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Abstract

Carbon emissions and real GDP are strongly correlated over the U.S. business cycle.

This relationship suggests that macroeconomic shocks inducing cyclical fluctuations in

output should also account for the cyclical behavior of emissions and motivates our

analysis. We begin by expanding the set of technology shocks in a popular emissions-

augmented dynamic stochastic general equilibrium model from the literature, and show

that the model generates positive emissions-GDP comovements to each shock through

distinct channels. We then estimate the emissions’ response to empirically identified

technology shocks using structural vector autoregressions (SVARs). Using the SVARs,

we also rank the shocks in terms of explaining the emissions’ forecast error variation.

While emissions tend to rise gradually after most shocks, consistent with their theoret-

ical counterparts, the impulse responses are not statistically significant. Unanticipated

technology shocks account for less than 10 percent of the variation in emissions. By

contrast, anticipated investment technology shocks account for 25 percent of the varia-

tion. Government spending and monetary policy shocks account for less than 1 percent.

Importantly, close to two thirds of the variation in emissions appears to be due to a

structural shock not yet identified in the literature.
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1 Introduction

It is well-documented that U.S. carbon dioxide (CO2) emissions are strongly procyclical

(Heutel (2012) and Doda (2014)).1 The contemporaneous correlation between the cyclical

components of real GDP and emissions using quarterly data for the last 40 years is 0.64 and

statistically significant (Figure 1). This relationship suggests that macroeconomic shocks

inducing cyclical fluctuations in output should also account for the cyclical behavior of emis-

sions. In this paper, we draw on the empirical macroeconomics literature that has identified

a variety of such shocks as potential sources of business cycles to provide a quantitative

assessment of the emissions-GDP comovement.

Our paper is motivated by—and informs—the recent literature on optimal environmental

policy under uncertainty due to fluctuations in economic activity, which has received in-

creased attention in the aftermath of the financial crisis of 2008. As emphasized in Bowen

and Stern (2010), since business cycles are difficult to predict, a better understanding of their

sources can help improve environmental policy readiness and implementation during expan-

sions and recessions. In this context, a growing literature uses calibrated dynamic stochastic

general equilibrium models to prescribe optimal environmental policy over the business cycle

(hereafter, E-DSGE models) (Fischer and Springborn (2011), Heutel (2012)).2

Using quarterly U.S. data for 1973–2016, we study the response of emissions to four promi-

nent technology shocks, also viewed as “supply shocks” to GDP. We start with the unantici-

pated and anticipated neutral technology (NT) shocks as in Gaĺı (1999) and Barsky and Sims

(2011). We also consider the unanticipated and anticipated investment-specific technology

(IST) shocks as in Fisher (2006) and Ben Zeev and Khan (2015).

To the best of our knowledge, we are the first to document the empirical response of emis-

sions to the primary macroeconomic shocks whose role in driving U.S. aggregate output

fluctuations has been extensively documented in the literature. Importantly, we provide

a comparison between the estimated impulse responses with their theoretical counterparts

using an E-DSGE model that features all four technology shocks. Additionally, we assess

the importance of each macroeconomic shock in accounting for the forecast error variation

(FEV) in emissions, which can guide researchers developing E-DSGE models towards shocks

that are important contributors to the variation in emissions.

1We refer to carbon dioxide emissions interchangeably as “carbon emissions” or “emissions”.
2See also Chang et al. (2009), Angelopoulos et al. (2010), Fischer and Springborn (2011), Lintunen and

Vilmi (2013), Fischer and Heutel (2013), Grodecka and Kuralbayeva (2014), Roach (2014), Annicchiarico
and Di Dio (2015), and Dissou and Karnizova (2016). Fischer and Heutel (2013) provide a succinct overview
of this literature.
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The contribution of our paper is not limited to the E-DSGE literature. If a particular

structural macroeconomic shock identified in the U.S. data is viewed as an important source

of the business cycle then it should also (i) generate a positive comovement between output

and emissions, consistent with the large positive correlation observed in the data, and (ii)

account for a considerable share of the cyclical variation in emissions. Hence, the estimated

response of emissions to a shock and the FEV of emissions offer a novel check on that shock’s

importance for the fluctuations in the U.S. economy. Our empirical analysis provides such a

check.

We begin by presenting an E-DSGE model that augments Heutel (2012) along two dimen-

sions. First, in addition to the unanticipated NT shock, we include the unanticipated IST

and the two anticipated technology shocks that have not been studied in the E-DSGE lit-

erature to date. Second, we include capital utilization and investment adjustment costs

necessary for understanding the propagation of anticipated shocks as stressed in Jaimovich

and Rebelo (2009). The model explains how the different technology shocks affect output

and emissions. It also delivers theoretical impulse response functions that we can compare

with their estimated empirical counterparts. As a preview of our findings, the technology

shocks produce hump-shaped responses of output and emissions indicating a strong positive

correlation between these two variables.

We then proceed to the empirical identification of the technology shocks and determine their

effects on emissions. We start with a simple and informative analysis based on a bivariate

Vector Autoregression (VAR) of GDP and emissions. This exercise establishes how emissions

respond to a shock to GDP without imposing any structural restrictions, which we term the

“reduced-form” GDP shock. Emissions increase in a hump-shaped manner after a positive

shock to GDP; the response is highly statistically significant. This strong comovement of

output and emissions after the reduced-form GDP shock reflects the unconditional large

positive correlation between emissions and output over the business cycle.

Next, we identify the technology shocks using structural VAR (SVAR) specifications and

identification restrictions from the empirical macroeconomics literature, and examine the

effects of each identified shock on emissions. Following well-established methodologies, we

identify the unanticipated NT and IST shocks using long-run restrictions, and the anticipated

NT and IST shocks using medium-run restrictions.

Our estimated impulse responses show that emissions increase on impact after a positive

one-standard deviation unanticipated NT shock in a persistent manner, as does output.

This positive comovement between output and emissions is also confirmed using conditional
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correlations. However, the response of emissions is not statistically significant. The FEV

share of the unanticipated NT shock in the case of emissions is quite small and ranges

between 4 and 7 percent over the 5-year horizon we consider.

Emissions increase on impact after a positive unanticipated IST shock and reach a peak

response after 4 quarters. Subsequently, the response declines gradually but remains positive.

The response is also not statistically significant. The shock generates a positive comovement

between output and emissions, and accounts for about 10 percent of the emissions’ FEV.

Hence, the unanticipated IST shock is somewhat more important than the unanticipated

NT shock in explaining the variation in emissions.

Emissions fall on impact after an anticipated NT shock, and then gradually increase in a

hump-shaped manner, turning positive by the third quarter. The response remains statis-

tically insignificant throughout the 5-year horizon, and the shock accounts for less than 7

percent of the of the emissions’ FEV. Therefore, similar to the unanticipated NT shock, its

role in explaining the cyclical variation in emissions is limited.

Emissions rise in a hump-shaped manner after an anticipated IST shock. Although the im-

pact response is muted and statistically insignificant, the peak response with a 4-quarter lag

is similar to the peak response after an unanticipated IST shock. The shock generates a

positive comovement between emissions and output, as observed in the data. Importantly,

the anticipated IST shock accounts for about 25 percent of emissions’ variation. As a bench-

mark, the reduced-form GDP shock from the bivariate VAR accounts for up to 36 percent

of the variation in emissions. Thus, within the set of the four technology shocks, the antic-

ipated IST shock turns out to be the most important source of the business-cycle variation

in emissions. This finding lends strong support to its inclusion in E-DSGE models among

the set of technology shocks.

