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Abstract

This paper examines the implications of using VARs in levels under the Max Share identi-
fication approach when variables exhibit unit or near-unit roots. We derive the asymptotic
distributions of the Max Share estimator, demonstrating that it converges to a random matrix,
resulting in inconsistent reduced-form impulse responses and eigenvector estimates for structural
shock identification. Monte Carlo simulations highlight that VAR models in levels can exhibit
significant bias and higher RMSEs at intermediate and long horizons compared to stationary
representations (e.g., first-difference VARs or VECMs), particularly in the presence of multiple
permanent shocks. An empirical application focusing on investment-specific technology and
TFP news shocks underscores the sensitivity of results to the nonstationarity of variables and
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1 Introduction

Structural VARs are now routinely applied in empirical macro research to assess and understand
key mechanisms in macroeconomics, such as the impact of technology shocks or the primary drivers
of business fluctuations. Building upon the seminal works of Sims (1980b; 1980a), moving from
atheoretical /unrestricted VAR models to structural VAR models requires making identifying as-
sumptions grounded in economic theory and related priors. This implies that VAR results cannot
be interpreted independently of a more structural macroeconomic model (Cooley and Leroy, 1985;
Bernanke, 1986).

Recent contributions have often concentrated on forecast error variance decompositions of some
target variables, known as the Max Share identification, to pinpoint one structural shock (Faust,
1998; Uhlig, 2004) or multiple structural shocks (Ben Zeev and Khan, 2015; Carriero and Volpi-
cella, 2024). For example, this approach identifies technology shocks as those explaining the most
significant proportion of the forecast error variance decomposition of labor productivity over a 10-
year period (Francis et al., 2014). Applications include identifying technology shocks (DiCecio and
Owyang, 2010), news shocks (Barsky and Sims, 2011; Kurmann and Otrok, 2013; Forni et al., 2014;
Kurmann and Sims, 2021; Bouakez and Kemoe, 2023; Kilian et al., 2024), neutral and investment-
specific shocks (Chen and Wemy, 2015; Ben Zeev and Khan, 2015), credit shocks (Mumtaz et al.,
2018), inflation target shocks (Mumtaz and Theodoridis, 2023), sentiment shocks (Féeve and Guay,
2014; Levchenko and Pandalai-Nayar, 2020; Benhima and Cordonier, 2022) and a main business
cycle shock (Angeletos et al., 2020).

A common practice in these contributions involves estimating unrestricted VARs in levels even
when roots may be at or near unity. For instance, the structural identification of technological
news shocks relies on a TFP (Total Factor Productivity) measure (e.g., Fernald, 2014), which in-
herently exhibits an exact unit root due to its construction.! Additionally, other macroeconomic
variables of interest, such as the relative price of investment goods to consumption and real personal
consumption expenditures per capita, may exhibit trending behavior and potentially near-unit root
processes. Some of these variables may also be cointegrated, indicating the presence of common

stochastic trends.

The rationale for specifying models in levels is that individual regression coefficients can be con-
sistently estimated in any unrestricted VAR model in levels, regardless of the potential presence
of unit roots and cointegration, as long as the model includes an intercept and sufficient lags, as
shown by Sims et al. (1990). Kilian and Liitkepohl (2017) argue that the uncertainty regarding the

presence of unit roots justifies this approach, as VAR models in levels encompass both integrated

!Starting from quarterly estimates of TFP growth (or the first-difference of the logarithm of TFP), the level

(non-stationary) series can be derived, typically with initial levels normalized to zero.



VAR models and stationary models without a trend. Furthermore, uncertainty about the presence
of unit roots in the variables and cointegration relationships between these unit root variables can
lead to model misspecification and thus yield inconsistent estimates when pre-test procedures are

used to transform some variables within the multivariate dynamic representation.

The application of the Max Share approach requires selecting a truncated forecast error variance
horizon to capture short-to-medium or long-run cycles, which typically constitutes a substantial
fraction of the sample size. For example, with quarterly observations spanning 60 years, a truncated
horizon of 40, 60, or even 80 quarters represents a significant part of the sample size. Consequently,
the rate at which the maximal truncated horizon increases relative to the sample size is crucial for

both the small sample and asymptotic properties of the Max Share approach.

Unfortunately, combining the estimation of VARs in levels with a substantial horizon-to-sample size
ratio can lead to undesirable statistical properties for impulse responses and forecast error variance
decompositions. Phillips (1998) demonstrates that estimated impulse responses and forecast error
decompositions are inconsistent at all horizons except the shortest ones when unit root processes or
local-to-unity processes are present. These estimates tend to converge to random matrices rather
than the true impulse responses, even though the individual autoregressive VAR parameters are

estimated consistently (Sims et al., 1990).

The results of Phillips (1998) have several implications for the Max Share approach. Most notably,
the Max Share identification relies on finding the largest eigenvalue(s) of the Max Share matrix
derived from the forecast error variance decomposition, along with the associated eigenvector(s).
Inconsistent estimates of the forecast error variance decomposition affect the eigendecomposition
of this matrix, which, in turn, influences the distribution of the maximum eigenvalue and the cor-
responding eigenvector. The severity of this issue naturally varies with the forecast error variance
horizon. Consequently, including nonstationary variables in unrestricted VARs in levels may result
in the identification of a hybrid shock instead of a primitive shock, potentially causing a confound-

ing effect.?

Therefore, using the Max Share approach involves a trade-off between using a nonstationary rep-
resentation, like an unrestricted VAR in levels with some unit or near-unit roots, and a stationary
representation, such as a VECM that accounts for common trends, or an unrestricted VAR with
some first-differenced variables. In other words, there is no ”free lunch”; estimating unrestricted
VARs in levels can lead to inconsistent estimates of structural shocks and impulse responses. Con-

versely, estimating a VECM (or a VAR with differenced variables) may encounter misspecification

2See Dieppe et al. (2019) and Francis and Kindberg-Hanlon (2022) for discussions on confounding effects with the

Max Share approach from other sources than the possible presence of unit root processes or local-to-unity processes.



issues arising from pre-test procedures.

It is therefore crucial to thoroughly understand the consequences of using variables in levels when
applying the Max Share identification approach in the presence of unit-root or near-unit-root pro-
cesses. This paper makes several key contributions: First, we derive the asymptotic results for the
estimator of the Max Share matrix, including its eigenvalues and the corresponding eigenvectors,
when (weakly) stationary variables are present. Notably, these asymptotic distributions have not
been previously addressed in the literature. Second, building upon the seminal work of Phillips
(1998), we derive the Max Share asymptotics when roots are at or near unity. Specifically, when
the horizon represents a fixed fraction of the sample size, we show that the estimator of the Max
Share matrix is inconsistent when the unrestricted VAR is estimated in levels, converging instead
to a random matrix that represents a continuous average of a matrix quadratic form in the limiting
(reduced-form) impulse responses. Consequently, the estimators of both the largest eigenvalue and
the associated eigenvector are also inconsistent, converging towards a random variable/vector. We

illustrate our results using a bivariate structural VAR in relevant cases for applied macroeconomics.

Third, we conduct Monte Carlo simulations using a flexible bivariate data-generating process (DGP)
that accommodates a unit-root process, a highly persistent process, and a potential confounding
effect involving two permanent structural shocks. Through these simulations, we compare the per-
formance of a stationary representation, achieved by appropriately transforming the variables of the
DGP, with a VAR in levels. We use OLS-based estimates for the stationary specification, along with
OLS-based estimates, bias-corrected estimates (Pope, 1990), and bootstrapped estimates (Kilian,
1998; Inoue and Kilian, 2002) for the level specification, across various impulse response horizons

and truncated forecast error variance horizons.?

In this respect, we highlight the following key insights:

1. Structural impulse responses: Structural impulse responses derived from VAR models
in levels show a significant loss in terms of bias and RMSE properties at intermediate and
long horizons compared to those from the stationary representation of VAR models (e.g.,

first-difference specification), despite performing similarly at (very) short horizons.

2. Bias Correction and estimation methods: Bias-corrected, bootstrap, or Bayesian meth-
ods can reduce the bias in OLS-based impulse response estimates in unrestricted VARs in
levels. However, these methods may increase RMSEs and generally perform worse than esti-

mates derived from a stationary representation (e.g., first-difference model).

3. Confounding effects: The presence of a potential confounding effect, such as two permanent

3Bayesian estimates using Minnesota priors and estimates from short-run identification are also available upon

request.



shocks, further amplifies the discrepancies between first-difference estimates and level-based

estimates.

Finally, we illustrate our theoretical and simulation results through an application identifying two
permanent shocks, namely investment-specific technology and TFP news shocks, using the Max-
share approach (see Fisher, 2006; Chen and Wemy, 2015; Ben Zeev and Khan, 2015; Kurmann and
Sims, 2021). The results critically depend on the integration order of the variables, and thus on
the chosen specification in levels or in first differences, as well as the identification order of struc-
tural shocks. Notably, in the specification using level variables, the impulse response functions
differ substantially depending on whether the TFP measure or the relative price of consumption-
to-investment is placed first. However, this discrepancy vanishes when stationary transformations

of the variables are applied.

Both theoretical and empirical results underscore that the application of the Max-share approach
using variables in levels, especially when some of the variables are characterized by unit or near-unit
root processes (and possibly cointegration relationships), can adversely affect the identification of
structural shocks and their corresponding impulse response functions. These issues are exacerbated
when a long forecast error variance horizon is chosen and multiple permanent shocks are present.
Therefore, it is strongly recommended to also report results using stationary transformations of the
variables, such as with a VECM or a VAR with first-differenced variables.

The rest of the paper is organized as follows. Section 2 reviews notation and presents the Max-share
identification strategy. Section 3 presents the asymptotic results in the presence of (weakly) sta-
tionary variables and extends the results to cases where unrestricted VAR models are estimated in
levels and there are some roots at, or near, unity. Section 4 provides Monte Carlo simulations, while
Section 6 discusses an empirical application regarding the identification of investment-specific and
technology long-term shocks. The last section contains concluding comments and future extensions.

Proofs are gathered in the Appendix.

2 Max share identification of structural VAR models

In this section, we first introduce preliminary notation and provide an overview of the Max Share

approach.



2.1 Notation

Let y+ = (yi4t, -+ ,yn,t)’ be a N-vector time series generated by the following pth order vector

autoregressive model in levels:

P
Yt = Z Aiyp—i +up = A(L)yi—1 + w (2.1)

i=1
where L is the lag operator, the (N x N) autoregressive matrices A; are fixed, uy = (u1g, -+, unt)’

is a N-dimensional weak white noise with E [u;] = Onx1 and E [usu}] = X,,. The reduced-form (2.1)
is initialized at ¢ = —p 4 1.....0 and we let these initial values be any random vectors including
constants. The presence of deterministic regressors does not affect our main results and thus we

proceed without them to keep the derivations as simple as possible.

