6, or the importances of interdependencies in the model. For
example, in the case of time variations and using By; = b; * I, time variations are significant
if the posterior draws of b; are large relative to prior draws.

Instead of sequentially examining a series of hypotheses regarding the number of factors
to be included, one may want to take a general view about the uncertainty surrounding the
number of indices to be included in (7). In this case, let M; be the model with one index
and M), the model with h indices, h = 2,... H, and suppose we run a sequences of tests of
model h against model 1. Let By; be the corresponding Bayes factor. Then the posterior

probability for model h is p(M,|Y;) = ﬁ where a;, are the prior odds for model h.
h=2@

Using such an expression in (21), it is immediate to recognize that model uncertainty is
accounted for by weighting the posterior density by the posterior probability of the model.

4.2 Discussion

The approach to leading indicators we laid out in this section is advantageous in several
respects. First, since (7) can be considered a part of the prior or of the model specifica-
tion, the leading indicators we construct can be given either a Bayesian or a more classical
interpretation. Furthermore, with non-informative priors, our shrinkage approach produces
indicators which are similar to those produced in a frequentist framework. Second, we do
not need to preliminary classify variables as leading, lagging or coincident: all VAR variables
are potentially useful to predict future values of the endogenous variables. By avoiding the
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selection of particular variables, and instead constructing appropriate averages, we consid-
erably robustify the construction of leading indicators (much in the same spirit as Granger’s
(2001) robust predictors). Third, indices estimation and specification searches are feasible
even when the degrees of freedom in the original panel VAR are small, as long as the di-
mensionality of 6; is substantially smaller than the size of the data. Fourth, contrary to
existing procedures, which need the size of either the cross-section or of the time series to
go to infinity for asymptotics to apply, posterior distributions for the leading indicators are
meaningfully even when both N and 7T are small. Fifth, contrary to FHLR (2000) our
estimation approach maintains the timing of the relationship across variables. Therefore,
indicators can be constructed recursively and used to conduct a number of real time exper-
iments. Finally, contrary to standard factor model setups, our approach works even when
series are non-stationary.

5 Dynamic analysis

Impulse response profiles for the panel VAR can be computed as posterior revisions of the
forecast errors. Since the model is non-linear, the impulse responses we compute differ
from those obtained in standard VARs. In fact, forecasts for y;.,. may change for two
reasons: because of the innovations in the model and because of changes in the coefficients.
Furthermore, since coefficients are time varying, impulse responses depend on the history and
the point in time in which these revisions are computed (as in Gallant, Rossi and Tauchen
(1993) or Koop, Pesaran, Potter (1995)).

Next we briefly illustrate how these revisions can be computed using the output of the
Gibbs sampler. Rewrite the model as:

Y, = X6 + 06 (22)
6t = E((I — C)HO +C€t_1 + Et) + Uy (23)

where ©0' = (2, é; ~ (0,). The companion form version of (22) is
Yt = Athfl + U (24)

where &, = vec(Ay;) and Ay, is the first row of A,.
Iterating 7 times on (24), using the matrix J = [I,0,..,0] such that JY, =Y, J'J =1
and Ji; = ©¢;, we have

T—1 T—1
Y;H—T = J(H At+T—S>Yt + Z q)m,t—i—T ét+7—m (25)
s=0 m=0

where q)m,t—i—T = J(H;n:iol At+T—s>J/® and CDO,t—‘rT =1.
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Iterating on (23) we have

by = 2 (C)TJrl 01+ = ZCi(I —C)fp + = Zciet-FT—i + Uppr (26)

=1 i=1

Define impulse responses at step j, given information at ¢ and terminal horizon 7 as IR; ; =
Et+th+T - EY,,, VT > j+ 1. Since E;Y;, = JE, (H;é AtJrTfs) Yy,

j—1

IRy = Y (Biyy®r jiorir) Erjos

s=0
T—j—1 T—1 T—1
Et+j ( H At-|—7’—s> H At+7’—$ - Et (H At+r—s)] Yt
s=0

S=T—j

+J

(27)

From (27) it is clear that revisions of the forecast at 7 can occur because €1, s Or Uy
are different from zero.
To operatively see the content of equation (27) note for example that