Although the positive emissions responses to technology shocks in the E-DSGE model are

consistent with their estimated empirical counterparts, especially beyond the impact period,

the shapes of the impulse responses are quite different. In particular, the empirical responses

to unanticipated NT and IST shocks are persistent but not hump-shaped as in the E-DSGE

model. On the other hand, the empirical responses to anticipated technology shocks display

a somewhat muted hump shape, qualitatively consistent with their counterparts in the E-

DSGE model.

We conclude our analysis with the response of emissions to two widely studied policy shocks

that are viewed as “demand shocks” to GDP. We consider the monetary policy shocks

(Christiano et al. (1999)) and government spending shocks (Blanchard and Perotti (2002)),
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identified using short-run restrictions. We find that emissions decrease over the first three

quarters after each of the two policy shocks, and the responses are not statistically significant.

Both shocks account for a negligible amount of the emissions’ FEV. Thus, neither monetary

policy nor government spending shocks are important sources of the variation in emissions.

Overall, the FEV analysis establishes an important point: nearly two-thirds of the variation

in emissions is not accounted for by the structural shocks commonly considered in macroe-

conomic models. Put differently, close to two thirds of the variation in emissions is due to

a structural shock not yet identified in the literature. This finding raises caution for deter-

mining optimal environmental policy using E-DSGE models that rely on shocks accounting

for a small share of the cyclical variation in emissions.

The remainder of the paper is organized as follows. In Section 2 we present the E-DSGE

model with four types of technology shocks, which provides impulse response functions that

serve as theoretical benchmarks to their empirical counterparts. In Section 3, we provide an

overview of the types of structural shocks we consider along with the identification method-

ology. In Section 4, we discuss the empirical results. Section 5 concludes. The Appendix

contains additional details for our E-DSGE model, the identification of the structural shocks,

and the data.

2 An Environmental-DSGE Model

We consider an Environmental-DSGE (E-DSGE) model that extends Heutel (2012) to in-

clude four types of technology shocks along with the necessary features to accommodate

anticipated shocks. The unanticipated IST and the anticipated IST and NT shocks have not

been introduced in the previous E-DSGE literature.

In particular, the current stock of emissions, Xt, is assumed to have a negative effect on

output that is captured by a damage function D(Xt) with 0 < D(Xt) < 1, D′(Xt) > 0, and

D′′(Xt) > 0. The stock decreases at rate η. Domestic emissions (Mt), as well as emissions

from the rest of the world (M row
t ), contribute to the current pollution stock. Domestic

emissions are positively related to output via H(Yt) and negatively related to the abatement

rate 0 < µt < 1. The abatement rate µt is determined by the share of abatement expenditures

in output given by G(µt) = Zt/Yt, after setting the price of abatement to one.

Social Planner

Using Ct to denote consumption, Kt to denote capital, UK
t to denote capital utilization, and
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It to denote investment, the social planner chooses {Ct+s, UK
t+s, Kt+1+s, It+s, Xt+1+s, µt+s},

s = 0, 1, ...,∞ to maximize the expected discounted lifetime utility of a representative agent

subject to a series of constraints

Et
∞∑
s=0

βsU(Ct+s) (1)

Yt = (1−D(Xt))A1,tF (UK
t , Kt) (2)

Xt+1 = ηXt +Mt +M row
t (3)

Zt = G(µt)Yt (4)

Yt = Ct + It + Zt (5)

Kt+1 = (1−D(UK
t ))Kt + A2,t

(
1− S

(
It
It−1

))
It (6)

Mt = (1− µt)Y 1−γ
t (7)

lnA1,t = ρ1 lnA1,t−1 + ε1,t + ε41,t−4 (8)

lnA2,t = ρ2 lnA2,t−1 + ε2,t + ε42,t−4. (9)

The innovations εj,t and ε4j,t−4 are independent normal with variances σ2
j , σ

2
j,4 for j = 1, 2.

The innovations ε41,t−4 and ε42,t−4 denote news about technology and investment received at

period t−4. The function S (It/It−1) captures investment adjustment costs (IACs) associated

with changes in the flow of investment.

The production function is F (UK
t , Kt) = (UK

t Kt)
α. Following Heutel, we assume an isoelastic

utility function of the form U(Ct) = C1−θc
t /(1−θc). The specification for endogenous capital

depreciation, D(UK
t ) = δ ×

(
UK
t

)φ
, follows Burnside and Eichenbaum (1996). The function

for IACs is S (It/It−1) = ψ× (It/It−1 − 1)2 as in Christiano et al. (2005). The specifications

for the abatement rate, G(µt) = θ1µ
θ2
t , and the damage function, D(Xt) = d2X

2
t +d1Xt+d0,

are identical to those in Heutel. Section A.1 and Section A.2 present the necessary optimality

conditions and the details regarding the calibration of model parameters, respectively.

Figure 2 shows the impulse responses of output to the technology shocks for our calibrated

E-DSGE model. Figure 3 shows the same impulse responses for emissions. The optimal

levels of output and emissions in the E-DSGE model increase after each of the four types

of shocks and the shapes of the output and emissions impulse responses are similar for each

shock. In particular, emissions increase during an expansion in a hump-shaped manner, and
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the mechanism that generates this pattern resembles the mechanism in Heutel’s model.3

More specifically, the productivity shocks we consider have two offsetting effects on the

optimal level of emissions. On one hand, a positive shock increases wealth, leading to

an increase in demand for a clean environment and lower pollution. This wealth effect

decreases emissions. On the other hand, a positive shock also creates a price effect. It raises

the marginal productivity of capital, which increases the opportunity cost of spending on

pollution abatement as opposed to investing in capital, making abatement relatively more

expensive. This price effect, which is strengthened by an increase in capital utilization in

our model, leads to an increase in emissions. For the model calibration in Table 5, the price

effect dominates the wealth effect leading to an increase in the optimal level of emissions.

Hence, emissions are procyclical in the case of a social planner (SP).

Decentralized Economy

Emissions are also procyclical in the case of a decentralized economy (DE).4 This result has

already been shown for the neutral technology shock in Heutel (2012). The reason is that

the optimal level of emissions tracks the level of output closely. During expansions following

a positive productivity shock, emissions increase because abatement becomes relatively more

expensive. This increase in abatement costs holds not only for the neutral technology shock

in Heutel’s model, but also for the other three technology shocks in our model. Additionally,

because externalities are not fully internalized in the DE case, emissions will be even more

procyclical than in the SP case. Thus, the only difference in the optimal response of emissions

to a positive productivity shock between the SP and the DE case is their size (“degree of

procyclicality”) and not their sign. As a result we can achieve our main objective, which

is to show procyclicality of emissions in an E-DSGE model, using either the SP or the DE

setup. We opted for the SP setup because it is relatively more succinct. Our choice does not

affect the statements we make when we contrast the empirical and theoretical responses of

emissions.

Emissions externality on households

In the E-DSGE model, pollution (emissions) are a by-product and have a negative effect

on output. It is also conceivable that emissions have a negative effect on households. Even

3 The E-DSGE model produces hump-shaped response of output and emissions to technology shocks
because of frictions due to IACs. Jaimovich and Rebelo (2009) have shown that IACs help improve the
business-cycle properties of DSGE models in the presence of news shock proposed by Beaudry and Portier
(2006).

4In the DE case, the solution of the Ramsey problem takes into account the first-order conditions asso-
ciated with firm and household optimal behavior.
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when we account for the negative externality of pollution on households, the E-DSGE model

continues to deliver procyclical responses of emissions to shocks in the SP case because

output always increases upon impact. Only the degree of procyclicality of the responses is

dampened relative to the baseline setup that does not account for such an externality on

households.

