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Abstract

This thesis inquires into the role of financial factors underlying domestic and cross-
border business cycles in a New Keynesian Dynamic Stochastic General Equilibrium frame-
work of two asymmetric countries. The first paper studies the role of financial frictions on
the liability side of the bank balance sheet, the second conducts a thorough comparison of
financial frictions between the liability side and the asset side, and the third works with
the combination of financial frictions on both sides.

The 2007—2008 global financial crisis provided new impetus for the analysis of finan-
cial frictions by creating a vivid example of how financial institutions’ behavior and their
balance sheets can affect the real economy. In the first paper, I develop a two asymmetric-
country business cycle model in which independent banking sectors are subject to asset
diversion. In particular, domestic bankers are able to divert funds away from the interests
of shareholders due to the presence of a moral hazard problem. The model allows for an
incentive compatibility constraint on a portfolio of loans as well as financial frictions on
cross-border lending and the presence of exogenous entrepreneurial net worth. Using a
Bayesian likelihood approach, I estimate the model with Australian and U.S. macroeco-
nomic and financial data. I demonstrate that a two asymmetric-country model is able to
fit the standard macroeconomic and financial data very well, if one allows for financial sec-
tors and financial frictions on a sufficiently diverse portfolio of loans. Moreover, the model
with a full incentive compatibility constraint outperforms its less constrained variants and
the pure trade open economy model in reproducing the cross-border synchronization of
business cycles. Also consistent with this model, I find that within-country financial shocks
are responsible for a substantial portion of business cycle fluctuations in each country and
foreign financial shocks play a non-negligible role in cross-border spillovers.

Whilst economists have switched their focus on financial frictions to the supply side
of the credit market since the 2007—2008 global financial crisis, demand-side financial
frictions had already been taken into account before the crisis. In the second paper, I
compare the role of financial friction approaches in a two asymmetric-country model that
provides a microfounded rationale for across-country business cycle analysis. To do so, 1
firstly develop a two asymmetric-country business cycle model without financial frictions
— henceforth the pure trade open economy model — and then incorporate two financial
friction approaches: A costly verification problem whereby bankers pay some cost to verify
the outcome of entrepreneurial projects, and a moral hazard problem by which bankers
divert some assets from the interests of shareholders. The models are brought to the
empirical investigation using Bayesian methods and Australian and U.S. macroeconomic
and financial data. Taking the pure trade open economy model as a benchmark, I evaluate
the performance of model extensions with financial frictions and the role of each type of
financial friction. I find that the presence of financial frictions improves the fit of the pure
trade open economy model. The friction model versions also overcome the shortcomings

of the pure trade open economy model in reproducing the cross-border synchronization of



business cycles. In addition, the empirical evidence favors the model version with financial
frictions in the banking sector.

Given the results obtained in the two previous papers, the third paper evaluates a com-
bination of two financial friction approaches, again in a two asymmetric-country frame-
work. I develop a two asymmetric-country business cycle model that features leverage
constraints on both entrepreneurial and banking balance sheets. The model allows for fi-
nancial frictions on a diverse portfolio of loans as well as financial frictions on cross-border
lending and the presence of important features of the open economy. The role of financial
friction types is investigated by comparing models, in which neither, one or both types are
turned off. The model constructed in this paper also allows me to compare the effect of a
relatively large menu of financial shocks on macroeconomic and financial aggregates and
to study the synchronization of business cycles. The models are estimated with Bayesian
techniques using macroeconomic and financial data for Australia and the U.S. The anal-
ysis shows that the two combined financial friction approaches in the model are useful
for characterizing country-specific business cycles. In addition, the simultaneous presence
of two types of financial frictions amplifies the response of the spreads and the overall
economy to financial shocks as compared to the model with either one of two approaches.
Indeed, the additional amplification provided by a double financial accelerator effect en-
hances the model’s ability to match the empirically observed volatility of the spreads, as
well as investment and other variables. This suggests that financial friction approaches
embedded in a structural, asymmetric country model are helpful in improving empirical

performance, in particular at cross-border synchronization.
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Chapter 1

Introduction

Financial factors had been largely neglected in the mainstream macroeconomic literature
in the last twenty years before the 2007—2008 global financial crisis (GFC). Many policy
institutions around the world prior to the GFC relied on business cycle models that did
not even consider explicitly the financial sector. In particular, financial market imper-
fections had been omitted from the pre-crisis generation of Dynamic Stochastic General
Equilibrium (DSGE) models that was used as the standard workhorse in the analysis
of the business cycle. This was probably a symptom reflecting the propensity to over-
confidence on the efficiency of the financial market hiding the implicit acceptance of the
Modigliani-Miller theorem. The latest ensuing financial turmoil served as a wakeup call,
which made it clear that business cycle modeling can no longer ignore the financial mar-
ket imperfection. Since then, economists in both academia and policy institutions have
been working to revive this tradition by incorporating financial friction approaches into
standard business cycle models.

There are two main approaches in the literature to modeling financial market imperfec-
tions in the general equilibrium framework. The first was initiated by the seminal paper of
Bernanke and Gertler (1989), further developed by Carlstrom and Fuerst (1997) and later
merged with the New Keynesian DSGE framework by Bernanke, Gertler, and Gilchrist
(1999) in order to become the workhorse financial accelerator model — henceforth BGG.
The BGG model features non-financial borrowers with constrained leverage that are the
source of financial frictions in the form of a costly state verification problem (Townsend
1979). In particular, financial frictions arise from asymmetric information about the future
outcome of entrepreneurial projects. While the entrepreneur learns the ex post outcome of
his capital utilization project, the bank does not unless it pays some monitoring costs to
verify. Although de jure the bank pays the monitoring costs, de facto they are passed on
to the entrepreneur by charging a higher lending rate that drives a finance premium on the
loan compared with the entrepreneur’s internal finance costs. Much of the macroeconomic
literature following the BGG approach emphasizes credit constraints on non-financial firms
while treating the entire banking sector largely as a veil.

The second approach was developed by Gertler and Kiyotaki (2010, 2015) and Gertler
and Karadi (2011) — hereafter GK. This approach, instead, explicitly models leverage-

1



constrained financial intermediaries as a source of financial frictions due to the presence of
a moral hazard problem. Specifically, the banker raises household deposits if their expected
value is such that there is no incentive to divert banking assets, which in turn imposes
an endogenous leverage constraint on the balance sheet. As a result the bank’s effective
rate of return on loans will be higher than the deposit rate, creating an endogenous wedge
linked to the value of each loan type. The endogenous leverage constraint also implies
the role of bank net worth in determining the supply of credit to the economy. In this
framework disturbances that disrupt the banking sector’s assets decrease lending and

borrowing through increased credit costs.

The empirical macroeconomic literature on financial frictions distinguishes the two
approaches depending on whether the financial friction is primarily on the side of non-
financial borrowers or on the side of financial intermediaries. Both approaches, neverthe-
less, stem from the information asymmetry in the credit market. Accordingly, financial
frictions are endogenized by introducing agency problems between lenders and borrowers.!
Agency problems then work to introduce an endogenous wedge between the cost of exter-
nal finance and the opportunity cost of internal funds, which adds to the overall credit
cost that a borrower faces. As the borrower’s equity stake in the outcome of a loan-funded
project increases, incentive to deviate from the lender’s interests declines. The spread then
declines as a result. The size of the spread therefore depends on the condition of borrower
balance sheets. In sum, the two approaches share a common feature: concentrating on

the price of loans.?

A growing theoretical and empirical macroeconomic literature has explored the rele-
vance of financial frictions and consequently leverage constraints in the propagation mech-
anism underlying the business cycle. The theoretical papers extend the general equilibrium
class of models with financial frictions and use numerical experiments to gauge the inter-
action between financial and macroeconomic factors. The empirical papers employ an
array of different data sources and various estimation methods to examine the role of fi-
nancial frictions in the run-up to and during the 2007—2008 GFC. Bean (2010), Gertler
and Kiyotaki (2010), Quadrini (2011), Brunnermeier, Eisenbach, and Sannikov (2012) and
Beck, Colciago, and Pfajfar (2014), inter alia, provide extensive surveys about research
papers that study the role of financial frictions and the impact of financial disturbances
for overall macroeconomic outcomes. As a result the extended model class has become
increasingly popular in academia and at central banks. In particular, a new generation of
New Keynesian DSGE models with financial frictions forms the basis for construction of

frameworks that explain dynamic linkages between financial stress and the business cycle.

!Notice that the bank plays two roles in the credit market: receiving deposits and creating loans. The
agency problem therefore can occur between depositors as lenders and the bank as borrower or between

the bank as lender and firms as borrowers.
2Another line of research concentrates on the quantity of loans rather than their price, which was

introduced by the seminal paper of Kiyotaki and Moore (1997) and then incorporated into a standard
business cycle model by Iacoviello (2005). Under this approach, loan collateral constraints capture the

effect of quantitative restrictions generated by the banking sector.



The insights into the progress made in understanding such bilateral linkages are in turn
used to evaluate the policy measures put in place to mitigate financial stability risks and

propose appropriate regulatory policies.

Up to this point, however, the literature has been mostly silent about how financial
frictions work in the general equilibrium framework of two asymmetric countries. Mean-
while, existing open economy business cycle models struggle in replicating the empirically
observed international comovement in output and aggregate demand cycles (see e.g. Adolf-
son et al. 2007; Justiniano and Preston 2010). It is unclear whether this is because such
quantitative models fail to take into account the role of financial frictions in the business
cycle synchronization. Further the influence of U.S. disturbances abroad, as made evident
by the latest GFC, also raises the question of developing macro-finance models for evaluat-
ing spillover effects of financial shocks across countries. It is in the integration of all three
concerns that my thesis finds its rationale. In particular, this thesis is an attempt to con-
tribute to the development of cross-country New Keynesian DSGE models with financial
frictions. In doing so, my research strategy consists of developing a frictionless interna-
tional business cycle model — I will later call it the pure trade open economy model —
for two asymmetric countries based on well-established parts of renowned DSGE models
in the literature and incorporating various financial frictions with the dual aim of ad-
vancing understanding of the two financial friction approaches and providing new insights
into the two asymmetric-country setting by exploring their theoretical underpinnings and

estimating empirical results.

This thesis’s objective is to explore the role of the financial sectors, financial frictions
and financial disturbances underlying business cycles in a New Keynesian DSGE model of
two asymmetric countries. To do so, I have planned to incorporate the two financial friction
approaches into my otherwise pure trade open economy model. As will become clear later,
this plan also explains my structure for the thesis: beginning with an evaluation of financial
frictions in the banking sector in Chapter 2, to making a comparison between financial
frictions in the entrepreneurial sector and those in the banking sector in Chapter 3, and
then finishing with a combination of financial frictions from both sectors in Chapter 4. On
the empirical side, I estimate a rich set of friction and frictionless models with standard
Bayesian methods using macroeconomic and financial data for Australia and the United
States over the period 1993Q1—-2012Q4.

The thesis consists of five chapters in which three main chapters are presented in a
journal article form between a general introduction and a general conclusion. Note that
the term “paper” is used interchangeably with the term “chapter” throughout each main
chapter. The three papers correspond to Chapters 2 to 4. Although the three papers can
be read as separate works, with their own rationale and motivation, they are part of my
ongoing research program and thus share common ground. In particular, the pure trade
open economy model and financial-frictionless parts of models with financial frictions are
similar in all three papers; I include them nevertheless so that the presentation of each

paper is self-contained. Additionally, the complete presentation fixes notation and allows

3



me to be precise about model modifications and hence the set of models or model variants/
versions used in the analysis of each paper. The similar empirical strategy adopted and
the common macroeconomic and financial datasets used are also elements that make the

three papers part of a unitary thesis.