IR s = Ei1Yio — EiYigo
= B (Prge) €1 + J (B (Avia) Apr — By (A2 Aia)] Y,
where @4 ;19 = JA;12J'O, and that

IR2,3 = Et+2Y;5+3 - EtY;f-H%
1

= Z (Et+2q>1+s,t+3) Cipo—s +J [Et+2 (Apy3) AppoAipr — By (At+3At+2At+2)] Y28)

s=0

1 / /
where 25:0 (Et+2q)1+s,t+3) Cira—s = J B o (At+3) J'Oerig+ JE1 (AH—S) AVIDWACTAEE
Hence, for instance, forecast revisions in Y;,3 due to structural innovations are

JEi 2 (Ap3) J'Oia + JE 1o (Api3) ApiaJ O8; 44
while movements due to innovations in the coeflicients are
J [Erro (Atis) Ao A1 — By (Ais A1) Y.

Equation (27) also makes it clear that impulse responses depend on the point where they
are generated (¢ vs t —1) and on the initial conditions. The output of the Gibbs sampling can
be used to compute these expressions. For example, consider one period revisions (one-step
ahead impulse responses) constructed at t. To construct the IR;, we need the following
three steps:
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1. Draw ©é; 1 and Agyq, Ayro from the posterior distribution L + 1 times

2. For each draw ¢ = 2,...,L + 1 compute df = A{,,A!,, and the quantities CZM =
L+1 \Lt1
722 df, andd?t T 62Af+2

3. Given Y, the draws for ©¢,,1 A1, Ayyo from step [1], and Ciu, and JQ,t from step [2]
compute IR o

Assuming that é; # 0 and that all future values of é;, u; are integrated out, the above
algorithm is easily generalizable to any j-period revision as follows

1. Draw (©¢;, 0€;41,0€;12, ... 06 ) and (A1, Apro, ..., Ayyj) from the posterior dis-
tribution L + 1 times

2. For each £ =2,... L+ 1 compute d ; = ([T}, Af,,_,). Calculate dy = 1 P dy ;.
3. For each draw compute é;,, = LH (@et+7)€.

4. Given Y}, the draws (Oé.;, Ay ;) from step [1], dy; from step [2] and &, from step
3] compute IR;

Note that using the output of the Gibbs sampler drastically simplifies the calculation of
the impulse response profiles relative e.g. Gallant, Rossi and Tauchen (1993). Also the state
space nature of the model allows is to characterize the changes in conditional expectations
which are typically uniterpretable in general nonlinear impulse response analyses.

6 Leading Indicators of Euro inflation and output growth

There are many interesting problems to which apply the framework of analysis we have
described in this paper. Here we discuss how to construct leading indicators of economic
activity and inflation for the Euro area using information coming from the cross section of
G-7 countries. The last twenty years have witnessed an increased globalization of world
economies. Given the current high level of integration of G-7 economies, inflation and eco-
nomic activity in the Euro area are closely related not only to those of the US but also of
the other industrialized countries. Therefore, it makes sense to try to exploit cross sectional
information to construct probability distributions of future developments in the continent.
Furthermore, the evolutionary nature of the relationship suggests that a time varying spec-
ification will be probably most useful in modelling cross country interdependencies. Given
that the Italian, French and German economies account for about 70% of total activity in the
Euro area, and since several countries in the continent have cycles which are closely related
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to those of these three countries, we approximate area wide aggregates using the information
present in real and nominal variables of these countries.

For each of the G-7 countries we use 4 endogenous variables (real GDP growth, CPI
inflation, employment growth, and rent inflation); three predetermined ones (a commodity
price index, the median stock return and the trade weighted US real exchange rate) and a
constant. The endogenous variables have been selected among a set of 14 variables, available
on a consistent basis across countries, using simple bivariate and multivariate in-sample
Granger causality tests. Interestingly, monetary variables do not seem to have predictive
power for inflation once lags of output growth and inflation are included in the model.
Five lags of the endogenous variables and two lags of the predetermined variables are used.
Therefore, each equation has k=7*4*54+2%34+1=146 coefficients. The sample we use covers
the period 1980:1-2000:4 with the last five years used to evaluate the forecasting performance
of alternative specifications. We calculate leading indicators four and eight quarters ahead,
as these are the most interesting horizons for policymakers, directly from the model, i.e. we
set up (1) with Dy (L) and Cj (L) different from zero either for L > 4 or L > 8. By doing so
we avoid to have a separate model to forecast future values of the predetermined variables.