To provide some intuition, consider a modified version of our isoelastic utility function

that accounts for the negative externality of pollution on households, namely, U(Ct, Xt) =

C1−θc
t /(1− θc)−X1−θx

t /(1− θx). In the case of this modified utility function, only the first

order condition for the optimal pollution stock given by (18) in Section A.1 changes. In

particular, and economizing on notation, the modified version of (18) is given by

Q̄t = Et
{
β
(
Wt −

Cθc
t

Xθx
t+1

)}
, (10)

whereWt is equal to the right-hand side of (18) excluding the discount factor. Additionally,

Q̄t ≡ λ3,t/λ1,t with λ1,t and λ3,t being the Lagrange multipliers for the resource constraint

in (5), and the equation describing the pollution stock decay in (3), respectively. The term

−Cθc
t /X

θx
t+1 in (10) captures the dampening of the shadow value of the stock of pollution in

this modified SP setup that accounts for the negative externality of emissions on households

which, in turn, delivers a less procyclical response of emissions relative to our baseline case

in which emissions do not enter the households’ utility function.

3 Macroeconomic Shocks and Emissions

In this section, we present the set of shocks considered and review the underlying identifica-

tion approach for each of them. Since we borrow from the existing literature, we provide a

succinct discussion of the identification restrictions and leave the details for the interested

reader in Section A.3.

Reduced-form and structural VARs

We begin with a simple VAR analysis without imposing any structural restrictions – hence,

“reduced-form” – and consider a bivariate specification using real GDP and emissions. This

specification serves as an informative starting point for two reasons. First, it allows us to

determine how strongly emissions respond to a GDP shock. Second, it gives a precise sense of

how much of the forecast error variation (FEV) in emissions is due to the GDP shock. Since
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the reduced-form GDP shock is essentially a combination of identified structural business-

cycle shocks, we can compare the FEVs of any particular structural shock to assess its

importance relative to the GDP shock.

We next examine the response of emissions to business-cycle shocks with a structural in-

terpretation drawing on the literature that estimates shocks using identification restrictions

within an SVAR framework, as in Shapiro and Watson (1988) and Blanchard and Quah

(1989). In particular, we select four types of technology shocks that are ubiquitous in

macroeconomic models currently used to study business cycles: unanticipated neutral tech-

nology (NT) shocks, unanticipated investment-specific technology (IST) shocks, anticipated

NT shocks, and anticipated IST shocks.5 To be clear, our focus is not on parsing the merits

and drawbacks of the empirical approaches behind the identification of each of these shocks

but rather take them as standard methods in the business-cycle literature.

Each macroeconomic shock requires a particular SVAR specification and an identification

restriction. We consider specifications from the existing empirical macroeconomics literature

and introduce emissions to answer the main empirical questions posed in this paper. Table 1

summarizes the VAR specifications (top panel) and the identification restrictions (bottom

panel) considered. Table 2 provides a short description of the variables included in the VARs.

Identification

To identify the reduced-form GDP shock, we orthogonalize the shocks in the VAR with

output and emissions using the standard Choleski decomposition of the variance-covariance

matrix. We identify the unanticipated NT shock as the shock that has a permanent effect on

labor productivity in the long run (Gaĺı (1999)). Similarly, we identify the unanticipated IST

shock as the shock that has a long-run permanent effect on the relative price of investment

(Fisher (2006)). In both of these SVAR specifications, we include the nominal consumption-

to-output (Cn
t /Y

n
t ) and nominal investment-to-output (Int /Y

n
t ) ratios to mitigate the biases

associated with long-run restrictions (Erceg et al. (2005)).

Turning to anticipated shocks, we use medium-run identifying restrictions. The anticipated

NT shock maximizes the FEV of observed total factor productivity (TFP) over a medium

run (10 quarters) horizon and is orthogonal to contemporaneous TFP (Barsky and Sims

(2011)). The anticipated IST shock maximizes the FEV of investment-specific technology

over the same horizon and it is orthogonal to both contemporaneous IST and TFP (Ben

Zeev and Khan (2015)). The investment-specific technology is measured as the inverse of

5We refer to Ramey (2016) for a detailed discussion of all four technology shocks. Section 4 in Stock and
Watson (2016) provides a very informative exposition of identification of shocks in structural VARs.
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the relative price of investment.

4 Empirical Analysis

Following a brief overview of the data, we present the impulse responses of emissions to the

reduced-form and structural identified shocks. We then present the share of the emissions’

FEV explained by the shocks.

Data

We use quarterly U.S. data for 1973Q1–2016Q3. All macroeconomic data are publicly avail-

able from the Federal Reserve Economic Data (FRED) and the Bureau of Economic Analysis.

The data on emissions are publicly available from the Energy Information Administration

(EIA). The details regarding the construction of our relevant series with FRED mnemonics,

when applicable, are provided in Section A.4.

Emissions cyclicality and impulse responses

In Figure 1, we plot the cyclical components of emissions and output, which we extracted

using the Hodrick-Prescott (HP) filter. The peaks during expansions and the troughs during

recessions for both series are easily identified. The positive comovement of cyclical emissions

with cyclical output is clear. The unconditional correlation between emissions and output

is 0.64 and highly significant with a p-value less than 0.01.6 This confirms the well-known

emissions-GDP comovement for our sample period. We also note that GDP Granger-causes

emissions but emissions do not Granger-cause GDP at conventional significance levels. The

p-values of the associated Wald tests are less than 0.01 and equal to 0.11, respectively.

Therefore, movements in GDP predict emissions.

Figure 4 shows the impulse response of emissions to a positive one standard deviation GDP

shock based on the reduced-form VAR.7 Panel (a) shows that emissions increase in a hump-

shaped manner after a positive GDP shock and the response is highly statistically significant.

Panel (c) shows that output also increases in a hump-shaped manner after the shock. Thus,

we observe that both emissions and output move together conditional on the GDP shock.

The finding reinforces the unconditional positive correlation between emissions and output

observed over the business cycle.

6Consistent with Heutel (2012) and Doda (2014), emissions are cyclically more volatile than GDP. The
standard deviation of cyclical emissions is 2.3% compared to 1.5% for output.

7We construct confidence bands obtained by connecting confidence intervals for individual impulse re-
sponses.
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We next consider the set of structural shocks obtained using the identification restrictions

described in the previous section. We begin by examining the response of GDP to these

structural shocks to establish that they indeed move output in the expected direction.8 In

all four panels of Figure 5, we plot estimated responses to an orthogonalized expansionary

shock of size equal to one standard deviation. For all four shocks, output (GDP) increases

on impact. For the unanticipated NT shock, there is a permanent positive effect on output.

However, the 2 standard-deviation (2-SD) confidence bands show that the response is not

statistically significant at all horizons. The unanticipated IST shock has a slightly declining

response after the 2nd quarter that is also not statistically significant. The anticipated tech-

nology shocks, by contrast, imply a statistically significant hump-shaped output response.

In the case of the anticipated NT shock, the response peaks at horizons of 4–6 quarters. For

the anticipated IST shock, the response peaks at slightly longer horizons (6–8 quarters).

Figure 6 shows the estimated impulse responses of emissions to the four identified technol-

ogy shocks. Starting with the unanticipated NT shock, emissions increase on impact and

gradually rise further for horizons up to 4 quarters before they exhibit a slightly declining

pattern. In the case of the unanticipated IST shock, emissions increase on impact and the

responses reach a peak at a horizon of 3 quarters. Subsequently, we see a declining pattern

similar to the one for the unanticipated NT shocks. The impulse responses of emissions to

both type of unanticipated technology shocks are not statistically significant.

In the case of anticipated shocks, emissions decrease on impact after an anticipated NT

shock and then rise gradually, reaching a peak after 4 quarters. The response, however,

is not statistically significant, both on impact and for longer horizons. Emissions do not

respond on impact to an anticipated IST shock but they increase gradually in the first

couple of quarters before exhibiting a slow declining pattern. The responses are also not

statistically significant.

