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Abstract in English

Uncertainty is an inherent attribute of any forecast. In this paper, we investigate four sources of
uncertainty with CPB’s macroeconomic model SAFFIER: provisional data, exogenous variables,
model parameters and residuals of behavioural equations. We apply a Monte Carlo simulation
technique to calculate standard errors for the short-term and medium-term horizon for GDP and
eight other macroeconomic variables. The results demonstrate that the main contribution to the
total variance of a medium-term forecast, emanates from the uncertainty in the exogenous
variables. For the short-term forecast both exogenous variables and provisional data are most

relevant.

Key words: Monte Carlo simulation, Macro economic forecasting, Model uncertainty.
JEL code: C15, C53, E20, E27;

Abstract in Dutch

Voorspellen gaat gepaard met onzekerheid. In dit Discussion Paper onderzoeken we met het
macro-economische model SAFFIER vier bronnen van onzekerheid: voorlopige cijfers over het
verleden, exogenen, modelparameters en de residuen van gedragsvergelijkingen. Met behulp van
Monte Carlo simulaties berekenen we standaardfouten voor het BBP en acht andere
economische grootheden. Dit onderzoek wijst uit dat de onzekerheid ten aanzien van de
exogenen de grootste bijdrage levert aan de onzekerheid op middellange termijn. Voor de korte

termijn zijn vooral de exogenen en de voorlopige cijfers van belang.

Steekwoorden: Monte carlo simulatie, economische prognose, modelonzekerheid.
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Introduction

Uncertainty is an inherent attribute of any forecast. An essential auxiliary task of a forecasting
institute is therefore to provide insight into this uncertainty to its users. To this end, several data
can be provided. For instance, a forecaster can apply ex-post evaluations comparing forecasts
and realizations. Alternatively, a forecaster can present different scenarios describing future
outcomes. Furthermore, a forecaster can provide interval forecasts delineating a range of
outcomes which captures the future in a prescribed number of cases. The aforementioned
approaches quantify the forecast uncertainty. However, they are unable to identify the particular
components of a forecasting model that are responsible for a certain exponent of the uncertainty.

Important new insights into a model and its uncertainty can be gained by decomposing the
forecast error into components that can be associated with different sources of uncertainty.
Notably, the results of such an analysis can be used as a basis for prioritising model
improvements, as they provide weights to the different sources.

In this discussion paper, we use a standard Monte Carlo simulation technique for quantifying
model uncertainty which identifies the contribution of different sources of uncertainty to the
aggregated forecast error. We concentrate on macroeconomic forecasts conducted at the
Netherlands Bureau for Economic Policy Analysis (CPB) with the macroeconomic model
SAFFIER. Since late 2004, this model has served in most of CPB'’s short-term and medium-term
analyses. Specifically, we focus on the decomposition of the total error variance of nine
important macroeconomic variables as predicted by SAFFIER.

We distinguish four sources of uncertainty in the macroeconomic forecasts. The first source
concerns initial model data uncertainty, i.e., uncertainty in provisional data obtained from
preliminary publications in the Dutch National Accounts (NA) provided by Statistics
Netherlands (CBS}Y.In anticipation of the final datathese provisional data are applied as initial
(lagged) data in CPB’s economic forecasts. The second source of uncertainty involves the
uncertainty associated with the forecasts of the exogenous data series. Their future realisations
are uncertain at the time of the model simulation. The third source of uncertainty pertains to the
model parameters in the behavioural equations which eminates directly from econometric
estimation of the behavioural model equations and expert adjustments. Finally, the uncertainty
associated with the error terms complements the set of sources. The error terms in the
behavioural equations correct for model misspecifications or random events.

The aforementioned four sources of uncertainty capture most but not all of the sources of
uncertainty associated with model-based macroeconomic forecasts. Clements and Hendry
(1998) and Ericsson (2001) categorize five sources of uncertainty of model-based forecast error.

1 The National Accounts represent the official statistical review of the Dutch economy.

2 We acknowledge that the word final has been chosen a bit unluckily as we exclude any incidental major revision from
our analysis.



From their categorization, we omit model misspecification referring to the uncertainty associated
with model selection, viz. the particular choice of the endogenous and exogenous variables and
their functional form in the model equations. A second omitted source concerns expert opinion.
Model equations are sometimes adjusted to fit non-model information or anticipated future
events. This source of uncertainty will be analysed in a subsequent paper.

CPB has been one of the frontrunners when it comes to evaluating the quality of
macroeconomic forecasts by simulation. Already in 1991, results of a Monte Carlo analysis on
data uncertainties were published, see Gallo and Don (1991). Accompanying studies on
parameter uncertainties, exogenous variable uncertainties and error term uncertainties followed.
In 1994, a review article (Don (1994)) reported on the contributions to the forecast’s error
variance of the various sources of uncertainty. Monte Carlo simulations were performed with a
simplified macroeconomic model ZOEM. At that time, the main conclusions stated that
uncertainties in exogenous variables and the error terms in the behavioural equations were the
two dominant sources of forecast uncertainty for almost all endogenous variables. Preliminary
data uncertainty only played a prominent role in the one-year ahead business investment and
government surplus forecasts.

Several other institutes have published results on Monte Carlo simulations for assessing the
impact of uncertainty on their macroeconomic forecasts, although less elaborate than Don
(1994). The Bank of Canada, Amano et al. (2002), the Bank of England, Garratt et al. (2003),
and the Federal Planning Bureau, Van der Mensbrugghe et al. (1990), analysed parameter
uncertainty, the latter applying a simpler version of Monte Carlo simulation. Fair (1993)
considered parameter uncertainty and error term uncertainty in his US model. He used stochastic
simulation to estimate event probabilities, e.g. the probability of a recession. In Meyermans and
Van Brusselen (2006), the authors evaluated the uncertainty of the exogenous variables and the
error terms surrounding the 2006-2012 NIME forecasts. The most extensive analysis was found
in Kolsrud (1993a) and Kolsrud (1993b), who analysed three sources of uncertainty in the
KVARTS91 model of Statistics Norway and the Rimini 2.0 model of the Norge Bank. An
influential paper on the application of Monte Carlo simulation for sensitivity analysis and model
evaluation of macroeconomic forecasts is Canova (1995). In Fair (2003), Fair introduced the
Bootstrap method in stochastic simulation of uncertainty in macroeconomic models. This non
parametric stochastic simulation method proved particularly useful for analysing uncertainty in
macroeconomic models with rational expectations. A parametric method would require
assumptions on these expectations as well, while a nhon-parametric approach incorporates
already these assumptions by definition. Similar approaches were adopted in Onatski and
Williams (2003), Borbely and Meier (2003), Toedter (1992) and Kolsrud (2004). Onatski and
Williams addressed parameter uncertainty, Borbély and Meier focused on parameter uncertainty
and model selection, and Toedter and Kolsrud estimated the impact of parameter uncertainty and

error term uncertainty.



Since 1994, the conditions surrounding Monte Carlo analyses have changed significantly. Since
the first Monte Carlo simulations at CPB, computer power has increased enormously.
Furthermore, more historical data on the various sources of uncertainty has become available,
and we can rely on more advanced econometric analysis techniques and software. These
developments enable us to apply the Monte Carlo simulations to the full operational quarterly
macroeconomic model SAFFIER, where Don (1994) applied a simplified version of the annual
CPB model used in those days. This allows us to apply real’ inputs for the quantification of the
uncertainty around the parameters and error-terms of the model.

SAFFIER does not incorporate rational expectations. Hence, bootstrapping has no particular
advantage over Monte Carlo simulation except for a preference for non parametric simulation
methods. In case of bootstrapping, however, unravelling the impact of the different sources of
uncertainty is more difficult, because the effects of these sources are not observed separately in
historic model realisations. historic outcomes contain the effects of all sources of uncertainty at
once. We use the Monte Carlo simulation technique because our macroeconomic model is
non-linear and does not admit the extraction of an explicit solution. Furthermore, a parametric
distribution of all sources of uncertainty can be found. Although expert opinion still plays a
valuable role in the estimation process, the additional data sources enable the econometrical
estimation of all covariance matrices associated with the various sources of uncertainty. In some
cases, the estimated distribution of a particular source of uncertainty needs to be adjusted
because it generates economically unrealistic inputs for the Monte Carlo experiments. An
example is the values of parameters, which must be in a theoretical acceptable range.

Our results demonstrate that the main contribution to the total error variance of a four-year
ahead forecast is induced by uncertainty in the exogenous variables. The total error variance of a
short-term forecast is mainly influenced by both uncertainty in the exogenous variables and in
the provisional data. Of nine important macroeconomic variables, the standard error of
investment volume is most sensitive to the four sources of uncertainty. As time progresses,
exports and contractual wages display large standard errors as well. For the latter variable, all
sources of uncertainty seem to contribute evenly to its total error variance. This quantification of
uncertainty is rather comparable with forecast errors for short-term and medium term CPB
forecasts. Minor differences can arise by the fact that in this study the uncertainty related to
government policy was not included. Compared with Don (1994) we have much lower standard
errors for all variables, mainly because the volatility of the international exogenous variables
was much higher in the reference period Don used.

The paper is organized as follows. Section 2 describes the forecasting process, the
macroeconomic model SAFFIER, and the four sources of uncertainty. In Section 3, we study the
Monte Carlo simulation technique including the choice of distributions, variance reduction
techniques and accuracy. In Section 4, we present the estimation techniques and the

implementation which lead to the specific distributions of the various sources of uncertainty. In



Section 5, we cover the results of the Monte Carlo experiments providing the proportional
contribution of the different sources of uncertainty to the error variance of various endogenous
variables, e.g. GDP and consumption volume. Finally, Section 6 presents concluding remarks
and discussion.
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2.1

The forecasting process

For concurrent decision making, many parties are interested in future uncertain developments of
macroeconomic variables, e.g. GDP and consumption. Many economic institutes provide such
macroeconomic forecasts mostly based on advanced macroeconomic models describing the
macroeconomic future through deterministic equations. These equations, however, contain
several components which are uncertain and therefore bring about uncertainty in the
macroeconomic model outcomes. In this section, we identify these sources of uncertainty and
establish how they are assimilated in the forecasting process. In the subsequent chapters, we

identify their contributions to the overall forecast error.
The macroeconomic model SAFFIER

Most short-term and medium-term macroeconomic analyses at CPB are performed with the
macroeconomic model SAFFIER. SAFFIER has been operational since late 2004 and
encapsulates the former CPB models, SAFE (a quarterly model) and JADE (a yearly model).
SAFFIER stands for Short- and medium-term Analysis and Forecasting using Formal
Implementation of Economic Reasoning. For an extensive description of SAFFIER, we refer

to Kranendonk and Verbruggen (2007). In numbers, SAFFIER consists of about 2600 equations
of which 50 equations represent so-called behavioural equations. These equations contain about
300 parameters. The remaining equations are rules of thumb or identities. SAFFIER holds about
3000 variables categorized in 2600 endogenous variables, 250 exogenous variables and 200
autonomous terms.

Figure 2.1 outlines the various components of the forecasting process. Its main component is
the macroeconomic model describing the relations between the endogenous, exogenous and
autonomous variables. These latter two variables constitute input variables forecasting the
variables exogenous to the model or defining constant adjustments to the behavioural equations.
Besides this input data, the model requires lagged endogenous data to initialise the forecasting
process. This data consists of realised historical values of the various macroeconomic variables.
Furthermore, each behavioural model equation contains several parameters. Incorporation of the
above components closes the model, so that a first macroeconomic forecast can be extracted.
This first forecast is assessed by several experts within CPB. These experts can propose model
adjustments bringing in non-model information. The experts often rely on their own models
which are likely to be better equipped in predicting specific macroeconomic variables as
social-security or pension-related variables. The non-model information is fed back into the
model via the disturbance terms and sometimes via parameter adjustments. Several forecast
rounds follow resulting in the final forecast publication.

The schematic representation in Figure 2.1 can be formalized as followg; dethote a
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Figure 2.1 Schematic representation of the elements in a CPB’s forecasting process
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vector containingh endogenous variables to be forecasted at tirgec R". LetXe denote an
ne-vector consisting ofie exogenous variableg, € R". Note thatxg may contain lagged
exogenous variables up k@ periods in the past. Let,, denote a vector afi autonomous terms
andug a vector of disturbances or error terrag,, ug € R". The set of parameters of the
behavioural equations are denotedﬁJg R" with n, the number of parameters. The forecast

process can be condensed into

yt:f(XQ7"7XQ,ke7yt7"7yt—k7ua{7ua7ﬁ>' (21)

The forecast process captured by the vector-forecast furfctiontainsk lags iny and can be
non-linear in the endogenous variabjes;, i = 0,..,k.2 This system is a simultaneous
equations model.