We produce 30,000 iterations of the MCMC algorithm starting from arbitrary initial
conditions. Runs of 30 elements were drawn 1000 times and the last observation of the last
500 runs was used for inference. We checked convergence by calculating the mean of the
draws for 200, 300, 400, 500 observations. We found that convergence was already achieved
using 200 to 300 observations. We also split the sample in two parts and test (in a classical
sense) whether there are difference in the means. Convergence was confirmed also in this
case.

We conducted the analysis first with the non-informative specification of section 3.3
where U =0, P =1, ( = 0. 6, is initialized with a sequential OLS estimation on the sample
1975-1980 and o2 is calculated averaging the estimated variances of NG AR(p) models. The
vector ¢ is decomposed into 4 elements: a vector of two common components (\;) — one for
the Euro area and one for the rest of the world; a 7 x 1 vector of country specific components
(an); a4 x 1 vector of variable specific component (py¢); and a 3 x 1 vector separating own,
other countries and exogenous effects in a given equation (py). Hence, 6, = (N, o, oy, phe)
is 16 x 1 vector.

Using the 500 draws for 6, we have examined posterior support for a number of hypothe-
ses. First, we checked whether a model with four indices can be reduced or not. We find
that the predictive Bayes factor for the 1996:1-2000:4 period always prefers a model with 4
indices to a model with any combination of three of the four indices. The least favorable
specification for a model with four indices is obtained in comparison with a model which
excludes country specific components (Bayes factor is 0.92). In all the other cases the Bayes
factor is below 0.80.

Second, we examined the support for the exactness of the four index decomposition.
That is, we examine if the posterior for o2 is concentrated around 0. Since the prior for o;*
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when 02 = 0 is centered around 1 and since figure 1 suggests that the posterior time series
for o; ' is on average below 1, the posterior and the prior distributions are concentrated
around different values. More specifically, the analysis indicates that the posterior mean of
o is greater than one at almost all dates and hence that the posterior support for 62 =0 is
small.

Figure 1: Testing exactness

Posterior distribution of inv(sigma_t) over time: prior centered on 1
mean and 68% bands

0.8 —

04 —

02 R
1987 1989 1991 1993 1995 1997 1999

Third, we verified whether the posterior distribution of the second element of py; is
centered around zero. Since this element controls the effect that the variables of country ¢
have in the equations of country g, examining whether it is zero corresponds to checking if
interdependencies are important ingredient to characterize the dynamics of the data. We
provide evidence on this issue in three ways. To start with in figure 2 we plot the time series
for the posterior mean and the posterior 68% interval for this factor: although small, the
factor is statistically significant.

Next we examine predictive Bayes factors. Comparing a model with interdependencies
vs. a model without interdependencies for the period 1996:1-2000:4 we obtain a value of
0.87, suggesting that interdependencies some play are role in the data. Finally, we com-
pare directly the MSE of the forecasts. The out-of-sample performance of a specification
with interdependencies appears superior to the one of a model without interdependencies:
the relative four (eight) steps ahead MSE for the sample 1996:1-2000:4 of a model with
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Figure 2: Testing interdependencies

Evolution of interdependence factor
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interdependencies is 0.90 (0.82) on average across variables.

Fourth, we examined whether time variations in the coefficients are important. Using
the approach described in section 4.2, we find that for e = 0.008 the statistic S in the four
cases is 1.085, >> 20, >> 20, >> 20 respectively. Hence, time variations appears to be
significant only in the common component vector. To assess the economic importance of
these time variations, figure 3 plots the profile response of EU output growth and inflation
to one standard deviation shock in the non-European part of ;. This picture is constructed
using t = 2000 : 4, 7 = 8,7 = 0,...,7. The initial impact appears to be large but there is
little persistence in the responses. Note that the bands shrink over the horizon because the
difference between the two terms appearing in the bracket term in (28) is getting smaller as
T increases. Interestingly, inflation and output growth react in the opposite direction over
the adjustment path as it would be typical if a supply shock was hitting the economy.