The positive impact response of emissions in the E-DSGE model to unanticipated NT and

IST shocks is qualitatively consistent with their empirical counterparts in Figure 6.9 The

positive impact responses to anticipated shocks in the E-DSGE model, however, differ from

the negative or zero empirical impact responses after anticipated NT and anticipated IST

8We do not report the responses to variables other than output for two reasons. First, the response of
variables other than output and emissions are not of direct interest given the objective of our paper. Second,
the responses to other variables (e.g., hours) are similar to those reported in the published literature cited
above. The responses to other variables are available upon request.

9The E-DSGE model has persistent but stationary shocks whereas the long-run restrictions identifies a
permanent shock. This difference does not have any material effect in the interpretation. Even if we increase
the persistence of shock from 0.95 to 0.99 (near unit root), the impulse responses in the E-DSGE model look
similar to the ones in Figure 3.
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shocks. Setting aside the impact effects, the positive responses of emissions in the model are

qualitatively consistent with the estimated ones.

Conditional correlations and forecast-error variances

The positive comovement between emissions and output is also confirmed by examining the

correlation between output and emissions conditional on a particular technology shock as

in Gaĺı (1999). Table 4 shows that unanticipated NT, unanticipated IST, and anticipated

IST shocks generate a strong positive conditional correlation between emissions and output

that is slightly higher than the unconditional correlation of 0.64. The anticipated NT shock

generates a slightly lower correlation of 0.42. This lower correlation is in part driven by the

negative impact response of emissions shown in Figure 6.

Table 3 shows the share of the emissions’ FEV explained by the GDP shock from our reduced-

form VAR, as well as by the technology and policy shocks for horizons up to 5 years. An

immediate observation is that the reduced-form GDP shock accounts for 36 percent of the

variation in emissions at horizons of two years or longer.10 This FEV share serves as a useful

reference in comparing the contributions of structural shocks to the variation in emissions

over the business cycle. For example, if the reduced-form GDP shock was entirely due to a

particular technology shock then we would expect the FEV of that technology shock to be

the same as that of the reduced-form GDP shock. To the extent that different technology

and policy shocks influence GDP, we would expect the FEV share of each individual shock

to be less than 36 percent.

Several clear patterns emerge regarding the share of emissions’ variance explained by the

shocks across different forecasting horizons. First, the unanticipated NT shock explains a

small share of the emissions variance, between 4 and 7 percent, across all horizons. Second,

the FEV share of the anticipated NT shock is also limited to under 7 percent over the 5-year

horizon considered. Third, although the unanticipated IST shock explains a slightly larger

share of the variation in emissions, the share is less than 8 percent. Fourth, the anticipated

IST shock accounts for the largest share of emissions’ FEV among the shocks considered at

forecasting horizons of 1 year or longer—almost 25 percent. This shock, however, has not

yet been considered in the E-DSGE literature as a source of the business cycle.

The FEV analysis confirms that the variation in emissions due to the structural shocks is

less than that of the reduced-form GDP shock, consistent with the hypothesis above. While

the anticipated IST shock is the most promising candidate, among the set of shocks we

10Note that the FEV decomposition is based on different VARs, and, therefore, we would not expect the
sum of FEV across shocks to equal 100.
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considered, to introduce in E-DSGE models, we find that that close to two thirds of the

emissions’ variation is due to a structural shock not yet identified in the literature. Thus,

our findings pose a challenge for E-DSGE models designed to study optimal environmental

policies that have relied on structural shocks. In particular, the unanticipated NT shock is

not a primary driver of emissions’ variation.

Policy shocks

Having considered a set of supply-side technology shocks, we now consider two popular

demand-side macroeconomic policy shocks, namely, government spend- ing and monetary

policy shocks. While these shocks are not viewed as the drivers of US business cycles, they

are relevant to the short-run dynamics of the economy. The identification of the government

spending shock follows Blanchard and Perotti (2002). The monetary shock is an orthogonal

innovation in an assumed monetary policy rule—the federal funds rate—identified as in

Christiano et al. (1999).

Table 1 summarizes the VAR specifications (top panel) and the identification restrictions

(bottom panel) considered for each of these two shocks. Table 2 indicates the variables

included in the two VAR specifications. The output response to monetary policy shocks is

hump-shaped, and statistically significant starting in the 3rd quarter (Figure 7). The peak

response to the monetary policy shock occurs at horizons of 9–11 quarters. The output

response to government spending shock, however, is not statistically significant.

Emissions decrease over the first three quarters after each of the two policy shocks, and

the responses are not statistically significant (Figure 8). Both shocks account for a negligi-

ble amount of the emissions’ FEV, less than 0.11 percent. Thus, neither monetary policy

nor government spending shocks are important sources of the variation in emissions. Put

differently, the case for introducing monetary and government spending shocks in E-DSGE

models for studying business cycle variation in emissions is not strong based on the empirical

evidence presented here.

5 Conclusions

It is well known that U.S. carbon dioxide emissions are highly procyclical. Given this em-

pirical regularity, and drawing from a rich empirical macroeconomics literature, we are the

first to estimate the response of emissions to a variety of structural technology (supply-side)

shocks that have been extensively studied as sources of business cycles. We consider both
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anticipated and unanticipated neutral technology (NT) and investment-specific technology

(IST) shocks. We present an Environmental-DSGE (E-DSGE) model to establish the theo-

retical relationship between these shocks and emissions and derive impulse responses, which

we compare to estimated empirical counterparts from Structural Vector Autoregressions

(SVARs).

Technology shocks tend to generate a positive correlation between emissions and output that

is consistent with the positive correlation observed in the data. The impact effects, however,

differ across unanticipated and anticipated technology shocks. While emissions increase after

unanticipated technology shocks, they either decrease after a positive anticipated NT shock

or do not respond to an anticipated IST shock upon impact. The responses in subsequent

periods are positive. For the government spending and monetary policy shocks, emissions

fall on impact and then rise gradually rise. The evidence on the statistical significance of

the impulse responses to emissions is weak. None of the emissions’ responses are statistically

significant.

Based on a forecast error variance (FEV) analysis, we rank the six shocks in terms of their

contribution to emissions’ cyclical variation. The anticipated IST shock, which has not yet

been considered in the E-DSGE literature, accounts for nearly 25 percent of the emissions’

FEV, the largest among all the six shocks. The demand-side—government spending and

monetary policy— shocks account for a very small, less than 1 percent, share of emissions’

variance. Although anticipated IST shocks are an important source of emissions’ variation,

close to two thirds of the variation is likely due to a structural shock not yet identified in

the literature.

14



References

Angelopoulos, K., G. Economides, and A. Philippopoulos. 2010. “What is the

Best Environmental Policy? Taxes, Permits, and Rules under Economics

and Environmental Uncertainty.” CESIFO Working Paper No.2980.

Annicchiarico, B., and F. Di Dio. 2015. “Environmental Policy and Macroe-

conomic Dynamics in a New Keynesian Model.” Journal of Environmental Eco-

nomics and Management, 69 1–21.

Barsky, R.B., and E.R. Sims. 2011. “News shocks and business cycles.” Journal

of Monetary Economics, 58 273–289.

Beaudry, P., and F. Portier. 2006. “Stock Prices, News, and Economic Fluc-

tuations.” American Economic Review, 96 1293–1307.

Ben Zeev, N., and H. Khan. 2015. “Investment-Specific News Shocks and U.S.

Business Cycles.” Journal of Money, Credit and Banking, 47 1443–1464.

Blanchard, O., and R. Perotti. 2002. “An Empirical Characterization of

the Dynamic Effects of Changes in Government Spending and Taxes on

Output.” Quarterly Journal of Economics, 117(4): 1329–1368.