Chapter 2

Liability-side Financial Frictions in
an Estimated Asymmetric
Country Model

2.1 Introduction

I introduce a moral hazard problem associated with domestic banks into an otherwise two
asymmetric-country model and estimate it. With this goal in mind, I develop a base-
line quantitative New Keynesian DSGE model that is compatible with the business cycle
framework for a pair of small-open and large-closed economies. The domestic block of the
model builds on the neoclassical core of Christiano, Eichenbaum, and Evans (2005), and
adds a rich array of real and nominal rigidities and disturbances as in Smets and Wouters
(2007). Further, I enrich the building segment of the small-open economy described by
Adolfson et al. (2007) with two additional features compared to the literature. First,
I allow for differential steady-state inflation rates between the two countries in a way
that would yield nominal exchange rate depreciation in steady state. Second, commodity
export demand is assumed to be not only exogenous but also contingent on global econ-
omy conditions. Next, the small-open economy is linked with its large-closed counterpart
through trade and finance channels.

The principal contribution of this paper is to incorporate independent banking sectors
as a source of economic fluctuations into the business cycle framework of two asymmetric
countries. I model the banks subject to a moral hazard problem, in the spirit of Gertler
and Karadi (2011). The banking sector in my model, however, has two distinctive features.
First, the banking sector’s role itself as an independent source of aggregate fluctuations is
disentangled from its role as an amplifier for conventional shocks originating elsewhere in
the economy. Second, the banks offer loans to a diverse range of borrowers, rather than
just supplying funds to non-financial firms in exchange for equity stakes.! Furthermore,

I extend the modeling of financial frictions @ la Gertler and Karadi (2011) in three main

'Banks by Gertler and Karadi (2011) effectively own non-financial firms by buying equity stakes, im-

plying that banks and firms are essentially a single sector.



directions. First, the moral hazard problem in independent banking sectors is put in the
framework of two asymmetric economies, which allows me to extend financial frictions to
cross-border lending. This is a potentially important ingredient if the model is to capture
the cross-border synchronization of business cycles. Second, various domestic loans are
equally subject to the moral hazard problem, creating a consistent set of financial frictions
among the types of funding.? As I will show later, bankers’ incentive to divert assets does
not depend on loan-specific factors and thus incentive compatibility constraint is symmet-
rically binding on all types of loans. Third, I bring the dynamics on the asset side of the
bank balance sheet into the model featuring liability-side frictions. Because entrepreneurs
are able to endow internal resources so that they can partly self-finance, the implicit as-
sumption of capital purchases entirely financed by bank loans as originally proposed by
Gertler and Karadi (2011) is unrealistic. I therefore include exogenous entrepreneurial
net worth into the model while preserving the conventional notion of asset-side financial

nonfriction.?

The financial accelerator in my model works through the bank lending channel. T endo-
genize financial market frictions by introducing moral hazard problems between domestic
shareholders and domestic bankers. As in Gertler and Karadi (2011), the moral hazard
problem works to impose an endogenous incentive constraint on the bank balance sheet.
However, I consider the idea that the moral hazard problem comes from bankers’ discre-
tion to divert assets, rather than from a fear that bankers would steal. In this framework,
the constraint creates friction in the flow of funds from depositors to banks, which adds
some spread to the cost of loans faced by borrowers. The size of various spreads, further,
depends on the condition of bank balance sheets. As bankers’ incentive to divert assets
for their own interests rises, the banking leverage multiple declines. Since the lending
capability of banks depends on their leverage multiple, the spread increases as a result.
Concerning moral hazard, when recognizing banks’ impaired capital positions, risk averse
shareholders force them to deleverage, with further increases in the spread and ultimately
a resulting contraction in the credit flow to the real economy. In general equilibrium, a
financial accelerator effect emerges. As bank balance sheets deteriorate with worse eco-
nomic conditions, the spread widens, which works to enhance borrowers’ spending cuts,
thus enhancing the contraction. The effects between the balance sheet constraint and
real economic activity are mutually reinforced along the way. My framework therefore
provides an alternative understanding of the role of the banking sector in macroeconomic

fluctuations.

The model is brought into the empirical investigation with macroeconomic and finan-
cial data for Australia and the U.S. over the period 1993Q1—2012Q4. Following this, I

2Capital working loans and of course export credits were either not considered in the original paper by
Gertler and Karadi (2011) or not subject to the moral hazard problem in later papers (e.g. Rannenberg

2016).
3In my model bank credit is not the only financing available for entrepreneurs. Thus the transmission

mechanism described later can be best ascribed to economies where equity issuance and bank credit are

the primary sources of financing.



use Bayesian estimation of variants of my model to address a number of key issues. First,
how does the extent of the incentive compatibility constraint on loans affects the fit of
the model? Broadly speaking, a full incentive compatibility constraint on all loan types
improves the model fit in relevant dimensions of the data. Second, the model with a full
incentive compatibility constraint outperforms its less-constrained variants and the pure
trade open economy model in reproducing the cross-border synchronization of business
cycles. In particular, the model can deliver both substantial cross-country correlations in
almost Australian series and substantial shares of Australian variance attributed to U.S.
shocks. Finally, in order to investigate the relative empirical importance of the financial
shocks, I use the estimated model with a full incentive compatibility constraint which best
fits the data. Indeed, the presence of financial frictions on various loan types highlights
the role of the banking sector in the transmission mechanism of financial shocks. One
of my findings is that the behavior of cross-border lending and its interaction with open
economy variables are key to understanding how foreign financial shocks are propagated
to the small-open economy. Variance decompositions reveal that within-country financial
shocks account for a significant portion of business cycle fluctuations in each country and
U.S. financial shocks play a non-negligible role in cross-border spillovers.

This paper lies at the interface of the international macroeconomic literature and the
financial friction literature. Firstly, the present paper is related to several attempts that
have incorporated frictions in the financial intermediation sector into the open economy
framework, mainly using calibrated models (Kollmann, Enders, and Miiller 2011; Koll-
mann 2013; Dedola, Karadi, and Lombardo 2013).* Although my paper shares a similar
direction, the structure of my estimated model is different. Moreover, I explicitly model
features of the open economy, which allows me to analyze both international relative prices
and trade balance dynamics in response to financial shocks. The literature, by contrast,
assumes two entirely symmetric countries in order to simplify the model and thus ignores
important features of the open economy such as real exchange rates and risk sharing
conditions.

Secondly, I deal with the model’s ability to account for the cross-border synchronization
of business cycles. It is a common finding in the open economy DSGE literature that pure
trade models do a pretty poor job at reproducing the macroeconomic comovement observed
in the data (Justiniano and Preston, 2010). This is largely due to the failure of this class of
models to deliver sufficient propagations of within-country shocks to the partner economy.
Here, I focus not on the interactions between two equally sized economies, as do Kollmann,
Enders, and Miiller (2011), but instead on the spillovers from a large economy to a small-
open economy. A previous study that is close to my paper is the work of Kamber and
Thoenissen (2013), who calibrate a highly stylized international real business cycle model

of two asymmetric countries to show that the magnitude of spillovers from foreign financial

4The latest crisis has sparked a number of papers that study how frictions arising in financial interme-
diaries affect economic fluctuations in the closed economy set-up. Examples include Gertler and Kiyotaki
(2010), Gerali et al. (2010), Gertler and Karadi (2011), Brunnermeier and Sannikov (2014), Nufio and
Thomas (2016), and Gertler, Kiyotaki, and Prestipino (2016).
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shocks is proportional to the financial exposure of the small country’s banking sector
to the foreign economy via lending to foreign firms. My approach, nevertheless, differs
from theirs in a number of important dimensions. First, I explicitly model the origin
of financial frictions in the form of a moral hazard problem, while they simply assume
the spread as a result of costly deviations from a prescribed bank capital-to-loans ratio a
la Gerali et al. (2010). Second, my focus is on domestic banking sectors that are fully
independent, and banks resident in a small country are unexposed to a foreign economy.
Third, I consider a diverse set of borrowers and also financial frictions on cross-border
lending. Fourth, the paper estimates a comprehensive Ney Keyesian model containing
real, nominal and financial frictions as well as conventional and financial shocks in order
to provide an empirical assessment of the role of the banking sector as a source of business
cycle disturbances across countries.

The rest of the paper is structured as follows. In Section 2.2, I develop the theoretical
model. Section 2.3 describes the data and presents the empirical strategy. Next, Section
2.4 evaluates the relative performance of model variants. The role of financial factors is
analyzed in Section 2.5. The paper ends with concluding remarks. Technical details are

provided in the Appendices.

2.2 The model

The model includes two countries, called Home and Foreign. Since the home country is
a small-open economy that is unable to influence the foreign partner, the foreign partner
is analogous to a large-closed economy. In what follows, variables referring to the foreign
economy are denoted by an asterisk where applicable.

The structure of the small-open economy is as follows. There are four types of firms in
the economy. First, intermediate firms produce differentiated goods that are then aggre-
gated into a homogeneous domestic good by another layer of producers. Second, exporters
sell specialized goods derived from the homogeneous domestic good to foreign retailers who
in turn create a homogeneous good to sell to foreign agents. Third, importers buy a ho-
mogeneous good in the foreign market and brand it into differentiated consumption and
investment goods. Fourth, final assemblers combine the homogeneous domestic good with
bundles of imported goods in order to produce final consumption and investment goods
sold to households. Households consume, build raw capital, and save in home and foreign
assets. Workers from households supply differentiated labor services at a wage rate set
by monopoly unions, while some household members specialize in capital utilization and

others manage banks owned by shareholding members.

2.2.1 Firms
Domestic goods producers

Homogeneous goods producers. A representative, competitive producer aggregates inter-

mediate goods, Yj;,j € [0, 1], into a homogeneous good, Y}, using the Dixit-Stiglitz tech-
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nology:

1 % Ad,t
(2.1) Y, = [/ ind’t d]} , 1< Mgy < oo,
0

where \g; is a price markup shock. The time series representations of \;; and all other
stochastic processes in the model will be described below.

Intermediate goods producers. The intermediate goods are produced by a monopolist
using a standard production function:

(2.2) , 0<a<l,

v GtKﬁt(Ztth)l_a — Pz if étKﬁt(Zth]’7t)1_a > Pz
=
’ otherwise

where Kj; and h;; represent the services of effective capital and homogeneous labor used
by the j*" intermediate goods producer. Also, €; is a covariance stationary technology
shock and z; is a permanent technology shock with the stationary growth rate g.; =
Alogz;. The fixed costs in production, ®, are indexed to the technology level so that
profits are zero in steady state.

Assume that intermediate goods producers must borrow from home banks in order to
finance fractions vg and vy of their expenditures for capital and labor services in advance
of production at a nominal interest rate R;;. As a result, the working capital loan of the

4t producer is
(2.3) Ljf,t = ’UKZkytKj’t + UHWthj’t, 0 <wvg,vg <1,

where Zj; is the rental rate on effective capital and W; is the nominal wage rate. Cost

minimization, in equilibrium, yields a common marginal cost across producers:

(2.4) MC, = <1>a (1 ! a>1_a [ Zie (14 vi (Bre = DI We (1 + ver (B = )]

(64 €24

Under Calvo-style pricing, in each time period ¢t a randomly selected fraction 1 — & of
intermediate goods producers can reoptimize their price. The complementary fraction &4

follows the indexation rule
(2.5) Py = (M) (m-1)' TPy, 0<iw <1,

where m;,_1 = P,_1/P,_5 is the inflation of domestic goods and 7; is the inflation target in

the monetary authority’s policy rule.