The reduced-form VAR can also be written in companion form as:
Vi=AY; 1+ Ut (2:2)

where Y; = (y}, ... ,yg,p)’, Ui = (u},0,...,0), and

A Ay o Ay A,
I 0 ... 0 0

A= . (2.3)
0 0 ... % 0

Up to some initial conditions, the vector moving average (VMA) representation of the reduced-form
VAR is then defined by:

t—1
Yi=> AU, (2.4)
i=0
and one can retrieve the reduced-form VMA representation of y:
t—1
Yr = Z Qiup—i, (2.5)
i=0

where ®( is the identity matrix of order IV, denoted by Iy, and &; = 23'21 ®;_;A;. Notably,

equation 2.5 can be decomposed as follows:

t—1 i* t—1
Yr = Z Dup_; = Z Du—; + Z Djus—;. (2.6)
i—0 i=0

i=i*41
This decomposition of the VMA representation is useful for studying the impulse response and

forecast error variance asymptotics in nonstationary VARs (Phillips, 1998). In particular, for a



N

small fixed ¢*, it is worth emphasizing that the estimates of the impulse responses matrices ®;
have asymptotic normal distributions (as in the stationary case) even in the presence of unit root
or near-unit root processes. In contrast, the estimates of impulse-response matrices in the second
term on the right-hand side, which are those associated to a lead time ¢ that can be written for-
mally as ¢ = fT', where f > 0 is a fixed fraction of the sample, are inconsistent for all ¢ > ¢*. More

specifically, the limits are random variables with unit root or local-to-unity distributions.

The structural VAR model can be written as:

p
Boye = Y Bigy—i +wy = B(L)yr1 + wy (2.7)

i=1
where w; is an N x 1 random vector of structural shocks with E[w;] = 0 and E [ww;] = T. A

common identification assumption is I' = Iy. Taking equations (2.4) and (2.7), the error terms of

the reduced-form model are a linear combination of structural shocks:*
Uy = Bo_lwt == A()wt, (28)

with By 'B(L) = A(L). The structural infinite VMA representation is then defined by:

o0 o0
Yt = Z ®; By wy_; = Z O;w;—;
i=0 =0

where O; = @iB()_l = ®;Ap. Using equation (2.8), one has ¥, = BO_IBO_I, = ApAj. Let Xy,
denote the lower triangular Cholesky decomposition of ¥, (with the diagonal elements normalized
to be positive), and let @ be a N x N orthogonal matrix. Since Q'Q = QQ’ = Iy and hence
(22:Q)(ZuQ)' = S X, the set of possible solutions for By ! can be written as $¢,Q. Then identi-

fication involves pinning down some or all columns of Q.

Finally, Equation (2.1) can also be equivalently written in the levels and differences format as:
vy = My +Y(L)Ay1 + w (2.9)

where IT = A(1), T = Zf:_ll T, L~" with Ty = — >0 .1 Ap. Assumptions regarding nonstation-
ary components and the presence of cointegration (i.e., the dimension of the cointegrating space
and the form of the cointegration vectors) will be specified in Assumption 3.2. Furthermore, the
formulation (2.9) proves to be useful when deriving the asymptotic properties of the Max Share

matrix estimator.

“For a more general presentation, see Amisano and Giannini (1997), Liitkepohl (2007), Kilian (2013), and Kilian
and Liitkepohl (2017).



2.2 Max share approach

Starting with the seminal contributions of Faust (1998) and Uhlig (2004; 2003), the Max Share iden-
tification scheme focuses on maximizing the contribution of a (structural) shock to the forecast-error
variance of a given variable at a long but finite horizon, say h. To illustrate it, consider the bi-
variate structural VAR model of Gali (1999) that attributes variation in U.S. labour productivity
and hours worked to a technology shock and a non-technology shock. The first structural shock,
labelled a technology shock, can be identified by maximizing its contribution to the forecast-error

variance of labor productivity (Francis et al., 2014).

Using the VMA representation of the reduced-form VAR, the starting point is to define the h-step-

ahead forecast error for y; as a function of realized reduced-form errors:

h—1
Yerh — B [yern] = Y ®ogn . (2.10)
=0

Accordingly, the h-step-ahead forecast-error variance matrix is given by:

h—1 h—1
MSE(h) = Y ®T,P) =Y ®TuQQ'S;, P}, (2.11)
=0 =0

Then the share of forecast-error variance of a given variable k that is attributed to a given shock j
at horizon h is:
4;Sk(h)g;  €;Q'SK(h)Qe;

(B = - 2.12
ki (1) e MSE(h)ey  e,MSE(h)ey (2.12)

where ey is the k-th column vector of the identity matrix, ¢; = Qe; is the j-th column of the
orthogonal matrix @, and Sk(h) is the Max Share matrix at horizon h for the variable k:

h—1 h—1
Se(h) =) S pere @S = ¥ U Uy (2.13)
=0 /=0

with Wy, , = €}, ®¢3¢, the k-th row of ®¢3,. According to the decomposition of the VMA represen-
tation (2.6), the Max Share matrix depends not only on the impulse responses at short-run horizons

but also on those at longer horizons when A constitutes a substantial fraction of the sample size.

We consider the first structural shock j = 1, which is identified by solving, for a given horizon

h, the following maximization of the Max Share statistic with respect to ¢:

/
h
qr(h) = argmax ¢15k(h)q1

—_— 2.14
0 e, MSE(h)ey, (2.14)



subject to ¢jq1 = 1.° Note that the solution, denoted as q1x(h), depends on the choice of a
truncated forecast error variance horizon h. Following Faust (1998) and Uhlig (2004; 2003), it can
be shown that ¢ is the eigenvector associated to the largest eigenvalue of the Max Share matrix

or, equivalently, is the first principal component:
Sk(h)a1,k(h) = Amaxquk(h). (2.15)
Thus, the structural IRFs from the identified shock are given by:
©.1,i(h) = ®;Xq1 1 (h) (2.16)

where ©.1; is the first column of the impulse response matrix ©;. The identified shocks and the
corresponding IFRs then depend on the finite sample and the asymptotic properties of the Max
Share matrix for a given horizon h (i.e., Sk(h)), as well as the largest eigenvalue Amax and the
associated eigenvector ¢ ;. As aforementioned and according to the VMA decomposition (2.6),
the Max Share matrix depends not only on the impulse responses at short-run horizons but also
on those at longer horizons when h constitutes a substantial fraction of the sample size. The next

section examines the asymptotic properties of these elements.

As a final remark, other Max Share matrices have been considered in the literature. On the one
hand, as stated in Uhlig (2003) and Barsky and Sims (2011), an accumulated Max Share approch
can be employed, i.e., the (partial) sum of the contributions of a given structural shock to the
forecast-error variance of a given variable between two finite horizons, say h and h (with h > h).
Notably, the accumulated Max Share matrix, denoted by Si(h, k), is then given by:

S ) = 30 i) 5 T Vi

-1 :
= e, MSE(h)ey, = S0 Qk'7€Q2'7£

In this expression, the weight decreases for ¢ = h,--- ,h, and thus the accumulated Max Share
matrix places more weight on short horizons than long horizons. Similarly to the non-accumulated

Max Share approach, the first structural shock j = 1 is identified by maximizing, for a given horizon

interval [h; h], the following Max Share statistics with respect to gp:
(k) L Si(h)
k ’ k
= - 2.17
¢ = argmax g (D TUSE(h)er | ! (2.17)

q1 h=h k

subject to ¢jq1 = 1.

On the other hand, building on the contribution of DiCecio and Owyang (2010), Francis et al.

SWithout loss of generality, note that further structural constraints can be added, such as the absence of contem-

poraneous effect of a structural shock (e.g., Ben Zeev and Khan, 2015; Bouakez and Kemoe, 2023).



(2014), and Angeletos et al. (2020), the Max Share approach in the frequency domain aims to
maximize the contribution of a given structural shock to the spectral density of a given variable
over a frequency interval, say [w;w]. Provided the multivariate spectral density, denoted by f, is
well-defined Vw € [—m; 7], one has:

Flw) = %q) (cop(—iw))Su® (exp(—iw))

o0 —_—
where ® (exp(—iw) = > Py(exp(—iwl)), and ® denotes the complex conjugate transpose of ®.
£=0

Therefore, the Max share statistics in the frequency domain, representing the contribution to the
spectral density of a given variable k attributable to a given shock j, say j = 1, over a frequency
band [w; @] is defined by:

¢Sk (w; @) 1

2.18
e w, D) (2.18)

where the frequency Max Share matrix over the frequency band [w; ] is:
Sk (w;w) = 2Re/ Uy, (exp(—iw)) Uy (exp(—iw) )dw. (2.19)

where Uy, (exp(—iw)) = [®(exp(—iw))E], = [E@g(exp(—iwﬁ))ztr and Re is the real part of
£=0

any complex. The identification and interpretation of the first struct?ﬁral shock then follows the
same procedure as in the case of the non-accumulated Max Share approach at a given horizon
h. In the frequency domain, the Max Share matrix relies on the infinite sum of the (reduced-
form) impulse responses irrespective of the frequency interval. A truncated sum may weaken the

statistical performances in the presence of persistent stochastic processes.5

3 Max Share asymptotics

This section delves into the asymptotic properties of the Max Share estimator. We start by ex-
amining the asymptotic distribution of the estimator for the Max Share matrix in the context of
a weakly stationary multivariate process y;. These results are also valid for VAR models in levels
with a fixed i in the VMA decomposition (2.6), i.e., for short horizons. Next, we characterize the
asymptotic distribution of the (maximal) eigenvalues and their corresponding eigenvectors. We
then provide the asymptotic distribution of the Max Share estimator in the presence of roots at
or near unity. As highlighted by the decomposition (2.6), the small sample properties of the Max
Share approach based on a VAR in levels stem from the finite-sample approximations associated

with these two asymptotic behaviors.

5Note that the multivariate spectral density is no longer defined at w = 0 in the presence of unit or near-unit root

processes.



3.1 Max Share asymptotics with weakly stationary processes

We suppose that:

Assumption 3.1.
(a) uy is an i.i.d. process with zero mean, covariance matriz X, > 0 and finite fourth cumulants;
(b) The determinantal equation |Ix — > F_; A;L'| = 0 has roots outside the unit circle.

Following Liitkepohl (2007) and using the Delta method, the asymptotic distribution of the esti-
mator of the Max Share matrix at a fixed horizon is then given in Theorem 3.1.

Theorem 3.1. Let Assumption 3.1 hold and let & = vec([A1,...,Ap]), 0 = vech(X,), ¥ =
(Ypt1,-.., Yr) € RVPXT=D) and Ty (0) == E[(Y — E(Y)) (Y — E(Y))']. Then, as T — oo, the
estimator of the Max Share matriz Si(h), denoted §k7T(h), at a fized and finite forecast error

variance horizon h is weakly consistent and is asymptotically normally distributed:

VTvee <§k7T(h) - Sk(h)> 4 A(0,9(R))

with
Iy (0)'ex 0 D% (h
O(h) = [Da(h) Dy(h)] O~ @ N . 7( )
0 2D (Bu ®@ Xy) Dy | | D5 (h)
where DX, = (D§\,D1\/)_1 D'y is the Moore-Penrose generalized inverse of an appropriate N? x

N(N +1)/2 duplication matriz, and the gradients Dg(h) and D, (h) are defined in Appendiz 1.

Proof: See Appendix 1.