Blanchard, O., and D. Quah. 1989. “The Dynamic Effects of Aggregate De-

mand and Supply Disturbances.” American Economic Review, 79(4): 655–673.

Bowen, A., and N. Stern. 2010. “Environmental policy and the economic

downturn.” Oxford Review of Economic Policy, 26(2): 137–163.

Burnside, C., and M. Eichenbaum. 1996. “Factor-Hoarding and the Propaga-

tion of Business Cycle Shocks.” American Economic Review, 86(5): 1154–1174.

Chang, J., J. Chen, J. Shieh, and C. Lai. 2009. “Optimal Tax Policy, Market

Imperfections, and Environmental Externalities in a Dynamic Optimizing

Macro Model.” Journal of Public Economic Theory, 11 623–651.

Chevillon, G., S. Mavroeidis, and Z. Zhan. 2015. “Robust inference in struc-

tural VARs with long-run restrictions.”Technical report, Oxford Uni-

versity.

15



Christiano, L.J., M. Eichenbaum, and C. Evans. 1999. “Monetary shocks:

What have we learned and to what end?” In Handbook of Monetary Economics.

eds. by J.B. Taylor, and M. Woodford, 1: Elsivier, , Chap. 2 65–148.

Christiano, L.J., M. Eichenbaum, and C. Evans. 2005. “Nominal Rigidities and

the Dynamic Effects of a Shock to Monetary Policy.” Journal of Political

Economy, 113 1–45.

Dissou, Y., and L. Karnizova. 2016. “Emission Cap or Emission Tax? A Multi-

sector Business Cycle Analysis.” Journal of Environmental Economics and Man-

agement, 79 169–188.

Doda, B. 2014. “Evidence on Business Cycles and CO2 emissions.” Journal of

Macroeconomics, 40 214–227.

Erceg, C.J., C. Gust, and L. Guerrieri. 2005. “Can Long-Run Restrictions

Identify Technology Shocks?” Journal of the European Economic Association, 3

1237–1278.

Fernald, J.G. 2014. “A quarterly-utilization adjusted series on total factor

productivity.” Federal Reserve Bank of San Francisco Working Paper No. 2012-19.

Fischer, C., and G. Heutel. 2013. “Environmental Macroeconomics: Environ-

mental Policy, Business Cycles, and Directed Technical Change.” Annual

Review of Resource Economics, 5 197–210.

Fischer, C., and M. Springborn. 2011. “Emission targets and the real busi-

ness cycle: Intensity targets versus caps or taxes.” Journal of Environmental

Economics and Management, 62 352–366.

Fisher, J.D.M. 2006. “The Dynamic Effects of Neutral and Investment Spe-

cific Technology Shocks.” Journal of Political Economy, 114 413–451.

Francis, N., M.T. Owyang, J.E. Roush, and R. DiCecio. 2014. “A Flexible

Finite-Horizon Alternative to Long-run Restrictions with an Application

to Technology Shocks.” Review of Economics and Statistics, 96 638–647.

Francis, N., and V. Ramey. 2005. “Is the technology-driven real business

cycle hypothesis dead? Shocks and aggregate fluctuations revisited.”

Journal of Monetary Economics, 52 1379–1399.

16
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Table 1: Macroeconomic shocks: specifications and identification restrictions

Shock VAR Specification

Reduced-form yt ≡ [Yt, CO2t]
′

Technology (supply side) shocks

Unanticipated NT yt ≡ [∆LPt,∆Ht, C
n
t /Y

n
t , I

n
t /Y

n
t ,∆CO2t]

′

Unanticipated IST yt ≡ [∆RPIt,∆LPt, Ht, C
n
t /Y

n
t , I

n
t /Y

n
t ,∆CO2t]

′

Anticipated NT yt ≡ [TFPt, Ct, Yt, CO2t, CSt]
′

Anticipated IST yt ≡ [TFPt, ISTt, Yt, CO2t, CSt]
′

Policy (demand side) shocks

Government Spending yt ≡ [Gt, Xt, Yt, PCt, CO2t]
′

Monetary Policy yt ≡ [Zt, Dt, FFt, CO2t]
′

Shock Identification Restriction

Reduced-form Cholesky

Technology (supply side) shocks

Unanticipated NT Long-run: Gaĺı (1999)

Unanticipated IST Long-run: Fisher (2006)

Anticipated NT Medium-run: Barsky and Sims (2011)

Anticipated IST Medium-run: Ben Zeev and Khan (2015)

Policy (demand side) shocks

Government Spending Short-run: Blanchard and Perotti (2002)

Monetary Policy Short-run: Christiano et al. (1999)

Note: A short description of the variables that enter each VAR specification is available in
Table 2. The details regarding the identification restrictions are available in Section A.3.
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Table 2: Variables used in VARs

Variable Description

Yt Log real GDP per capita

CO2t Log CO2 emissions per capita

∆LPt Change in log labor productivity

∆Ht Change in log hours worked per capita

Cn
t /Y

n
t Nominal consumption-to-output ratio

Int /Y
n
t Nominal investment-to-output ratio

∆CO2t Change in log CO2 emissions per capita

∆RPIt Change in log relative price of investment

Ht Log hours worked per capita

TFPt Log total factor productivity

Ct Log real consumption per capita

CSt Credit spread

ISTt Log investment-specific technology

Gt Log real government consumption and gross investment per capita

Xt Log real government tax receipts less transfer payments per capita

PCt

Log real personal consumption per capita, excluding expenditures
on housing and utilities and expenditures on furnishing and
durable household equipment, per capita

Zt Log real GDP

Dt Log GDP deflator

FFt Effective federal funds rate

Note: The details regarding the construction of each variable are available in Section A.4.
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Table 3: Emissions: percent of forecast error variance attributed to shocks

Horizon

A. Reduced-form B. Technology C. Policy

GDP NT IST NT IST Government Monetary

Choleski Unant. Unant. Ant. Ant. Spending Policy

1 2.831 4.309 5.505 7.169 0.005 0.023 0.012

2 10.617 4.619 6.406 4.535 3.339 0.052 0.013

3 19.612 4.922 6.558 4.713 8.939 0.065 0.016

4 26.065 5.585 9.234 5.479 12.602 0.062 0.018

5 29.272 6.014 9.437 5.674 14.724 0.063 0.024

6 31.734 6.091 9.684 5.896 16.409 0.066 0.036

7 33.482 6.161 9.730 6.058 17.546 0.067 0.046

8 34.677 6.215 9.811 6.192 18.552 0.067 0.057

9 35.450 6.252 9.819 6.285 19.415 0.068 0.070

10 35.954 6.277 9.851 6.353 20.152 0.069 0.081

11 36.266 6.293 9.871 6.400 20.831 0.070 0.089

12 36.449 6.308 9.903 6.432 21.457 0.071 0.097

13 36.539 6.321 9.921 6.453 22.033 0.072 0.102

14 36.567 6.330 9.935 6.465 22.571 0.074 0.106

15 36.556 6.337 9.945 6.471 23.071 0.076 0.108

16 36.523 6.341 9.954 6.470 23.536 0.077 0.110

17 36.475 6.345 9.962 6.463 23.967 0.079 0.111

18 36.421 6.347 9.969 6.452 24.365 0.081 0.111

19 36.365 6.349 9.976 6.435 24.730 0.083 0.111

20 36.309 6.351 9.982 6.414 25.063 0.085 0.111

Note: The table shows the percent of emissions’ forecast error variance that is attributed
to the reduced-form, technology, and policy shocks. NT refers to neutral technology and
IST refers to investment- specific technology. In the case of the technology shocks in Panel
B, we distinguish between unanticipated and anticipated shocks. The shocks are identified
using the SVAR specifications and methodologies summarized in Table 1. The horizon is
measured in quarters.
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Table 4: Conditional correlations between output and emissions

Shock Conditional Correlation

Unanticipated NT 0.761 (0.437)

Unanticipated IST 0.880∗ (0.278)

Anticipated NT 0.428 (0.578)

Anticipated IST 0.808∗ (0.390)

Note: Standard error in parentheses. NT refers to neutral technology and IST refers
to investment-specific technology. The calculation of conditional correlations follows Gaĺı
(1999). The asterisks denote statistical significance at the 5% level.