The forecast model in (2.1) is mostly treated as a deterministic relation describing the
forecasty;. Some of the terms, however, are contaminated with disturbances either by estimation
of their values based on former realisations or by uncertainty about their future values. These
sources of uncertainty induce variations in the forecast outcomes. We investigate the sensitivity
properties of our forecast to the several sources of uncertainty by means of the descriptive

sample statistics of these variations, viz. its mean and its variance.

% Note that for the first k simulation years the initial variables, x;,, and the lagged endogenous variables, y_i, overlap.
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2.2

The four sources of forecast uncertainty

We distinguish four different sources of uncertainty, viz. uncertainty in provisional data supplied
by Statistics Netherlands (CBS), uncertainty in exogenous data series, uncertainty in the
parameters of the behavioural equations and uncertainty in the error terms.

The first source concerns initial model data uncertainty divided into two types of data
uncertainty, i.e., uncertainty in provisional data (data available before adjustment) and final data
(‘unreliable’ data). The former data uncertainty stems from data obtained from the Dutch
National Accounts (NA) provided by Statistics Netherlands (CBShe CBS publishes four
preliminary estimates before producing their final data values on a calendar yeatr, i.e., the flash
quarterly forecast (45 days after the ending of the calendar year), the regular quarterly forecast
(90 days after the ending of the calendar year), the provisional quarterly forecast (6 months after
the ending of the calendar year), and the revised provisional quarterly forecast published 18
months after the ending of the calendar year. The final figisreeleased 30 months after the
ending of the calendar year. SAFFIER already assimilates the provisional and revised
provisional data into its forecasts as it requires initial (lagged) data. The deviation between these
data values and their final ones introduces a disturbance term into our model. More formally, the
lagged variables of the vectrg will become a random variable in at least some of its
components.

The second source stems from uncertainty in the exogenous data series, i.e., time series
determined outside the model. These exogenous variables can be divided into two groups: policy
and non-policy variables. The first group concerns assumptions on policy, e.g. government
expenditures or tax rates. The second group consists of variables related to the international
environment including for instance world trade volume and import prices, and domestic
variables like share prices.

The uncertainty associated with the first group is difficult to quantify. First, policy alters
under changing socio-economic and political environments. These changes are difficult to
predict in themselves let alone be elaborated into a changing policy measure. Second, policy
rules are regularly (slightly) adjusted, redefined or even completely removed.The uncertainty in
policy exogenous variables can be captured in terms of a feedback model. For a discussion about
uncertainty under policy feedback in CPB models, we refer to Van Vlimmeren et al. (1993).
Because of the several difficulties, we exclude the exogenous policy variables from our
sensitivity analysis and restrict ourselves to foreign and domestic exogenous vati@hkese

4 The national accounts represent the official statistical review of the Dutch economy.

5 We acknowledge that the word final is chosen a bit unluckily as we exclude any incidental major revision from our
analysis.

6 Because this study is done conditioned on the policy variables, total uncertainty could be underestimated and be lower
then ex-post forecasting accuracy measures indicate.
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exogenous variables are forecasted outside the model by various additional models, data sources
and/or expert information. As is inherent in forecasting, they contain a random component

which is reflected in the endogenous outcomes of SAFFIER. This randomness will become
apparent in the vectotg in equation (2.1).

The third source of uncertainty concerns the uncertainty in the parameters of our
macroeconomic model. We distinguish two types of parameter uncertainty, i.e. estimated and
fixed parameter uncertainty. Parameter values of a behavioural equation are determined in an
iterative estimation process. First, several model descriptions are estimated using historical
macroeconomic data resulting in a ‘best’ description (estimated parameters). Best is based on
both econometric, e.g. small Mean Squared Error and no bias, and economic grounds, e.g.
correct sign and significance between related economic variables. Second, during the iterative
process certain parameters can be fixed matching econometric results with expert opinion (fixed
parameters).

Apparently, the estimated parameters are uncertain by means of construction. The fixed
parameters on the other hand generate no uncertainty through the estimation process. These
parameters however, contain a random component as they rely on uncertain a priori information.
We primarily focus on uncertainty in the first type of parameters. The uncertainty associated
with the fixed parameters is more difficult to quantify and is described using expert opinion.

Both sets of parameters are investigated separately. A complex model as ours hampers a correct
specification of the covariances between the estimated and fixed parameters. Parameter
uncertainty introduces randomness in the parameter vﬁc&od constant vectarin

equation (2.1).

The fourth source of uncertainty stems from the residual terms in the behavioural equations.
A non-zero residual termg, adjusts the behavioural equations for misspecification and random
events. These residuals terms are obtained in an iterative process using expert opinion. Although
uncertain by definition, we will not model expert opinion. We restrict ourselves to the
uncertainty in the residual terms which surfaces after forecast publication. How should we adjust
the residual terms in our model to reproduce historical macroeconomic data? In this sense, the
residual terms can be seen as an error term. In equation (2.1), this uncertainty corresponds to the

random vectous, .

14



The Monte Carlo simulation technique

In this section, we discuss the Monte Carlo simulation method used for investigating the
sensitivity of our macroeconomic forecast to the various sources of uncertainty. On account of
the simultaneity, size, non-linearity and dynamical behaviour of our model, this stochastic
simulation method yields an appropriate tool for the analysis. Monte Carlo simulation is a
parametric simulation method which requires the specification of the density distribution of the
various sources of uncertainty. Alternative methods for forecast sensitivity analysis involve
bootstrapping or model simplification. Bootstrapping is a non parametric simulation method.

For a general description of the method, we refer to e.g. Davidson and MacKinnon (2004). The
method has been advocated for analysing the sources of uncertainty in macroeconomic forecast
models including rational expectations, see e.g. Fair (2003); Kolsrud (2004). In that case, a
parametric method would require assumptions on this expectations as well. Bootstrapping will
incorporate these expectations by default. Furthermore, the method has proven useful when the
determination of an appropriate density function is difficult due to either data shortage or
unclarity about its functional form. Model simplification is appropriate when a closed form of

the solution under uncertainty is required. In that case, dynamic forecast models are often
linearised or significantly reduced.

Monte Carlo simulation evolves in several steps. First, we establish the density distribution
of the disturbing source of uncertainty, i.e. the random component in our macroeconomic model.
For instance, we investigate the sensitivity of a GDP forecast to uncertainty surrounding the
parameter set in the consumption equation. Second, we generate a random sample from this
distribution. In case of our GDP example, a sampla parameter sets are drawn from the joint
distribution of the parameters in the consumption equation. For each replication, we then
simulate our forecast model resultingNhdifferent forecasts. These forecasts are derived
conditional on a deterministic representation of the other sources of uncertainty. Finally, the
generated forecasts are combined in several descriptive sample statistics, e.g. the sample mean
and standard error. In particular, we are interested in the sample variance of the forecasted
endogenous variables.

The sample variance of an endogenous variable measures the dispersion of a simulated
sample. Ley; denote the forecast of an endogenous variglgdetimet and Ietyfm denote the
n-th replication at time of the Monte Carlo simulation. A consistent estimator of the sample
variance ofy;, G2, is the mean of the squared deviation of the solut'yéﬂ)sfrom the sample
meanyt,

21 S o)
& =g 3 (W) (3.1)

N yields the number of replications in the Monte Carlo sample and the samplegrisalefined
asy = %Zﬁzlyt(”). The square root of the sample variance is known as the standard error which
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can be interpreted as a measure of the uncertainty in our model solution; the larger the standard
error, the larger the uncertainty in our forecast.

Note that a Monte Carlo simulation concerns an ex ante simulation. Descriptive statistics are
based on future outcomes. This approach is in contrast with the regularly published CPB ex-post
forecast evaluation study by Kranendonk and Verbruggen (2005, 2008)these studies,

relative and absolute forecast errors are presented, as well as the Theil-coefficient comparing
historical CPB forecasts to outcomes.

We apply a crude Monte Carlo approach, i.e., we generate our input sample by direct or naive
sampling. Furthermore, accuracy bounds are not that restrictive either. The probability density
distributions of our samples already incorporate some inaccuracy. An extensive literature on
more efficient sampling methods, the so-called variance-reduction methods, exists though. We
refer to, for instance Rubinstein (1981) or Fishman (1996). These cost-reducing methods are
developed such as to obtain a smaller standard error using the same number of observations. We
mention antithetic variates, importance, stratified, and correlated sampling.

How many observations should one collect to ensure a particular statistical accuracy of the
sample variance? Denote the variance of an endogenous vakiasi&aly; ). The sample
variance is an unbiased estimator for gy with standard erro@N, wheres in the standard
deviation ofy;. In other words, increasing the sample dizeeduces the error in our variance
estimator by the order a half. In Section 5, we present results on a convergence test to
demonstrate this order reduction.

Most disturbances (sources of uncertainty) in our analysis are modelled by the multivariate
normal distribution. For completeness, we here repeat this distributiolZ etz;, ...,Z,)T
denote a random vector with a multivariate distribution. LetndQ denote its mean vector and

covariance matrix. Its probability density function then reads

F(2) = (20) b |Q Fe G (3.2)

The applied programming language does not facilitate direct sampling from this distribution.
However, a sample can easily be derived using the Cholesky decomposition of the covariance
matrix Q. For details, we refer to Appendix B.

Note that the multivariate distribution function is fully specified by its first and second order
moments. This property is exploited extensively when determining the probability distributions
of the sources of uncertainty, see Section 4. The first moment of the multivariate distribution is
set equal to the undisturbed (deterministic) value. The uncertainty is modelled by the
second-order moment, viz. the covariance matrix.
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Modelling the sources of uncertainty

Each Monte Carlo simulation requires a probability density function which describes the
uncertainty associated with the particular source of uncertainty. In this section, we model the
four sources of uncertainty. First, we formulate these models in general terms, each model
containing a disturbance term specified by a probability density function. Subsequently, their
distributions are obtained for Saffier-specific components.

Model complexity and data restrictions induce that each source of uncertainty is investigated
independently of the others. Unfortunately, this assumption can be violated as can be deduced,
for instance, from the close relation between the parameter estimates and the error termin a
particular model equation. The uncertainty in an error term is based on observed (historical)
error terms obtained conditional on deterministic parameter values. Controlling for uncertainty
in these parameters will probably explain part of the variation in the error tSaparate
estimation of the various sources most likely results in overestimation of their uncertainty. Our
results on the shares of the individual sources of uncertainty in the total model uncertainty
should therefore be considered indicative. Applied data series are discussed, and we consider
intermediate results leading to a correct model specification of the particular source of
uncertainty This section is organised per source of uncertainty.

Although improved over the years, data shortage still interferes with an accurate and fully
integrated estimation of the sources of uncertainty. Where possible, model complexity is reduced
and expert opinion is called upon even further simplifying the model of a particular source of
uncertainty. These restrictions and simplifications are discussed in the implementation parts of
the next paragraphs.

In the implementation stage of the estimated probability distribution, we have introduced
lower and upper bounds. Consider for instance a varialtaich is known to be positive.

Random sampling from the normal distribution of this variable can result in a few negative
sample outcomes. These values should be removed from our sample before simulation with the
macroeconomic model. The normal distribution has infinite bounds so extreme values can occur
with a probability depending on the standard deviation of the distribution. In principal, we could
have avoided small sample reductions when we had estimated a probability distribution with

zero probability outside the range of admissible variables. However, when the standard deviation
of the normal distribution remains within limits, our approach suffices. Whenever bounds are
implemented, we assure that their ranges are as wide as possible respecting the symmetric
character of the underlying multivariate distribution. Furthermore, the restricted sample is
evaluated by computing the sample mean and standard deviation of the restricted sample. These

7 The equations are not re-estimated every year when new data from National Accounts become available. This can lead
to more variation in the error-terms then in the situation where the equations would be re-estimated every year.

8 Details on the distribution of the sources of uncertainty are available on request.
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4.1

sample statistics should not deviate significantly from their original values.
Uncertainty in provisional data

Before stating a definite figure, Statistics Netherlands (CBS) publishes several premature
estimates of historical macroeconomic variables. Since they randomly deviate from their final
value, these provisional estimates introduce uncertainty in model outcomes when used as initial
data. CBS publishes final data after 30 months (2.5 years) of the close of the calendar year. A
forecast made at yeathus incorporates preliminary realisation data for ygar 1) and(t — 2).
These data points coincide with the so called provisional (after 6 months) and revised
provisional (after 18 months) data.