This theorem can be readily adapted to apply to the accumulated Max Share approach (Uhlig,
2003; Barsky and Sims, 2011), which sums the contributions of the jth structural shock to the
forecast error variance of the kth variable between two finite horizons. It can also be extended to
the Max Share approach in the frequency domain (DiCecio and Owyang, 2010; Francis et al., 2014;
Angeletos et al., 2020).”

We can now provide the asymptotic distribution of the eigenvalues of Si(h). We begin with the
spectral decomposition of Sk(h):

Si(h) = QUAMQ(RY (3.20)

"The online Appendix provides the results for the accumulated Max Share matrix and the frequency-based Max

Share approach.
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where A(h) is the diagonal matrix associated with the N ordered eigenvalues A;(h), i =1,..., N,
and Q(h) is the corresponding matrix of (orthonormal) eigenvectors for a given forecast error vari-
ance horizon h. By convention, we assume that the eigenvalues are always arranged in algebraically

non-increasing order:
Amax(h) = Al(h) Z )\Z(h) 2 e Z )\N(h) = )\min(h)-

Since Si(h) is not necessarily of full rank, suppose that the first r eigenvalues are different from

zero, and thus the last N — r eigenvalues are equal to zero. Accordingly, the orthonormal matrix
Q(h) can be partitioned as Q(h) = [ Qr(h) Qn_.(h) }, where Q,(h) = [ q(h) Qa.r(h) |, with
q1(h) being the eigenvector associated with Amax(h), Qa2:r(h) the matrix of eigenvectors associated
with Ag(h),..., Ar(h), and Qn—,(h) the matrix of eigenvectors associated with the N — r smallest
eigenvalues \r41(h), ..., Amin(h). Notably,

)\max(h) = qa,k(h)sk’(h)(h,k(h%
A2 (h) = vec (Qéz,,(h)Sk(h)ngr(h)) .

Combining this decomposition with Theorem 3.1, the asymptotic distribution of the eigenvalues

follows.

Theorem 3.2. Let Assumption 3.1 hold. Then, the (ordered) eigenvalue estimators j\in(h), which
solve the spectral decomposition (equation 3.20) for §k,T(h), are weakly consistent estimators of
Ai(h), i = 1,...,N. Furthermore, the asymptotic distribution of Xmax’T(h) at a fized and finite

forecast error variance horizon h is given by:
VT (/):max,T(h) - /\max(h)> LN (0, (a1,6(h) ® g1 (1)) U (q1,6(R) @ a1,k(R)))

where Q(h) is the asymptotic variance-covariance matriz of /T vec <§kT(h) - Sk(h)> as given in

o~ ~ —~ /
Theorem 8.1. Additionally, the asymptotic distribution of Ao 7 = ()\Q’T(h), e 7)\7’,T(h>> 18:

VT (g (h) = Aair()) 5 N (0, (Qar(h) © Qar (1)) 1) (Qair (k) © Qi (1)

Proof: See Appendix 1.

There are three points worth noting. First, the weak convergence of the eigenvalue estimator
stems from the continuity property. Specifically, this implies that ;\Z(h) 2 Ai(h) for i =1,...,r
and 5\1(h) B0 fori =+ 1,...,N. Second, a consistent estimate of the asymptotic variance-
covariance matrix of the largest eigenvalue relies on a consistent estimate of both (h) and the
eigenvector associated with Apax(h). This creates two sources of uncertainty in finite samples.
Third, it is straightforward to show that the asymptotic distribution of the largest eigenvalue (and
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of Aa.r(h), respectively) in the case of the accumulated or frequency-based Max Share approach has
the same expression as in Theorem 3.2, except for the appropriate asymptotic variance-covariance

matrix  defined in the online Appendiz.

Finally, we derive the asymptotic distribution of the eigenvector associated with the maximal
eigenvalue, as well as the joint distribution of the » — 1 eigenvectors associated with the remaining
r — 1 largest (nonzero) eigenvalues, denoted by Aa..(h). For simplicity, ¢; z(h) is abbreviated as
q1(h), and the results apply to any variable k = 1,--- , N.

Theorem 3.3. Let Assumption 3.1 hold. Suppose that Amax(h) > A2(h) + € for € > 0, i.e., the

mazimum eigenvalue of Si(h) is well-separated from the second highest eigenvalue. Then,

i) qi,7(h) 2 q1(h) and the asymptotic distribution of Q1. 7(h) is:
~ d
VT (@,r(h) — qi(h)) = N (0,Z4,(h))

where Sq,(h) = (¢4(h) ® In) F(MQR)Fy(h) (1 (h) ® In), with Fy(h) = SN (A (h) —

j=2
Aj(h)) 1Py, (h)®P)’\j (h), and Py, (h) = q;(h)q;(h) is the eigenprojection associated with \;(h);

J

i1) @2:7-7T(h) EN Q2.+(h) and the asymptotic distribution of VeC(QQ:T’T)(h) 18:
VT (vee(@zrr(h)) = vee(Qar (1)) 5 N (0, S, (1))

where £q,, (h) = (Qh, (W)@ In) Fs(h) Q) Fa(h) (Qair (W)@ 1), with Fa(h) = SN 5 3, (A (h)—
Xi(h) LBy (k) © P ().

Proof: See Appendix 1.

As a consequence of the above results, considering the expression of the structural IRFs using
the first (identified) structural shock associated with the largest eigenvalue (equation 2.16), the
estimates of the structural IRFs depend on the reduced-form estimates ®;, the lower-triangular
factor from the Cholesky decomposition, and the eigenvector ¢; 7(h), which are nonlinear functions
of the estimates of the autoregressive parameters. In the weakly stationary case, all these estimates
converge in probability to their respective true values, implying that the structural IRFs associated

with the largest eigenvalue are weakly consistent.®

In the special case where the error terms of the reduced-form VAR are normally distributed and

the eigenvalues are all distinct, according to Anderson (1963), the expression of ¥4, (h) is given by:

~ 2
Sau () = Qaar(h) (A1) Qb (),

8See Liitkepohl (2007) for the asymptotic properties of the reduced-form moving average coefficients in the sta-

tionary case.
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where

0 o (MAN )2/ (M (R) = An(h))

In the general case, the expression of ¥, (h) (respectively, Xq,..(h)) depends on F(h) (respectively,
F,). Specifically, F;(h) is a linear combination of the Kronecker products between the eigenpro-
jection associated with the maximal eigenvalue Amax(h), denoted by Py, (h), and those associated
with each other eigenvalue A;(h), denoted by Py, (h). The weight of each Kronecker product is
determined by the discrepancy between Amax(h) and A;(h), specifically by Amax(h) — A2(h), that is,
the difference between the two largest eigenvalues. When these two eigenvalues are roughly of the
same magnitude, the presence of at least two driving structural shocks cannot be ruled out, causing

F1(h) to become arbitrarily large. Thus, an examination of the empirical eigenvalues is necessary.

3.2 Max Share asymptotics with some roots at, or near, unity

We now discuss the asymptotics of the Max Share estimator in the presence of nearly unit root
and/or nonstationary processes when the VAR model is estimated in levels. In the spirit of Phillips
(1998), our primary interest is in the behavior of S'k’T when the sample size T" goes to infinity and
the horizon h is a fixed fraction f of T, that is, h = fT.°

Consider the general specification in levels and differences:
yr = My, + T (L)Ays—1 + uy.

We construct the orthogonal matrix B =[5, (], where 8, is an N x (N — r) orthogonal full-rank
matrix containing the unit roots or near unit roots linear combinations of y;, and 8 is an N x r

orthogonal full-rank matrix containing the stationary linear combinations of y;.

Following Phillips (1998), we assume that:

Assumption 3.2.
(a) uy is an i.i.d. process with zero mean, covariance matrix ¥, > 0, and finite fourth cumulants;
(b) The determinantal equation |Ix — Y F_, A;L'| = 0 has roots on or outside the unit circle;

(c) Il = B exp(T~1)B| + BB + af, where a, B € RN*" and 0 < rank(a) = rank(8) = r < m.
Without loss of generality, 8 is orthonormal, and T' € R**% is a constant matriz;

90ne could also consider the case where both & and T go to infinity such that h/T — 0. However, this case is less

relevant from a macroeconomic perspective.
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(d) The matriz o/, (Iy — Y(1)) BL is nonsingular, and a3, € RN*S with s = N —r, are the

orthogonal complements of a and 3, respectively.

The standard condition (a) is necessary for deriving the asymptotic variance matrix. Condition
(b) allows for the inclusion of both stationary and nonstationary components. Condition (c) en-
compasses the unit root and local-to-unity cases. Specifically, the matrix I' can be interpreted as a
noncentrality parameter matrix (see Phillips 1998).19 Moreover, note that I = a8’ in the presence
of unit roots and cointegration. Lastly, condition (d) specifies that the stochastic process y; is
driven by s random walks and/or nearly integrated processes. Consequently, the linear combina-

tions /3 y¢ exhibit unit roots or near unit roots (or a mixture of both), while 5'y; remains stationary.

Interestingly, Assumption 3.2 covers several cases of interest. Notably, empirical macroeconomic

applications often focus on one of the following four cases.

e Case 1: Some variables have a unit root while other variables are weakly stationary. For
instance, in the bivariate case, one variable possesses a unit root (e.g., a TFP measure) and
the other is stationary with an autoregressive coefficient (e.g., a financial spread), say p = 0.9.
In this case, s=1, =1, and a = [0 p—1].

e Case 2: All variables in the vector y; possess a unit root without cointegration (Liitkepohl
and Velinov, 2016). Accordingly, 3, = I, 8 is the null matrix, and exp(7'T') = I.

e Case 3: All variables possess a unit root, but there are r cointegration relationships (e.g.,
the baseline quarterly model of King et al. (1991), exp(T~'T") = I, and Il = a3’

e Case 4: Some variables have a unit root (e.g., a TFP measure), while other variables have
near unit roots (e.g., hours worked). In particular, I' can be a diagonal matrix where some
series may be I(1) processes corresponding to the components with I';; = 0, and some series
may be stable processes with near unit roots (that is, I';; < 0).!! The matrix T can be
partitioned such that the first diagonal elements correspond to the I(1) variables, and the

remaining elements correspond to the nearly integrated variables.

We are now in a position to present the asymptotics of the impulse responses and the Max Share
matrix in the presence of unit or near-unit roots when the unrestricted (reduced-form) VAR is
estimated in levels. To avoid any confusion, note that in the sequel, we use the index i (respectively,
the notation h) to denote the impulse response horizon or lead time (respectively, the forecast error

variance horizon).

10 An alternative and asymptotically equivalent approach is to replace the matrix exponential representation with

deviations from I of the form I, + T 'T.
Note that if I' has some nonzero off-diagonal elements, one can have series that are near integrated of different

orders.
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Theorem 3.4. Consider the reduced-form VAR in levels (equation 2.1). Let Assumption 3.2 hold,
and let f,g € [0,1]. Then,

i) If the lead time i = gT', where g > 0 is a fized fraction of the sample, the limiting reduced-form

impulse response matrix ®; is nonzero as T — o0:
®; = & = B3, exp(gUr) B, (3.21)

it) If h = fT, where f > 0 is a fixed fraction of the sample, then the limiting non-accumulated
Max Share matriz and the h-step-ahead forecast-error variance matrix at horizon h are random

as T — oo:
18 1 ! / I\ ! / / o
h=Skr(h) = f~ / ¥ 0E exp(sUr) B exer B exp(sUr)BrXuds = Si(Ur), (3.22)
0

f
h~lMSE(h) = f! /0 B exp(sUr)BEY.BE exp(sUL) B ds, (3.23)

where = denotes weak convergence. The formal definitions of the matrices B, Bg, and Ur, which
is a matriz function of a mixture of unit-root or local-to-unity distributions (or a mixture of both

distributions), are given in Appendiz 2.