Table 5: Calibration parameters for the E-DSGE Model

Parameter Value Description

a 0.36 Curvature of production function

β 0.98267 Quarterly discount rate

δ 0.069833 Capital depreciation

ρA1 0.95 Persistence of TFP shock

ρA2 0.95 Persistence of investment shock

φ 1.5 Curvature of depreciation function

ψ 5 Investment adjustment costs

η 0.9979 Pollution depreciation

θ1 0.05607 Abatement cost function:

θ2 2.245 G(µ) = θ1µ
θ2

d2 5.2096E-10 Pollution damages function:

d1 -1.2583E-06 D(X) = d2X
2 + d1X + d0

d0 1.3950E-03

γ 1-0.696; 1 - elasticity of emissions with respect to output

φc 2 CRRA for consumption

M row 5.289 Rest-of-the-world emissions

Note: For additional discussion of the assumptions and functional forms, see Section 2.
Section A.2 provides details regarding parameter values.
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Figure 1: Carbon emissions and business cycles
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Note: We plot the cyclical components of log real GDP and log carbon emissions for
1973Q1:2016Q3. Both variables are in per capita terms. We extract the cyclical compo-
nents using the Hodrick-Prescott filter. The gray shading identifies NBER recessions. The
contemporaneous correlation is 0.64 with a p-value 0.00.
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Figure 2: E-DSGE model: output impulse responses to technology shocks
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Note: We plot the impulse response of output to technology shocks for the calibrated E-
DSGE model discussed in Section 2.
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Figure 3: E-DSGE model: emissions impulse responses to technology shocks
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Note: We plot the impulse response of emissions to technology shocks for the calibrated
E-DSGE model discussed in Section 2.
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Figure 4: Impulse responses to reduced-form shocks
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Note: We plot impulses responses to a shock of one standard deviation. The dashed lines
indicate ± 2 standard-deviation error bands. The horizontal axis refers to quarters.
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Figure 5: Output impulse responses to identified technology shocks
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Note: We plot impulses responses to a shock of one standard deviation. The dashed lines
indicate ± 2 standard-deviation error bands. The horizontal axis refers to quarters.
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Figure 6: Emissions impulse responses to identified technology shocks
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Note: We plot impulses responses to a shock of one standard deviation. The dashed lines
indicate ± 2 standard-deviation error bands. The horizontal axis refers to quarters.
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Figure 7: Output impulse responses to identified policy shocks
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Note: We plot impulses responses to a shock of one standard deviation. The dashed lines
indicate ± 2 standard-deviation error bands. The horizontal axis refers to quarters.
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Figure 8: Emissions impulse responses to identified policy shocks
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Note: We plot impulses responses to a shock of one standard deviation. The dashed lines
indicate ± 2 standard-deviation error bands. The horizontal axis refers to quarters.
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A Appendix

A.1 E-DSGE Model

Using equations (2), (4), and (7), we can write the Lagrangian as follows

L = Et
∞∑
s=0

βs
(
U(Ct+s)+λ1,t+s

[
(1−G(µt+s))(1−D(Xt+s))A1,t+s(U

K
t+sKt+s)

α−Ct+s−It+s
]
+

λ2,t+s
[
(1− δ(UK

t+s))Kt+s + A2,t+s

(
1− S

( It+s
It−1+s

))
It+s −Kt+1+s

]
+

λ3,t+s
[
ηXt+s + (1− µt+s)

((
1−D(Xt+s)

)
A1,t+s(U

K
t+sKt+s)

α
)1−γ

+M row
t −Xt+1+s

])
. (11)

The first order conditions with respect to Ct, U
K
t , µt, It, Kt+1, Xt+1, λ1,t, λ2,t, and λ3,t are

given by

C−θct = λ1,t (12)

QtKtD′(UK
t ) = A1,tα(UK

t )α−1Kα
t + Q̄tα(1− γ)(1− µt)

Y 1−γ
t

UK
t

, (13)

where

Yt = (1−D(Xt))A1,t(U
K
t Kt)

α (14)

G′(µt)Yt = −Q̄tY
1−γ
t (15)

1 = QtA2,t

(
1− S

( It
It−1

)
− S ′

( It
It−1

) It
It−1

)
Et
{
Qt+1

(λ1,t+1

λ1,t

)
βA2,t+1S

′
(It+1

It

)(It+1

It

)2}
(16)

Qt = Et
{
β
(λ1,t+1

λ1,t

){(
1−G(µt+1)

)
α
Yt+1

Kt+1

−Qt+1D(UK
t+1) +

Q̄t+1(1− µt+1)(1− γ)α
Y 1−γ
t+1

Kt+1

}}
(17)

Q̄t = Et
{
β
(λ1,t+1

λ1,t

)
A1,t+1

(
UK
t+1Kt+1

)α
D′(Xt+1)

{
Q̄t+1

(
η − (1− µt+1)(1− γ)Y −γt+1

)
−(1−G(µt+1))

}}
(18)

(1−G(µt))(1−D(Xt))A1,t(U
K
t Kt)

α = Ct + It (19)

(1−D(UK
t ))Kt + A2,t

(
1− S

( It
It−1

))
It = Kt+1 (20)
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ηXt + (1− µt)
(
1−D(Xt)

)
)A1,t(U

K
t Kt)

α
)1−γ

+M row
t = Xt+1 (21)

Qt ≡ λ2,t/λ1,t (22)

Q̄t ≡ λ3,t/λ1,t. (23)

A.2 E-DSGE Calibration Parameters

The parameter values excluding ρA2 , δ, φ, and ψ are from Heutel (2012). We calculate δ using

U = [(1 − a)Y/(φδK)]1/φ, which is identical to equation (16) in Burnside and Eichenbaum

(1996). We use K = 27.9101, Y = 3.3055, a = 0.36, φ = 1.5, and U = 0.806. The values

for K and Y are the steady-state values from Heutel. The value of φ is comparable to the

value of 1.56 reported in Burnside and Eichenbaum. The value of U is the average of the

monthly capacity utilization (total industry) from FRED for 1967Q1–2015Q3. The value

of ψ falls between the 5th and 95th percentiles of the posterior distribution in Table 1A

of Smets and Wouters (2007). Following Heutel, we assume that the U.S. is responsible for

about one-fourth of global anthropogenic carbon emissions. As a result, M row equals 3 times

the steady state value of U.S. emissions M .

A.3 Identification

Reduced-form VAR. We consider a bivariate VAR for yt ≡ [Yt, CO2t]
′, where Yt is the log

real GDP per capita and CO2t are log CO2 emissions per capita. The VAR can be written

as B(L)yt = et, with B(L) = I −
∑4

j=1BjL
J , et = [e1t, e2t]

′, and Et[ete
′
t] = Σ. We consider

the standard Cholesky orthogonalization to identify a GDP shock (εYt ) and an emissions

shock (εCO2
t ). In particular, let Σ = PP ′ and εt = P−1et, where εt = [εYt , ε

CO2
t ]′ is the vector

of orthogonal shocks with E[εtε
′
t] = I and P−1 is a lower triangular matrix. The Cholesky

orthogonalization implies the Yt responds only to εYt contemporaneously but not to εCO2
t .