Exporters

In the home country there are two export sectors, non-commodity and commodity. The

total demand for exports is specified as follows:

Pa:,t
F)t*

_—
(2.6) X = Xnon,t + Xcom,t = < ) Z*ift* + Ecom,tg*yi*a e > 1,
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where the first term on the right represents the non-commodity export®, while the second
term expresses the commodity export that I model as an exogenous demand shock con-
tingent on the global economy conditions proxied by the foreign output Y;*. The presence
of the scale factors, 2, and ¢, is required for the determination of a well-defined steady
state for export demand.®

Non-commodity export goods, X, j € [0, 1], are packed by a representative, compet-

itive foreign retailer using the Dixit-Stiglitz technology:

1 1 Azt
(27) Xnon,t = |:/ XJ)’\tZt d]:| > 1< )‘%t < 0.
0

At the beginning of period ¢, exporters obtain an export credit, L, ;, from home banks

to finance part of their homogeneous goods bill:
(28) Lm,t =vx P X4, 0<wvx <1,

at a nominal interest rate, R, ;, which is discussed below. Since exporting firms can export

costlessly, the marginal cost is the same across non-commodity exporters:
(29) MCM == Pt[l + UX(Rx,t - 1)]

Non-commodity exporters set their price in foreign currency when selling differentiated
export goods to foreign retailers. Under Calvo-style pricing, the complementary fraction
&, of non-commodity exporters cannot reoptimize their price, but follows the indexation

rule
(2.10) Pjac,t = (ﬁ:)bz(ﬂat_l)libz Get—1) 0<i, <1,

where 7,1 = Py —1/Py—2 is the inflation of non-commodity export goods and 7} is the

foreign inflation target.

Importers

Importers buy a homogeneous foreign good and differentiate it by branding at no cost.
They face an analogous optimal problem to exporters, so an appropriate substitution for

the import credit and the marginal import cost is as follows:
(2.11) Lyt = v P M, and MCpt = SePF[1+ UM(R:;M - 1), 0<wpy <1,

where Sy denotes the nominal exchange rate defined as the home price of foreign currency
and Ry, , is the nominal interest rate of the foreign currency credit, L, , obtained from

foreign banks.

5T do not disentangle the non-commodity export into consumption and investment purposes because
this export demand is better captured by the foreign income, Y;*, than by its foreign demand components,
C{ and I;.

5Tn particular, X = X, on+ Xcom = 2.Y " +6. Y™ in steady state. Thus the value of ¢, and ¢, corresponds
to the share of non-commodity and commodity export volumes in the aggregate demand abroad, which is

a very small number in practice.
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As with non-commodity exporters, importers are subject to Calvo-type pricing when
reselling differentiated import goods to final assemblers. The complementary fraction &,

of importers then indexes their price according to the rule

(2.12) Pjp g = (7)™ (7Tm7t,1)1_bm imt—1, 0<ty <1 for m € {em,im},
where 7,11 = Ppt—1/Pmt—2 is the inflation of consumption and investment import
goods.

Final goods assemblers

A representative, competitive assembler aggregates differentiated import goods, My, ¢, j €
[0,1], into two homogeneous goods bundles for consumption and investment purposes,

Myt = {Cmt, Im+}, using the Dixit-Stiglitz technology:

/\mt
(2.13) My, = [/ M]W”ZJ } L 1< Ay < 0.

To produce final consumption and investment goods, the assembler combines each
bundle of import goods with homogeneous goods purchased from domestic producers ac-

cording to the technologies

Tc

1 Ne—l 1 me=17 -1
Ci +Cpy = [(1 — W) e d;c + wie C, ] , 0<we<1l,me>1,
and
B 1 n;—1 1 om—1 77:1.1
It + a(ut)Kt = |:(1 — wi)"i Id;i + w”’ I m :| s 0< w; < 1,7h > 1,

where C; and Cj; are consumption components of households, which are discussed below.
The assembler then supplies whatever quantity of each type of final good is demanded

by households at the following competitive prices:

1

(2.14) Py = [(1 - WC)Ptl_nc + WcPclvgft]C] o Epe,t
and

1
(215) -P’i,t — [(1 _ wi)Ptlfﬁi + WZP;,;’?Z} 1-n; ’

where €, ; is an exogenous measurement error shock.” So the assembler maximizes profit,
taking two pairs of component prices, {P;, Pop, 1} and {P;, Py ¢ }, as given. The supply for

each category of final consumption and investment goods is

I

e P\ "
(2.16) Cgr= (1 —we) (P ) (Ce+ Chy), Cmt = We <P ’t> (Ct 4 Cyy),
c,t ct

"This shock is designed in order to cope with the time-invariant weights of the CPI components, and to
bring more volatility to the endogenous consumer price inflation variable since its observable counterpart
is affected by some elements that are absent from the model (e.g. unprocessed food items). I refer to ep, +
as the consumption price shock whose process follows a random walk: €p.,t = €p.,t—1 + tp.,¢. Note that
a shock of this kind is not included in the price index for investment goods since I do not use investment

price inflation as an observable variable in the later estimation.
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and
(2.17)

P\ " _
g = (1 —wi) (Pt > (It + a(ur) Ki-1) It = w <
it

2.2.2 Employment agencies

The model of the labor market parallels the Dixit-Stiglitz structure of goods production
and follows the work of Erceg, Henderson, and Levin (2000). All workers of the represen-
tative household supply a type of specialized labor j in the economy. A representative,
competitive contractor then combines specialized labor, hj,,j € [0, 1], into homogeneous

labor using the following technology:

1 1 )\w,t
(2.18) he = [/ hott dj] ;1< My < oo,
0

and sells labor services, h;, to intermediate goods producers. Also, a monopoly union
represents all workers of the household in order to set the nominal wage rate, W, for
their labor type. Under Calvo-style frictions, the complementary fraction &, of unions

cannot set wages optimally, but follow the indexation rule
(219) Wj,t = (7_Tt)bw (ﬂc,t,l)l_bu’gz7th7t,1, 0 < Lw < 1.

Wage-setting is indexed to a technology growth factor, g, ¢, to ensure that wage grows at

the economy-wide balanced growth rate.

2.2.3 Households

There is a continuum of identical and competitive households in the economy. The exis-
tence of (implicit) complete insurance ensures that in equilibrium households make iden-
tical decisions. A representative household consists of a large number of members with
total measure one: a fraction of f,, workers, f. entrepreneurs, f; bankers, and the comple-
mentary fraction (1 — f,, — fe — fy) of shareholders.® Entrepreneurs earn zero profit from
capital utilization while bankers make profits from the process of financial intermediation,
but my discussion of these agents is postponed until the next subsections.”

I assign the task of raw capital production to households. To produce new raw capital,
the representative household purchases undepreciated capital from entrepreneurs and in-
vestment goods from final goods assemblers. While the undepreciated capital is converted
one-for-one into new raw capital, the transformation of the investment goods involves ad-
justment costs F(I,/I, 1) = £ (ffil B gz)Q with F(.) = F/() =0, F"(.) = F > 0. After

goods production in period ¢, the household builds end-of-period ¢ raw capital, K, 1, using

81 modify the large family assumption in this financial setting, which helps streamline the model pre-

sentation while the set of optimality conditions that characterize the equilibrium are the same.
9The presence of entrepreneurs simplifies the optimization problem of the representative household,

which means that, in particular, the term corresponding to capital utilization drops out from the budget

constraint (22).
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the following technology:

_ _ I
(220) Kt+1 = (1 — (5)Kt + [ |:1 - F (It
t—1

>:|It, 0<d<,

where (i is a shock to the marginal efficiency of investment (MEI).

The preferences of the representative household are described by the expected utility

function
[ 1 h1.+UH

(2.21) Eg»_ B |log(Cy —bCi1) — @H/ M gGil, 0<Bb<1,pn,0m>0,
=0 0 14+o0pg

where C} is the per-capita consumption of non-shareholder members and b; is an intertem-

poral preference shock.

Budget constraint

Households are the ultimate source of the overall flow of funds for the economy. The
representative household’s income sources are wages from labor services W ;h;, revenues
from selling raw capital ) th(tH, and various lump-sum payments II; including domestic
firm profits net of new equity purchases (discussed in the following subsections), and lump-
sum government transfers net of lump-sum taxes. In addition, the household receives
interest income from home and foreign assets, R;D; + R} ®.(.)S; Dy, by depositing funds
with banks and buying government bonds with a maturity of one period. While both home
deposits and bonds are risk-free assets that earn the same interest and they are therefore
perfect substitutes, the foreign asset holding is additionally adjusted with a country risk
premium, W;(.). The total income is used to finance non-shareholder consumption, to
build new raw capital and to invest in home and foreign asset markets. The flow budget

constraint of the household reads:

1
(2.22) Pc,tC’t + Pi,tIt + Qf(,t(l — 5)Kt + Diyy + StDzTJrl < / Wj7thj7tdj + Q[‘(7th+1
0

+1I0; + RDy + R; V. (.)S Dy .

Cross-border asset market arbitrage

The household maximizes its intertemporal utility (2.21) subject to the budget constraint
(2.22). As a result, the optimal position in the cross-border asset market is determined
by the uncovered interest arbitrage condition as follows:
_ «St41
(2.23) Ri=FE R ——9:(.) ¢ .
S
The arbitrage condition in the steady state allows me to endogenously derive the

subjective discount factor of the foreign household with respect to calibration for the

home counterpart.'® The country risk premium function of holding foreign assets takes

OFor the detailed algorithm of steady-state computation, see Appendix D.
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the form of
ES S 2
(2:24) Wy (ar, ASy, ) = exp {—%(at —a)— ¢, [t{st”l}stjl - (=) } - wt} :
O) =1l,a=0,7>7" ¢, >0,0< ¢s <1,

s

T’

U,() <0,% (o,

where a; = % is the (real) net foreign asset position and v, is a shock to the country
risk premium. As in Adolfson et al. (2008), the country risk premium is a positive
function of not only the net foreign asset position but also the expected home currency
depreciation.!! Further, I allow for a higher steady-state inflation in the home country
than in the foreign counterpart, which yields a nominal exchange rate depreciation in

steady state as implied by the theory of purchasing-power parity.

2.2.4 Entrepreneurs

I suppose there is a representative, competitive entrepreneur. At the end of period ¢,
the entrepreneur is endowed by the net worth, N.; > 0, from the household’s transfer.
The entrepreneur obtains a loan, L, from its home bank and combines with its own net

worth, N, to purchase raw capital, Kiy1, at a competitive price of Qf ¢ That is,
(2.25) Let = Qi Kiy1 — Ney.

I treat the entrepreneurial net worth as an exogenous process, which will generate an
additional propagation channel in the model as described later.!?

Given the period ¢t + 1 aggregate rental rate and price of capital, the entrepreneur
determines the optimal utilization rate, u;11, which transforms its raw capital, I_(Hl, into

the services of effective capital according to

(2.26) Kiy1 = up1 Ky,

subject to a utilization cost a(u+1)K;. My specification of the utilization cost function is

as follows:

Zk [ 1
2.27) ofu) = (1= O (w7 = 1),
i
where 0 < ¢ < 1 is a parameter that controls the degree of convexity of cost, a(l) =
0,d'(.) >0,d' (1) = %,a”(.) > 0, and a”’(1) = a’(l)&. Next, the entrepreneur supplies
effective capital services, K1, for the competitive rental rate Z, ;1 1, and sells undepreci-
ated capital back to households at the price Qg ;1. The optimal capital utilization and

the zero-profit condition are:

(2.28) Zrip1 = Pigrad (uiyr),

"The inclusion of the expected depreciation aims to account for the “forward premium anomaly”, which

means, in particular, that the home currency empirically tends to appreciate when the home nominal

interest rate exceeds the foreign rate.
12 Another reason for including entrepreneurial net worth in my model is that the role of MEI shock can

be overemphasized if one neglects information on the stock market, as explored by Christiano, Motto, and
Rostagno (2014) in a closed economy setup with asset-side financial frictions @ la Bernanke, Gertler, and
Gilchrist (1999).
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Zyprruer — Pirna(ui) £ (1-0)Qg 1 (1 - wi)Qx ra
wrQp wgQrs

(220)  Repp =

where wg is the share of capital purchase financed by the entrepreneurial loan and P; ja(u;)
is the unit utilization cost expressed in the price of investment goods. The entrepreneur
breaks even, transfers all end-of-period ¢ + 1 net worth back to its household and hence

accumulates no net worth period by period.'?

