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Abstract

We identify the main shock driving the covariance of the labor market and out-

put. The shock drives strong business cycle comovement among output, consumption,

investment, hours, and stock prices but is essentially orthogonal to business cycle 
uc-

tuations in TFP. Yet, the shock is associated with future persistent TFP 
uctuations,

consistent with theories of technology news. A standard labor search model in which

wages are determined by a cash 
ow sharing rule, rather than the net present value

of match surplus, matches the observed responses to TFP news. The response of the

wage implied by this rule is consistent with the empirical responses of a broad panel

of wage series.
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1 Introduction





Second, for our model of wage determination to match the data, the fraction of 
ow

surplus accruing to households must be relatively high. This feature is closely related to the

observation of Hagedorn and Manovskii (2008) that when �rms receive a small fraction of


ow surplus, small changes in productivity translate to large (in percentage terms) changes

in 
ow pro�ts and thus have an outsize e�ect on vacancy posting incentives. This e�ect is

capable of generating large booms in response toanticipated changes in productivity because

matching frictions pull forward the bene�ts of hiring, but only when those bene�ts are not

o�set by a forward-looking wage process such as Nash bargaining.

We conclude our main results by showing that the wage process we estimate is consistent

with a variety of existing measures of the aggregate wage. To do this, we consider a panel of

19 commonly-used wage measures collected from various sources. Our �rst (and preferred)

measure of the wage is aggregate wage and salary payments to labor in the private sector

(compiled by the BEA) divided by total private sector hours worked. The response of this

wage to our identi�ed shock is in fact very similar to what our model predicts: The wage

falls on impact and then eventually rises following TFP.

In addition to this series, we present a set of aggregate and sector-level wage series

prepared by the BLS, and the new-hire wage series generated by Basu and House (2017).

The responses of these variables to our identi�ed shock di�er substantially, but two patterns

emerge. First, of the 19 series, all but 4 fall on impact according to our point estimates, and

none is signi�cantly positive. Second, virtually all of the wage series exhibit upward-sloping



is similar to Angeletos et al. (2019), they �nd that TFP cannot be the \main business

cycle" shock. The crucial di�erence between our respective approaches is that, in their

identi�cation procedure, Angeletos et al. (2019) speci�cally target narrow portions of the

spectrum, focusing on business cycle 
uctuations between 6 and 32 quarters in the frequency

domain, while we consider 
uctuations at horizons of up to 500 quarters.1

Our empirical results are also related to a long literature seeking to identify news shocks

in VARs, notably Barsky and Sims (2011) and more recently Kurmann and Sims (2017) and

Bouakez et al. (2019). In fact, our main empirical results are recovered if we employ the

indentation approach of Kurmann and Sims (2017), who seeks to identify the shock that best

explains forecast revision in TFP in the distant future. Nevertheless, our empirical exercises

give somewhat di�erent results and our focus on the cyclicality of real wages and theories of

labor market search is quite di�erent from theirs.2

Recently, Faccini and Melosi (2019) have estimated a structural labor search model with

sticky wages, and also �nd that expectations shocks play a crucial role in driving the labor

market. Our semi-structural empirical approach reinforces these �ndings, and allows us to

easily incorporate additional evidence on how wages respond to news shocks.

From a theoretical perspective, our paper is most related to den Haan and Kaltenbrunner

(2009), which motivates our choice of a structural wage-setting mechanism. That paper was

among the �rst to demonstrate that news shocks can, in principle, drive an immediate

expansion in employment. We build on that paper by providing new empirical evidence in

support of news shocks and showing that a model with capital adjustment costs and habit

formation can quantitatively match the empirical responses of macroeconomic aggregates

generated by such shocks, particularly measured investment. Theodoridis and Zanetti (2016)

consider a search and matching model with Nash bargaining and several shocks, including

news about TFP. While they �nd that news shocks are important for explaining consumption

and investment dynamics, their model requires both job destruction shocks and shocks to the

matching function to account for labor market dynamics. We provide quantitative evidence

that news shocks alone can provide a compelling account of business cycles|including labor

1Our results do not depend on going this far out and are essentially identical so long as we consider
frequencies corresponding to periods of at least 100 quarters. Narrowing the range beyond this gradually
changes our results to look more like those in Angeletos et al. (2019).

2When we use the shock identi�ed by Kurmann and Sims (2017) on our sample period (i.e. through
2018Q4), hours rise. However, when we instead use their sample period (i.e. through 2007Q3), hours do not
always rise on impact. Our approach consistently gives a positive impact for hours across sample periods
and speci�cations.

4



markets|with the right wage-setting mechanism.

Finally, the paper is related to Christiano et al. (2016), who also do an impulse response

matching exercise with a labor search model. However, they do not consider the possibility

of news shocks, which appear to be crucial in our data. Hall (2017) has argued that the data

support a strong connection between stock market valuation and labor markets, a �nding

which our empirical and theoretical exercise supports.

This paper proceeds as follows. In Section 2, we describe our main empirical exercise

aimed at identifying the shock that drives the covariance of output and hours. Section 3
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