Fifth, we examined how important are cross sectional differences. We have already seen
that country specific appears to be the less important factor, at least according to predictive
Bayes factors. Here we would like to learn more how country specific indices look like.
In figure 4 we plot the time series for the posterior 68% band for a; (constructed using
information one year ahead). Visual inspection indicates that there is a modest amount of
time variation, that the seven components are small in size and insignificantly different from
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Figure 3: Impulse responses

Responses to a positive shock in non-EU component
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zero at most of the dates in the sample. Concentrating on the last five years of the sample,
we see that Germany and Japan deviate (negatively) from the time path determined by the
world factors, while Italy and again Germany display significant country specific variations
in the dynamics of the variables in the early part of the 1990’s.

To conclude our specification searches, we examine whether the predictive ability of the
model depends on the prior assumptions made. For this reason we substitute the informa-
tive prior described in section 3.1 to the non-informative one used up to now. The new
hyperparameters of this specification are estimated on the sample 1975-1980 with a rough
grid search. Table 1 reports the Theil-U statistics for GDP growth and inflation in the Euro
area at four and eight steps ahead using informative and non-informative priors, the total
number of turning points correctly recognized for seven countries and the total number of
existing turning points. Turning points here are identified using a standard two-quarters
rules. These statistics are constructed in real time and recursively over the 1996:1-2000:4
period.
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Figure 4: Fixed effects
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Table 1: EU forecasting statistics

Step Inflation GDP growth  Downturns Upturns
Recorded/Actual Recorded/Actual
Non-informative 4 0.45 0.35 34/57 21/36
8 0.39 0.64 27/39 15/30
Informative 4 045 0.82 36/57 16/36
8 0.30 0.89 29/39 13/30

While the choice of prior does not matter much for forecasts of Euro inflation, forecast for
Euro GDP growth (as measured by the Theil-U statistics) deteriorates when an informative
prior is used. This result is somewhat independent of the statistics used: for example it
remains unchanged if the MAD statistic is used. Apparently, the period 1975-1980 is very
different from the rest and using this sample to ”"tune up” the prior may not be a good
idea. Note also that since turning point statistics are essentially unchanged across the two
specifications, one must conclude that the worse performance obtained with an informative
prior for the Euro area is compensated by a better forecasting performance for non-European
countries.

Using a model with 4 indices, time variation in the common component vector and
an uninformative prior we constructed leading indicators for the two variables of interest
recursively in real time (i.e. draws for #; are from posterior estimates consistent with the
information available only up to t). Figures 5 plots posterior 68% bands for the two leading
indicators, constructed using information available one and two years ahead.

LEADING INDICATORS: Europe LEADING INDICATORS: Europe

68% bands of index and true variable 68% bands of index and true variable

inflation inflation

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

gdp growth gdp growth

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

4 quarters ahead 8 quarters ahead

Both indicators for inflation appears to be appropriate for the entire sample, both in terms
of levels and of turning points. For the period between 1992 and 1996 the actual value of
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inflation is at the upper edge of the posterior 68% bands suggesting a slight understatement
of expected inflation, regardless of whether information one or two years ahead is used.
The one year ahead indicator of GDP growth is also remarkably good in capturing the ups
and downs of the variable over the sample under consideration. In fact, using a simple
two quarters decline/increase rule (and one quarter tolerance on each side) we find that our
indicators miss only one turning point for the 15 years sample we consider. In terms of levels,
the one year ahead indicator is reasonably good except for the period 1992-93, a strongly
recessionary period in Europe. For example, the probability that our indicator is equal to
-1.8 in 1992:2 (the actual GDP growth level for that quarter) is less than 1.0% even though
the probability that a recession is recorder at that time is 54%. For the two years ahead
indicator, the actual values appear to be often around the hedge of the 68% posterior band,
but the probability that GDP growth fall by 1.8 of 1992:2 is now around 10%. It is also
clear from the two pictures that, thanks to time variations in the parameters, the model is
able to quickly adjust when mistakes are made without the need of any exogenous correction.
This implies that, contrary to many existing specifications which are good in capturing short
time stretches of the data, the performance of our specification for GDP growth is reasonable
good throughout the sample.