Letws(t) andw,(t) denote vectors containingprovisional anch revised provisional
variables for yeat respectivelyws(t) denotes tha-vector containing the ‘final’ data of these

macroeconomic variables. We model

Wy (t) = Agws(t) + by +us(t), (4.1)
wa(t) = Apws(t) + b+ ux(t), (4.2)

whereb; andb, are parameter vectors containinglements each, amt} andA; are two
diagonal matrices with elements, anday, fori =1,..,n. u1(t) andux(t) are residual vectors

contemporaneously cross correlated per variable, so

E(ui(t)) = E(u2(t)) =0,
Var(uy (t)i) = E(u2(t)i) = 62, Var(uy(t)i) = E(u2(t)i) = o2, (4.3)
E(u1(t)itp(t)i) = o2 andE(ua(t)iux(s)j) = O for sunequalt.

This model is established under specific assumptions which are supported by tests on our data.
Below, we reflect on these assumptions.

First, the variables containedim (t), w,(t) andws(t) concern growth rates. As shown
in Van Vlimmeren et al. (1991), these rates are less sensitive to heteroskedasticity than their level
counterparts. We test for heteroskedasticity4t) andu,(t) using White’s heteroskedasticity
test on allwy, (t) = og, W (t) + by, +ug, (t) andwy, (t) = o, wa, (t) + by, 4 Uy (t), separately.

Second, we assume that the residwal$) andux(t) are not serially correlated. As first
reference, we investigate the correlogram of the sample, i.e., we graph both the empirical
autocorrelation and partial autocorrelation function of the sample and investigate the values of
the coefficients of these functions.

Third, most variables are investigated independently of each other. This can yield a severe
model restriction. However, our data series on the CBS provisional and revised provisional data
series are too short to allow estimation of a full correlated system. Although the CBS provisional
data can be recaptured, it is not always possible to reformulate this data into past SAFFIER data

18



definitions. Therefore, we only group variables when their macroeconomic interpretation
strongly suggests a connection. For instance, GDP volume consist for about 35% of private
consumption, so investigating their data separately would seem highly implausible. We test for
cross correlations on a one-to-one basis, investigating the correlation between
vy, (t) = wy, (1) —ws, () andvy, (t) = wy, (t) — ws, (t) and the correlation between
V2, (t) = wa (1) —ws, (t) andvy, (t) = wy, (t) —ws, (t) for all i andj.

Fourth, we assume thet; (t) andw,(t — 1) display no cross correlation amd (t) andws(t)
do. In that sense, our model differs from Van Vlimmeren et al. (1991) whose model assumes
w1 (t) andw,(t — 1) to display cross correlation ame (t) andw,(t) to do not. Van Viimmeren
et al. (1991) explain cross correlation betwaerft) andw-(t — 1) by the date of publication of
these data in the National Accounts in yéar 1). These data result from the same available
information. Pursuing this argumemiy (t) andw,(t) should reveal a weaker correlation.
However, a different argument advocates a stronger correlation betwgerandws(t).
Although published at subsequent years, these provisional and revised provisional data can
suffer from equidirectional forecast bias. Both data points forecast the final outcome at year
Over- or underestimation in these provisional data can be persistent as the Statistics Netherlands
might be cautious for harsh adjustments. Patterson and Heravi (2004) and Lynch and Richardson
(2004) discuss both approaches. We analyse the cross correlations by examining the cross
correlation between; (t) andv,(t — 1) and between(t) andv,(t). For some variables, neither
of the two cross correlation are significant. In most cases, the cross correlations bet(teen
andv;(t) are. In the model, cross correlations are captured in terms of the covarianceInatrix

The implementation of the uncertainty modelled in Van Vlimmeren et al. (1991) is
straightforward. A sample is drawn from the multivariate normal distribution correlating the
disturbances on the revised provisional and provisional data in(yed) and(t — 1)
proceeding simulation year In our case, the correlated disturbances on the provisional and
revised provisional data succeed each other and thus influence subsequent forecasts. We
therefore independently and identically draw a disturbance on the revised provisional data and
provisional data for yea(t — 2) and(t — 1) from the estimated multivariate distribution.

Finally, we mention that the above tests assumeAhandA; are ‘close’ to the identity
matrix andb; andb, are ‘close’ to the zero vector. In words, we assume that the provisional and
revised provisional data are symmetrically distributed around their final realisation with no
systematic under- or overestimation. We use a Wald teshor 1, ap, = 1, by, =0 andby =0
to verify this assumption. If not rejected on a 5% significance level, our model description is
implemented witlA; = A, = |, andb; = b, = 0. Note that an F-test yields no appropriate
alternative as our model allows for cross correlation in the residy#l$ anduy(t);.

Summarizing, uncertainty due to provisional data is modelled in a seemingly unrelated
regression approach. Most variables are investigated independently of the others assuming that

any correlation surfaces through cross correlation in the residuals between provisional and
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revised provisional data for yetirUncertainty associated with the ‘final’ publication of the

Statistics Netherlands data, i.e. errors due to unreliable data, are not considered. Quantifying this
type of error is troublesome and beyond the scope of a sensitivity analysis of the SAFFIER
model.

Implementation

We model the uncertainty in the provisional data for the following endogenous variables:
employment, exports of manufactured goods (V, P), consumption (V), investment of the private
sector (V), contractual wages, imports of goods (V), and gross national product in market prices
(V, P). AV and/or P denotes that the endogenous variable concerns a volume or price variable.
We apply a sample containing provisional, revised provisional data and final data between 1993
and 2003. This data set is collected fr@antral Economic PlaneCEPSs) between 1992 and

2005. The presented variables on y@ar 2) and(t — 3) in a Central Economic Plaof yeart

coincide with the provisional and revised provisional data in the National Accounts. We
incorporate published CEP data instead of data from the National Accounts, because SAFFIER
data definitions can differ from operational definitions at the CBS.

The length of our data series is short and even further reduced by excluding the data on years
1996, 1997, 2002 and 2003. Every five to ten years, CBS revises its macroeconomic historical
data series. These revisions induce a definition change between presented provisional, revised
provisional and final data for a given ydaiSome of these data are published before and others
after the revision. The data exclusion ensues the major revision in 1995 and 2001.

We test the endogenous variables for serial correlation and for contemporaneous cross
correlation in the differences between the provisional data and the ‘final’ outaq(he,and in
the differences between the revised provisional data and the ‘final’ outeo(ite, Moreover,
we focus on the cross correlation between the endogenous variables. None of the variables show
significant serial correlation. Contemporaneous cross correlation is significant on a 5%-level
only between private consumption (V) and gross national product (V) for both differenessl
Vo.

Per variable, we also investigate the cross correlation betwe@handvy, (1), andvy, (t)
andvy, (t —1). For most variables, the data demonstrates significance on a 5%-level for the first
cross correlation and not for the second. The remaining variables display no significant cross
correlation on a 5%-level for both differences. As a consequence, we let model (4.1)—(4.2)
describe the uncertainty associated with the provisional data assuming independence between all

variables except for private consumption and gross national product in market prices volumes.

9 The revisions of 1995 are published in 1999 incorporating new data definitions for provisional data in 1997, revised
provisional data in 1996 and final data in 1995. Similarly, the revisions of 2001 are published in 2005 and employ new
data definitions for provisional data in 2003, revised provisional data in 2002 and final data in 2001.
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4.2

We estimate our model including both the matrigesandA,, and the constant vectobg and

b,. For each variable, we apply subsequently a Wald-test on the restribiioag, by, = 0.

The test results indicate that we can further simplify our model, putting the constant vectors
equal to zero. Re-estimating our model, we fﬂl\(hndﬂz.

Note that some of the disturbed endogenous variables form an identity in our model.
Moreover, they are composed of several other endogenous variables and can only be adjusted by
a shift in one or more of these variables. Implementation of the disturbed series thus requires
consistent shifts in these variables. These shifts can be induced by the so called
observations-procedure. This procedure projects certain endogenous variables onto recent
observations respecting the model formulation and adjusting some pre described endogenous
variables by means of the residuals in the behavioural equations. For a reference on this
procedure, we refer to Sandee et al. (1984).

Uncertainty in the exogenous variables

The uncertainty in the exogenous variables is modelled by using data on observed short-term and
medium-term forecast errors. The short-term forecast concerns a one-year ahead forecast. The
medium-term forecast has a four-year-ahead forecast hof{zBor both forecasts, we have data
available on the yearly growth rates of various exogenous variables. For the medium-term
forecast, these yearly growth rates comprise mean growth rates over the four-year forecast
period.

First, we restrict ourselves to the one-year ahead forecast error modgl.(L¢tl) denote
the vector with one-year ahead forecasted growth @fé¢s+ 1) of exogenous variabliein year
(t+1) and let the vectog(t + 1) with elementg; (t + 1) present their realisations. Let
ui(t+1) € R" denote a vector with elements (t 4+ 1) describing the one-year ahead forecast
error ofng exogenous variablédn year(t + 1) conducted in yeatr.
ui(t+1) = g1(t+1) — g(t+1). Our data series on the forecast errors have time range
t=1,...,T.

We assume that the forecast erroi$t) are innovationg; (t) which are normally distributed
with meanu; and covariance matriX;. oy; is theij-th element of the matri¥,. The one-year
ahead forecast errors of the various exogenous variables can be contemporaneously cross

correlated. The innovations are identically and independently distributed over time. Our model

reads
uy(t) = e(t) with e(t) ~N(ug,21), vt=1.T. (4.4)
WhereM is a diagonal matrix wittM,j; = p;

10 1n some medium-term forecasts, the forecast horizon consisted of a five-years instead of the regular four-year period.
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In a similar notation, we defingy(t + 2), uz(t + 3) anduy(t +4) as the two-, three- and
four-year-ahead forecast errors in the yearly growth rates of the exogenous variables

i =1,...,ne. The errors are obtained g (t + k) = g (t + k) — gi (t + k), wheregy, (t + k)

denotes the growth rate of exogenous varialieyeart + k made in yeat. Since the growth
ratesgy (t + k) are forecasted in the same yéand thus evolve from the same information set, it
seems plausible that theyear ahead forecast errotg,(t + k) with k = 1,...,4, are correlated.
We assume that this correlation can be captured by the following autoregressive process

Uk (t+K) =Mpuk_1(t+k—1) + & (t+k) with ac(t+k) ~N(u,21), (4.5)

Fork = 0, we havaug(t) = 0. Pooling the data over tHE* medium-term forecasts, we can
estimate the correlation coefficients the mean vector; and the covariance matr.
Unfortunately, our medium-term forecast data does not provide information on the individual
two-, three- and four-year-ahead (yearly) growth raggé&, + k), instead it provides mean yearly
growth ratesgwur (ti). gur (1) is the mean yearly growth rate over the perige- 1) until (t; +4)
fori=1,...,T"

Therefore an alternative approach is necessary to derive the autocorrelation coeflicients
We model the forecast error in the mean growth rates by a multivariate process,

umt (ti) = emt (t) with emt(ti) ~ N (umT,ZmT), Vi= 1.7" (4.6)

Estimating (4.6), we findiyT andZ/,\E. Again, an F-test is applied to test fogT = 0. We recall
the relation between theyear ahead forecasts of the growth rates and the mean growth rates
given by the medium-term forecasts,

(1403, (t+1)) (1402, (ti+2)) (1403 (i +3)) (1+ 04 (t +4)) = (1+gwur, (ti))4 ,wherek = 1,
Linearizing equation (4.7) around the realisation of the mean growth rate, leads to
Uy (6 +1) + Up, (ti +2) + g, (ti +3) + Ug, (t +4) = dumr, (ti). (4.8)

So combining equation (4.8) and the autoregressive process (4.5), we approximate the

autocorrelation coefficients by equating

(14 p +p%+p°) o1y = OMTH- (4.9)
In words, we set the autocorrelation coefficients such that the resulting standard deviations for a
forecast over a four-year period comply with the standard deviation for observed medium-term
forecast errors derived in (4.6).

Implementation

We consider the following 9 exogenous variables, the long-term interest rates, the share price,
and the growth rate of world trade volume, prices of competitive exports, the prices of final
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imports for re-export, imports of consumption goods excluding energy, imports of raw materials
and semi manufactures excluding energy, imports of energy and imports of investment goods.
For each of the exogenous variables historical data on realisations and forecasts is available. For
the interest rate, we rely on historical data on yearly forecasts and realisations since 1989. For
the share prices, we have data available since 1980. The data series of the other exogenous
variables on yearly forecasts and realisations date back to 1971. Part of this data is analysed

in Kranendonk and Verbruggen (2005).