Proof: These results follow directly from Lemma 2.2 and Theorem 3.1 in Phillips (1998).

Part (i) of Theorem 3.4 asserts that the limiting response matrices of the moving average (reduced-
form) representation lie in the range of 3, in the presence of roots at or near unity. This implies
that the limiting impulse responses, denoted as ®, are nonzero exclusively for nonstationary vari-
ables possessing unit roots or near unit roots, particularly for 3’ y;, especially when the lead time
i represents a significant fraction of the sample size. Moreover, the matrix Sz captures the perma-

nent impact of the reduced-form innovations on 3/ y:.

Importantly, result (i) shows that for i = ¢T', where g > 0 is a fixed fraction of the sample, the im-
pulse response matrices in the moving average representation for the VAR in levels are inconsistent
except at the very shortest horizons. More specifically, the limits of elements of the impulse response
matrices become random variables rather than true values. The presence of roots at or near unity
accelerates the convergence of OLS estimates and leads to (super-)consistency in OLS regressions
in levels (see Sims et al., 1990). As explained by Phillips (1998), impulse response functions do not
converge faster in some directions, defined by the range of 3, but rather carry the effects of (near)
unit roots indefinitely as the lead time ¢ increases. It is important to note that (near) unit roots
are estimated with some degree of error, and this error not only persists but also accumulates as

T — oo, with the impulse response horizon constituting a non-negligible fraction of the sample size.
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The second result (ii) of Theorem 3.4 establishes that the estimator of the Max Share matrix
§k7T(h) becomes inconsistent and converges to a random matrix when the unrestricted VAR is
estimated in levels. This inconsistency arises because §k7T(h) depends on the reduced-form im-
pulse response estimates at medium-to-long horizons (equations 2.6 and 2.13). Specifically, this
random matrix represents a continuous average of a (matrix) quadratic form derived from the
limiting (reduced-form) impulse responses (equation 3.22). As a result, the estimators of the corre-

sponding eigenvalues and eigenvectors are also inconsistent and fail to converge to their true values.

Similarly, the mean squared error converges to a random variable, which is a continuous aver-
age of a quadratic form derived from the limiting reduced-form impulse responses. Interestingly,
the Max Share statistic can weakly converge in probability to a non-random matrix when the fore-
cast error variance horizon is a fixed fraction of the sample size and T" diverges to infinity, meaning
that the mixture of unit root or local-to-unity distributions does not affect the limiting Max Share
statistic. For example, this occurs in the first experiment of our Monte Carlo simulations. However,

finite-sample approximations can be severely distorted relative to the limiting distribution.

Given that structural IRFs from the identified Max Share shock are given by equation (2.16),
the presence of some roots at, or near, unity has three significant implications. Firstly, according
to Theorem 3.4(i), structural impulse responses, which are fundamentally functions of the reduced-
form impulse responses, are inconsistent when roots are at or near unity. Their limits are altered
by the distribution of the unit root or near unit root processes. Secondly, as stated in Theorem
3.4(ii), structural impulse response functions are also inconsistent due to the estimation of the
eigenvector qq (h). Specifically, with a medium- to long-term Max Share identification scheme, the
(inconsistent) estimate of q; 4(h), derived from an inconsistent estimate of the Max Share matrix,
affects all structural impulse response matrices. This impact is not limited to those with a lead time
extending beyond a fixed fraction of the sample size but also contaminates the entire structural
IRF matrices. Thirdly, in combination with the inherent inconsistency of the reduced-form impulse
response matrices, non-normal asymptotics generally prevail. This results in non-normal random
limits, even in the presence of stationary components within the VAR specification. Therefore,
the structural IRFs are influenced by the stochastic nature of the eigenvector estimates and the

nonstationarity embedded within the unrestricted VAR model in levels.

4 Monte Carlo simulations

This section provides some Monte Carlo simulations to study the performances of the Max Share
procedure in the presence of misspecification regarding the integration order. We assume that the

data generating process (DGP) is a bivariate VAR model:
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AXiy air a2 +9 AXi-1 N 0 —an2 AXit—2 Uy

= +
Xoyt as1  a Xot1 0 0 Xo 2 U ¢
(4.24)
with
1 bio Wit
Uy = )
by 1 wa ¢

)

where w; ~ N (0, I) is a bivariate vector of structural shocks.

The parameter § controls the number of permanent structural shocks and the magnitude of the
permanent effect of the second shock ez; on the first variable X ;. When 6 = 0, only the first
structural shock has a permanent impact on the first variable. To some extent, the corresponding
specification can be viewed as the one often encountered in the macroeconomic literature to identify
a permanent shock, for example, the identification of a technology shock with some measures of
(labor or total) productivity and hours worked (see Section 6).12 When § # 0, the two structural
shocks have a permanent effect on the first variable (e.g., Fisher, 2006). In other words, the identifi-
cation of the first structural shock can be contaminated by the second permanent structural shock,
meaning the two permanent shocks can be confounded. By taking the transformation of the first

variable, this specification is labeled the first-difference model.

On the other hand, the corresponding specification in levels is given by:

X1 l+a;n ajp2+46 X141 —ai; —ai X1t-2
_ N +up. (4.25)
Xoy ao1 a2 Xo -1 —az; 0 Xot—2

In both cases, we can also consider a situation in which the second variable X5 ; is nearly integrated,
that is, ase = exp(—c¢/T') with ¢ > 0. To summarize, X, is integrated of order one and is either
specified in first-difference or in level, and Xy, is either weakly stationary or nearly integrated in
our Monte Carlo simulations. In the sequel, we assume that a1; = 0. Appendix 2 provides the
derivation of the asymptotic distribution of the Max Share matrix §17T(h) for different configura-
tions of this DGP.

Using equation (4.24), we generate 10,000 samples of size T' = 240 observations, a common sample

2Tt is worth emphasizing that the VAR(1) specification (the first set of experiments) is the DGP of Gospodinov
et al. (2012) and Chevillon et al. (2020), whereas the VAR(2) (the second set of experiments) corresponds to that of
Gospodinov (2010) and Gospodinov et al. (2011).
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size in applied macroeconomic research. To control for initial condition effects, we include 200
pre-sampled observations that are subsequently discarded during estimation. In each replication,
we set the lag order to its true value, whether considering (AXl’t,XQ’t), or (X17t,X27t)/, ensuring
that our results are free from lag order misspecification issues. '3 For each replication, we perform
OLS estimation for both the first difference (equation 4.24) and level (equation 4.25) VAR specifi-
cations. Additionally, for the level-based specification, we apply the analytical correction proposed
by Pope (1990) and a bootstrap procedure (Kilian, 1998; Inoue and Kilian, 2002).'* Subsequently,
we identify two structural shocks using the Max Share approach, which involves maximizing the
contribution of the first structural shock to the h-step ahead forecast error variance of the first
variable AX; ; or X+ (equation 2.14). We explore different truncated forecast error variance hori-
zons for the Max Share criterion, including h = 0, 40, and 80 quarters. Notably, when h = 0, the
Max Share approach simplifies to a Cholesky decomposition of the variance-covariance matrix of

the innovations u;.

The results are evaluated across three dimensions. Firstly, after computing the (cumulative) mean
bias and root mean squared error (RMSE) for selected lead times (i = 0, 4, 8, and 40 quarters),
we analyze the average impulse response functions of the j-th variable due to the ¢-th structural
shock at each lead time i, using a forecast error variance horizon of h = 0,40, or 80 quarters for
the Max Share matrix. These average impulse response functions are denoted as IRF;¢;(h) and are
compared against the true impulse response function IRFj, ;. Note that we only report the impulse
responses for the first structural shock for sake of conciseness: detailed tables regarding the bias
and RMSE, along with further evidence for the second structural shock, are provided in the online
appendiz. Secondly, we calculate the contemporaneous correlation between the estimated structural
shocks and true structural shocks, denoted by corr (w;,w;+) for i = 1,2, as well as the contem-
poraneous correlation between the estimated structural shocks and true complementary structural
shocks, denoted by corr (w;, wj¢) for i # j. Lastly, we analyze the empirical distribution of the
first (and second) element of the eigenvector vy, denoted by v1,1(h) (and v 1(h)), associated with

the maximal eigenvalue of the Max Share matrix.

In our initial experiment, we assume that (AX;;, Xo:)" is modeled as a VAR(1) system with
parameters (ai1, a2, az1, age, bi2,b21,9) = (0,0,0.2,0.96,0,0.5,0). Since a;; = aj2 = J =0, X1
follows a random walk, while the second variable is a (persistent) stationary process driven by p.
This configuration corresponds to Case 1 as described in Section 4. Furthermore, with § = 0,

only the first structural shock has a lasting impact on the first variable. As depicted in Figure 1

13Several robustness exercises, available upon request, were conducted to control for lag order selection, all of which

confirm the consistency of our results.
14Bayesian estimation with Minnesota unit root priors and consideration of short-run restrictions were also con-

ducted, although detailed results are not presented here, but are available upon request.
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for h = 0, there is no contemporaneous bias observed in the average structural impulse response
function (IRF) estimates, denoted by IRF11,0(0) and IRFg; o(0), regardless of how the nonstationary
variable X7 is handled. This absence of bias is consistent with the fact that the Max Share iden-
tification method is here essentially equivalent to a recursive Cholesky identification approach. As
demonstrated by Phillips (1998), IRFs are then consistently estimated at short horizons i, where

i = fT represents a small fraction of the sample size.

As the lead time i of structural impulse response functions (IRFs) increases, the bias and root
mean squared error (RMSE) of IRF;; ;(0) increase significantly when the reduced-form VAR is esti-
mated in levels. Specifically, the (average) bias of the impulse response function of the first variable
to the first structural shock, IRF;; ;(0), is approximately 0.05 at ¢ = 20 and 0.07 at i = 40 for the
first-difference VAR, whereas these biases are notably higher at 0.35 and 0.55, respectively, for the
VAR in levels. Meanwhile, with the exception of the shortest horizons, the RMSE of the level-based
specifications rises rapidly compared to the first-difference specification, showing a multiplication

factor of two or even three at medium-to-long horizons.

Interestingly, both Pope’s correction and the bootstrap method exhibit similar bias reduction per-
formances, halving the bias compared to the (uncorrected) VAR in levels. However, the (average)
bias remains substantial, around 0.15 and 0.3 at ¢ = 20 and 40, respectively. This bias reduction
comes at the cost of a slight RMSE increase at the shortest horizons (i < 4), followed by a much
larger RMSE at medium-to-long horizons compared to the corresponding performances of the first-

difference specification.