2.2.5 Banks

I assume that competitive banks are owned by risk averse shareholders. In addition,
banks frictionlessly lend to borrowers and efficiently enforce their obligations. At the end
of period ¢, the state of a bank is summarized by its net worth, Nj,; > 0. At this point,
each risk neutral bank raises a nominal deposit, D;;, from depositors at the risk-free rate,
R:, and then proposes a menu of portfolios including three types of risk-free loans. The
first type are intraperiod working capital loans, L, ¢, to intermediate goods producers who
must finance part of their expenditure for capital and labor services. The second type are
also intraperiod credits, Ljz;, to exporters for whom a fraction of the homogeneous goods
bill must be financed. Both of these types of loans are due at the end of period ¢. Thirdly,
entrepreneurial loans, Lj. ¢, are interperiod to purchase raw capital, which is due at the

beginning of period ¢t 4+ 1. The bank’s balance sheet simply states that
Ljt = Ljgt + Ljzt + Ljet = Njpt + Djz-

The three types of loans pay out non-contingent nominal returns, Ry;, R;; and Ry,

respectively.

Incentive constraint scheme

I assume that an exogenous random fraction, 6, of each bank’s earnings is retained to
grow the business while the complementary fraction is paid out to its shareholders as end-
of-period t dividends.'* Given my assumption, it is clear that the larger the net worth of
the bank, the greater the financial resources available to its shareholders. Thus it is in
the shareholders’ own interests to request that their banker maximizes net worth. Also,
I assume that shareholders value a particular menu of loan portfolios according to the

expected future discounted value of the owned funds. The banker’s job then is to solve

3 There is some room for interpretation of my entrepreneur. The most straightforward interpretation is
that of a firm in the non-financial business sector. Nevertheless, I do not unify the entrepreneur and the
intermediate goods producer because I find it convenient to distinguish between entrepreneurial lending
channels and working capital lending channels. Alternatively, the entrepreneur could be interpreted as a
financial firm because there would be no agency problem between the bank and the entrepreneur. According
to this interpretation, one can think of Ry as the return that the financial firm (“bank”) enjoys from

purchasing securities of a non-financial firm.
411 the macro-finance literature, the origin of @ is technically devised to ensure the existence of agency

problems. Otherwise, the agency problem would disappear if § were to converge to 1, i.e. bankers would

ultimately accumulate enough capital to the point that they became fully self-financing.
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the following problem:

D
_ 1=
Vj+ = maxkE; g (1= 0p41)0141458°  Er 1+ Njb it 145
jb,t s=0

However, a moral hazard problem arises when bankers can discretionarily divert an
exogenous time-varying fraction w; of assets on the balance sheet for their own interest.'
Shareholders would therefore only approve the loan portfolio proposed by bankers if the
present value of the expected funds was no less than the assets diverted in each period
t. Then it is every banker’s responsibility to ensure they conduct themselves with the

following cash constraint:
(2.30) Vit 2 @t (Ljgi + Ljzt + Ljer), 0 <@y <L

The linearity of the banker’s optimization problem implies

(2.31) Vie = TreLljft + TagLjor + TepLjet + 1 Njbt
with
_ [ Lifit1
(2.32) Trt = BBy Eer1 [(L—0p1)(Ryy — Ry) + 0 Ly Tt
- j ’t
- .
(2.33) Tt = BE} {Et,tﬂ (1= 0p41) (R — Ry) + 0141 }f’mﬁs,tﬂ] }
L ja,t
. .
(2.34) Tet = BE} {Et,tJrl (1= 0ps1)(Riye — Ry) + 0141 ze’tﬂ Te,t+1} }
L je,t
_ = [ Njpt+1
(2.35) Ve = BE;§ Etar1 | (1 — Opr1) Ry + O N,
- j 7t

where 774, 7.+ and 7.; are the expected discounted marginal gain of loan types, and ~; is
the expected discounted marginal value of net worth.

Observe that the term on the left of (2.30) cannot be strictly greater than its right
term in each time period ¢ because in that case banks would make positive profits, which is
incompatible with the competitive credit market. Thus, the cash constraint in (2.30) and
perfect competitiveness jointly imply that (2.30) must hold as a strict equality in every
period. Combining this fact with the linear value function (2.31), I obtain an incentive

compatibility constraint for the entire banking sector,'6

(2.36) Ly = ¢p i Np g, Ope > 1,

(2.37) Tt = Tot = Tet =Tt

15Tn Gertler and Karadi’s (2011) framework, w; is traditionally referred to as a time-invariant stealing
fraction of assets and thus financial frictions on the liability side originally come from a fear that bankers
would steal. I believe that an interpretation of asset diversion at the banker’s discretion is better suited for
a time-varying parameter. Therefore, following this interpretation, I present a slightly different framework

in which the scheme of incentive constraint works due to the skewed nature of banks’ compensation.
16This aggregation is possible due to risk neutrality and the constant number of bankers in the economy

as well as perfect competitiveness in the credit market. Also, there exists an aggregate loan demand curve,

identical for all banks. Therefore the j index has been dropped.
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where ¢y, = w?jn is the leverage multiple.!” For a given level of net worth Ny, a sharp
rise in the divertible fraction of assets, wy, would deleverage the bank’s balance sheet and
deteriorate its capability to lend. Thus, the moral hazard problem imposes an endogenous
incentive constraint on the bank balance sheet. I refer to this measure of divertiblity as the
bank risk shock. Following an adverse shock to net worth, bankers have to cut back lending
in order to satisfy their endogenous balance sheet constraint. Note also that in equilibrium
all types of loans are symmetrically constrained and thus banks are indifferent to lending
an additional unit among various borrowings.'® The (Lft,Legt, Ley) combinations that
satisfy the arbitrage condition (2.39) define an optimal loan portfolio approved by the
representative household’s shareholders and allocated by the banking sector to various

borrowers.

Net worth evolution

Aggregating across all banks, the profit of the banking sector at the end of period % is
(238) Vet =(Rfs —Ri)Lyr1+ (Roy — Ri)Loy—1+ (Rit — Re)Lep—1 + RiNpy—1.

After banks have received returns on the optimal portfolio of loans and settled their
obligations to depositors, the random fraction, 6, of aggregate profit is retained to grow
the business. The complementary fraction, 1 — 64, is distributed as dividends and con-

sumed every period. Therefore the per-capita consumption of shareholders is
(2.39) PeiChy = (1= 01) Vi

Banks also raise exogenous additional capital, which corresponds to a fraction x of
the balanced-growth-path aggregate net worth, nyz;. After capital raising, aggregate net
worth at the end of period t is

(2.40) Nt = Opt Vo + xnp2t-

The weighted average lending-deposit spread is given by

Rps Lyt + RyyLyy + Ry g Ley

2.41 =
(241) sy oy

2.2.6 Government policies and resource constraint

The monetary authority adjusts the policy rate with a Taylor rule of the form:

R R P Tr TA 4 1—p
(242) & = ( ;1> [(”jjjl) (gg;p’t> ] e,0 < p < Lrn,ra,, >0,
z

where ¢; is a monetary policy shock and ggqp; is observed quarterly growth in GDP.

The incentive constraint always binds because in a neighborhood of the deterministic steady state
additional raising capital only accounts for a fraction of aggregate net worth. Thus, as long as 0 < x < 1,

I have @w > 7 in the neighborhood of the steady state.
8The arbitrage condition, however, does not imply that the expected returns are identical (not even up

to first order) across loan types because the marginal gain depends on the growth rate of each loan type.
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I model public spending, G, as:
(2.43) Gt = zgt,

where g; follows a stationary stochastic process. Using the sequence of markets equilib-

rium, I obtain the real resource constraint as follows:
(2.44) Yi =G +Cay + Igs + X5
I measure GDP in the model as follows:
(2.45) GDP, =G+ Cy + I + Xy — My,

with

N Pt e Pcm,t e
Ct == (1_CUc> <P0t> +Wc( Pct > Ct

)

- PN (Pme\ "
L= (1 -w : : I
t ( w;) <Pi,t> + wj ( P, t

The nominal resource constraint is used to pin down the (nominal) net foreign assets:

and

(246) St ;tk-i—l = R:q)t()StDzk + [1 + UX(Rx,t - 1)]St [Pm,tXnon,t + Pcom,tXcom,t]
— [ +vm (R — )] S My

where Peom /Py = piom. is the relative price of commodities in foreign currency that
I model as a stationary stochastic process to capture exogenous price variations in the

foreign market.

2.2.7 Foreign economy

I complete the model with a description of the foreign economy. Though optimal problems
of foreign agents are similarly modeled, a large (and approximately closed) foreign economy
has the following exceptions. First, final consumption and investment goods comprise a
continuum of domestically produced goods, C} = fol C’;j7tdj and I} = fol I3 ,dj, because
home exports account for a trivial share of aggregate foreign demand. Second, variations
in the home export price have a negligible effect on the evolution of the foreign price index,
implying that P, = P, = P;". Third, loans provided to home importers, Ly, , form a
R% L% +RE LY

St Mk et
* *
Rt Lt

and that the moral hazard problem on this loan need not be analyzed. Home importers

negligible part of the total credit, it follows that L} = L}} ++Ley and spry =

then take Ry, , = Rjspr; as given. Finally, home assets are in zero net supply because the
asset holdings of home households are negligible in the foreign market while there is no

access to the home asset market for foreign agents.
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2.2.8 Aggregate shocks and model variants

The Baseline model I estimate includes 20 aggregate shocks: g. ¢, €, Ad.t; Aem,t, Nim,t> Azt
>k — vt 3

>\w,t7 Epe,ts bta Mt 1/17&, Ecom,ts pcomﬂfa Et, Tt, Gt 97&, Wty Ne,ty 2t for the Home econoimy and 12 ag-

gregate shocks: g7, €5, A} 4, A, 4, U, i €75 715 9% 5 0, i, me 4 for the Foreign economy, where

*
p,t “w, b

zZy = % is a stationary shock to allow for temporary asymmetry in the relative techno-
logical progress between the two economies. I model the log-deviation of each shock from
its steady state as a univariate first order autoregression, except for the monetary policy
shock, {e¢, ¢}, and the consumption price inflation shock, e, ,, which are assumed to be
white noise. In the case of the inflation target shock, I simply fix the autoregressive param-
eter {pz, pz~} at (0.975,0.975) as my way of accommodating the low-frequency variations
of inflation in the late part of the dataset.

I consider a pure trade open economy version of my model — I call it Pure for short
— in which there are no financial frictions at all. T obtain this model from my Baseline
model by dropping all equations that characterize the entrepreneurial and banking sectors
and adding an intertemporal Euler equation of capital accumulation in the household
sector. It is, of course, necessary to delete dividend payments by banks for shareholder
consumption from final private consumption. I also consider several reduced-scale financial
friction variants of my Baseline model in which the incentive constraint is put on one or
more of the following loans: entrepreneurial loans, working capital loans, export loans,
and import loans. Technically, these variants are respectively obtained by removing one
imposition at-a-time from the set: {Ry: = Ry, R, = Rf; Rpy = Ry, R}, = Rf; Ry =
Ry; Ry, = Rf}. Notice that the Benchmark variant includes financial frictions only on
entrepreneurial loans, {Le, L} ;}, and the Quasibaseline variant is the Benchmark variant

with the addition of incentive compatibility constraints on working capital loans and export
credit {Le,tu Lz,tv Lﬁt, L?,t’ La:7t}‘

2.3 Data and empirical strategy

This section describes the data used in the analysis and the empirical strategy. Next,
the calibrated parameters and prior information on the structural parameters and shock

processes are presented.