We define the forecast error as the difference between the next year forecast from the Macro
Economic Outlook (MEV) published in September each year and its (final) realisation value
published by Statistics Netherlands. This difference is chosen for facilitating a comparison
between our results and the results in Don (1994), who also used this forecast error.

Besides data on the one-year ahead forecast error, our analysis requires data on CPB’s
medium term forecasts, which are published in Kranendonk and Verbruggen (2006c¢).This data
set consists of 10 medium-term forecasts published between 1976 and 2001. Since 1993, i.e. for
three medium-term forecasts, the CPB has presented a cautious and an optimistic scenario for
the Dutch economy. In our analysis, we include the average of the two scenario’s. Before 1993,
the medium-term forecast consisted of a central projection. The data on share prices and the
long-term interest rate are restrictive. Therefore, we assume that the forecast errors of these
exogenous variables do not display an auto regressive pattern. This assumption can be partly
justified from the ‘chaotic’ behaviour of the share price itself.

Based on the model (4.5), we determine the one-year ahead forecast errqrymtban
covariance matrix; and the autocorrelation coefficients These estimates are givendnAn
F-test on the meam, of the forecast errors reveals structural under- or overestimation for some
exogenous variables. The growth rate of world trade volume, for instance, is underestimated
with 0.9% point per year, see also Kranendonk and Verbruggen (2005). The exogenous input can
be adjusted such as to cover this over- or underestimation. However, we duplicate the current
exogenous data series, and only deviate this series by application of the estimated covariance
matrix. In this way, we closer resemble CPB forecasts and variation runs.

We simultaneously estimate the growth rate of world trade volume, the price of competitive
exports, and the price of total imports of goods. The disturbance on the latter variable should be
distributed over the various import prices which compose this ideftityhe distribution
factors are determined by weighting the standard deviations of these various prices with their
correlation coefficient with the total import price and their share in the total import price identity.
Their autocorrelation coefficients are chosen to mimic the coefficients of the price of competitive
exports, viz. the prices on imports for re-export, imports of consumption goods excluding

11 SAFFIER distinguishes import prices for consumption goods, investment goods, intermediate goods, re-exports and
energy.
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4.3

energy, imports of raw materials and semi manufactures excluding energy, and imports of
investment goods or the price of total imports, viz the price of import of energy. In a similar
fashion, the autocorrelation coefficient of the prices on imports of consumption goods excluding
energy and imports of investment goods, are assumed similar as both are final goods. The
imports for re-export and imports of raw materials and semi manufactures excluding energy are
equally shocked as both are intermediate products.

Uncertainty in model equation parameters

In this section, we quantify the uncertainty associated with the parameters in the behavioural
equations of the SAFFIER model. First, we consider the special structure of these behavioural
equations, where after we describe the techniques applied when estimating their parameters and
the associated asymptotic covariance matrices.

Following Engle and Granger (1987), the behavioural equations of an endogenous variable in
SAFFIER mostly are modelled by a Error-Correction specification with a long- and short-term
equation. The long-term equation presents a relation between the long-term equilibrium value

and various explanatory variables, i.e.,
Iny*(t) = Xt (t) "Bt + €, (4.10)

wherey*(t) € R denotes the long-term equilibrium value of the endogenous varygbleand
X (t) € Rkt andg; € R4t denote vectors containirlg explanatory variables arlg parameters
respectivelyc is a constant. The short-term equation determines the growth rate of the
endogenous variablgt), so capturing the short-term dynamics

(1) = xst(t) Bst— £ (Iny(t) = Iny*(t)) ;, vt=1,..,T, (4.11)

wherexg(t) € RKst, andBs; € R*st denote vectors containirig; explanatory variables, ard;
parameters respectively. The error correction term in the short-term equation, partially corrects
for deviations from the endogenous variap(e) from its equilibrium valueg/*(t). The

parametek determines the speed of this adjustment.

We assume that the parameters within a behavioural equation both in the long- and short-
term can be correlated. Parameters between different behavioural equations, on the other hand,
are considered uncorrelated. This assumption seems plausible, because in practice most
parameter sets are estimated separately per behavioural equation. Hence, uncertainty in a

parameter set of a behavioural equation is modelled as
(Br,c.Bste)’ =H+u, u~N(0,5), (4.12)

~ — T
wherep = (ﬁn,é, Bst, E) denotes the operational set of parameter valuegatehotes the
covariance matrix of the disturbances on these values. Note that the parameters are assumed

constant over time.
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Within each behavioural equation, we distinguish two sets of parameters, viz. the estimated and
fixed parameters. The uncertainty in the estimated parameters is easily quantified by setting the
covariance matrix in (4.12) equal to the estimator of the covariance matrix of these parameters
conditional on their estimation method. These estimation methods and the covariance matrix
estimators are discussed below. The uncertainty associated with the fixed parameters results
from questioning several experts about their opinion on the variances of the disturbances on
these parameters. Recall that the fixed parameters result from the iterative process described in
Section 2.2. Naturally, the disturbances on the fixed and estimated parameters are correlated.
However, we evaluate their effect on the total model uncertainty separately assuming these
correlations to be small. When questioning experts, these correlations were merely given in sign
than significance.

For estimating parameters in the long-and short-term equations contained in SAFFIER, three
different methods have been used. They are a two-step, a non-linear and a three-stage
least-squares method. We acknowledge that these methods experience some shortcomings when
it comes to estimating systems like (4.10) and (4.11). However, we intend to work with the
original estimation methods which led to the parameter estimates currently employed in
SAFFIER. In appendix C, we shortly discuss the three estimation methods and address their
advantages and disadvantages.

Implementation

SAFFIER contains approximately 50 behavioural equations divided over several
macroeconomic categories, viz. private consumption, government, investment, labour market
etc. We consider 10 prominent equations from these categories. They are the equations for stock
building, private consumption (V), imports of consumer goods, imports of investment goods,
imports of travelling services, the intermediate imports of raw material and semi manufactured
products excluding energy, imports of intermediary services (V), labour and capital demand,
domestic dwellings (P), re-exports excluding energy (V), exports of services (V), exports of
domestic origin (V, P) and the wage equation. Most equations can be subdivided in long- and
short-term equations. In order of appearance, the private consumption until the price of domestic
dwellings are estimated using 2SLS, the long- and short-term exports of services (V) and the
re-exports excluding energy (V) are estimated simultaneously, the exports of domestic origin (V,
P) and the wage equation apply the 3SLS technique. We apply these estimations to quantify the
uncertainty associated with the various parameter sets employed in our model.

Modelling uncertainty associated with estimated parameters seems natural. Along the same
lines, the uncertainty associated with the fixed parameters in our model would be presumed
absent. However, this assumption is invalid. Their values are fixed by expert opinion under

uncertainty of the exact relation. Their uncertainty can even be more prominent than for the
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4.4

estimated parameters, because they are mostly chosen to ensure a correct description of the
modelled macroeconomic relation. As mentioned in Section 4.3, the influence of the uncertainty
associated with the fixed parameters will be analysed independently of the uncertainty of the
estimated ones. In the remainder of this section, we concentrate on the estimated parameter sets.

The time range of the data series applied in the estimation of the various equations varies.
Although more data points might increase the accuracy associated with the parameter set, it is
more important that the estimation period is representative for current and future macroeconomic
behaviour. For instance, do additional data points from the seventies increase accuracy when we
introduce high inflation in our estimation data? We therefore adopt the data series from the
original estimations. An equal time range for all equations would be preferable but not advisable.
Re-estimation of the equations would alter the currently operational model at the CPB.

The length of the data series varies between 1971 until 2003, so at most 32 observations are
included in the estimation process. The number of observations is not large, but is not restrictive
for identification of the parameter sets or the corresponding covariance matrix.

We conclude with three remarks. A parameter shock is permanent. The parameters are
disturbed in the shock period and retain their adjusted values until the end of the simulation
period. Second, the parameters per behavioural equation are shocked simultaneously by means
of their multivariate distribution. Our analysis does not allow for the separate identification of
the effect of a disturbance on a specific parameter in the set. Third, some parameters with high
standard errors are restricted within theoretical acceptable upper and lower bound.

Uncertainty in the error terms in behavioural equations

In this section, we derive the model specification of the uncertainty associated with the error
terms in the behavioural equations. These error terms adjust the behavioural equations for
misspecification or random events. In the forecasting process these terms can be used to add
expert opinion to the model-forecast. A discussion on the effect of expert opinion is published in
Franses, Kranendonk and Lanser (2007). However, we do not intend to model the uncertainty
associated with this expert opinion. Instead, uncertainty associated with the error terms refers to
a second interpretation: how to set the error terms when reproducing historical macroeconomic
data with our model?

When forecasting, the error terms are unknown and thus uncertain by definition. We assume
that the error terms satisfy a zero mean condition. Moreover, we assume that the behavioural
equations forecast the various macroeconomic variables without persistent over- or
underestimation. The zero mean assumption and the specific form of the error terms can be
tested and determined by means of historical data on the error terms.

Assume we hava behavioural equations, each containing one error termt; (tetdenote
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the error term of thé-th behavioural equation at timieWe model these error terms as
ri(t)=o+u(t), vi=1.,n vt=1.,T. (4.13)

whereg; is a constant for behavioural equatioandu; (t) yields the residual at tintein

equation. We point to the possible terminology confusion between residual and error terms.
Ther;(t) are addressed as error terms in the behavioural equaitdimet andu; (t) denotes the
residual in the equation modelling the error temit).

The residual terme;(t) can contain an autoregressive part and can display contemporaneous
cross-correlation between variables. First, we test for serial correlation for several different lags
using the Gauss-Newton regression technique. A first indication of possible serial correlation is
provided by a Durbin-Watson statistic for the AR(1)-specification of the residuals. Cross
correlation is visualised by means of a cross-correlogram. The computed cross correlation
coefficients are verified to fall within the approximate two standard error bounds computed as
+2/T, whereT presents the number of considered lags or leads. Cross correlation coefficients
exceeding these bounds differ significantly from zero and should therefore be controlled for in
our model description. Consequently, four possible models for the residual terms result. Below,
we discuss the corresponding estimation techniques and the specifications of the distribution of
the error terms.

The first model assumes that the residuals for the various behavioural equations display no

serial and contemporaneous cross correlation. We estimate
ri(t) = o +ui(t) with ui(t) ~ 11D (0,67) for agiveni, vt =1,..,T. (4.14)

This model can easily be estimated using standard OLS gn”qilagdaz.
In the second model, the error terms display contemporaneous cross correlation and no serial

correlation. We model these error terms as
r(t) = a+u(t) with u~I1ID (0,2), t=1,..,T, (4.15)

wherer (t) = (ry(t),...rn ()7, @ = (aa,..,an+) ", andu(t) = (uy(t),..,un:(t))". The
behavioural equations are conveniently renumbered to let the index run froni' 1 to
Contemporaneous cross-cotrelation in the residuals indicéted Eu; (t)) = aij and
E(ui(t),uj(s)) =0, Vs #t.

As estimation method, we use feasible generalized least squares, which yields a consistent
and efficient estimator af. This estimation method requires an estimat&.o&enerally, one
takes

1 ra

S—_~- U0
T-1

(4.16)

whereU is anTxn*-matrix withi-th columng, the approximated residuals resulting from OLS
regression of the separate behavioural equations. For our particular model, the covariance matrix
of the feasible GLS estimator of equalss.
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The third model describes a model where the error terms display serial correlation but no cross-

correlation,
ri(t) = o +u(t) with ui(t) =piui(t—1)+&(t) and g(t) ~ NID (0, Giz) . (4.17)

Following standard theory, we apply NLS when estimating (4.17). This estimation method
simultaneously and consistently estimatgandp, & andp;. The variance of the residual
terms,s2, can then be consistently estimated using

_2_ SSR(@,p) _ F{o(ri(t)—pir1i —ai+pai)?

e T 3 . (4.18)
SSR(«, pi) denotes the sum of squared residuals. We divid€Tby 3), because there are two
parameters in the regression function, apandp; and we incorporat€T — 1) observations per
NLS estimation. Subsequently, we apply model (4.17) substitiirgp;, o = & ando? = G2,
as a description of the uncertainty in the error terms.
We note that other methods like for instance, maximum likelihood or feasible GLS would have
sufficed as estimation methods as well. For a discussion on the pro’s and cons of the various
methods, we refer to e.g. Davidson and MacKinnon (2004). Note that our data series are
relatively short, i.e. at most 30 observations per behavioural equation, so feasible GLS and ML
would be favourable on that point. These methods do not exclude the first observation from the
estimation process.