Unanticipated Neutral Technology (NT) Shocks. In the real business-cycle literature,

unanticipated NT shocks that represent exogenous variation in current productivity are the

main driver of business cycles. Although the findings of Gaĺı (1999) and Francis and Ramey

(2005) suggest that an unanticipated NT shock accounts for only a small variation in output,

the recent E-DSGE literature has adopted this type of shock in prescribing environmental

policy over the business cycle.

We follow the methodology in Gaĺı (1999). The identification assumption is that only a

technology shock affects labor productivity in the long run. The theoretical rationale for this
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assumption is that it holds in almost all commonly-used business-cycle models. The empirical

feasibility of the identification scheme requires a unit root in labor productivity. This is the

case for the U.S. and is well documented; see Gaĺı (1999) and Francis and Ramey (2005).11

In particular, we consider a structural moving-average (MA) representation, yt = C(L)εt,

which we write as follows ∆LPt

∆CO2t

 =

 C11(L) C12(L)

C21(L) C22(L)

 εzt

εot

 ≡ C(L)εt =
∞∑
j=0

Cjεt−j. (24)

where yt ≡ [∆LPt,∆CO2t]
′ and εt ≡ [εzt , ε

o
t ]
′ with E[εtε

′
t] = I and E[εtε

′
s] = 0 for t 6= s.

In terms of the elements of yt, ∆LPt is the change in log labor productivity and ∆CO2 is

the change in log CO2 emissions per capita. In terms of the structural shocks, εzt is the

technology shock to be identified, and εot is the non-technology shock lacking a structural

interpretation. The long-run identification assumption implies a lower-triangular matrix of

long-run multiplies C(1)

C12(1) =
∞∑
j=0

C12
j = 0. (25)

The reduced-form moving average (MA) representation associated with (24) is ∆LPt

∆CO2t

 =

 A11(L) A12(L)

A21(L) A22(L)

 e1t

e2t

 ≡ A(L)et =
∞∑
j=0

Ajet−j. (26)

Hence, we have yt = A(L)et = C(L)εt. Using L = 1, we write et = C0εt with C0 =

A(1)−1C(1). It follows then that E[ete
′
t] = Σe = C0C

′
0 = [A(1)−1C(1)][A(1)−1C(1)]′ assum-

ing also that E[ete
′
s] = 0 for t 6= s. Therefore, the reduced-form estimates of the VAR and

the system of equations A(1)ΣeA(1)′ = C(1)C(1)′ allow us to identify the structural shocks.

The lower triangular structure on the long-run impact matrix C(1) is easily obtained using

a Choleski decomposition of the long-run covariance matrix A(1)ΣeA(1). The reduced-form

estimates are based on a low-ordered (4 lags) VAR. We replace ∆CO2 with ∆Ht, the change

in log hours worked per capita, in (24) when emissions are not included in the SVAR, which

corresponds to the specification in Gaĺı (1999).

Unanticipated Investment-Specific Technology (IST) Shocks. Fluctuations in the

price of investment goods relative to the price of consumption goods have also been shown

11Long-run identification using the SVAR approach is equivalent to the instrumental variables (IV) ap-
proach in exactly identified systems such as the one considered here. See, for example, Shapiro and Watson
(1988), Fisher (2006) and, more recently, Section 4.3. in Stock and Watson (2016). In the case of IVs, the
econometrician has to confront the possibility of weak instruments in which case a proper methodology for
inference is needed, especially when the IVs are highly persistent, or nearly non-stationary—see Chevillon
et al. (2015).
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to be important drivers of U.S. business cycles; see Fisher (2006), among others. Exogenous

movements in the current relative price of investment goods reflect IST shocks. Although an

NT shock affects the production of all goods in a homogeneous fashion, an IST shock affects

only investment goods.

Following Fisher, the key identification assumption is that only an investment shock has a

long-run effect on the relative price of investment and we work with the following structural

MA representation
∆RPIt

∆LPt

∆CO2t

 =


C11(L) C12(L) C13(L)

C21(L) C22(L) C23(L)

C31(L) C32(L) C33(L)



εistt

εzt

εot

 ≡ C(L)εt, (27)

where ∆RPIt is the change in the log relative price of investment and εistt is the IST shock.

The remaining shocks have the same interpretation as in (24). The empirical feasibility of

this identification scheme requires a unit root in the relative price of investment. Fisher shows

that this is indeed the case for the U.S. There are two long-run identification assumptions

used to estimate the shock. First, only an IST shock affects the relative price of investment.

Second, both investment-specific and technology shocks affect labor productivity. Hence, we

impose the following restrictions on the elements of the matrix of long-run multipliers

C12(1) = C13(1) = 0 (28)

C23(1) = 0. (29)

We replace ∆CO2 with Ht in (27) when emissions are not included in the SVAR, which

corresponds to the specification in Fisher. As it was the case for the unanticipated NT

shocks, the reduced-form estimates are based on VAR with 4 lags.

Anticipated NT Shocks. Following Beaudry and Portier (2006), recent work has studied

the role of news about a future fundamental in driving business cycles—examples include

Barsky and Sims (2011) and Khan and Tsoukalas (2012). One such fundamental is total

factor productivity (TFP) and the notion of anticipated or technology news shocks applies

to anticipated movements in future TFP that are uncorrelated with current TFP.

We follow the methodology in Barsky and Sims (2011), which is based on the maximum

forecast error variance (MFEV) over a medium-run horizon. This medium-run identification

approach has advantages relative to long-run restrictions discussed in Francis et al. (2014) and

hinges on two assumptions. The identified shock maximizes TFP variation over a medium-

run horizon of 10 years and it is orthogonal to innovations in current TFP.
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In particular, let yt ≡ [TFPt, Ct, Yt, CO2t, CSt]
′, where TFPt is the log total factor produc-

tivity, Ct is the log real consumption per capita, Yt is the log real GDP per capita, CO2t are

log emissions per capita, and CSt is the credit spread. Assume that the reduced-form MA

representation of the VAR is yt = B(L)et and a linear mapping between the reduced-form

shocks et and the structural shocks εt given by et = Aεt. We then have a structural MA

representation yt = C(L)εt with C(L) ≡ B(L)A and εt = A−1et. The current TFP shock is

the first element of εt and the anticipated TFP shock is the second element.

Assuming that the variance of structural shocks has been normalized to unity, we have

AA′ = Σe, where Σ is the variance-covariance matrix of the reduced-form innovations et

and A is the impact matrix. There are, however, an infinite number of matrices that solve

the system AA′ = Σe. In particular, for some arbitrary orthogonalization, Ã—we choose

Choleski—the entire space of permissible impact matrices can be written as ÃD, where D

is a an orthonormal matrix. The h−step ahead forecast error is

yt+h − ŷt+h =
h∑
τ=0

Bτ ÃDεt+h−τ , (30)

where Bτ is the matrix of the reduced-form MA coefficients at horizon τ . The contribution

of structural shock j to the forecast error variance of variable i is then given by

Ωi,j =
h∑
τ=0

Bi,τ Ãγγ
′Ã′B′i,τ , (31)

where γ is the jth column ofD and Bi,τ represents the ith row of the matrix of MA coefficients

at horizon τ . The identification strategy then requires solving the following optimization

problem

γ∗ = argmax
H∑
h=0

Ω1,2(h) =
H∑
h=0

h∑
τ=0

B1,τ Ãγγ
′Ã′B′1,τ (32)

subject to the constraints

Ã(1, j) = 0, ∀j > 1 (33)

γ(1, 1) = 0 (34)

γ′γ = 1. (35)

The constraints in (33) and (34) ensure that the anticipated NT shock has no contempora-

neous effect on TFP. The constraint in (35) is a unit-variance restriction on the identified

technology shock. We replace CO2 with Ht (log hours per capita) in yt when emissions are
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not included in the SVAR, which corresponds to the specification in Barsky and Sims (2011).