2.3.1 The data

Home is identified with Australia and Foreign with the United States. The model is
estimated with quarterly data for the period 1993Q1—2012Q4,'° using seven conventional

time series as observable variables in both economies: real GDP, real private consumption

¥The starting date coincides with the official commencement of inflation targeting in Australia and
thus the sample period is characterized by inflation-targeting regimes in both countries. I restrict my
empirical analysis to this rather short sample in order to avoid potential distortionary effects of non-
inflation targeting monetary policy on the estimates. In addition, by excluding much of the post-GFC
period, I want to minimize the impact of structural breaks that are said to have occurred, including the

zero lower bound binding period in the U.S.
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as the sum of household purchases of nondurable goods and services, real investment as
the sum of gross private domestic investment plus household purchases of durable goods,
nonfarm hours worked, nonfarm real wages, domestic inflation, and nominal interest rate.
I augment the standard data series with seven open economy variables, including non-
commodity and commodity exports, imports, real exchange rate, CPI inflation, relative
price of investment goods measured as the investment goods price deflator divided by the
GDP deflator, p; ; = P; +/ P, and relative price of commodities measured as the commodity
price index divided by the U.S. GDP deflator, p;,,,; = Peom,t/ Pr.2% In accordance with
the model, overall inflation is measured as the percentage growth in the CPI and the GDP
deflator for Australia and the U.S., respectively. Also, I use three financial variables in my
analysis. My measure of loans, {L;, L}, is total credit to non-financial firms taken from
the Lending and Credit Aggregates dataset compiled by the Reserve Bank of Australia
and the Flow of Funds database constructed by the U.S. Federal Reserve Board. I identify
the indicator of entrepreneurial net worth, { N, N7, }, with the ASX All Ordinaries index
and the Dow Jones Wilshire 5000 index of the stock market. The spread is measured by
the difference between the 90-day loan rate and the policy rate.?!

Prior to analysis, I transform the data as follows. Quantity variables, including finan-
cial variables, are converted in real per-capita terms by dividing their nominal values by
the GDP deflator and the civilian population. Real wage is computed by dividing com-
pensation per hour by the GDP deflator. Hours worked are also converted in per-capita
terms. I take the logarithmic first difference of all these quantity variables and then re-
move the sample mean for both quantity and price variables. Note that my model predicts
that the log of every real quantity variable to GDP ratio is stationary, while on average
some series (e.g. trade and financial) grew significantly faster than GDP in my dataset.
Thus, I demean separately from each real quantity variable in order for my estimation not
to distort the model’s inference in the relatively low business cycle frequencies due to the

existence of higher business cycle frequencies.

2.3.2 Empirical strategy

The empirical strategy proceeds as follows. First, I transform the model into a station-
ary form. Specifically, real variables are detrended by the level of technology, {z,z;},
and nominal variables are converted to real variables by deflating with the price index,
{P;, P;'}. Second, the model is written into a set of stationary equilibrium conditions.
Third, I compute the nonstochastic steady state of the transformed model. Fourth, I con-
struct a log-linear approximation of the transformed model around its nonstochastic steady
state. Fifth, the transformed model is augmented with a set of measurement equations
which link the observable variables in the dataset with the endogenous variables in order

to form a state-space system. Finally, I estimate model variants using Bayesian methods

20T use the G7 trade-weighted average real exchange rate rather than the bilateral series because it is
my way of introducing multilateral real-world dynamics into the two-country model through the behavior

of international relative prices.
21The large business loan rate for Australia and the bank prime lending rate for the U.S., respectively.
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(see An and Schorfheide (2007) for a survey). In particular, the posterior distribution
is estimated by maximizing the log-posterior function, which combines the prior infor-
mation for the parameters with the likelihood of the dataset. The Metropolis—Hastings
algorithm with 500,000 replications for two chains is used to get a complete picture of the
posterior distribution. Simultaneously, the marginal likelihood of the model is computed
using Geweke’s modied harmonic mean procedure. Then I evaluate the relative empirical
performance of model variants by comparing their implications for the marginal likelihood

of the common dataset.

2.3.3 Calibration

A set of parameters is simply fixed a priori. Table 2.1 reports conventional parameters.
Capital share {«, a*} is set at (0.32, 0.33). The quarterly depreciation rate for capital {4,
0%} is fixed at (1.75%, 2.5%) to match the average annual investment-capital ratio. The
inverse Frisch elasticity of labor supply {0y, o7 } is equal to 1. I pick the disutility weight
on labor {¢g, ¢} } so that the steady-state hours worked are normalized to one-third.
The steady-state gross markup in the labor market {A,, A5} is set to 1.2. I calibrate
the growth rate of the permanent technology shock {g., g5} to (0.45%, 0.41%), consistent
with the mean growth rate of per-capita real GDP over the sample period. The discount
factor B is fixed at 0.9987 and £* is endogenously determined through the uncovered
interest arbitrage condition. The government spending-GDP ratio is (0.23, 0.19), which
corresponds to historical values. I impose {vx = vx = vg > v} = v} }, which reflects
my finding (see below) that the credit velocity measure is smaller in Australia than in the
U.S. Assuming that (real) net foreign assets are at the zero steady-state level, I set vy so
that the trade balance as a percentage of GDP is —1%, the average value for Australia
during the sample period, in order to ensure a well-defined steady state in the model.??
The weights of foreign goods in the consumption and investment composites, w. and w;,
are 0.21 and 0.50, consistent with average shares of imports in the consumption basket
and private investment in Australia. The export share of the commodity sector, w;, is set
to 0.72 to reflect the sample average value.

The calibrated parameters of the financial sector are shown in Table 2.2. The steady-
state payout ratio of banks {1 — 6, 1 — 6*} is equal to 1 — 0.955, which is fairly close
to the 1 — 0.972 value used by Gertler and Karadi (2011).22 The steady-state spread

nT
gdp’

221n particular, I derive the trade balance to GDP ratio, with respect to the share of import bill

paid in advance, vy, as follows:
nx _ (1+omBR, 1)
gdp 1+vxR, gdp’

In this way, my model does not impose a balanced trade assumption in steady state (nz < 0). See Section

D of the Appendix for a detailed derivation of this steady state.
BTraditionally, 1 — 6 is usually referred to as the death rate of bankers. For quarterly frequency (and

the framework of a single economy, whether closed or open), it has usually been set equal to 1 — 0.972 in
previous studies using the Gertler and Karadi (2011) framework. However, the fraction 1 — 6 in my model
corresponds to that of the bank net income, V4 +, passed for shareholder consumption C+, so the most

natural interpretation of this parameter is that it is the dividend payout ratio. A similar interpretation
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Table 2.1: Calibration of Conventional Parameters

Description Parameter Value Parameter Value
Discount factor 153 0.9987
Capital share « 0.32 a* 0.33
Depreciation rate 1) 0.0175 o* 0.025
Inverse Frisch elasticity OH 1 oH 1
Disutility weight on labor ©YH 9.5 OH 9.5
Gross markup in the labor market Aw 1.2 Avy 1.2
Growth rate of the economy Gz 0.45 g 0.41
Government spending-GDP ratio g/y 0.23 g /y* 0.19
Share of capital rental costs paid in advance VK 0.70 Ui 0.65
Share of labor costs paid in advance VH 0.70 vy 0.65
Share of export bill paid in advance vy 0.70
Share of import bill paid in advance U 0.30
Share of import goods in consumption We 0.21
Share of import goods in investment w; 0.50
Share of commodity sector in export Wy 0.72

Table 2.2: Calibration of Financial Parameters

Description Parameter  Value  Parameter  Value
Entrepreneurial leverage multiple Oe 1.89 or 1.95
Payout ratio 1-6 1-0.95 1-0* 1-0.95
Lending-deposit spread spr 284 b.p spr* 250 b.p
Banking leverage multiple Db 6.42 o 5.65
Fraction of additional capital X 0.002 x* 0.002

between the lending and deposit rates, {spr, spr*}, corresponds to (284, 250) basis points
to match the average spread between the 90-day loan rate and the policy rate. The
entrepreneurial leverage multiple is the ratio of total liabilities to total net worth in the
non-financial business sector, taken from the Non-financial Corporations Balance Sheet of
the Australian Bureau of Statistics and the Flow of Funds account of the Federal Reserve
Board. The banking leverage multiple in steady state is total assets divided by equity
capital, which roughly captures the aggregate data of the banking sector in Australia
and the U.S. respectively. I set the fraction of capital raised, {x, x*}, in order to hit
my steady-state targets for the weighted spread, the banking leverage multiple, and the
retention ratio. As a result, the divertible fraction of assets in steady state, {w, w*}, is

endogenously determined in accordance with these targets.

has been used by Gertler and Kiyotaki (2010), where 6 occurs in the context of banks’ equity.
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2.3.4 Priors

The set of parameters is assigned values listed in Tables2.5 and 2.6. My prior belief is
that parameter distributions are symmetric between the two countries. Thus, I assign
the same prior assumptions to all the comparable parameters. In particular, the prior
assumptions for these parameters follow those in the closed economy set-up of Smets
and Wouters (2007). The priors of my parameters specific to the small-open economy
are as follows. The intratemporal elasticities of substitution for the consumption and
investment composites, 7. and 7;, and the elasticity of non-commodity export demand,
n*, are assumed to follow an inverse-gamma distribution with a common mean of 1.5,
consistent with the typical value used in the international macroeconomics literature. In
addition, I truncate the prior to exclude substitutability below unity based on economic
theory. For the parameter ¢, governing the debt elasticity of country risk premium, I
specify an inverse-gamma density with a mean of 0.01, matching the calibrated value in
Benigno (2009). I set a beta distribution centered at 0.5 and with a standard deviation of

0.15 for the depreciation elasticity of country risk premium, ¢;.

2.4 Model fit

This section evaluates the empirical performance of the model variants estimated for Aus-
tralia and the U.S. The evaluation is made along the following dimensions: (i) marginal
likelihood; (ii) steady-state properties; (iii) estimated parameters; and (iv) generated busi-

ness cycle moments versus those in the data.

2.4.1 What type of loans should financial frictions be placed on?

I begin by judging the relative fit of the friction models.?* In my Baseline model, I put
the incentive compatibility constraint on all types of loans and not only on entrepreneurial
loans. Much of the financial frictions literature attaches incentive constraints to funding for
entrepreneuers’ capital acquisition. The marginal likelihood comparison in this subsection
suggests that the most preferred model variant is to place financial frictions on all types
of loans.

Table 2.3 reports marginal likelihood statistics. According to the first row in the
table, the log marginal data density of the Benchmark variant is —4893.97. Given the
Benchmark variant with financial frictions only on entrepreneurial loans, I extend the
incentive constraint to other domestic loans. The second row shows that the fit of the

model rises tremendously when working capital loans are also subject to the incentive

24The model comparison apparatus is the marginal likelihood. Let m; be a given model with m; € M, 6
the parameter vector and p;(0|m;) the prior information on the parameter vector. The marginal likelihood

for the model m; and the dataset is
Lidim) = | Lo, mpi(Olmo)ds,
0

where L(d|0,m;) is the likelihood function of the data conditional on the parameter vector of the model

and L(d|m;) is the marginal data density.

23



Table 2.3: Log Marginal Data Density

Model Variants Marginal Data Density
Benchmark —4893.97
Benchmark Plus —4772.96
Quasibaseline —4733.02
Baseline —4659.10

Note: The log marginal data densities are computed from the
posterior draws using a Geweke (1999) modified harmonic mean.
The computations are based on a Monte Carlo Markov chain of

length 500,000 for each model variant.

constraint. In particular, the log marginal data density increases roughly 120 log points.
Next, I consider the Quasibaseline variant where incentive constraint is placed on export
credits as well. That adds 40 additional log points to the fit beyond the Benchmark Plus
scenario.