The fourth model displays both serial correlation and contemporaneous cross correlation. We

consider
r(t) = a+u(t) with u(t) =M,u(t—1)+e(t) and e(t) ~NID (0,%), (4.19)

under the assumption of an AR(1)-process and contemporaneous cross correlation in the
residuals(t).

We apply non-linear feasible GLS for estimating (4.19). This method first requires an
estimate of the covariance mat&which is generated by NLS ignoring the cross correlation in
the error terms. The resulting estimates are used to compute the regicarals with elements
Gi = 75 (?.TE.) wheree (t) =ri(t) — piri(t—1) — & + piG, forallt =2,...T, andi = 1,..,N
with N the number of error termssj = 0 for alli # j. T denotes the number of available
observations. We then perform non-linear GLS to complete our estimation process resulting in
the estimate& andM,. These estimates yield a consistent estimator of the covariance @atrix
with elementss;; = T—f3 (E.TE.), where:ﬂt/) =rit)—piri(t—1)— o +picg, forallt =2,.., T,
andi = 1,..,N. Again, our model description (4.19) combined with the estim%@ndi can
be used as a description of the uncertainty associated with the error terms.
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Implementation

The error terms in the behavioural equations are investigated using data on realised error terms.
When Statistics Netherlands publishes their National Accounts, our macroeconomic model is
re-run to determine historically consistent error terms. Initial data, exogenous and endogenous
variables are available and the error terms are adjusted as such to ensure simultaneous realisation
of all observed endogenous variables. Our data series ranges at least from 1990 until 2002. For
some variables, more extensive data series exist, however, the chosen period is considered
representative for current error terms.

We focus on the error terms for 18 behavioural equations. They are labour supply, wealth of
domestic dwellings, consumption excluding fixed charges (V), exports of services of domestic
origin (V), exports excluding energy (P), imports of consumption goods excluding energy (V),
of investment goods (V), of raw materials and semi manufactures excluding energy (V), of
energy (V), of services by the market sector (V), and of services by consumption (V), investment
of the private sector (V), investment of firms in equipment (V), employment, contractual wages
in the market sector, exports of services of domestic origin (P) and consumption excluding fixed
charges (P).

We distinguished four possible models describing the uncertainty associated with the error
terms. After testing for serial and contemporaneous cross-correlation, two models are
applicable, i.e. the first and the fourth model. The first fourteen error terms display no significant
serial or cross correlation. The latter four terms can be divided in two systems. In addition, these

error terms contain an autoregressive part.
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Results

In this section, we present the results of the Monte Carlo experiments. We consider the
sensitivity of nine endogenous variables with respect to uncertainty in the provisional data,
exogenous variables, parameters and residuals. These nine variables comprise the main variables
of interest in the analysis of the accuracy of CPB forecasts obtained with the macroeconomic
model SAFFIER, see Kranendonk and Verbruggen (2006). In this study, realisations are
compared to historical forecasts. We concentrate on gross domestic product (V, P), private
consumption (V), investment (V), exports (V, P), employment and contractual wages in the
market sector, and the consumer price index. Again, a V or a P indicates volume or price.

Our presentation is divided into five parts. First, we present the simulated standard errors of
the endogenous variables for each Monte Carlo experiment combined per source of uncertainty.
The meaning of these standard errors is explained and some precautionary remarks are made
about their applicability in the derivation of forecast intervals as opposed to point estimates. We
also make comparisons with the study of Don (1994) and forecast errors of CPB short and
medium-term forecasts. Second, we verify the implications of the assumption that the sources of
uncertainty occur linearly and independently in our model. This assumption is known to be
violated. However, how severely does this violation affect our results? Third, we discuss the
number of replications necessary for a sufficient approximation of the variances of the
endogenous variables induced by the different sources of uncertainty. Fourth, we investigate the
robustness of our results under variation in the central path underlying our macroeconomic
model. SAFFIER is a non-linear model, so disturbances on a central path do not enter the
resulting endogenous variables linearly. Moreover, a different central path does not imply the
addition of a linear term to the endogenous variables, consequently affecting the distribution of
the induced disturbances by the four sources of uncertainty. Finally, we combine all Monte Carlo
experiments to identify the contributions of the four main sources of uncertainty to the total
forecast error variances of the endogenous variables.

The Monte Carlo experiments: Technical details

Our basic model starts simulating in year 2010, generating output on a yearly basis. The sources
of uncertainty are disturbed at the beginning of the year 2010. Disturbances on the provisional
data are implemented in year 2008 and 2009. They impinge on predicted outcomes of the
endogenous variables. The disturbances of the provisional data, exogenous variables and
residuals act on the central path describing the deviation free economy. We apply the central
path taken from th€entral Economic PlanCPB (2006). Although our macroeconomic model
allows for a longer time horizon, we simulate over a period of four years. The description of the

uncertainty associated with the exogenous variables does not permit a longer time range,
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because its distribution is calibrated over a four year horizon. An extended forecast would
require additional data and probably a different estimation strategy.

For each source of uncertainty, we mrsimulations with SAFFIER foN different
disturbances drawn from a prescribed distribution. The resullitrials of the nine endogenous
variables are then summarized in a sample mean, a sample variance, and a standard error. As
mentioned in Section 3, the sample variance of an endogenous variable is a measure for the
uncertainty associated with this variables induced by the investigated source of uncertainty. The
sample standard erraris obtained as the square root of the sample variance. By rule of thumb,
a 2o -interval around the sample mean economic path contains 95% of the possible economic
outcomes under the applied uncertainty. Note that this rule of thumb stems from univariate
normal theory. In case of a linear macroeconomic model, a multivariate normally distributed
disturbance results in a multivariate normally distributed set of endogenous variables.

Each source of uncertainty is investigated separately. In total, we conduct 46 Monte Carlo
experiments ranging from disturbances on the exogenous long-term interest rate to the
parameters of the wage equation.

Estimated standard errors

In Table 5.1, we present the standard errors of the nine endogenous variables induced by the four
sources of uncertainty computed by Monte Carlo simulation with 2000 replications per
experiment. This table should be read as follows.

SAFFIER generates a cumulative scaled path describing the development of the economy.
Each endogenous variable is presented as an index value, viz. the endogenous variable is scaled
by a reference observation. In our experiments, the observation preceding the first year of our
simulation is chosen as a reference point. It concerns observations from the year 2010. Note that
this reference point is unaffected by any disturbances in the shock year. The index representation
is convenient for variant analysis and illustration of growth rates. For example, consider an
output time series on private consumption volume which contains an entry 1 in 2010, the
reference year, and an entry03 in 2013. Within three years, consumption volume has grown
with 3% point.

Our standard errors are computed around the mean of the index representation of the
endogenous variables. An entry of 0.6 in Table 5.1, e.g. for consumption in year 2 (2012) under
uncertainty in provisional data, thus indicates a standard error of 0.6% in that year. Note that for
a linear model, the central path and the sample mean of the economy coincide using a sufficient
amount of replications. In case of our non-linear model, the differences between the sample
mean and the central path turn out to be minor.

We assume that the various sources of uncertainty are independently distributed and that our

macroeconomic model is linear in these sources. Consequently, we can obtain the sample
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Table 5.1  Standard errors in % point induced by the four sources of uncertainty (N=2000).

Year 1 (2011)
Standard errors provisional data

GDP (V) 0.5
Consumption (V) 0.4
Investment (V) 4.0
Exports (V) 0.9
Employment market sector 0.7
GDP (P) 0.6
CPI 0.5
Exports (P) 0.3
Contractual wages 0.8

Standard errors exogenous variables

GDP (V) 1.1
Consumption (V) 0.6
Investment (V) 2.1
Exports (V) 2.6
Employment market sector 0.3
GDP (P) 0.8
CPI 0.7
Exports (P) 1.6
Contractual wages 1.0

Standard errors parameters

GDP (V) 0.3
Consumption (V) 0.6
Investment (V) 2.7
Exports (V) 0.5
Employment market sector 0.5
GDP (P) 0.4
CPI 0.3
Exports (P) 0.2
Contractual wages 1.0

Standard errors residuals

GDP (V) 0.3
Consumption (V) 0.4
Investment (V) 1.0
Exports (V) 0.4
Employment market sector 0.9
GDP (P) 0.7
CPI 0.5
Exports (P) 0.2
Contractual wages 1.1

Year 2

0.6
0.5
4.2
0.9
0.6
0.6
0.5
0.3
1.2

15
11
4.8
3.9
1.2
11
1.4
2.8
15

0.5
0.9
4.3
0.9
1.0
0.8
0.5
0.3
1.7

0.3
0.5
1.6
0.5
1.2
11
0.7
0.3
1.6

Year 4

0.6
0.7
4.2
11
0.4
1.2
0.7
0.5
2.1

2.5
2.4
6.9
6.3
2.1
2.4
1.8
3.6
3.7

0.9
15
6.1
15
15
18
1.0
0.6
3.7

0.5
0.6
2.0
0.5
11
1.9
11
0.5
2.8
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Table 5.1  Standard errors in % point induced by the four sources of uncertainty (N=2000),continued.

Year 1 (2011) Year 2 Year 4
Standard errors total
GDP (V) 13 1.7 2.8
Consumption (V) 1.0 1.6 3.0
Investment (V) 5.4 7.9 10.3
Exports (V) 2.8 4.1 6.5
Employment market sector 13 2.0 2.8
GDP (P) 13 1.9 3.8
CPI 11 17 25
Exports (P) 1.6 2.9 3.7
Contractual wages 1.9 3.0 6.3

variance of the endogenous variables under two or more sources of uncertainty by adding the

sample variances of the separate sources. This principle is applied in Table 5.1. The sample

variances are added resulting in a variance for each main source of uncertainty. In turn, another

addition results in the sample variance under total uncertainty.
We acknowledge that the linearity and independence assumption is easily violated. For
instance, the assumption that parameter uncertainty and uncertainty in the residuals are

uncorrelated is unlikely. A yearly estimation of the parameters, when new data for the past in the

national account are available, could lead to smaller residéaisiditionally, parameters and

exogenous variables will enter our model multiplicatively violating the linearity assumption.

The text box ‘The assumptions behind an additive impact analysis on variances’ demonstrates

that negligence of the non-linear appearance of various sources of uncertainty can severely affect

our outcomes. However, computations of the simultaneous investigation of parameters and

exogenous variables show that these problems do not occur in our calculations. Computed

variances differ from their additive derivation by separate investigation, however these variations

can be accepted as minor. Similar conclusions are drawn in Don (1994).

We consider the standard errors under total uncertainty which are depicted in the final block

of Table 5.1. These errors illustrate that investment (V) is most sensitive to total uncertainty. Its

standard error increases from 6% in 2010 to almost 12% in 2013. Exports (V) and contractual

wages are also relatively sensitive to uncertainty in our model. Exports (V) displays a 3%

standard error in 2010 and contractual wages has a standard error of 2% in that period. The other

blocks unravel which source of uncertainty is responsible for these standard errors. Investment

(V) suffers from the uncertainty in the provisional data, but becomes more affected by the

uncertainty in the parameters and exogenous variables over time. The provisional data on

12 This is especially when revised figures back to 1969 are published, as a result of major revisions of the system of
national accounts.
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The assumptions behind an additive impact analysis on variances

The impact of the different sources of uncertainties on various endogenous variables is measured by their share in the
variance of these variables. Consider, for instance, the effects of uncertainty in parameters from the exports of domestic
origin and from the effects of uncertainty in the exogenous data series on the price of exports of competitors. For these
sources of uncertainty separate Monte Carlo experiments are conducted. The variance of volume of exports is then found
by addition of the variances approximated by the separate Monte Carlo experiments. Implicitly, we assume here that
the sources of uncertainty are independent and that they linearly affect the endogenous variable of interest, as will be
explained below. Some sources of uncertainty, however, enter the equations of the endogenous variables non-linearly.
We mention again the exports of domestic origin. This behavioural equation contains the parameters a1 and » and the
exogenous data series on prices of exports of foreign competitors bfc, which are both included in our sensitivity analysis,
in a multiplicative way.

Potentially, the implicit linearity and independence assumption can severely affect the conclusion on the impact of the
various sources of uncertainty on the variance of the endogenous variables. The following example serves as an illustration
of such a deficiency.