Overall, we believe the indicators we construct track cyclical fluctuations of both inflation
and output remarkably well. By exploiting time variations and cross sectional information
the model captures changes in the local trend of these two variables which tend to be common
across countries.. Therefore, it produces leading indicators which are stable and reliable over
the entire period we consider.

Finally, the output of our model can be used to construct a variety of other measures
which are of interest for policymakers. For example, we can construct a measure of potential
world output growth using available information. In figure 6 we present the time series for
the posterior 68% band for this variable obtained using information two years ahead. In
constructing potential world output we equally weight the EU and non-EU common factors.
Two features are worth emphasizing. First, the cyclical movements of potential output
roughly correspond to those of actual output. Second, there is a small trend increase in
the level of potential output growth in the last 6-7 years. The increase is not extraordinary
(3.07% as compared to 2.36% of the previous 10 years) but is significantly different. Note
also that our measure of potential output starts declining already at the beginning of 1999.

To conclude, it is worth mentioning that the computation time needed to obtain posterior
estimates for the 28 variable Panel-VAR model used in this section is relatively short. One
complete run (drawing 30,000 sequences from the posterior, calculating the predictive density,
computing impulse responses and constructing the distribution of leading indicators and
potential output growth) took about 45 minutes of CPU time on a Dell Inspiron 4000 with
a Pentium IV processor and 256 Mb of RAM memory.
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Figure 5: Measure of potential output growth

Potential output

1987 1989 1991 1993 1995 1997 1999

28




7 Conclusions

This paper attempted to integrate Panel VAR and Index models into a framework which
can be used to estimate multi-unit dynamic models with interdependencies and time varia-
tions, to construct multi-step forecasts and leading indicators of economic activity, to verify
interesting hypotheses about the dynamics of the data, and to examine the dynamic re-
sponses of endogenous variables to innovations in either the coefficients or the residuals of
the model. The approach we use is Bayesian: we assume that the vector of coefficients of
the panel VAR model can a-priori be decomposed into a set of orthogonal low dimensional
time-varying components. We complete the prior specifications using a hierarchical structure
for these components and derive posterior estimates of the coefficient vector using Markov
Chain Monte Carlo (MCMC) methods. We do so for two classes of situations: when there
is some prior information on the hyperparameters of the model and when there is none.

If one treats the a-priori structure on the coefficient vector as part of the model spec-
ification, one can transform the original panel VAR into a multi-unit dynamic regression
model where the regressors are a set of orthogonal observable indices, with the time varying
components of the coefficients playing the role of the loadings. Because of the nature of the
VAR this set of indices is predetermined and can be used to construct multi-step leading
indicator which can be used for policy purposes. Within this framework, one can select the
dimensionality of the vector of indices to be used by examining the out-of-sample perfor-
mance of the model with different sets of indices. We propose a simple specification test
based on predictive Bayes factors to examine this issue.

The reparametrization of the panel VAR we employ has a number of appealing features.
First, it reduces the problem of estimating a large number of, possibly, unit specific and time
varying coefficients for each VAR equation into the problem of estimating a small number of
loadings on particular combination of the right hand side variables of the VAR. Second, our
Bayesian setup can easily allow for time variations in the loadings and for the presence of
cross unit interdependencies without additional complications. Third, because of the nature
of the VAR , only past and current information can be used to construct the relevant indices.
Therefore, our indicators can be constructed and estimated in real time and recursively and
can be used to a variety of policy and forecasting purposes.

We illustrate the usefulness of our approach by constructing leading indicators for eco-
nomic activity and inflation in Euro area. There is a number of other applications to which
these tools can be applied: the construction of measures of core inflation and of the natural
rate of unemployment in multi-country settings, the study of the transmission of shocks
across economic areas and sectors can all be fruitfully studied with the framework described
in this paper.
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Appendix
In this appendix we report the expressions of the parameters of the posterior distributions
derived in section 3.1. They are:

b =V, (0 ® 021,) 26, + X101Y]
V, = [(Q ' ® o) + X0 X, !
H=T1+k+z)

Qi = [ + X, Ul /o® + 3, BE)]

~

0 =0 WP+ (1-C) B, 52,0/

V=[0 ' +(-C)B ' (I-C)%, 1/&]

p=%, (PV 0, +S ) 8, = (PU P51
Qy= Qo+ X, u, (VD 1) " uy

-1

> :T+23
Qs =Qs+ >, (6F —0:1,)" /&
Zai = T + 255

Qu= [l + 5, (0 - 01) (- 01%,) /6]
20 =1+ 2o; Qo = [Q;l + (‘90 - ,P:u) (‘90 - PM>,:|

-1

where notation 6 refers to the i-th sub vector of 6,.