Next, while keeping incentive constraint on all types of domestic loans I allow for finan-
cial frictions on cross-border lending. Accordingly, placing financial frictions on import
loans raises an even larger amount to fit (a substantial amount to fit) for the Baseline
model. In particular, it adds 74 log points to fit compared to the Quasibaseline variant.
Further, the log marginal likelihood of the Baseline model increases roughly 235 additional
log points to fit above what is achieved by the Benchmark variant where incentive con-
straint is put on entrepreneurial loans alone, in the spirit of Gertler and Karadi (2011).
Table 2.3 shows that the Baseline model where I place financial frictions on all types of
loans adds more to model fit than one way or another of extending incentive constraint.

I infer two results from the findings in Table 2.3. First, financial friction extension
has the potential to substantially improve the econometric fit of the model. Second, if
one wants to incorporate liability-side financial frictions only, then placing the incentive
compatibility constraint on all types of loans simultaneously is the better option because

it adds the most to model fit.

2.4.2 Steady state

I now evaluate the impact of the estimated parameter values on the nonstochastic steady
state. Table 2.4 reports the steady-state properties of two models (Pure and Baseline)
when parameters are set to their posterior mode. The table also reports the empirical
counterparts computed from the data.

Overall, the models successfully capture many of these key features of the data. One
discrepancy lies in the steady-state interest rate of the U.S., which is lower in the data.
This can be explained by a monetary policy regime switch since the GFC, with policy rates
close to zero for an extended period of time. It is therefore not surprising that the models
don’t perform well in this dimension. Another exception that shows that deterioration is

quantitatively negligible is the capital stock-GDP ratio, which is a little lower in the

24



51

Table 2.4: Steady-state Properties, Models at Posteriors versus Data

Australia United States
Variable

Pure Baseline Data Pure Baseline Data
Discount factor 0.9983  0.9983
Investment to GDP ratio 0.27 0.28 0.26 0.28 0.27 0.25
Consumption to GDP ratio 0.53 0.51 0.52 0.52 0.53 0.56
Government spending to GDP ratio  0.21 0.22 0.23 0.20 0.20 0.19
Export to GDP ratio 0.20 0.20 0.20
Import to GDP ratio 0.21 0.21 0.21
Capital stock to GDP ratio! 10.87 9.23 12.1 9.87 8.45 10.3
Inflation (APR) 2.48 2.50 2.58 2.16 2.24 2.19
Short-term risk-free rate (APR) 4.76 4.75 4.80 4.44 4.49 3.92
Credit velocity? 1.20 1.20 1.56 1.63
Banking leverage multiple 6.53 6.42 5.80 5.65
Divertible fraction of assets 0.140 0.169

1 Capital stock includes private non-residential and residential fixed assets, stock of private inventories,
and stock of consumer durables (Source: ABS and BEA).

2 Credit velocity is computed as annual nominal GDP over total credit, where total credit in each
economy is respectively defined as credit market instruments liabilities of non-financial corporations
(Source: Finance and Wealth Accounts, ABS) and the sum of credit market instruments liabilities of
non-financial corporate sector plus credit market instruments liabilities of noncorporate sector (Source:
Flow of Funds Accounts, FRB).



Baseline model. The relatively low stock of capital partly results from the effect of fi-
nancial frictions on capital accumulation, possibly even more so than in the home economy
where foreign financial frictions impact on investment goods via import credit. I deliber-
ately do not include the data’s relevant ratios in computing the posterior distribution of
the model parameters because I want to make a comparison between the pure trade model
and the financial friction model on a level playing field. Data on divertible asset rates is
scarce and also poses considerable problems of interpretation. Additionally, the empirical
figure for asset diversion is directly incomparable with the value obtained from the Base-
line model as my theoretical framework does not take cost per lending unit into account.
There is also no empirical evidence of the feasible value range of divertible asset fraction
in the literature. Therefore it suffices to say that a relatively low value is broadly in line

with my interpretation of this parameter as an asset fraction for discretionary diversion.?’

2.4.3 Posteriors

I report the posterior modes of my models for Australia and the U.S. in Tables 2.5 and 2.6.
Most comparable parameters are remarkably similar across the friction variants within
the economy and between the two economies. Notably, the standard deviation of the
posterior is often less than half of the standard deviation of the prior in three friction
variants, implying that there is a reasonable amount of information in the macro-finance
dataset about most economic parameters. Since parameter estimates for the models are
reasonable, I quickly pin down the salient ones.

The estimate for the elasticity of capital utilization {¢,(*} in three friction variants
favors relatively high values, suggesting a costly change to the utilization of capital in the
financial friction environment. As capital adjustment costs are high, the price of capital
responds to shocks to a greater extent, with direct effects on entrepreneurial net worth and
thus on the spread through demand for loans. Higher values of capital utilization elasticity
also imply larger marginal depreciation costs and thus less variation in capital utilization.
Consistent with these, the investment adjustment costs parameter {F”, F"*} is higher in
the financial friction variants than in the Pure model, which it is not surprising due to
interaction between investment costs and financial frictions. High adjustment costs make
investment goods production more costly and therefore investment is less responsive to
shocks. However, {F”, F"*} slightly decrease in the Quasibaseline and Baseline variants
as financial frictions themselves on working capital and export loans take away, to some
extent, the financial accelerator effect. The larger estimates for the Taylor inflation coef-
ficient in the financial friction environment are indications of financial accelerator effects
at work, especially in the U.S. baseline economy. Specifically, the presence of the financial
accelerator amplifies and propagates the impact of markup shocks on nominal variables,
since markup shocks are more persistent. Therefore, monetary authorities have to put

stronger focus on nominal stabilization to undo the effects of nominal rigidities than they

ZGertler and Karadi (2011) calibrated this parameter to a value of 0.381, which they interpret as the

fraction of stolen assets.
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Table 2.5: Structural Parameters of Model Variants: Home Economy

Posterior
Prior

Para. Description Pure Benchmark Quasibaseline Baseline

Dist. Mean SD Mode SD Mode SD Mode SD Mode SD
Panel A. Economic parameters
Ew Calvo, wage B 0.5 0.1 0.47 0.08 0.41 0.08 0.44 0.08 0.44 0.08
&4 Calvo, domestic price B 0.5 0.1 0.84 0.03 0.85 0.03 0.87 0.03 0.87 0.03
Eem Calvo, import cons. price B 0.5 0.1 0.91 0.02 0.55 0.07 0.55 0.08 0.57 0.08
&im Calvo, import inv. price B 0.5 0.1 0.77 0.02 0.79 0.02 0.80 0.02 0.80 0.02
& Calvo, export price B 0.5 0.1 0.68 0.06 0.69 0.06 0.69 0.06 0.69 0.06
Ly Indexation, wage B 0.5 0.15 0.40 0.16 0.42 0.16 0.41 0.16 0.41 0.16
Ld Indexation, domestic price B 0.5 0.15 0.71 0.13 0.79 0.08 0.77 0.09 0.76 0.11
Lem Indexation, import cons. price B 0.5 0.15 0.89 0.04 0.89 0.05 0.89 0.05 0.89 0.05
Lim Indexation, import inv. price B 0.5 0.15 0.79 0.08 0.80 0.08 0.80 0.08 0.80 0.08
by Indexation, export price B 0.5 0.15 0.83 0.07 0.83 0.07 0.84 0.07 0.84 0.07
Ad Markup, domestic N 1.2 0.12 1.78 0.09 1.86 0.09 1.86 0.09 1.86 0.09
Aem Markup, import cons. N 1.2 0.12 1.07 0.04 1.20 0.05 1.21 0.05 1.22 0.06
Aim Markup, import inv. N 1.2 0.12 1.53 0.09 1.52 0.10 1.51 0.10 1.50 0.11
" Investment adjustment cost N 4 1.5 4.97 1.19 7.28 1.20 7.03 1.32 6.65 1.04
¢ Capital utilization rate B 0.5 0.15 0.35 0.11 0.59 0.09 0.59 0.07 0.56 0.15
b Habit formation B 0.5 0.1 0.57 0.07 0.56 0.17 0.54 0.15 0.55 0.16
p Taylor rule smoothing B 0.75 0.1 0.89 0.02 0.86 0.02 0.88 0.02 0.88 0.02
Tr Taylor rule on inflation N 1.5 0.25 1.62 0.21 1.63 0.13 1.66 0.15 1.66 0.15
TAgq, Laylor rule on GDP growth N 0.25 0.1 0.30 0.08 0.19 0.06 0.19 0.06 0.19 0.06
Ne Elasticity of subst., cons. 1o 1.5 4 3.73 0.57 5.41 1.21 5.39 1.33 5.55 1.47
;i Elasticity of subst., inv. 1o, 1.5 4 1.38 0.06 1.38 0.06 1.37 0.06 1.37 0.06
Ne Elasticity of subst., export I-4 1.5 4 1.49 0.12 1.49 0.12 1.49 0.12 1.49 0.12
o Elasticity of premium-debt 1 0.01 1 0.002 0.0006 0.002 0.0007 0.002 0.0007 0.002  0.0007
Gs Elasticity of premium-depre. B 0.5 0.15 0.17 0.04 0.16 0.04 0.16 0.04 0.16 0.05
Panel B. Autocorrelation of the shocks
Pg. Persistent technology B 0.5 0.2 0.49 0.27 0.51 0.29 0.51 0.29 0.51 0.29
Pz Asymmetric technology B 0.5 0.2 0.50 0.27 0.50 0.27 0.50 0.27 0.50 0.27
Pe Transitory technology B 0.5 0.2 0.98 0.01 0.91 0.03 0.89 0.04 0.89 0.04
Pw Wage markup B 0.5 0.2 0.17 0.09 0.15 0.08 0.15 0.08 0.16 0.08
Pd Domestic price markup B 0.5 0.2 0.10 0.10 0.06 0.05 0.06 0.06 0.06 0.06
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Posterior