Assume that x and y are independent normally distributed variables, i.e., X ~ N(0,62) and y ~ N(O, ayz), and define

77 = X+Y and zp = XY. By definition, the variances of z; and z, yield

Var(z;) = Var(x+y) = Var(x) + Var(y) = o5 + o (5.1)
and

Var(z) = Var(xy) = Var(x)Var(y) = o2y . (5.2)

We first run a Monte Carlo experiment varying the X component and keeping y constant at its expected value Ey = 0.
Asymptotically, the variance of z; will converge to the variance of X. Similarly, a Monte Carlo experiment varying y and
fixing X at its expected value Ex = O results in a variance on z; converging to the variance of y. In this case, we can
add the variances of z; found in the two Monte Carlo experiments to construct an estimate of the total variance of z;.
Asymptotically, we find Var(z;) = af + 0')?. Two similar Monte Carlo experiments for estimation of the z, variable would
yield a zero variance for z» in each Monte Carlo experiment. Note that by fixing one of the variables to its expected value,
7, will vanish in each Monte Carlo experiment. Consequently, the total estimated error variance of z will be zero. This
variance does not converge to the value given by equation (5.2).

When interpretating Table 5.1 and Table 5.6, we should keep in mind that the figures might suffer from non-linearity

problems as described above.

investment volume is highly uncertain. The estimated covariance matrix of the provisional data
contains a large entry for the investment (V) variance. A more detailed breakdown of the Monte
Carlo results shows that the uncertainty in the exogenous international prices and world trade
volume is largely responsible for the standard error of investment (V). The parameters of the
investment equation with its relatively long lag structure lead to an increase of the standard
errors as well. Exports (V) react strongly to uncertainty in the international prices and world
trade volume determining most of the foreign economic picture. Contractual wages (P) display a
more evenly distribution of the standard errors over the sources of uncertainty.

The standard errors in Table 5.1 are not suitable for the construction of confidence intervals

in short-term forecasts. An ongoing discussion among forecasting institutes concerns the
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presentation of point estimates or confidence intervals in their forecasting reports. Confidence
intervals are considered to stress the uncertainty associated with economic forecasts. Others in
favour of point estimates say that confidence intervals are difficult to interpret. More importantly,
they consider the method of forecasting inappropriate for estimating confidence intervals as
forecasts are expert-based or stem from different countries, each using other quantative tools.
For an inventory on forecast representation by 16 large institutes, we refer to Thissen (2005).

We think that our standard errors have some additional interpretation problems. First, they
are not computed under total uncertainty. Our analysis captures the most important sources of
uncertainty but has no full coverage. More importantly, our analysis does not include a fifth
source of forecast uncertainty, viz. uncertainty introduced by so called adjustments (autonomous
terms) based on expert opinion. Unforeseen events or measures are not explicitly modelled in
SAFFIER. However, these terms are actually the main transmitters of uncertainty. Therefore, the
presented standard errors are indicative for the uncertainty introduced by the considered sources

of uncertainty, but do not suffice for a forecast interval interpretation.

5.3 Comparison with uncertainty standard errors published in Don (1994)

In table 5.2 we compare the standard errors calculated with the current CPB macro-econometric

model SAFFIER with the results Don found in 1994 with a small macro-model. All our standard

errors are lower than in Don (1994).
Table 5.2  Standard errors compared with Don (1994)

Don(1994)
Year 1 Year 4 Year 1 Year 4

GDP (V)2 1.3 2.8 2.3 5.7
Consumption (V) 1.0 3.0 2.3 6.1
Investments (V) 5.4 10.3 9.6 17.0
Exports (V) 2.8 6.5 5.0 13.4
CPI 1.1 25 25 14.8
Contractual wages 1.9 6.3 2.1 15.2

@ Don (1994): production enterprises

Especially the uncertainty related to the exogenous variables is much lower then some fifteen
years ago. Higher volatility of (international) prices and world trade in the seventies and early
eighties dominated the historical period relevant for the calculated standard errors of the
exogenous variables in the study of Don (1994). Our sample period has relatively more years
with moderate price and wage increases. Also uncertainty associated with the residuals is lower
today, probably because the parameters in the equations of the old model were not based on

estimated equations but calibrated applying information from other models. Standard errors
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5.4

from provisional data are larger in our study, probably because our model contains more
dynamics than the one applied in Don(1994). For most behavioural equations in our current

model Saffier employs ECM-specifications.

Model uncertainty and realised forecast errors

In the introduction of this paper is mentioned that the analysis of ex-post evaluations of
CPB-forecasts gives an impression forecast uncertainties. Is it possible to give an explanation of
those forecast errors by the analysis of the Monte Carlo simulations? In table 5.3 we present a
comparison between the standard errors from the Monte Carlo simulations and the standard
errors from the published short- and medium-term CPB forecasts. The short-term forecasts used
in this table concern the forecasts for next year published in September in the Macro Economic
Outlook (MEV). The medium-term forecasts concerns the forecast with a horizon of four or
sometimes five years ahead. The statistics are rather comparable for most variables. The
simulated uncertainty in general could be lower than the real-time errors, because not all sources
of uncertainty are simulated in this study. As mentioned in paragraph 2.2 we excluded the
uncertainty related to the (exogenous) policy variables. The effect of ‘wrong’ assumptions on the
government policy is probably larger on the medium term than for next year. There is a direct
effect on GDP, by effecting government consumption and a indirect effect because fiscal policy
influences purchasing power of consumers and private consumption. We also excluded shocks
on the interest rates and share prices, which are relevant for households expenditures.

Table 5.3

GDP (V)&

Forecast accuracy and model uncertainty

Monte Carlo Simulations Forecast errors
Year 1 Year 4 Year 1 Year 4

standard errors RMSEP

1.4 0.8 1.6 13

Consumption (V) 1.0 0.8 1.8 1.6

Investments
Exports (V)
Employment
CPI

Exports (P)

) 6.1 2.8 55 41
2.9 1.5 46 1.8
1.3 0.7 1.0 0.8
1.0 0.8 1.1 1.4
1.6 1.0 6.4 3.3

Contractual wages 1.9 1.9 15 2.1

2 Don (1994):

production enterprises

b Root Mean Square Error

The largest differences in table 5.3 are related to the export prices, where the uncertainty is much
lower than forecast errors in the past. This can be explained by the fact that the simulations were

done with our current model which uses the current energy-intensities and price equations. This
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information is relevant for the near future, but can not explain forecast errors in the past when
the energy-intensity was much lower. For contractual wages and investments the simulations are
too high compared to realized errors for the short term horizon. Probably, the explanation for the
lower forecast errors is we use the add-factors of some behavioural equations to introduce
specific information like concluded wage contracts and approved building permits. Although
simulated uncertainty for the expenditure categories and imports underestimate the real
uncertainty, the total effect on GDP is rather small, especially for the GDP-growth next year.

Number of replications in the Monte Carlo experiments

The standard errors in Table 5.1 originate from Monte Carlo experiments with 2000 simulations.
How many trials are necessary for an accurate estimation of the standard errors derived from
Monte Carlo simulation? In a box, we shortly discuss some theoretical approaches to assess the
relation between the number of replications and the accuracy of the standard errors.

We apply a more practical approach then discussed in the box to assess the relation between
the number of trails and the accuracy of our results. The above described theoretical results are
not directly applicable when the error concerns the error in the sample variation and the standard
error. Although these sample statistics can be written in terms of a moment, the results do not
apply, because they incorporate the sample mean. Second, the available computing budget is not
restrictive, so the need for a thorough analysis of an adequate number of replications is not that
pressing. For efficiency reasons, it can be desirable to remove unnecessary trials. Finally, the
distributions of the sources of uncertainty already contain some inaccuracy. These distributions
have been derived under strong and not always verifiable assumptions. Strong accuracy
restrictions on the Monte Carlo outcomes are redundant.

We decide on the number of replications by running our Monte Carlo experiments for an
increasing number of replications. We double the number of trials flom125 toN = 2000.

In Table 5.4, we present the standard errors in GDP volume for each source of uncertainty in
2010, 2011, and 2013, respectively. The standard errors are given in % point. GDP volume is
considered, because its variation is indicative for variation in our model. GDP volume is
composed of private consumption, investment, imports, exports and government expenditure.

The results demonstrate that variations in the standard errors under incidasiagninor.

The variations on the standard errors induced by uncertainty in the provisional data, parameters
and residuals are negligible. The variation in the standard errors induced by the exogenous
variables fluctuates around 1.1% point. The order of variation, a hundred percent point, suggests
that 2000 replications more than suffice for an accurate estimate of the standard errors.
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Theoretical relation between number of replications and the standard errors

Most theory is concerned with the derivation of the integral

u:/Rk(x)f(x)dx, (5.3)

which denotes the expected value of a random variable k(X) with probability density function f(x). Let uy denote the
approximation of u by means of a Monte Carlo experiment with N trials. The error in uy depends on the number of
replications N. When N increases, the error decreases. The error term is related to statistical sampling variation. The
law of large numbers imposes that when N approaches infinity iy approaches u with probability one. However, we are
interested in an exact relation between a finite number of replications N and the error term of uy.

We discuss some common approaches to assess this relation. The standard error of k (X) provides a first estimate of
the statistical sampling variation. Unfortunately, the standard error can be misleading, as it is derived by simulation itself
including the estimated mean uN. Confidence intervals serve as a better indicator for statistical sample variation. They
depict the sample bounds of a given (1 — §)%-interval surrounding the sample mean. A third approach is based on

Chebyshev’s inequality, see e.g. Fishman (1996).

Proposition 1. Let Z denote a random variable with distribution function F defined em,~), EZ = 0, and 62 =
varZ = EZ2 < w. Then, for8 > 0,

12| 1
(a28) =5

Chebyshev’s inequality implies convergence in probability of N to 1. Chebyshev’s inequality can be helpful to derive a so
called (&, §) absolute error criterion. For all sample N greater than or equal to N* the error specification P[|uy — | < €] >
(1—6) is satisfied. For certain distributions, a closed form of N* can be found. Mostly, the absolute error criterion leads
to a large worst-case sample size motivating the need for alternative approaches.

The Central Limit Theorem can facilitate the achievement of the (¢, ) absolute error criterion under a smaller sample
size N. Chebyshev’s inequality is then rewritten in terms of a random variable subject to a Central Limit Theorem. For
sufficiently small €, the distribution of this variable approaches the standard normal distribution. N will be given in terms
of this limiting distribution. Unfortunately, it can be difficult to determine N when ¢ is sufficiently small. For a discussions,

on more advanced methods we refer to Fishman (1996) and Ripley (2006).

5.6 Robustness test for path independence

We have assumed that the sources of uncertainty appear linearly in our model, and that they are
independent. However, our macroeconomic model is clearly non-linear in some of the sources,
and non-linear in the endogenous variables. In this section, we first assess the latter non-linearity.
When a non-linear model with different underlying central paths is exposed to Monte Carlo
disturbances, the resulting sample variances on the endogenous variables will be different.
Moreover, a differing undisturbed reference situation will result in different simulated variances.
We generate two different undisturbed reference situations by varying the year in which the
Monte Carlo disturbances are imposed. Our basic model starts simulating in 2007 and disturbs
the economy in 2010. The underlying central (undisturbed) path displays a rise in
unemployment from 0.7% in 2010 to 2.6% point in 2014. The economic situations in these years
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Table 5.4  Standard errors in GDP volume (in % point).

Year 1 (2011) Year 2 Year 4
Standard errors provisional data
GDP (V)
N=125 0.48 0.56 0.57
N=250 0.48 0.55 0.58
N=500 0.48 0.56 0.58
N=1000 0.49 0.56 0.58
N=2000 0.49 0.57 0.59
Standard errors exogenous variables
GDP (V)
N=125 1.03 1.46 2.35
N=250 1.06 151 2.44
N=500 1.05 1.50 2.41
N=1000 1.05 1.49 2.43
N=2000 1.08 1.54 2.51
Standard errors parameters
GDP (V)
N=125 0.30 0.45 0.80
N=250 0.32 0.48 0.86
N=500 0.34 0.52 0.91
N=1000 0.33 0.51 0.88
N=2000 0.33 0.50 0.87
Standard errors residuals
GDP (V)
N=125 0.29 0.31 0.42
N=250 0.29 0.32 0.44
N=500 0.29 0.32 0.45
N=1000 0.30 0.33 0.45
N=2000 0.30 0.33 0.46

differ significantly. A second round of Monte Carlo experiments therefore exposes the economy
to its Monte Carlo shocks in 2014.

In table 5.5, we present standard errors in GDP volume per source of uncertainty for two
different shock years, viz. 2011 (year |) and 2014 (year II). We compare the induced standard
errors after 1, 2 and 4 years respectively. The results demonstrate that under the non-linearity of
our model, the choice of the central path influences the Monte Carlo outcomes. For instance, the
standard errors induced by the parameter uncertainty are smaller for shocks in year | than in year
[I. The low unemployment in year | is exceptional and might induce the non-linear character of
the model.