Furthermore, similar patterns are observed when analyzing the (average) impulse response function
of the second variable to the first structural shock, as well as the corresponding RMSE at each hori-
zon. Starting from ¢ > 4, a notable discrepancy in bias performances between the first-difference
and the level-based specifications is observed regarding IRFo;. This relative performance is even
more pronounced when examining the RMSE. Indeed, using Pope’s correction or the bootstrap
procedure effectively reduces the (average) bias to levels comparable to the first-difference specifi-
cation but comes with a multiplication factor (for the RMSE) greater than two at medium-to-long

horizons.

As illustrated in Figure 2 and Figure 3, an increase in the forecast error variance horizon h within
the Max Share procedure unveils three main features. First, consistent with the findings of The-
orem 3.4, a contemporaneous bias in the impulse response function of the first variable, resulting
from the first structural shock, emerges when level-based methods are used. Additionally, neither
Pope’s correction nor standard bootstrap techniques fully mitigate this bias, particularly at the

shortest impulse response horizons i. When analyzing the effect of the first structural shock on the
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second variable, IRFa1, both bias-correction methods display minimal (average) bias and perform
comparably to the first-difference method, albeit at the cost of lower efficiency. The uncertainty
associated with level-based structural IRF estimates for the second variable increases with the fore-
cast error variance horizon h. Specifically, the RMSE for bias-corrected methods is higher than
that inherited from ordinary least squares estimation of the VAR in levels when considering the
IRF of the second variable due to the first structural shock. Conversely, for the IRF of the first

variable, the RMSE from bias-corrected methods is lower.

Examining the eigenvector corresponding to the maximal eigenvalue, Figure 4 displays the dis-
tributions of its two elements when the forecast error variance horizon h is 40 or 80 quarters. When
employing the first-difference specification, the distribution of the first element of the eigenvector
exhibits a pronounced peak around the true value of the first unit vector element. In contrast, all
estimation methods using the level specification lead to a significantly greater dispersion for the
first element, with values ranging between 0.6 and 1. The distributions for the second element of
the eigenvector, while approximately symmetric around the true value of 0, span a broad interval

from -1 to 1.

These results can be rationalized by analyzing the asymptotic distribution of the Max Share statis-
tic. According to the derivations presented in Appendix 2, the asymptotic distribution of the Max

Share matrix is characterized as a random matrix expressed by:

111 0

h_lgl,T(h)é
flo o

/f exp (2Us) ds (4.26)
0

with fof exp (2Us) ds = 5 [exp(2U f) — 1] where the real random variable U has a unit root distri-

bution. Moreover, the asymptotic distribution of the mean squared error is given by:
-1 1 !
h™e1MSE(h)e; = — [ exp(2Us)ds.
[ Jo
These two results imply that the Max Share statistic is weakly convergent, i.e.

S, |10 )
€ MSE(h)ey 0 0

In this case, the limit of the Max Share statistic is consistent, and the limits in (weak) probability
of the eigenvalue estimators are one and zero, respectively. Moreover, the limit of the eigenvector
estimator associated with the maximal eigenvalue is the vector [1 0]’. This aligns with the simulation
results depicted in Figure 4. Additionally, given the definition of the structural impulse response

functions outlined in equation (2.16), the impact on these functions also depends on the distribution
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of the reduced-form impulse responses ®;. As outlined in Theorem 3.4, the latter is given by:

exp(gU) 0
0 0

P, =

This distribution has a random limit, characterized by the exponential of the scalar unit root dis-
tribution, which notably exhibits left-skewness that intensifies with increasing values of g.!> For
instance, with g = %, our Monte Carlo simulations indicate that the resulting asymmetry in the
distributions of the reduced-form impulse response functions is pronounced, featuring a significant
negative skewness coefficient. This asymmetry mirrors that typically observed in unit-root distri-

butions.16

For our second experiment, we maintain the same parameter vector as in the initial experiment.
However, we now assume that both structural shocks have a permanent effect on the first variable
(6 = —0.025 # 0), potentially leading to a confounding effect. Several noteworthy observations
arise from Figure 5. Firstly, consistent with Experiment 1, impulse response estimates derived
from the first-difference method consistently outperform those from the level specification across
all lead times, demonstrating superior bias and RMSE properties.!” Secondly, as the forecast error
variance horizon h increases, we observe significant differences, particularly regarding the impact
of the first structural shock on the second variable. This suggests that the Max Share identification

method may partially confound the two permanent structural shocks.

This interpretation is further supported by the correlation analysis between each estimated struc-
tural shock and the true complementary structural shock (see online Appendix 2). Specifically, we
note that these (absolute) correlations hover around 25% for level-based impulse response estimates,
whereas they are negligible when using the first-difference specification. Additionally, we observe
an average 10% decrease in the correlation between each estimated structural shock and the true
one for OLS-based, bias-corrected, and bootstrapped estimates derived from the level specification.
In contrast, these correlations remain unchanged and close to 100% in the case of the first-difference

specification.

Thirdly, we observe that the RMSE generally increases as the forecast error variance horizon ex-
tends in the Max Share procedure, particularly noticeable at the shortest impulse response horizons
for level-based estimates. Fourthly, consistent with the results detailed in Appendix 2, two main
features emerge regarding the distribution of the eigenvector elements (see Figure 6). On the one

hand, using the first-difference specification in the presence of two persistent structural shocks

5See also Phillips (1998, Figure 1(a)).
SNote that the asymmetry results from the nonnormal limit theory (Phillips, 1998).
1"Figures for h = 0 and h = 80 are reported in the online Appendiz.
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results in distributions that remain nearly invariant compared to those in the first experiment. On
the other hand, employing the specification in levels broadens the support of the two distributions.
Notably, the distribution of the second eigenvector element exhibits a right-skewed pattern, with a
negative mean and median estimate of v ; around -0.5, significantly deviating from the true value
of 0. Increasing the forecast error variance horizon from 40 to 80 quarters further exacerbates this

issue. This can be understood by examining the asymptotic distribution of §1,T(h) given by:

& 1] 03735 —0.3395| rf
h=Si11(h) = = / exp (2Us) ds.
f1-0.3395 0.3086 | Jo

Comparing with the expression of the asymptotic distribution of the Max Share matrix estimator in
equation 4.26, one main difference is that the matrix X{ Sr /| e1e181 85Xy given in the right-hand
side now possesses four nonzero elements due to the presence of two permanent structural shocks,
thus § # 0. It turns out that the finite sample estimation of these elements further contributes
to increased uncertainty, compounding the finite sample approximation of nonnormal, asymmetric

asymptotics associated with the unit-root distribution.!®

For our last two reported experiments, we focus on Case 4 (Section 3), where (AX;, Xo4) is
modeled as a VAR(1) system with parameter (a1, a2, az21, a2, bi2, ba1) = (0,—0.2,0.2,0.99,0,0.5)
and 6 = 0 (experiment 3) or -0.025 (experiment 4 ). The second variable is modeled as a near-unit
root process. In the case of a forecasting error variance horizon of 40 quarters, Figures 7 and 8 re-
port the average impulse responses and the RMSE for § = 0 and § = —0.025, respectively.'® Several
points are worth noting. The presence of a near-unit root second variable substantially increases
the bias of impulse response estimates, even in the case of the first-difference specification. In par-
ticular, the bias is more pronounced for greater impulse response horizons and h = 0 or 40 quarters
when studying the effect of the first structural shock on the second variable (lower panels in Figure
7 and 8) in the presence or absence of a confounding effect. Meanwhile, the level-based estimates
of IRF9; exhibit, as in our second experiment, a significant contemporaneous bias along with large
RMSEs. With only one permanent structural shock (6 = 0), the occurrence of a near-unit root for
X5 leads to contemporaneous correlations (in absolute value) corr (w; s, w;¢) of 15% between the
two structural shocks. In the case of two permanent structural shocks, these correlations increase
to around 60% for h = 40, while those between the j-th estimated level-based structural shock and
the true one, corr (w; s, w;y), drop to 74% (h = 40) and 60% (h = 80). Consistent with previous
results, in the case of first-difference estimates, the correlations corr (w;, w;;) for i = 1,2 remain

close to 100%, and those between w;; and wj; for ¢ # j are close to zero.

8Interestingly, when we apply the Max Share matrix estimator with a starting horizon of 20 quarters instead of
zero and a maximum horizon of 80 quarters, the medians of the first eigenvector closely match those of the asymptotic

matrix mentioned above.
19Results for h = 0 and 80 are also available in the supplementary material.
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The rationale behind the structural IRF results remains consistent with the findings of the first
two experiments. On the one hand, using the derivations detailed in Appendix 2, the asymptotic

distribution of the Max Share matrix is given by:

P 1 [/ [0.8615 0.6808 o 0.8615 —0.2
h=S1r(h) = / exp(sUr)eie; exp(sUr) ds
fJo —-0.2 0.9615 0.6808 0.9615

where Ur denotes a matrix function representing a mixture of unit root and local-to-unity distri-
C1

0
butions and I" = , with § = 0 (experiment 3) or 6 = —.025 (experiment 4), 6 =
0 (&)

a

7, and

¢ characterizes the root near unity (see Assumption 3.2). The finite sample approximation of this
more complex asymptotic distribution, which is nonnormal and asymmetric, significantly impacts

the eigenvector associated to the largest eigenvalue.

On the other hand, this effect is compounded with the estimation of the reduced-form impulse

responses whose asymptotic distribution, as indicated by Theorem 3.4, is given in both cases by:

0.9615 —0.2
&, = exp(gUr)
0.2 0.9615

where exp(gUr) is a 2 x 2 matrix. Consequently, the elements of the structural IRFs of the first
variable, as identified by the Max Share approach, are adversely affected by the relationship (2.16).

Regarding the finite sample distribution of the two elements of the eigenvector associated with
the maximal eigenvalue, the simulation results (Figures 9 and 10) from the first two experiments
are further exacerbated in the context of both a near-unit root for the second variable and a possible
confounding effect (6 # 0). Specifically, the distributions of level-based estimates of the eigenvector
elements exhibit either a left-skewed shape (for the first eigenvector element) or a right-skewed
shape (for the second eigenvector element) when h = 40, with only minor concentration around the
true value. As the forecast error variance horizon increases, both distributions undergo significant
distortions in the presence of both a unit root and a near-unit root in the unrestricted VAR in
levels. In particular, when § = —0.025, the distribution of the first eigenvector element displays an
inverted U-shape with a broad range, while the distribution of the second eigenvector element is

bimodal, with values predominantly clustered around either -1 or 1.20

14+e¢ 0
2°The bimodal distribution can be understood with the following argument: let A = , where ¢ > 0
0 1—¢
is small enough. A has two eigenvalues Amax = 1 + € and Amin = 1 — €. One eigenvector associated with the largest

!
(respectively, smallest) eigenvalue is the first (respectively, second) basis vector of R?, vy = [1 0] (respectively,
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In conclusion, given the prevalence of such a data-generating process (DGP) in macroeconomic
applications, these simulation experiments highlight several interesting insights. First, structural
impulse responses derived from VAR models in levels show a substantial loss in terms of bias and
RMSE properties at intermediate and long horizons. This contrasts with those obtained from
the first-difference specification. Second, while bias-corrected, bootstrap and Bayesian methods
mitigate the bias issue, they still perform worse than estimates from a stationary representation,
especially in terms of RMSE. Third, the presence of a potential confounding effect, such as two
permanent shocks, exacerbates the discrepancies between first-difference estimates and level-based
estimates. This further outlines the need for caution when interpreting results from unrestricted
VAR models in levels.