Para. Description Prior Pure Benchmark Quasibaseline Baseline
Dist. Mean SD Mode  SD Mode  SD Mode  SD Mode  SD
Pem Import cons. price markup B 0.5 0.2 0.05 0.03 0.95 0.01 0.95 0.01 0.95 0.01
Pim Import inv. price markup B 0.5 0.2 0.08 0.06 0.11 0.08 0.11 0.08 0.11 0.08
Jou Export price markup B 0.5 0.2 0.09 0.07 0.08 0.06 0.08 0.06 0.08 0.06
Ppco Commodity relative price B 0.5 0.2 0.92 0.02 0.93 0.01 0.93 0.01 0.93 0.01
Pzco Commodity demand B 0.5 0.2 0.78 0.05 0.79 0.05 0.79 0.05 0.79 0.05
P Country risk premium B 0.5 0.2 0.68 0.07 0.65 0.07 0.68 0.07 0.68 0.07
Pg Government spending B 0.5 0.2 0.62 0.09 0.71 0.09 0.71 0.09 0.69 0.09
Pu Marginal efficiency of investment B 0.5 0.2 0.15 0.09 0.92 0.03 0.94 0.03 0.96 0.05
Db Intertemporal preference B 0.5 0.2 0.42 0.16 0.79 0.14 0.65 0.27 0.63 0.29
Pne Entrepreneurial net worth B 0.5 0.2 — — 0.98  0.007 0.98  0.007 0.98  0.007
06, Banking net worth B 0.5 0.2 — — 0.98  0.007 0.99 0.004 0.99 0.005
Py Banking risk B 0.5 0.2 — — 0.78 0.03 0.79 0.03 0.79 0.03
Panel C. Standard deviations of the innovations
og, Persistent technology I 0.05 2 0.02  0.009 0.02  0.010 0.02  0.010 0.02  0.010
O3+ Asymmetric technology I 0.05 2 0.02  0.009 0.02  0.009 0.02  0.009 0.02  0.009
O Transitory technology I 0.1 2 0.33 0.032 0.51  0.052 0.56  0.056 0.56  0.057
Ow Wage markup I 0.1 2 0.56  0.068 0.59 0.071 0.58  0.070 0.58  0.069
o4 Domestic price markup I 0.1 2 0.72  0.068 0.75  0.066 0.73  0.065 0.73  0.066
Tem Import cons. price markup I 0.1 2 2.11  0.318 2.99 1.108 3.05  1.170 298 1.285
Tim Import inv. price markup I 0.1 2 1.33  0.137 1.24  0.128 1.24  0.127 1.23  0.127
Oy Export price markup I 0.1 2 4.54  0.724 448  0.703 447  0.700 447  0.702
Opco Relative commodity price I 0.1 2 5.73  0.457 5.71  0.453 5.72  0.456 5.72  0.457
0zco ~ Commodity demand I 0.1 2 5.02  0.391 5.01  0.390 5.01  0.390 5.01  0.390
Oy Country risk premium I 0.1 2 0.96 0.231 0.87 0.212 0.80 0.217 0.81 0.216
Onr, Consumption price inflation I 0.1 2 091 0.074 0.89 0.070 0.89 0.071 0.89 0.071
O Monetary policy I 0.1 2 0.11  0.009 0.11  0.010 0.11  0.010 0.11  0.010
s Inflation target I 0.05 2 0.04 0.012 0.02  0.010 0.02  0.011 0.02 0.012
oy Government spending I 0.1 2 0.62  0.050 0.69  0.057 0.70  0.058 0.70  0.058
Ou Marginal efficiency of investment I 0.1 2 1.28  0.138 0.47  0.069 0.44  0.068 0.42 0.078
Op Intertemporal preference I 0.1 2 0.54  0.066 0.66  0.187 0.58  0.142 0.57  0.130
One Entrepreneurial net worth I 0.1 2 — — 6.42  0.498 6.41 0.497 6.41 0.496
o9, Banking net worth I 0.1 2 - — 1.30 0.136 1.19  0.127 1.17  0.139
0w Banking risk I 0.1 2 — — 6.11  0.664 5.47  0.604 5.41  0.605
Note: Estimated parameters are based on two independent metropolis chains with 500,000 draws after a burn-in period of 200,000 draws.
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Table 2.6: Structural Parameters of Model Variants: Foreign Economy

) Posterior

Para. Description Prior Pure Benchmark Baseline

Dist. Mean SD Mode  SD Mode  SD Mode  SD
Panel A. Economic parameters
& Calvo, wage B 0.5 0.1 0.55  0.08 0.47  0.07 0.51 0.07
3 Calvo, price B 0.5 0.1 0.89  0.02 0.80  0.02 0.83  0.02
Ly Indexation, wage B 0.5 0.15 0.51 0.17 0.46 0.17 0.47 0.17
Ly Indexation, price B 0.5 0.15 0.67 0.12 0.81 0.08 0.85 0.06
AL Markup, price N 1.2 0.12 1.79 0.09 1.88 0.09 1.91 0.09
" Investment adjustment cost N 4 1.5 4.64  1.27 6.14  1.06 597 097
¢* Capital utilization rate B 0.5 0.15 0.51 0.10 0.61 0.08 0.59  0.07
b* Habit formation B 0.5 0.1 0.69 0.06 0.84 0.04 0.80 0.04
p* Taylor rule smoothing B 0.75 0.1 0.84 0.02 0.84 0.02 0.84 0.02
T Taylor rule on inflation N 1.5 0.25 1.56 0.20 2.13 0.15 2.15 0.16
N, Taylor rule on GDP growth N 0.25 0.1 0.41 0.08 0.18 0.07 0.27 0.07
Panel B. Autocorrelation of the shocks
Py* Persistent technology B 0.5 0.2 0.49 0.27 0.50 0.27 0.50 0.27
Pex Transitory technology B 0.5 0.2 0.96  0.01 0.96 0.02 0.96  0.02
o Wage markup B 0.5 0.2 0.23 0.11 0.10  0.07 0.10  0.07
Pp Price markup B 0.5 0.2 0.21 0.16 0.95 0.02 0.92 0.02
Py Government spending B 0.5 0.2 0.94 0.01 0.95 0.02 0.94 0.02
Pu Marginal efficiency of investment B 0.5 0.2 0.66 0.08 0.98 0.01 0.99 0.01
J Intertemporal preference B 0.5 0.2 0.62 0.13 0.60 0.11 0.69 0.12
Pre Entrepreneurial net worth B 0.5 0.2 — — 0.97  0.008 0.97  0.008
Po, Banking net worth B 0.5 0.2 — — 0.98  0.005 0.98  0.005
Py Banking risk B 0.5 0.2 — — 0.79 0.02 0.79 0.02
Panel C. Standard deviations of the innovations
og. Persistent technology I 0.05 2 0.02  0.009 0.02  0.009 0.02  0.009
ol Transitory technology I 0.1 2 0.34  0.031 0.28  0.029 0.28  0.035
o Wage markup I 0.1 2 0.49  0.059 0.50  0.050 0.50  0.052
o, Price markup I 0.1 2 0.08 0.013 0.05  0.008 0.04  0.007
ol Monetary policy I 0.1 2 0.12  0.011 0.10  0.009 0.10  0.009
fop Inflation target I 0.05 2 0.04  0.012 0.02  0.007 0.03  0.013
o, Government spending I 0.1 2 0.44  0.034 0.46  0.036 0.46  0.036
T Marginal efficiency of investment I 0.1 2 0.45 0.071 0.32  0.057 0.48 0.128
oy Intertemporal preference I 0.1 2 0.15  0.021 0.12  0.020 0.12  0.018
One Entrepreneurial net worth I 0.1 2 — — 6.77  0.523 6.77  0.524
T4, Banking net worth I 0.1 2 — — 1.76  0.158 1.58  0.140
fopul Banking risk I 0.1 2 — — 8.03 0.733 7.19  0.657

Note: Estimated parameters are based on two independent metropolis chains with 500,000 draws after a burn-in period of 200,000
draws. For the foreign economy, the posterior distribution in the Quasibaseline variant is not shown because it is exactly the same as
in the Baseline variant.



would if there were no financial frictions at all.

For most shocks, the posterior modes of the autocorrelations are quite large. The
exception is the autocorrelations of some markup shocks in both friction and frictionless
models. These are nearly zero, so that the shocks are roughly random walks. In the Pure
model, one notable difference is a much lower persistence of the MEI shock in Australia
than in the U.S. due to the relative price volatility of investment goods with respect to the
open economy setting. The high persistence of the MEI and financial stochastic processes
in the friction variants implies that those shocks will account for most of the variance
of the real and financial variables at long horizons. The growth rate of the persistent
component of technology and its volatility are stable across both friction and frictionless
models, suggesting that the demeaned financial series closely follow the stochastic growth
path of the economy.

There is also substantial information in the dataset about most parameters of the
shock processes, particularly financial process parameters, as indicated by the small size
of the posterior standard deviation relative to the prior standard deviation. The exceptions
are the intertemporal preference shock in Australia and the asymmetric technology shock
in both countries, whose the posterior standard deviation is larger than the prior value.
Open economy specific shocks are all plausibly characterized by relatively large volatility,
whether in the frictionless or friction environment. The large standard deviation of finan-
cial processes, coupled with a larger Taylor rule coefficient for inflation, seems to suggest
that incorporating financial frictions gives more prominence to the role played by inflation
targeting monetary policy. Interestingly, financial shocks in the U.S. are significantly more

volatile than in Australia, implying that U.S. financial frictions are relatively strong.

2.4.4 Business cycle statistics

I now consider to what extent the performance of my models is consistent with the em-
pirical moments? The most important result from Table 2.7 is that friction variants help
improve the goodness of fit of second moments, particularly in the Baseline variant.

Overall, both frictionless and friction models perform well in terms of matching macroe-
conomic moments. In particular, they are able to generate a low volatility of GDP despite
slightly overpredicting this moment, as well as the volatility of consumption. As in the
data, investment and consumption in both types of models are more volatile than GDP,
though a bit more so than their empirical counterparts. In addition, the procyclicality of
investment in all four models is in line with the data. The positive correlations are also
reproduced by all the models in the case of hours worked and wages with GDP, though
their value is largely higher than the empirical counterparts. The only exception here is
the case of the U.S. hours worked, for which generated correlation signs are at odds with
the data. Nevertheless, the models capture well the negative comovement of the interest
rate and real exchange rate with GDP. Further, they largely replicate the behavior of
exports and imports as well, both in terms of their volatility and procyclicality.

The presence of financial frictions is preferable in the data compared to the frictionless
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Table 2.7: Second Moments: Data and Model Variants

By Data By Models
Variable

SD AC (6{0) CR SD AC (6{0) CR
Australia
GDP 0.11  0.96 1 0.98 0.35]0.22|0.15|0.14 0.87]0.90 | 0.88 | 0.91 1 0.85 ] 0.75 | 0.83 | 0.95
I 0.14 094 094 0.95 0.2310.20 | 0.18 ] 0.17 0.90]0.92]0.88|0.91 0.89]0.88|0.90|0.89 0.83|0.86 | 0.89 | 0.92
C 0.11 0.96 0.99 0.98 0.21]10.15|0.15]0.15 0.91]0.90]0.94|0.94 0.92]0.85|0.83]0.80 0.93|0.84]0.90 | 0.93
H 0.02 0.88 0.54 0.61 0.15]0.11]0.10]0.05 0.79]0.80 | 0.76 | 0.89  0.20 | 0.19 | 0.17 | 0.45 0.21 | 0.30 | 0.28 | 0.50
w 0.09 0.95 098 0.95 0.17]0.20 | 0.15|0.11 0.91]0.90 |0.92|0.93 0.93|0.87]0.91]0.94 0.86]0.83]0.85]|0.91
R 0.27 0.90 -0.38 -0.29 0.34]0.420.31]0.29 0.88]0.83|0.91]0.91 -0.19 |-0.23 |]-0.27 |-0.32 -0.10 |-0.17 |-0.15 |-0.22
e 0.19 0.50 0.24 0.27 0.280.35|0.22|0.22 0.41]0.52 047|049 0.26|0.12]0.17]0.26 0.41|0.22]0.34 | 0.32
X 0.17 0.93 090 0.88 0.2810.140.19]0.19 0.92]0.89]0.91|0.92 0.61]0.70|0.75]0.78 0.82|0.85] 0.85 | 0.89
M 0.16 0.94 096 0.97 0.22]10.090.23]0.21 0.91]0.85]0.90|0.91 0.71]0.80|0.82]0.83 0.70 | 0.84 | 0.87 | 0.95
RER 0.18 0.94 -0.79 -0.70 0.21]0.27|0.26 | 0.21 0.93|0.97|0.96 | 0.96 -0.61 |-0.63 |-0.82 |-0.77 -0.41 |-0.82 |-0.79 |-0.78
N, 0.17 0.89 0.34 049 — ] 0.570.40 | 0.31 — ]0.98]0.96|0.93 — ]0.16 ] 0.25 | 0.28 — ]0.18]0.23 | 0.37
L 0.36 0.97 097 0.95 — ]0.52|0.43 | 0.40 — 10.72]0.80 | 0.94 — ]0.81]0.90 | 0.96 — 10.70 ] 0.83 ] 0.90
Spr 0.17 0.88 -0.11 -0.21 — 10.52]0.34]0.23 — 10.61]0.70 | 0.86 — |-0.03 |-0.07 |-0.10 — |-0.05 |-0.14 |-0.19
United States
GDP* 0.09 0.96 1 0.21]10.14|0.15]0.12 0.93]0.93 ] 0.94 | 0.95 1
I* 0.12 0.95 0.61 0.23]0.18 | 0.17|0.14 0.81]0.91|0.93|0.94 0.52]0.83]0.91 | 0.82
c* 0.11 0.97 0.98 0.22]0.19/0.21|0.15 0.94]0.95|0.96 | 0.97 0.92 | 0.87 | 0.84 | 0.82
H* 0.07 0.98 -0.50 0.25]0.15|0.19]0.11 0.91]0.91]0.95]|0.92 0.10|0.29 | 0.28 | 0.23
w* 0.10 0.97 0.97 0.3010.230.19]0.16 0.91]0.94|0.96|0.95 0.86 | 0.93 | 0.97 | 0.96
R* 0.55 0.97 -0.46 0.36 ] 0.63 | 0.58 | 0.57 0.73]0.88|0.91|0.96 -0.21 |-0.35 |-0.40 |-0.43
* 0.20 0.57 0.12 0.2810.26 | 0.18 | 0.19 0.50 | 0.45 | 0.47 | 0.50  0.18 | 0.16 | 0.17 | 0.14
N 0.30 0.94 0.82 — ]0.58]0.45 | 0.36 — ]0.81|0.89 | 0.92 — 10.65]0.79 ] 0.84
L* 0.17 0.97 0.96 — ]0.31|0.240.20 — 10.85]0.94 | 0.96 — ]0.80]0.89|0.93
Spr* 0.46 0.94 -0.32 — 10.67]0.511]0.43 — 10.88]0.90 | 0.95 — |-0.17 |-0.21 |-0.30