The second assumption on non-linearity between the sources of uncertainty is verified by
running our Monte Carlo experiments per source of uncertainty separately and simultaneously.
Subsequently, their outcomes are tested for the additivity property of the variances under
independence. The shock year is kept constant at 2011. In this way, we investigate the impact of
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Table 5.5 Standard errors in GDP volume for two different shock years, year | (2011) and year Il (2014) (N=2000).

Year 1 Year 2 Year 4

Standard errors provisional data

GDP (V)

Year | 0.49 0.57 0.59

Year Il 0.55 0.56 0.61

Standard errors exogenous variables

GDP (V)

Year | 1.08 1.54 251

Year I 1.50 1.99 2.65

Standard errors parameters

GDP (V)

Year | 0.33 0.50 0.87

Year Il 0.44 0.64 1.05

Standard errors residuals

GDP (V)

Year | 0.30 0.33 0.46

Year I 0.31 0.40 0.64
non-linearity between the parameters and residuals of the equations. In addition, these sources
are expected to demonstrate some correlation as the distribution of the residual of an equation is
affected by an accurate estimation of its parameters. The results demonstrate that the violation of
the linearity assumption has no significant impact on our outcomes.

5.7 Decomposition of the total error variance

The standard errors given in Table 5.1 directly quantify the uncertainty in the endogenous
variables induced by the various sources of uncertainty. In this section, we extend this analysis
by assessing the relative impact of the different sources. Table 5.6 presents the contributions of
the four sources of uncertainty to the total error variance of nine endogenous variables.
Consider, for instance, the endogenous variable GDP volume, GDP(V). The entries in Table 5.6
show that the uncertainty in the provisional data, the exogenous variables, the residuals and the
provisional data contribute to the total error variance of GDP (V) for respectively, 24%, 67%,
3% and 6%. In accordance with earlier reasoning, we derive these percentages under the
assumption that the various sources of uncertainty are independent and occur linearly in our
model. Consequently, we can add the separate Monte Carlo sample variances to obtain the total
error variance of the endogenous variables. The various contributions are then easily computed.
We present contribution data for various time periods after the imposed disturbances, viz. after
1, 2 and 4 years respectively.

A detailed decomposition of the error variances per source of uncertainty, is available in
appendix A.
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The results demonstrate that the exogenous variables constitute most of the uncertainty in GDP
(V, P), private consumption (V), CPI (P) and exports (V, P). The impact of the uncertainty
associated with the exogenous variables, international prices and world trade volume, is
considerable. The uncertainty in contractual wages is more or less evenly distributed over the
four sources of uncertainty. The uncertainty in the provisional data is largely responsible for
uncertainty in investment volume, although this impact diminishes over time. Employment in
the market sector is relatively sensitive to uncertainty in the provisional data and the residuals.
In the second forecast year, the contribution pattern becomes more distinguished. As
expected, the impact of the uncertainty in provisional data on the total error variances reduces.
Although still significant, even its contribution in the total error variance of investment is
reduced from 68% to 21% within four years. The variance induced by uncertainty in provisional
data increases over the forecast horizon, however its growth diminishes. The impact of
uncertainty in the exogenous variables is strengthened over time. For all nine variables, the main
contribution to the total error variance of the four-year ahead forecasts is induced by the
exogenous variables. The only exception is the contractual wages, for which the contribution by
parameter uncertainty competes with that of uncertainty in the exogenous variables. Except for
export prices, uncertainty in the exogenous variables is mostly felt on the price side of the
economy as this uncertainty resides in international prices. The parameter uncertainty is
represented in private consumption (V), GDP (V) and CPI (P).
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Table 5.6  Contributions of the four sources of uncertainty to the total error variance (in % of the total error
variance). (N=2000)

2011 2012 2014
Contributions provisional data
GDP (V) 15 11 5
Consumption (V) 15 9 5
Investment (V) 55 29 16
Exports (V) 10 5 3
Employment market sector 32 9 2
GDP (P) 23 11 11
CPI 24 8 9
Exports (P) 4 1 2
Contractual wages 18 15 12
Contributions exogenous variables
GDP (V) 73 78 83
Consumption (V) 38 49 66
Investment (V) 16 37 44
Exports (V) 84 89 92
Employment market sector 4 34 56
GDP (P) 39 36 41
CPI 48 67 53
Exports (P) 93 97 94
Contractual wages 28 24 35
Contributions parameters
GDP (V) 7 8 10
Consumption (V) 33 33 24
Investment (V) 25 30 35
Exports (V) 4 5 5
Employment market sector 17 22 27
GDP (P) 12 19 23
CPI 6 7 17
Exports (P) 1 1 2
Contractual wages 25 32 34
Contributions residuals
GDP (V) 6 4 3
Consumption (V) 14 9 5
Investment (V) 4 4
Exports (V) 2 1 1
Employment market sector 46 36 15
GDP (P) 26 33 26
CPI 22 18 20
Exports (P) 1 1 2
Contractual wages 29 28 19
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Conclusions and Recommendations

Uncertainty is an inherent attribute of any macroeconomic forecast. An essential auxiliary task
of a forecasting institute is to provide insight into this uncertainty to its users. To this end, we
have analysed the impact of four sources of uncertainty on the CPB’s macroeconomic forecast
model SAFFIER, viz. uncertainty in provisional data, uncertainty in exogenous variables,
uncertainty in model parameters and uncertainty in error terms of the behavioural equations.

The uncertainty in the model was assessed by means of the Monte Carlo method. For each
source of uncertainty, the standard error was computed as a measure of the resulting uncertainty
in the macroeconomic forecast of the nine most important endogenous variables: gross domestic
product (V, P), private consumption (V), investment (V), exports (V, P), employment and
contractual wages in the market sector, and the consumer price index. Furthermore, the relative
impact of the four sources of uncertainty on the overall forecast error was assessed by computing
the contribution of each source to the total error variance of each endogenous variable.

The results demonstrate that the main contribution to the total error variance of a
four-year-ahead forecast emanates from uncertainty in the exogenous variables. The total error
variance of a short-term forecast is mainly influenced by uncertainty in both the exogenous
variables and the provisional data. Of all nine variables, investment volume is most sensitive to
the four sources of uncertainty. In the medium-term, exports and contractual wages exhibit large
standard errors as well. Error term uncertainty and parameter uncertainty seem to be dominated
by uncertainty in the exogenous variables. Modellers often rely on model adjustments or
reestimations of equations to reduce the uncertainty in their forecasts. Although model
evaluation and adjustments are relevant on their own merits, a reduction of the uncertainty in the
exogenous variables is more pertinent. However, generally these variables are forecasts
themselves, which hampers the reduction of their uncertainty. Moreover, their uncertainty is
mainly attributable to foreign exogenous variables, such as energy and import prices, which are
profoundly difficult to predict.

For future research, we recommend to reconsider the various models of uncertainty. In this
paper, the impact of the various sources of uncertainty is measured by means of their
contribution to the total error variance under the assumptions of model linearity, and linearity
and independence of the sources of uncertainty. Is it possible to relax these assumptions? Can
we determine a simultaneous density function combining the sources of uncertainty or would the
adoption of a bootstrapping approach be useful? Furthermore, are there alternative indicators to
measure the relative impact of the different sources that avoid the restrictions imposed by
linearity and independence?
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Appendix A Decomposition of the total error variance per
source of uncertainty

Table A.1  Contributions per exogenous variable (system) to the total error variance induced by uncertainty

associated with the total set of exogenous variables

Year 1 Year 2 Year 4
Contributions world trade and international prices
GDP (V) 99 97 96
Consumption (V) 70 74 92
Investment (V) 90 92 92
Exports (V) 100 100 100
Employment market sector 98 98 97
GDP (P) 100 100 97
CPI 100 100 98
Exports (P) 100 100 100
Contractual wages 98 96 100
Contributions long-term interest rate
GDP (V) 1 3 4
Consumption (V) 30 26 8
Investment (V) 10 8 8
Exports (V) 0 0 0
Employment market sector 2 2 3
GDP (P) 0 0 3
CPI 0 0 2
Exports (P) 0 0 0
Contractual wages 2 4 0
Contributions share price
GDP (V) 0 0 0
Consumption (V) 0 0 0
Investment (V) 0 0 0
Exports (V) 0 0 0
Employment market sector 0 0 0
GDP (P) 0 0 0
CPI 0 0 0
Exports (P) 0 0 0
Contractual wages 0 0 0
V : Volume
P : Price
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Table A.2  Contributions per initial variable (or system of variables) to the total error variance induced by provi-

sional data uncertainty

Year 1 Year 2 Year 4
Contributions employment
GDP (V) 37 30 17
Consumption (V) 12 29 33
Investment (V) 4 2 1
Exports (V) 5 4
Employment market sector 61 59 59
GDP (P) 15 35 43
CPI 29 26 29
Exports (P) 1 19 41
Contractual wages 34 51 a7

Contributions exports of manufactured goods (volume)

GDP (V) 3 2

Consumption (V) 1

Investment (V) 0 0 0
Exports (V) 34 21 13
Employment market sector 2 3 2
GDP (P) 0 0 0
CPI 0 1 0
Exports (P) 0 0 0
Contractual wages 0 0 1
Contributions exports of manufactured goods (price)

GDP (V) 2 3 8
Consumption (V) 12 6 2
Investment (V) 0 0
Exports (V) 6 6
Employment market sector 0 8
GDP (P) 50 40 15
CPI 31 37 25
Exports (P) 71 62 23
Contractual wages 32 16 5
Contributions investment

GDP (V) 34 41 50
Consumption (V) 10 15 26
Investment (V) 72 79 85
Exports (V) 1 5 12
Employment market sector 12 15 20
GDP (P) 1 19
CPI 0 15
Exports (P) 4 16
Contractual wages 3 10 23
V : Volume

P : Price
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Table A.2  Contributions per initial variable (or system of variables) to the total error variance induced by provi-

sional data uncertainty, continued.

Year 1 Year 2 Year 4
Contributions contractual wages
GDP (V) 3 3 5
Consumption (V) 6 3 2
Investment (V) 2 1 0
Exports (V) 0 0 0
Employment market sector 3 1 0
GDP (P) 17 10 5
CPI 25 21 13
Exports (P) 5 4
Contractual wages 16 6 3
Contributions imports of goods
GDP (V) 7 7 7
Consumption (V) 8 10 12
Investment (V) 15 15 13
Exports (V) 52 61 63
Employment market sector 5 6 4
GDP (P) 2 2 7
CPI 1 0 5
Exports (P) 3 2 4
Contractual wages 4 6 10
Contributions GDP (P)
GDP (V) 1 1 2
Consumption (V) 1 0 0
Investment (V) 0 0 0
Exports (V) 0 0 0
Employment market sector 0 0 1
GDP (P) 8 6 2
CPI 9 8 4
Exports (P) 4 5 3
Contractual wages 5 2 1
Contributions GDP and consumption (V)
GDP (V) 14 13 8
Consumption (V) 50 36 24
Investment (V) 6 3 1
Exports (V) 1
Employment market sector 17 15 6
GDP (P) 4 9
CPI 4 8
Exports (P) 11 8 10
Contractual wages 5 8 11
V : Volume
P : Price
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Table A.3  Contributions per equation group to the total error variance induced by parameter uncertainty

Year 1 Year 2 Year 4
Contributions exports
GDP (V) 63 52 44
Consumption (V)
Investment (V) 3 6 6
Exports (V) 90 80 76
Employment market sector 1 8 10
GDP (P) 2
CPI 14 5 2
Exports (P) 17 13 6
Contractual wages 6 3 3
Contributions consumption
GDP (V) 14 13 12
Consumption (V) 90 85 70
Investment (V) 0 1 1
Exports (V) 0 1 0
Employment market sector 0 1 1
GDP (P) 3 3 6
CPI 3 5 6
Exports (P) 1 1 10
Contractual wages 1 1 12
Contributions imports
GDP (V) 4 3 3
Consumption (V) 0 0 0
Investment (V) 0 0 0
Exports (V) 0 0 0
Employment market sector 0 0 1
GDP (P) 1 0 0
CPI 1 1 0
Exports (P) 1 0 0
Contractual wages 0 0 0
Contributions production function (short-term)
GDP (V) 19 29 30
Consumption (V) 2 1 4
Investment (V) 96 93 90
Exports (V) 7 13 5
Employment market sector 95 85 71
GDP (P) 23 14 7
CPI 27 16 7
Exports (P) 35 29 3
Contractual wages 15 8 6
V : Volume
P : Price
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Table A.3  Contributions per equation group to the total error variance induced by parameter uncertainty, con-

tinued.