5 Empirical application

Our empirical application highlights the potential issues of relying exclusively on VAR models in
levels, aligning with our theoretical and simulation results. We draw upon the study of Ben Zeev
and Khan (2015), who used Max Share identification to investigate the nature of investment-specific
technology (IST) news shocks. Interestingly, their unrestricted VAR specification, which includes
IST and TFP variables in levels, highlights two possible sources of long-run fluctuations, potentially

leading to a confounding effect.

We consider a reduced-form VAR with five (log-) variables for the US economy from 1959Q1 to
2019Q4:
vt = (log TFPy, log ISTy, log Cy, log Hy, Alog P;)'.

The first variable is the real-time, quarterly series on total factor productivity (TFP) adjusted for
variations in factor utilization, constructed by Fernald (2014). Our benchmark measure of IST is
the inverse of the real price of investment, which is defined as the ratio of the investment defla-
tor to the consumption deflator. The consumption deflator encompasses nondurable and service
consumption from the National Income and Product Account (NIPA) whereas the investment de-
flator corresponds to private fixed investment and durable consumption. Following Whelan (2002),
we use a Fisher index to obtain chain-aggregated data.?! Consumption is measured as the sum of
nondurables and services and is converted to per capita terms by dividing by the civilian noninstitu-

tionalized population aged 16 and over. The real series is then obtained by using the corresponding

a . The two eigenvalues remain unchanged,
1 1

while (using the same normalization as in the initial matrix) one eigenvector associated with Amax is the sum vector
! /

of R?, vy = [1 1} and vy = [1 71} .

21The IST series is nearly identical when using the Térnqvist-Theil discrete time approximation to a Divisia index.

!
Vo = [0 1] ). Consider a small perturbation of A, A = A+ ¢ [
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chain-weighted deflator. The hours series is the log of total hours worked in the nonfarm business
sector adjusted for the civilian noninstitutionalized population aged 16 and over. Finally, inflation

is measured as the percentage change in the GDP deflator.

Our identification strategy assumes two sources of persistent fluctuations in the system, which
we define as TFP and IST news shocks. In line with the approach of Kurmann and Sims (2021),
we sequentially apply the Max Share approach from Francis et al. (2014) to identify two structural
permanent shocks, setting the truncated forecast error variance horizon to h = 80 quarters. Let A
represent the lower triangular Cholesky factor of the reduced-form covariance matrix 3, and @ be
an orthonormal matrix such that all impact matrices are given by Ag = AgQ. The first structural

shock is identified by solving:

/
h
q1(h) = argmax N5 ()

ST st =1
e MSE(h)e; ha

where g1 is the first column of the matrix (). This vector ¢q; represents the linear combination
that maximally contributes to the future forecast error variance of TFP over a given horizon h,
indicating the maximum share of TFP’s future forecast error variance explained by this shock.??
The second structural shock is identified similarly, under the additional condition that this shock

is orthogonal to the first structural shock:

/
4s(h) = argmax q252(h) g2

o M s.t. qéq2 - 1 and qéql == O

where g5 is the second column of the matrix ). This vector ¢go primarily accounts for the long-term
fluctuations in IST. Consequently, the first two columns of AoQ encompass the TFP and IST news
shocks. To ensure the robustness of our identification strategy, we reverse the order of identification

assigning ¢; to IST and ¢3 to TFP.

In our empirical analysis, we employ two specifications. First, we estimate an unrestricted reduced-
form VAR in levels with four lags, which is standard practice for quarterly data. Second, we esti-
mate a VECM to account for potential unit roots and long-run relationships. Unit root tests provide
evidence that the first three variables—TFP, IST, and consumption—are non-stationary. More-

over, economic theory suggests that consumption shares a stochastic trend with both TFP and IST.

More specifically, Johansen’s (1995) cointegration tests, using both the trace and maximum eigen-

value test-statistics, reject the null hypothesis of a cointegration rank of two or less, but not of three

22 As pointed out by Kurmann and Sims (2021) for the TFP shock, imposing short-run restrictions, such as zero
impact restrictions used by Barsky and Sims (2011), may lead to misleading outcomes due to the imperfect mea-
surement of factor utilization. Therefore, we refrain from imposing such identifying restrictions on TFP and IST

permanent shocks.
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or less. This result implies that the data is consistent with the presence of two stochastic trends,
suggesting no more than one cointegrating relationship among TFP, IST, and consumption, assum-
ing total hours worked and inflation are covariance stationary. In contrast, the Engle-Granger test
rejects the null hypothesis of cointegration between any combinations of these three variables. To
reconcile these conflicting pre-test results, we report results based on a single cointegration vector,
although our findings remain robust even under the assumption of no cointegration, such as when
estimating a VAR with the three non-stationary variables in first differences. This dual approach,
using both a VECM and a first-differenced VAR, aims to provide a comprehensive understanding of
the underlying dynamics while enhancing the robustness of our results against varying assumptions

regarding the cointegration structure.

Figure 11 illustrates the structural impulse response functions (top panel) and the forecast er-
ror variance shares (bottom panel) due to the structural TFP shock on each variable under both
identification strategies. Figure 12 provides a similar view for the structural IST shock. Notably,
the IRFs and FEVD shares for the TFP shocks differ significantly depending on the identification
ordering. For instance, while both orderings agree that a TFP shock increases hours worked (except
at impact), the VAR in levels yields a distinct response and attributes a substantially larger share
in the variance decomposition of hours worked to the TFP shock. Specifically, TFP shocks account
for nearly 60% of the variance decomposition of hours worked after 10 quarters when identified first,
but only 20% when identified second. Thus, when TFP shocks are identified first, they are seen
as the main driver of fluctuations in hours worked; this conclusion, however, should be moderated

when these shocks are identified second.

The differences are even more pronounced with IST shocks, as depicted in Figure 12. When the
VAR in levels is employed, hours worked decline for several quarters following the impact of IST
shocks when these shocks are identified conditional on TFP shocks. If IST shocks are identified first,
they account for a significant portion of fluctuations in hours worked and consumption. However,
when IST shocks are identified second, their impact is considerably less significant. This suggests

that, in the second identification scheme, IST shocks may not be a primary driver of business cycles.

This analysis provides evidence that applying the Max Share approach to VAR in levels at a
distant horizon can lead to conflicting results, likely due to the confounding of the two permanent
shocks, as seen in our simulation experiments. By explicitly accounting for the stochastic trends
using a VECM, the impact of the identification order is substantially reduced. As detailed in
the online Appendiz, this impact becomes almost negligible when employing a reduced-form VAR
model with the first three variables in first differences. Regardless of the stationary transformation
or the identification order, the impulse response functions and the forecast error variance shares

remain consistent for the two structural shocks. Importantly, neither TFP nor IST shocks emerge

26



as the primary drivers of fluctuations in hours worked.

Finally, this empirical application underscores the potential pitfalls of relying solely on VAR in
levels. While this application does not settle the debate on whether TFP or IST shocks are pivotal
for business cycles, it highlights the sensitivity of results when using a VAR in levels in the pres-
ence of persistent processes with roots at or near unity. This emphasizes the importance of also
estimating stationary representations, such as a reduced-form VECM or a reduced-form VAR with
certain variables in first differences, to accurately capture the dynamics of structural shocks and

enhance the robustness of macroeconomic analysis.

6 Conclusion

This paper critically examines the implications of using VAR models in levels with the Max Share
identification approach, particularly in the presence of unit or near-unit root processes. Our the-
oretical and empirical analyses provide several key insights. First, structural impulse responses
from level-based VARs exhibit significant bias and higher RMSE at intermediate and long horizons
compared to those from stationary representations, although they perform similarly at very short
horizons. Second, although bias-corrected, bootstrap, and Bayesian methods reduce some bias,
they tend to increase RMSE and do not consistently outperform stationary specifications, such as
first-difference models. Third, the presence of multiple permanent shocks exacerbates discrepan-
cies between estimates from level-based and differenced VARs, potentially leading to confounding

effects and unreliable identification of structural shocks.

These findings emphasize the importance of using stationary transformations, such as VECMs
or differencing, and reporting the corresponding results to ensure reliable identification of struc-
tural shocks and impulse responses. Such transformations help mitigate the risk of identifying
hybrid shocks instead of primitive shocks. While unrestricted VARs in levels can be useful when
there is uncertainty about unit roots and cointegration, it is advisable to complement this approach
with stationary model estimates, such as the adaptive automated VECM estimation procedure pro-
posed by Liao and Phillips (2015), which effectively handles unknown cointegrating rank structures
and transient lag dynamic orders. Alternatively, a thorough VECM robustness analysis can be

conducted in a stepwise manner.

Additional supporting information may be found in the supplementary materiel of this paper:
Appendix 1: The accumulated Max Share approach and the Max Share approach in the frequency
domain.

Appendix 2: Monte Carlo simulations.

Appendix 3: Empirical application.
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Appendix 1: Proofs of asymptotic results in the stationary case

Proof of Theorem 3.1

Let Assumption (3.1) hold and consider the behavior of Sy r(h) as T — oo for some finite, fixed h. The asymptotic

distribution can be derived from the delta method. Let & = vec ([41,..., Ap]), one has
h—1 h—1
dvec (Si(h) Ovec (P Xr) dvec (X1, P)
D&(h) = T = ;) IN ® Etrq)gekek) T + ; Etrq)zek@c ® IN) T
with (see Liitkepohl Liitkepohl (2007) p.668, rules 7 and 6, respectively)
Ovec (PpXyr) , Ovec(Py)
VR TS (y Iy) 250
o0&/ (B @ Iv) =55
dvec (21, P]) , \ Ovec(®))
T oa  — Une¥) —5r
Ovec(Py)

= (In ®Z}) Knn EFY

where Ky is the N2 x N2 commutation matrix such that vec(A’) = Knnvec(A) for any N x N matrix. Therefore,
using the Kronecker product rules and the properties of the commutation matrix, one has:?3

h—1 h—1

dvec (Sk(h)) Y / Ovec(Py) L , Avec(®y)
~—n = ; (IK ® Etrfpzekek) (Etr ® IN) “oa + ; (Etrq)gekek ® IN) (IN ® Etr) KNNT
h—1 h—1
1o} P b P
=3 (5 @ S dhencs) PP LN (s lene, @ 5 Koy 0P
=0 —o a
h—1 he1
dvec(Pe) Ovec(®
= Z Tt @ X, Prexel) VT(/E + Z Knn (Sh @ S4LPhexer ) %
=0 —o &
h—1
! ! 8@
=Y (Iy2 4+ Knn) (S ® S, Prerer) 875;
=0
Likewise, defining o := vech(Z.),
h—1 he1
3] Sk (h , 0 Z r) Ovec(Xt,
Do (h) := w - (IN ® Eér@@eke;ﬂ‘pl vecl gt Z Ztr(b%@ke;cél ® IN) %ﬁ)
7 =0 = o
h—1

ovec(Zir)

(In2 + Knnw) (IN ® Eégb%eke;cq)z) 9o

0

We define the Np x (T — p) matrix Y := (Yp41,...,Yr) and 'y (0) := E (Y — E(Y)) (Y’ — E(Y))'), the contempo-

~
Il

raneous covariance matrix of the vector process y;. Under Assumption (3.1),
ar —a Ly (0)™' @ X, 0
VT |7 4 (o, [7© ,
or — 0O 0 2D;(, (ZL ® %) Dﬁ
where DY, := (DiyDy) ™" D'y is Moore-Penrose generalized inverse of the N2 x N(N +1)/2 duplication matrix. Using
the Delta method,
Iy (0) '@, 0 Dg(h)

VT vee (Skr(h) = $um) 5 N (0, [Da(h)  Do(n)] . S R

et G be (m x n) and F (p x q). Then Kpm(G @ F) = (F ® G)Kgn, with Kpm and Ky, some commutation

matrices.
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as stated.