30



References

1]

[10]

[11]

[12]

Binder, M, Hsiao, C. and Pesaran H. (2001) Estimation and Inference in Short Panel
Vector Autoregressions with Unit Roots and Cointegration, University of Maryland,
manuscript.

Canova, F. (1993b) ”Modelling and Forecasting Exchange Rates using a Bayesian Time
varying coefficient model”, Journal of Economic Dynamics and Control, 17, 233-262.

Canova, F. and Ciccarelli, M. (1999) ”Forecasting and Turning Point Prediction in a
Bayesian Panel VAR Model”, UPF working paper 443, available at www.econ.upf.es.

Chamberlin, G. (1983) ”"Panel Data” in Griliches, Z. and Intrilligator, M. (eds.) The
Handbook of Econometrics, II, North Holland.

Chib S. and E. Greenberg (1995), ‘Hierarchical Analysis of SUR Models with Extensions
to Correlated Serial Errors and Time-Varying Parameter Models’, Journal of Econo-
metrics, 68, 409-431.

Cogley, T. and Sargent, T. (2002) Drift and Volatilities: Monetary Policy and Output
in Post WWII US, Stanford University, working paper.

Cumba Mendez, G., Kapetanios, G. Smith R., Weale, M. (2001) ” An automatic lead-
ing indicator of economic activity in forecasting GDP growth for European countries”
Econometric Journal 4(1), 37-57.

Forni,M., Hallin,M, Lippi, M. and Reichlin, L. (2000), ”"The Generalized Dynamic-
Factor Model: identification and estimation”, The Review of Economics and Statistics,
82(4) 540-54.

Gallant, R., Rossi, P. and Tauchen, G. (1993) ”Nonlinear Dynamic Structures”, Econo-
metrica, 61, 871-907.

Geweke, J. (2000) Simulation Based Bayesian Inference for Economic Time Series, in
Mariano, R. Shuermann, M. Weeks (eds.) Simulation Based Inference in Econometrics:
Methods and Applications, Cambridge University Press.

Granger, C. (2001) Evaluation of forecasts in Hendry, D. and Ericsson, N. (eds.) Un-
derstanding Economic Forecasts, MIT Press.

Holtz—Eakin D.; W. Newey and H. Rosen (1988), Estimating vector autoregressions
with panel data, Econometrica, 56(6) 1371-1395.

31



[13]

[20]

Hsiao, C., M.H. Pesaran and A.K. Tahmiscioglu (1999), Bayes estimation of short run
coefficients in dynamic panel data models, in Hsiao et al. (eds.) Analysis of panels and
limited dependent variable models: in honor of G.S. Maddala, Cambridge, Cambridge
University Press.

Kass R., and Raftery A. (1995) Bayes Factors, Journal of the American Statistical
Association, 90, 773-795

Koop, G., Pesaran, H. and Potter, S. (1996), Impulse Response Analysis in non-linear
Multivariate Models, Journal of Econometrics,

Marcellino, M., Stock, J. and Watson. M. (2000) ”Macroeconomic Forecasting in the
Euro Area: Country Specific versus Area-wide Information ”, forthcoming, Furopean
Economic Review.

Otrok, C. and Whiteman, C. (1998), "Bayesian Leading Indicators: Measuring and
Predicting Economic Conditions in Iowa, International Economic Review, 39, 997-1014.

Pesaran, H and Smith, R. (1995), ”Estimating Long Run Relationships for Dynamic
Heterogenous Panels, Journal of Econometrics,68, 79-113.

Stock, J. and Watson. M (1989) ”"New Indexes of Coincident and Leading Economic
Indicators” in Blanchard O. and Fisher, S. (eds) NBER Macroeconomic Annual, 352-
394.

Stock, J. and Watson, M. (1999), Diffusion Indices, Harvard University, manuscript.

32