Year 1 Year 2 Year 4
Contributions wage equation
GDP (V) 0 2 11
Consumption (V) 5 10 20
Investment (V) 0 1 3
Exports (V) 2 18
Employment market sector 4 5 17
GDP (P) 64 79 84
CPI 53 73 85
Exports (P) 46 58 80
Contractual wages 79 87 78
V : Volume
P : Price
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Table A.4  Contributions per residual (group) to the total error variance induced by the residual uncertainty

Year 1 Year 2 Year 4
Contributions contractual wages + employment
GDP (V) 6 52 28
Consumption (V) 13 54 75
Investment (V) 18 24 52
Exports (V) 34 75 74
Employment market sector 99 95 96
GDP (P) 33 43 66
CPI 18 30 70
Exports (P) 51 74 80
Contractual wages 73 78 82
Contributions private consumption + exports of services (P)
GDP (V) 2 10 52
Consumption (V) 4 6
Investment (V) 5 5 1
Exports (V) 1 1
Employment market sector 0 0
GDP (P) 63 56 31
CPI 79 69 27
Exports (P) 8 13 15
Contractual wages 23 21 12
Contributions labour supply
GDP (V) 0 0 1
Consumption (V) 0 0 0
Investment (V) 0 0 1
Exports (V) 0 0 3
Employment market sector 0 0 1
GDP (P) 0 0 2
CPI 0 0 2
Exports (P) 0 0 2
Contractual wages 0 1 3
Contributions consumption excluding fixed charges
GDP (V) 6 3 1
Consumption (V) 76 33 10
Investment (V) 1 1 0
Exports (V) 0 0 0
Employment market sector 0 0 0
GDP (P) 0 0 0
CPI 0 0 0
Exports (P) 0 0 0
Contractual wages 0 0 0
V : Volume
P : Price

56



Table A.4  Contributions per residual (group) to the total error variance induced by the residual uncertainty,

continued.

Year 1 Year 2 Year 4
Contributions exports of services
GDP (V) 16 6 3
Consumption (V) 1 1 1
Investment (V) 4 4 0
Exports (V) 2 1 0
Employment market sector 0 1 0
GDP (P) 1 0 0
CPI 1 0 0
Exports (P) 1 0 0
Contractual wages 1 0 0

Contributions exports of domestic origin

GDP (V) 15 7 3
Consumption (V) 1 2
Investment (V) 5 5 1
Exports (V) 54 16 9
Employment market sector 0 1 1
GDP (P) 1 0 0
CPI 1 0 0
Exports (P) 4 1 0
Contractual wages 1 0 0
Contributions price of exports excluding energy

GDP (V) 1 1 2
Consumption (V) 0 0 0
Investment (V) 0 0 0
Exports (V) 4 4 7
Employment market sector 0 0 0
GDP (P) 1 0 0
CPI 0 0 0
Exports (P) 27 6 1
Contractual wages 0 0 0
Contributions investment of the private sector

GDP (V) 1 1 3
Consumption (V) 0 0 0
Investment (V) 53 48 44
Exports (V) 0 0 2
Employment market sector 0 0 0
GDP (P) 0 0 0
CPI 0 0 0
Exports (P) 0 0 0
Contractual wages 0 0 0
V : Volume

P : Price
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Table A.4  Contributions per residual (group) to the total error variance induced by the residual uncertainty,

continued.

Year 1 Year 2 Year 4
Contributions investment by companies in outillage etc.
GDP (V) 0 0 0
Consumption (V) 0 0 0
Investment (V) 0 0 0
Exports (V) 0 0 0
Employment market sector 0 0 0
GDP (P) 0 0 0
CPI 0 0 0
Exports (P) 0 0 0
Contractual wages 0 0 0
Contributions imports
GDP (V) 53 19 7
Consumption (V) 3 2 3
Investment (V) 13 13 1
Exports (V) 5 3 1
Employment market sector 0 3 1
GDP (P) 1 0 1
CPI 2 0 1
Exports (P) 9 5 1
Contractual wages 2 0 1
Contributions wealth of domestic dwellings
GDP (V) 0 0 0
Consumption (V) 1 3 1
Investment (V) 0 0 0
Exports (V) 0 0 0
Employment market sector 0 0 0
GDP (P) 0 0 0
CPI 0 0 0
Exports (P) 0 0 0
Contractual wages 0 0 0
V : Volume
P : Price
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Appendix B How to generate a sample from the
multinormal distribution?

Our Monte Carlo experiments require several samples generated from a multivariate normal
distribution. Although most programming languages do not facilitate direct sampling from this
distribution, a sample can easily be derived when the language contains a standard normal
univariate number generator. In this box, we demonstrate this approach.

Let Z be a multivariate normal distributed random vector with mearand covariance
matrix, Q, Z ~ N(u, Q). The covariance matrixX2, is symmetric and positive definite.
Consequently, the matr® is invertible and can be decomposed using a Cholesky
decomposition. There exists anx n matrixH such thaQQ 1 = HTH.

We apply this decomposition matriki, by formulating the transformation
Z=H1U+yu, (B.1)

whereU = (Uy,..,U,)" denotes a stochastic random vectoRihwith independent normally
distributed elements,
Ui ~ N(0,1). The density of the stochastic vectdreads,

fu(u) = (27)" 2" exp(—;uTu) :

Here we used that the elementdbére independent and identically distributed, and that the
density of a standard normal stochast is definetlgsi) = (27) %2 exp(—u?/2). We will
demonstrate that the transformation (B.1) yields a random v&ctdnich is multivariate normal
distributed with meam and covariance matrif.

We recall the following theorem.

Proposition 2. Consider two stochastic vectaxsandY related by the transformation
Y =h(X). (B.2)
Their densities satisfy

(B.3)

09 =ty (00| 3¢ .

IX
where % and f, are the densities of the stochastic vectdrand, and,|%| is the
determinant of the Jacobian of the transformation (B.2) given by

ohy o ahg

%1 %
on _ ]
X )

ohy ohy
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We apply this theorem to the transformation (B.1) by first rewriting this equation to

U =H (Z — u). For the density of the random vec®ywe then find
fz(2) = fu (H(Z—w)) H. (B.4)
Substituting the density functiofy, into equation (B.4) gives
f2(2) = (@) " Hlexp( 5 (H(Z ) (HZ- )
- (Zﬂ)%”IQI%exp(—;(Z—N)TQl(Z—u)) (8.5)

This resulting density indeed resembles the density of a multivariate normal distributedZ/ector
with meanu and covariance matri.
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Appendix C Estimation of systems of equations

When estimating a system like (4.10) and (4.11), we regularly rely on a two-step method. First,
we estimate the long-term valueyif(t) of the endogenous variabley(t) by regressing Ig(t)

on the explanatory variables (t). This stage results in the approximated equilibrium value

Iny* = (X 1) B wherep = (ﬁ] 6) with g = ((Xn O (Xt z))il(xn )T Iny, and

7i(t) = Iny(t) — Iny*(t). : denotes a vector with every element equal to 1. In the second stage,
we substitutej (t — 1) as a regressor in the short-term equation and estifiga®de by
regressing/(t) onxs(t) and7(t — 1). This yields the parameter estimafsandz.

A straightforward approach for estimating the covariance matrix associated with the
parameterﬁt, Bst andz would be to apply the OLS covariance matrices resulting from the
separate stages in the estimation proééssnder well-known assumptions, the OLS covariance
matrix estimator is consistent. We rewrite our two-step method in matrix notation, which yields

Zi = Xifie +V, (C.1)
Zst = XstPst+ e+ U, (C.2)

wherezy = (Iny(ty),Iny(t2),...Iny(ta )T, zst = (Y(t1),Y(t2), ...yt )T,

n=(zt(ty—1) —Z(tp — 1),..,2zt(th — 1) — Z¢ (tn — 1)) " andu andv are the residual vectorX
andXs are matrices with row, x (t)" andxs(t;)" respectively. Adopting the OLS covariance
matrix estimator for the separate OLS stages as estimators for the covariance mafi]ic@tof

ande, we find

Var (Be) =f () (€3)
Var (o) =& (04 1) 04 7)) 4

Unfortunately, these matrices are not consistent. The special character of the two-step
method compromises the consistency of the covariance matrices, as is shown in e.g. Davidson
and MacKinnon (2004) for a regular 2SLS formulation and for more specific examples as ours
in Pagan (1984). Normally, the covariance matrices can be corrected to yield a consistent
estimate, see again Davidson and MacKinnon (2004) and Pagan (1984). In macroeconomic
modelling, consistency of an estimator is important though not decisive. A good fit and plausible
coefficients are more critical.

Besides inconsistency, our system incorporates some additional problems. The endogenous
variables Iry andy in the first and second stage are differentially related and therefore the

13 Recall that the covariance matrix of a parameter estimate E for a regular OLS estimation of a system, y = X + U, with
y € R" a vector of n observations, X a nxk-matrix containing k columns corresponding with the k regressors, 8 a vector
containing the k parameters and u a vector of n residuals, is given by Varg. s (ﬁ) =2 (XTX)71 with

§? = nflk ztnzlﬁtz andl = Mxu. We assume that the error-terms are independently and identically distributed with mean

zero and unknown variance o2
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two-step method might not be appropriate to estimate the parameters in equations (4.10)
and (4.11). It can occur that the parameter estimaigrﬁ; ande are inconsistent, as the first
stage does not resolve all endogeneity between the error term and the regressors in the second
stage. Note that, for a regular 2SLS system, consistency of the parameter estimators can easily
be proven under the exogeneity assumption, see e.g. Davidson and MacKinnon (2004).

A second method applied when estimating parameters in systems (4.10) and (4.11) concerns
a simultaneous equation approach. The long- and short- term equation are estimated

simultaneously using non-linear least-squares. We estimate
z=X(Br, Pst, €) + U, (C.5)

wherez = (y(t1), ..y (tn)) ", X(B, Bt €) = (X (Bt Bots €) ;- Xs, (B, Bty €)) " with

X (Bit. Bst €) = Xg(t1)Bst— € (Iny(t — 1) —x{ B — €), andu = (u(t1), ., u(tn))". Assuming that

the error ternu is independent and identically distributed with mean zero and unknown variance
o2, we can derive a consistent estimator of the covariance nﬁtﬂ><[§t7f3;,§)T,

Var(§) = (X7X) - (C.6)
where
Sz_rm—k.:lgt—ltzlatz_r,_k,ti@_lt;(ztxt(ﬁ))z, €.7)

andX = X (), which denotes anxk matrix with rowX () containing the partial derivatives of
% (B) with respect tg3. Again, we can question whether the error teurand the regressors
satisfy the exogeneity assumption. If not, the covariance matrix given in (C.6) is inconsistent.
However, based on similar arguments as before, we apply (C.6) as an estimator of the covariance
matrix of the parametq? whenever we use NLS for its estimation.

Finally, we sometimes use three-stage least squares (3SLS). In that case, we focus on
system (C.8) and (C.9),

Ziy = Xtfit +V, (C.8)

Zst = XstBst+ne + U, (C.9)

wherez;; = (Iny*(tz),Iny*(t2), .., Iny*(tn)) T, and

n=(z(t1—1)—z(t1—1),..,2t(th — 1) — Z; (tn — 1))T andu andv are the residual vectors. This
system differs from (C.1)—(C.2) as the short-term and long- term parameters are investigated
simultaneously as is made explicit by the treatment of the error correction term. This error term
is no longer fully determined before estimating the short-term equation. We assume that the
error termsy andu are correlated and that there might exist both heteroskedasticity and
contemporaneous correlation in the residuals.(L.elenote the covariance matrix between the
residualsu andv. Furthermore, we assume that the regress®,sXs andn might be correlated

with the error termsl andv. Moreover, the exogeneity assumption is not satisfied.
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We first estimate system (C.8)— (C.9) using a 2SLS (generalised instrumental variable) method.
The resulting 2SLS residualsandV are subsequently applied to derive an estimate of the
covariance matrix ofi andv. Substitution of this matrix into the efficient GMM estimator of
system (C.8)— (C.9) results in the parameter estirﬁfe@g: (ﬁt3SLS,B;GSLS,EgsLS>. For a
thorough description of the 3SLS-technique, we refer to Davidson and MacKinnon (2004).

The catch is in the identification of appropriate instruments for the 2SLS stage. The choice of
a particular instrument is often based on the literature. The covariance matrix of the 3SLS

estimator is consistent and can be used in a description of parameter uncertainty.
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