Proof of Theorem 3.2

Suppose that the Max Share matrix Sk (h) is of rank r < N. The spectral decomposition of Si(h) is given by:
Sk(h) = QMA(L)Q'(h),

where A(h) is the diagonal matrix whose diagonal elements are the eigenvalues arranged in algebraically nonincreasing
order, and Q(h) is the orthogonal matrix with Q(h)Q’(h) = In containing the associated eigenvectors. Given that the
Max Share matrix is not necessarily of full rank (e.g., Case 1, Section 4), we assume that the first r eigenvalues are
different from zero and the last N — r eigenvalues are equal to zero. Accordingly, the submatrix @, (h) contains the
eigenvectors associated with the first r eigenvalues, and the submatrix Qn—-(h) contains the eigenvectors associated
with the last N — r eigenvalues, so that Q(h)Q'(h) = Q-(h)Q.(h) + Qn—r(h)Qx_,(h). Additionally, Q,(h) can be
partitioned as Qr(h) = [g1(h) Q2:r(h)], where ¢1(h) = qx(h) denotes the eigenvector associated with the maximal

eigenvalue when the target is the kth variable. Therefore, the matrix A(h) can be written as:

An(h) 0

Alr) = 0 An_r(h)

= Q' (MSk(M)Q(h) =

)

Qr(h)Sk(h)Qr(h) Q1 (h)Sk(h) QN —r(h)
Qn—r(M)Sk(M)Qr(h)  Qn—p(R)Sk(R)QN—r(h)

1(R)Sk(h)gi(h 1(R)Sk(h)Q2:.r(h
where Q. (h)Sk(h)Qr(h) = (WS (R)ar (h) €1 (1) Sk () Q2:r (h) . Using the vectorization of the matrix

A, (h), we have:

vec (Ar(h)) = vee (Qy(h)Sk(h)Qr(h)) = (Q1(h) @ Q7.(h)) vec (Sk(h)) .

Using Theorem 3.1, T ?vec (§k T Sk(h)) N(0,9Q)(h), and assuming a weakly consistent estimate of the
submatrix of eigenvectors Qr(h), Qr.r(h) & Q,(h), the two results of Theorem 3.2 follow by virtue of the Slutsky

theorem.

Proof of Theorem 3.3

Theorem 3.3 is an application of Theorem 4.1 and Theorem 4.2. (p. 729) of Tyler (1981) and Theorem 1 in Bura
and Pfeiffer (2008). The expression of the variance-covariance matrix of the eigenvector associated to the maximal

eigenvalue results from Anderson Anderson (1963).

Appendix 2: Asymptotic properties of the Max Share matrix for
the bivariate DGP

We first provide some preliminary notations.
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Rotating the System in Separate I(1) and I(0) Components

Some of the results in the paper rely on rotating the system into separate I(1) and I(0) components following Phillips

(1998). Define C := (81, 8), 2t := C'ys, ni := C'uy and A; := €’ A;C. Then,
p ~
zt = ZAithi + -
=1
Letting I := C'(I1)C, we get
2o = Mzi—1 + C'T(L)CAz—1 + 1.

Furthermore, we define W; := (Az;_y, ..., Azé_p_,rl)/ = (A1, AYipi1) (L1 @ C)and F:=C' (T1,...,Tp1) (-1 ® C)

whence
FW; = C'T(L)CAz
=z =z 1+ FWi + .. (6.28)

We now obtain a partition of the matrix IT. Under (c), one gets

exp(n™'T) B a
Orxs -I’V‘ + /Bla

=

Two Random Matrix distributions

Following Phillips (1998) we define the random matrices U and Ur. Recall that 7; := C’uy are the residuals in the
separated system and define S(.) as a vector of uncorrelated Brownian motions. Under assumption (c), we further
define 71+ := B8 az2,1—1 + F1 Wy + m1, its long-run covariance matrix as A, the long-run covariance matrix of 11 as P
and the correlated Brownian motions S,(.) = PS(.) and S1(.) = AS(.). Then, the so-called unit root matrix is given

by
U= /01 dS,(v)S1 (v)’ </01 S1(V)Sl(u)/dy)1 . (6.29)

Now, under assumption (¢’), we must also introduce the following Ornstein-Uhlenbeck process Jr(v) := [ exp ((v — s)I') dS1(s)

and the so-called local-to-unit matrix
-1

Ur := /Oldsn(y).]p(u)/ (/OlJr(V)Jp(l/)ldl/) ) (6.30)

Specific derivations for the experiments

We discuss part (i) of Theorem 3.4 (i.e., the limiting distribution of IRFs) in the special case of the DGP used in

Section 4:

Y1t 14+a11 ai2+6| |yie—1 —ai1  —a12 Y1t—2 U1t
+ +

Y2t a1 a2 Yat—1 —a21 0 Yo2t—2 U2t

Equivalently, the reduced-form VECM form can be written as:

Ayt 0 ) Y1t—1 ail a2 Ayii—1 ULt
+ +

Ayae 0 a2 —1| [y2t—1 a1 0 Ayae—1 Uy
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More generally,

Yit 10| |yie—1 a1 a2 | |Ayie-1 U1t
= + +

Y2t 0 a| |y2-1 a1 0 Ayze—1 Uzt
Following Phillips (1998), the system of equations admits the following alternate companion form such that z; =

EZ¢—1 + Uy with & = (y1¢, yor, Ayae, Aym)/i

Y1t 1 0 a1 aiz Y1e—1 U1t
Yar | _ 0 a22 a1 0 Y2t—1 . Uzt
Aye 0 0 a1 a2| |Ayie U1t
Ay 0 ax2—1 ax O Ayar 1 Uat

where U; = J'uy with J = [I2, I].

The (modified) companion matrix E can be partitioned as follows:
exp(T~'T) Ero

Orxs (6.31)
exp(T'T") — I;| FEa
Op—1)xs
where s is the number of unit root or near unit root variables, » the number of stationary variable and p the number
of lags in the level-based specification. Note that the DGP imposes that the matrix I can be either a scalar or a 2 x 2
matrix depending on the number of unit roots or near-unit roots. In particular, when I" is a matrix, the exponential

function exp(-) is understood as the matrix exponential.

As shown in Phillips (1998, p.28), the impulse response matrices can be rewritten in terms of this companion form

as follows
o, = JE'J
B exp(iT™'T)  exp(iT 'T)E12(I 4 -+ ELY) 7
o) Ei +O(T7Y) '

and J = [Ig, ngz} and the moving average (MA) representation of y; is

t—1 t—1
Yt = Z JEij/utfi = Z@iut,i.
i=0 i=0
For i = fT for a fixed fraction f > 0, then ®; — ® where

exp(fT)  exp(fT)E12 (I — Eag) ™" 7
0 0

o =

as T' — oo because Fs2 has stable roots. Using an OLS-based estimation of the unrestricted VAR in levels, the ith

impulse response matrix estimate is given by:

o, = JE'J
where
N B F
B=|_ P (6.32)
B—-1, F>



with

1 6 a a
B = and F12 = F22 = " 12
0 a0 a2 0

Let By denote the submatrix containing the first s columns of B (i.e., the nonstationary components of B), the limit

distribution is given by:
1
T(Bl — B1) = (/ dSnJllﬂ) (Jpjf)_l =Ur
0

where Jr(r) = [ exp{(r — s)I'} dS) is a vector diffusion process and S; is vector of Brownian motion (see Phillips,
1988). In particular, when the diagonal elements of I are equal to zero, then Jr(r) reduces to Si(r).

It follows that the expression of Eis:

i éi + Op(Til) 22:0 Ei_hﬁmﬁ% + OP(Til)

B = t (6.33)
0,(T™) iy + 0,(T 7).

and, as shown by Phillips Phillips (1998),
Bi = [l + (Bi - I,)|" = [I, + T(B1 — I,)/T)"" = exp(fUr)
as T — oo and i = fT. Finally,

B exp(fUr) exp(fUr)Eia(I — E2) ™"
0 0

and

exp(fUr) exp(fUr)Eia (I — Ex) ™' -

O, = J J.
0 0

We now provide the complete derivations of different configurations.

e yi; is I(1) and yo¢ is 1(0) with possibly § # 0

In this case s = 1, I' = 0 and the matrix F is given by (assuming that ai;1 = 0 as in Section 5):

1 5 0 ai2
E _ 1 E12 _ 0 a2 a1 0
O3x1  FEa2 0 1) 0 a2
0 a2 — 1 a1 0
where E12 = [0 0 aq2] and
a2 a0
Es = ) 0 a2

agzz — 1 a1 0

36



To determine the (random) limit, we need to compute E1a (I3 — Ea2)~". Using
—1

1—az2 —a 0 . 1—aiz2a2 az1 a120a21
(13 - E22)71 = —(5 1 —ai2 = Tm (5 — a12(1 — azz) (1 — a22) a12(1 — a22) 5
1- az2 —a21 1 a216 bl (1 — a22) 0 (1 — azz) — a215

we have
1

Era(Is — E22)71 = dTQ [(5(1 —a21a21) — a12((1 — az2) — a216))  dazr  (dar2az1 +ai2((1 — az) — 0215))]
1
= v [5 —a12(l —ag) and a2(l-— a22)]

where da2 = (1 — a22 — a210). Therefore,

L 1 Ero(I3— Ex) !
lmE =E = 12 (I3 = Bi2)
oo 03x1 03x3

As the impulse response horizon i — oo, the impulse response matrix of the unrestricted (reduced-form) VAR

lin levels converge to ®:

_ . + a219d S
hm (Pl:(b:JEJl: dao doo
i— 00 0 0

It means that the only permanent impact is from both shocks on the first variable. Turning to the limiting
distribution of the Max Share matrix, we first define 8., 8 and Bg. Taking that 8 = [10], 8 = [0 1] and
C = [BL B], the permanent effect of the reduced-form innovations on the first variable is given by:

B

B = B+ Er2 (I — FE22) ™"
Cl

=10+

0 —ai2(l —az) a2nd a2(l— azz)}
da2 da2 do2

CL215 5
=1+ —1.
[ do2 dzz}

Finally, it involves the expression of the matrix U, which is a scalar. In so doing, we derive the expression of

o = O
—_ O

11+ from the specification of Ayi+, namely

Ayir = O0y2t—1 + a12Ay2e—1 + w1t = Mt
Z ViUt —i
i=0

where the last expression results from the moving average representation of the innovations u: = (u1¢, uzt)' .Then,
1 L L (1S (v)dS, (v
U= / dS, ()51 (v) ( / Sl(u)Sl(u)'du> _ o 5:0)d5,)
0 0 Jo Si(v)2dv

where S is a scalar Brownian motion with a variance given by the long-run variance of Z;’io Piui—; and Sy

is a scalar Brownian motion with variance given by var(ui:). The asymptotic distribution of h~'Sy 7(h) as