The reduced-form estimates are based on a VAR with 4 lags.

Anticipated IST Shocks. Ben Zeev and Khan (2015) have shown that news about future

investment-specific technology is a significant force behind U.S. business cycles. They develop

an identification scheme similar to Barsky and Sims (2011) but they focus on the relative

price of investment as the fundamental. The measure of investment-specific technical change

is the inverse of the relative price of investment representing investment-specific technology.

The identification scheme delivers anticipated movements in investment-specific technology

that are orthogonal to current investment-specific technology and current TFP.

Following Ben Zeev and Khan, we work with the reduced-form MA representation of a VAR

for yt ≡ [TFPt, ISTt, Yt, CO2t, CSt]
′ where ISTt ≡ −RPI, and RPI is the logarithm of the

relative price of investment. Current TFP and IST shocks are the first and second elements

of εt, and the anticipated IST shock is the third element. The identification assumptions are

that an anticipated IST shock maximizes the variation in future IST over a medium-term

horizon of 10 years and is orthogonal to the innovation in current TFP and current IST.

Formally, this identification strategy requires solving the following optimization problem

γ∗ = argmax
H∑
h=0

Ω2,3(h) = argmax
H∑
h=0

h∑
τ=0

B2,τ Ãγγ
′Ã′B′2,τ (36)

subject to the constraints

Ã(1, j) = 0, ∀j > 1 (37)

Ã(2, j) = 0, ∀j > 2 (38)

γ(1, 1) = 0 (39)

γ(2, 1) = 0 (40)

γ′γ = 1. (41)

The first four constraints ensure that the identified anticipated shock has no contemporane-

ous effect on TFP and IST. Constraint (41) is equivalent to (35). We replace CO2 with Ht

in yt when emissions are not included in the SVAR, which corresponds to the specification

in Ben Zeev and Khan (2015). The reduced-form estimates are based on a VAR with 4 lags.

Government Spending Shocks. We follow the approach in Blanchard and Perotti (2002)

adapted to identify only government spending shocks—and not the effects of taxes—on

output. Identification is based on a recursive ordering of the VAR with government spending

entering first. The ordering implies that government spending shocks affect the remaining

variables. It also implies that remaining shocks do not affect government spending.
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We consider a VAR specification for yt ≡ [Gt, Xt, Yt, PCt, CO2t]
′ that includes a linear and

a quadratic time trend. In terms of the variables considered, Gt is government consumption

and gross investment, Xt is government tax receipts less transfer payments, Yt is GDP,

PCt personal consumption expenditures excluding expenditures on housing and utilities and

expenditures on furnishing and durable household equipment. All macroeconomic variables

are expressed in real log per-capita terms. We replace CO2 with Qt, the real median home

sales price for new houses, when emissions are not included in the SVAR with the implied

specification being very similar to the one in Khan and Reza (2017).

Monetary Policy Shocks. We consider the recursive VAR approach of Christiano et al.

(1999) to identify a monetary policy shock as the orthogonal disturbance in an assumed

policy rule of the form FFRt = f(Ωt) + εt, where FFRt is the instrument of the monetary

authority, the federal funds rate, f is a linear function relating FFRt to the policymaker’s

information set Ωt, and εt is the monetary policy shock.

Identification is now based on a recursive VAR for yt ≡ [Zt, Dt, FFt, CO2t]
′. In terms of the

variables considered, Zt is the log real GDP, Dt is the log of the GDP deflator, and FFt is

the effective federal funds rate. The ordering allows emissions to respond contemporaneously

to a monetary policy shock. The identification restriction is imposed via a lower-triangular

matrix, C with diagonal elements equal to unity, connecting reduced-form errors et to εt

using Cet = εt. The reduced-form estimates are based on a VAR with 4 lags.

A.4 Data

In this Appendix, we discuss the construction of the variables in Table 2 at quarterly fre-

quency for 1973Q1–2016Q3. All data are publicly available from FRED and the EIA. We

provide the FRED series mnemonic when available. The details are as follows:

1. Yt: Log real GDP per capita. We construct a quarterly series of real GDP per capita

using the Real Gross Domestic Product (GDPC96) and the civilian non-institutional

population (CNP16OV) series.

2. CO2t : Log CO2 emissions per capita. We start with monthly total energy CO2 emis-

sions (million metric tons of carbon dioxide) from Table 12.1 in the EIA January 2017

Monthly Energy Review. We then adjust the monthly emissions for seasonality us-

ing the X-12-ARIMA filter. Finally, we aggregate them to quarterly frequency.12 We

calculate emissions per capita using the CNP16OV series.

12See http://www.eia.gov/totalenergy/data/monthly/#environment.
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3. ∆LPt: Change in log labor productivity. The labor productivity series is the ratio

of real GDP to hours of all persons in the non-farm business sector calculated using

the GDPC96 and the hours of all persons in the non-farm business sector (HOANBS)

series.

4. ∆Ht: Change in log hours worked per capita. We calculate hours worked per capita

using the HOANBS and CNP16OV series.

5. Cn
t /Y

n
t : Nominal consumption-to-output ratio. We construct the nominal consumption-

to-output ratio using the personal consumption expenditures (PCE) and GDP series.

6. Int /Y
n
t : Nominal investment-to-output ratio: We construct the nominal investment-

to-output ratio using the gross private domestic investment (GPDI) and GDP series.

7. ∆RPIt : Change in log relative price of investment. The relative price of investment

is the ratio of the price deflator for investment to the price deflator for consumption.

We measure investment as equipment investment plus consumer durables. We mea-

sure consumption as non-durable consumption plus services. The quantity and price

indices for durable consumption, non-durable consumption, services, and equipment

investment are from the BEA NIPA Tables 2.3.3, 2.3.4, 5.3.3, and 5.3.4.13

8. TFPt : Log total factor productivity. We use a utilization-adjusted TFP series, which

is the difference between the business-sector TFP and the utilization of capital and

labor from Fernald (2014).14

9. Ct : Log real consumption per capita. We use the series for personal consumption

expenditures on non-durables (PCEND) and the associated chain-type price index

(DNDGRG3M086SBEA) to obtain real consumption.

10. CSt : Credit spread. We use Moody’s Seasoned Aaa and Baa Corporate Bond Yields

to construct the credit spread series.

11. ISTt : Log investment-specific technology. The series ISTt is the negative of the log

relative price of investment RPIt.

12. Gt : Log real government consumption and gross investment per capita. We use the

government consumption expenditure and gross investment (GCE) series.15

13The details of the calculation are available from the authors.
14See http://www.frbsf.org/economic-research/total-factor-productivity-tfp/. We use Fer-

nald’s quarterly dtfp util series, which we transform from annualized percent changes to levels.
15We use CNP16OV to express the series in per-capita terms in the case of the government spending

shocks.
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13. Xt : log real government tax receipts less transfer payments per capita. We construct

the series using the sum of government current tax receipts (W054RC1Q027SBEA),

government current receipts (W782RC1Q027SBEA) and government current transfer

receipts (W060RC1Q027SBEA) from which we subtract government current transfer

payments (A084RC1Q027SBEA).

14. PCt : Log real personal consumption expenditures excluding expenditures on housing

and utilities and expenditures on furnishings and durable household equipment per

capita. We construct the series using personal consumption expenditures (PCE) from

which we subtract expenditures on housing and utilities (DHUTRC1Q027SBEA) and

expenditures on furnishings and durable household equipment (DFDHRC1Q027SBEA).

15. Zt : Log real GDP. We use the GDP series.

16. Dt : Log GDP deflator. We use the GDPDEF series.

17. FFt : Effective Federal Funds Rate. We use the FEDFUNS series.
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