T — oo with h = fT for f €]0, 1] is therefore:

f
h~ 'Sk, (h) = % / StBe exp (sU') BLererBL exp (sU) B Suds
0

1, |1l , 1 s s
:>?/O D 622 exp (sU) [1 0] exex 0 exp (sU) [14—% E] Yirds

da2
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where Y, is the lower triangular Cholesky decomposition of ¥, ¥, = 3{, 3¢, and ey, is the first (k = 1) or

second (k = 2) base vector of R%2. When k = 1, one has:

+ a210

_ 1 [f
h 1SLT(h) = ?/0 exp (2sU) 2, Ld” [1 + ’1(127125 &] Sirds
da2
f & & 14 2218 G 0
= l/ exp (2sU) oo 22 [1 + a0 di] H ds
fJo 0 &o2 22 224 | Go1 022

da2

~ ag1d ~ 5
011 (1+ a )—0—0217 ~ .
2 22 [011 (1 + Lj;;) + 021722 022 ng] ds

= 1 /f exp (2sU) 2
I Jo 9

&22

da3
2
~ a918 -5 ~ a8 S S
= 2 (20)™ (pu (1) +omas) (ou (1+5220) +om ) om (exp (f) — 1)
f 5. (1 4 ezl = 5 \s 5 = 5\? '
on \1+ =) + 02157 ) 0225~ 0225~

where &;; are the elements of lower triangular Cholesky decomposition of ¥,,. Accordingly, §17T(h) is of rank

one, the second eigenvalue converges to zero and the resulting eigenvector converges to [1 0]'. When 6 = 0,

PN 1 el o
B8 r(h) = U LT (exp(f) —1).
e yi is I(1) and yo is I(1)
In this case, s =2, I' is a 2 x 2 null matrix and E is given by:

1 0 0 a2
B Iox2  Er _ 0 1|laxn O
O2x2  Ea2 0 0| 0 a2
0 0 a21 0

Since assumption (c) is satisfied here, we first need to compute the expression of Eis (I2 — E22)712
—1

_ 1 —a12 1 1 a2
(I2 — E22) = =
—amn 1 1—a2a21 [y, 1
It implies that:
- a12a21 ai2
Bl - Ba)”' = ko
az1 12021
and thus
lim B Irxe Ei2(I2 — E22)71
71— 00

O2x2 O2x2

Capitalizing on Lemma 2.2. of Phillips (1998), one gets:

lim &; = & = [[2 E12 (I — Baz) ™ ,}

1—00
meaning that the only permanent impact is from both shocks on the first variable. Regarding the limiting

distribution of Sk (h), since S is the empty matrix,



and the permanent effect of the reduced-form innovations on the two variables is then given by:

1

—_— a
Be =81+ Ew (I — E22)71 C' = | 1712021 12
a21 l1—aj2a21
Finally, starting from the (infinite) moving average representation of 71+
_ Ayt 0 aiz| |Ayie— Uig
me = = +
Ayt az1 0 Ayzt—1 Uag

> .
= Z Tzlut—i
i=0
where T = Fi,, one can define the matrix unit root distribution

U:= /0 1 dS(v)S'(v) ( /0 1 S(V)S(v)’)

where S(v) is a two dimensional Brownian motion vector with covariance matrix Y(1)%,Y(1)’. Using Theorem

, the asymptotic distribution of h='Sy 7 (h) as T — oo with h = fT for f €]0,1] is therefore
—-14a 1 f /! / / ! !
h™ Sk,r(h) = ? YirBE exp (sU ) Bl ererBiexp (sU) BpXecds
0
1 f / ! / /
= 7 S BE exp (SU ) exey exp (sU) BpXuds.
0

y1t is I(1) and y2: is a nearly unit-root process with possibly ¢ # 0

The derivation is the same, with the exception that:

Ur = /O 48, () () ( /O 1 JF(V)JF(V)'dy)f

1

where

T =
0 ¢

This is a mixture of correlated unit root distribution and a local-to-unit root distribution.
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Figure 1: Impulse response effects of the first structural shock based on a contemporaneous (h =

0) Max-Share identification (experiment 1)
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Notes: (1) The black solid line represents the true IRF, IRF;; ; and IRFa; ; fori =0, - - - , 40, whereas
the dashed line, the red solid line, the blue dashed line, and the red dotted line represent the average
IRF estimates, IRF;1,;(0) andIRF;;;(0), inherited from the first-difference specification, the level
specification, the bias-correction method of Pope, and a bootstrap procedure, respectively.

(2) Xi4, is a random walk, and the second variable is a persistent stationary process with an
intrinsic persistence p = 0.96. (3) The top (respectively, bottom) left panel displays the average
impulse responses of the first (respectively, the second) variable to the first structural shock. The
top (respectively, bottom) right panel displays the RMSE of the corresponding structural IRF. (4)

The lagged parameters are given by aj; = aja = 0, aj2 = 0.2, ase = 0.96, § = 0.
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Figure 2: Impulse response effects of the first structural shock based on a non-accumulated Max-

Share identification with h = 40 (experiment 1)
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Notes: The black solid line represents the true IRF, IRFy;; and IRFg1; for i = 0,--- ,40, whereas
the dashed line, the red solid line, the blue dashed line, and the red dotted line represent the average
IRF estimates, IRF11,(0) andIRF1;;(0), inherited from the first-difference specification, the level

specification, the bias-correction method of Pope, and a bootstrap procedure, respectively.
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Figure 3: Impulse response effects of the first structural shock based on a non-accumulated Max-

Share identification with h = 80 (experiment 1)
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Note: The black solid line represents the true IRF, IRF;; and IRFs;, whereas the dashed line,
the red solid line, the blue dashed line, and the red dotted line represent the average estimate of
the IRF inherited from the first-difference specification, the level specification, the bias-correction

method of Pope, and a bootstrap procedure, respectively.
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Figure 4: Distributions of the eigenvector elements associated to the largest eigenvalue (experiment

1)
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Notes: (1) The top (respectively, bottom) panel illustrates the distribution of the two elements v1,1(h) and vz, (h)
of the eigenvector associated with the largest eigenvalue when the forecast error variance horizon is set to h = 40
(respectively, h = 80). (2) For each horizon, the two upper subfigures depict the distributions of the eigenvector
elements (black solid line) when considering the first-difference model. The two lower subfigures display the distribu-
tions of the OLS-based estimates (black solid line), bias-corrected estimates (blue dashed line), and the bootstrapped

estimates (red solid line) of the level specification.
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Figure 5: Impulse response effects of the first structural shock based on a non-accumulated Max-

Share identification with h = 40 (experiment 2)
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Note: The black solid line represents the true IRF, IRFy; ; and IRFg; ; for ¢ = 0,--- , 40, whereas the
dashed line, the red solid line, the blue dashed line, and the red dotted line represent the average
IRF estimates, IRF11,(0) andIRF1;;(0), inherited from the first-difference specification, the level
specification, the bias-correction method of Pope, and a bootstrap procedure, respectively. (2) The

lagged parameters are given by a11 = a12 = 0, a1 = 0.2, ase = 0.96, § = —0.025.
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Figure 6: Distributions of the eigenvector elements associated to the largest eigenvalue (experiment

1)
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Notes: (1) The top (respectively, bottom) panel illustrates the distribution of the two elements v1,1(h) and vz, (h)

of the eigenvector associated with the largest eigenvalue when the forecast error variance horizon is set to h = 40

(respectively, h = 80). (2) For each horizon, the two upper subfigures depict the distributions of the eigenvector

elements (black solid line) when considering the first-difference model. The two lower subfigures display the distribu-

tions of the OLS-based estimates (black solid line), bias-corrected estimates (blue dashed line), and the bootstrapped

estimates (red solid line) of the level specification.
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Figure 7: Impulse response effects of the first structural shock based on a non-accumulated Max-

Share identification with h = 40 (experiment 3)
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Note: The black solid line represents the true IRF, IRFy; ; and IRFg; ; for ¢ = 0,--- , 40, whereas the
dashed line, the red solid line, the blue dashed line, and the red dotted line represent the average
IRF estimates, IRF11,(0) andIRF1;;(0), inherited from the first-difference specification, the level
specification, the bias-correction method of Pope, and a bootstrap procedure, respectively. (2) The

lagged parameters are given by a11 = 0, a1s = —0.2, as; = 0.2, ase = 0.99, § = 0.
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Figure 8: Impulse response effects of the first structural shock based on a non-accumulated Max-

Share identification with h = 40 (experiment 4)
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Note: The black solid line represents the true IRF, IRFy; ; and IRFg; ; for ¢ = 0,--- , 40, whereas the
dashed line, the red solid line, the blue dashed line, and the red dotted line represent the average
IRF estimates, IRF11,(0) andIRF1;;(0), inherited from the first-difference specification, the level
specification, the bias-correction method of Pope, and a bootstrap procedure, respectively. (2) The

lagged parameters are given by a1; = 0, a1 = —0.2, as1 = 0.2, ase = 0.99, § = —0.025.
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Figure 9: Distributions of the eigenvector elements associated to the largest eigenvalue (experiment

3)
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Notes: (1) The top (respectively, bottom) panel illustrates the distribution of the two elements v1,1(h) and vz, (h)
of the eigenvector associated with the largest eigenvalue when the forecast error variance horizon is set to h = 40
(respectively, h = 80). (2) For each horizon, the two upper subfigures depict the distributions of the eigenvector
elements (black solid line) when considering the first-difference model. The two lower subfigures display the distribu-
tions of the OLS-based estimates (black solid line), bias-corrected estimates (blue dashed line), and the bootstrapped

estimates (red solid line) of the level specification.
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Figure 10: Distributions of the eigenvector elements associated to the largest eigenvalue (experiment

4)
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Notes: (1) The top (respectively, bottom) panel illustrates the distribution of the two elements v1,1(h) and vz, (h)

of the eigenvector associated with the largest eigenvalue when the forecast error variance horizon is set to h = 40

(respectively, h = 80). (2) For each horizon, the two upper subfigures depict the distributions of the eigenvector

elements (black solid line) when considering the first-difference model. The two lower subfigures display the distribu-

tions of the OLS-based estimates (black solid line), bias-corrected estimates (blue dashed line), and the bootstrapped

estimates (red solid line) of the level specification.
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Figure 11: TFP shock
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Notes:

(1) Red color corresponds to level-based estimates.

A dashed line indicates the IST shock is identified before the TFP shock.
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Blue color corresponds to ”first-

difference” estimates. (2) A solid line indicates the TFP shock is identified before the IST shock.



Figure 12: IST shock
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Notes: (1) Red color corresponds to level-based estimates. Blue color corresponds to VECM- based

estimates. (2) A solid line indicates the TFP shock is identified before the IST shock. A dashed

line indicates the IST shock is identified before the TFP shock.
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