Note: SD — standard deviation, AC — autocorrelation, CO — correlation with country-specific GDP, CR — cross-country correlation with U.S. GDP. Results in each
second moment are presented in the following way: the first entry is generated by the Pure model, the second entry by the Benchmark variant, the third entry by the
Quasibaseline variant, and the fourth entry by the Baseline variant.



model. The comparison of the standard deviations of variables shows that the friction
model variants fit the real macroeconomic aggregates better than the Pure model. In
particular, the Pure model performs poorly in reproducing the standard deviations of
investment. The friction models also do a better job in matching the autocorrelation
shown in the data, particularly the Baseline variant. However, they perform slightly
worse in terms of the comovement of (household) consumption with GDP due to the
presence of shareholder consumption by construction. For example, the consumption
correlation in the Baseline variant is as low as (0.83,0.84), as opposed to (0.99, 0.98)
in the data. Although the friction models don’t perform well in this dimension, other
empirical moments that I try to match are closer to what are achieved in the friction
models. The cross-correlations implied by the Baseline model correspond best to their
empirical counterparts. Compared to the Pure model, the friction variants are better able
to capture the cross-border comovement between investment and GDP.

I take a closer look at the relative performance among the competing friction variants.
The Baseline variant improves on the other variants in terms of replicating the dynamics of
macroeconomic series for both economies. Further, financial dimensions are best replicated
by the Baseline variant. Accordingly it matches well the volatility and autocorrelation of
three financial time series. In both economies, this variant is also able to better reproduce
the within- and cross-country procyclicality of Australian credit and entrepreneurial net
worth, as well as the countercyclicality of country-specific spreads.

To sum up, this goodness-of-fit analysis leads to two main results. First, financial
frictions can help to improve the model’s ability to match the observed macroeconomic
variables in most dimensions. The Pure model, by contrast, generally performs less sat-
isfactorily, especially its performance in matching the cross-border dynamics of variables.
Second, the Baseline variant outperforms the other two friction variants in replicating
the behavior of both macroeconomic and financial data. These results illustrate that a
model of two asymmetric countries in which the banking sector’s leverage multiple is en-
dogenously constrained by a moral hazard problem serves well in accounting for the main
business cycle patterns. Notice that various statistics of the cross-country correlation,
taken together, suggest fairly strong business cycle comovement of Australia with the U.S.
In next subsection, I explore whether and to what extent competing models can similarly

capture these international linkages.

2.4.5 Accounting for the influence of foreign disturbances

The real test of the model structure is to what extent models can account for the spillover
effect of foreign disturbances on the Home economy. This subsection presents the cross-
border causes of Australian business cycles, showing that U.S. shocks tend to play a
relatively larger role in three friction models, especially in the Baseline variant.

Table 2.8 decomposes the estimated contribution of all purely foreign disturbances
to the variability of Australian unconditional variances. For each of the four models,

I document the importance of foreign stationary shocks by presenting the sum of their

32



Table 2.8: Variance Shares of Australian Series Attributed to U.S. Shocks (Percent)

Series \ Model Variants Pure Benchmark Quasibaseline Baseline
GDP 5 41519 81614 108118
Investment 3 5318 61319 95114
Consumption 2 31316 51318 64110
Hours 2 11213 21315 21517
Wage 1 2024 2416 3058
Interest rate 5 31518 516111 718115
Inflation 11 311013 411115 701118
Export 15 2|15 | 17 41620 1215 | 27
Import 21 7]18 |25 11116 | 27 231235
Real exchange rate 16 2117119 3|17]20 12114 | 26
Credit - 71411 12820 15 7| 22
Spread - 5127 1213115 1513118

Note: Unconditional variance decomposition is generated by each model evaluated at the pos-
terior mode. For the friction variants, the contribution of the U.S. shocks is presented in the
following way: the first entry is the sum of the “financial” shocks, the second entry is the sum of
the “other” shocks, and the third entry is the total contribution of both the financial and other
shocks. “Financial” represents entrepreneurial net worth, banking risk and banking net worth
shocks. “Other” includes non-financial shocks, the country risk premium shock, and the degree of
technology asymmetry. The only entry in the Pure model corresponds to the total contribution
of the “other” shocks.

contributions under three categories: financial shocks, non-financial shocks, and all shocks.
Overall, the purely foreign stationary shocks matter for the home business cycles in the
Pure model. A structural variance decomposition reveals that the conventional shocks,
taken together, have effects of at least 2% on the home variables, except regarding real
wages. In particular, U.S. shocks combined can explain 5% of the variability in Australian
GDP, 5% in interest rates and 11% in inflation. Moreover, it is evident that the foreign
dimensions are needed to capture the substantial importance of the observed open economy
variables: exports, imports and real exchange rate. However, the frictionless model is
unable to account for macroeconomic comovement, though foreign shocks explain non-
negligible fractions of the home variance. Cross-border trade flows and financial-frictionless
lending are not sufficiently important to generate strong spillover effects, consistent with

the cross-country correlation evidence in Subsection 2.4.4.

The focal point is the competing friction variants’ ability to generate the share of
the business cycle variance in Australian series attributable to U.S. shocks. Putting the
incentive compatibility constraint on entrepreneurial loans alone — Benchmark variant —
has a negligible effect on the variance decomposition of hours and real wages, but helps
improve the foreign share in open economy variables. Meanwhile, the fraction of the
variance in Australian GDP, investment and consumption due to all U.S. shocks rises
significantly. This result suggests that the macroeconomic comovement observed in the
data can be significantly increased by including domestic banking sectors with financial
frictions. With the incentive compatibility constraint also on capital working and export
loans, the Quasibaseline variant raises the foreign contribution to home variability. For
example, the variance share of Australian GDP explained by all U.S. shocks is 5% higher

than that achieved in the Benchmark variant. Additionally more than half of the variance
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in the real aggregates is now attributed to U.S. financial shocks. However, the variance
shares of the Australian series due to all U.S. disturbances still fall short of those observed
in the data.

A comparison with the last column makes it clear that the Baseline variant is better for
explaining spillover effects than any of the previous friction variants. Indeed, the largest
increase in the share of GDP variability explained by all U.S. shocks occurs with financial
frictions also on import loans, and in this case up to 18% of GDP fluctuations. The
portion of variance attributable to foreign financial shocks is also now larger, particularly
for GDP and interest rate. These shocks account for 11% of GDP, 9% of investment,
6% of consumption, and 7% of the interest rate or inflation. Further, the portion of the
variation in Australian credit and spread due to U.S. shocks combined climbs to 22%
and 18% respectively, of which financial disturbances are particularly important. Foreign
credit to importers therefore proves to be one important financial channel through which
foreign business cycle fluctuations were transmitted to the home economy, as made evident
by the last column of Table 2.8. This is why the Baseline variant in Subsection 2.4.4 —
which allows for financial frictions on all types of loans — was best able to reproduce the
empirically observed synchronization.

To sum up, my empirical evidence supports the performance of friction models: the
share of the business cycle variance in the Australian series due to shocks originating in
the U.S. economy is substantial. This finding is clearly consistent with the model-implied
cross-country correlations in Section 2.4.4. More importantly, the baseline model with
financial frictions on all types of loans does the best job in reproducing the synchronization

in business cycles, both for financial and standard macroeconomic variables.

2.5 The role of financial factors

In this section, I analyze the prominent role that the banking sector and financial frictions
play in economic fluctuations across countries, with a focus on the Baseline model. I first
analyze the impulse responses of variables to financial shocks in order to highlight how
financial frictions on all loan types affect the transmission mechanism of the shocks and
the movement of variables. This selective analysis is motivated by the fact that financial
shocks are contributors of particular interest to business cycle fluctuations after the GFC.

Finally, I quantify the contributions of various shock groups to business cycle variation.

2.5.1 Impulse response functions

In the following subsection, I analyze the impulse response functions of main macroeco-
nomic and financial variables to within-country financial shocks and then explore how
cross-border financial shocks impact on the home economy. All of the shocks are set to
produce a downturn.

Figure 2.5.1 jointly displays the impulse responses in the Baseline model to three
temporary shocks: entrepreneurial net worth, banking net worth and bank risk. An

entrepreneurial net worth shock actually fundamentally captures volatilities in the stock
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Figure 2.5.1: IRFs to financial shocks — Australia (upper panel) and the U.S. (lower
panel).

market value. A decline in entrepreneurial net worth leads to a reduction in capital
purchases because entrepreneurs endow less financial wealth. This, in turn, produces a
fall in capital production by households which results in a fall in the price of capital.

Entrepreneurial net worth continues to fall as declines in the price of capital enhance
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the initial decline in the value of entrepreneurial financial wealth. The falling capital
demand decreases investment and GDP. Following the lower capital demand, the demand
for entrepreneurial loans also drops, worsening banking profit and net worth while raising
the banking leverage multiple. The reduction in entrepreneurial net worth, however, also
increases demand for entrepreneurial loans, since the entrepreneurs need to borrow more
to fund their capital purchases. As a result, spread and credit rise. The resulting rise of
the spread helps banks quickly recover their net worth. Meanwhile, the implied increase in
financing costs causes a decline in borrowers’ spending, thus further contracting economic
activity. Compared to the closed economy, the contraction phase is less persistent in the
open economy because net exports decrease, due mainly to the increased cost of import
credit.

The shock to banking net worth captures sudden exogenous volatilities in the value

of assets on the bank balance sheet.26

With exogenous declines in banking net worth,
the expected value of the received funds is discounted at a higher rate, which implies
that the value of an additional unit of loan declines and thus enhance the initial decline
in banking net worth. This leads to financial accelerator type effects. The decline in
banking net worth, meanwhile, increases the leverage multiple of the bank. Shareholders
require higher profitability from an increased leverage multiple, so banks raise lending
rates. The implied increase in the spread causes a drop in credit and reduces demand for
entrepreneurial loans. Entrepreneurs have fewer financial resources to purchase capital.
Therefore capital demand from entrepreneurs falls, which pushes down the price of capital.
In addition, falling capital prices reduce entrepreneurial net worth, and this magnifies the
impact of the decline in banking net worth through standard accelerator effects. The
decline in capital demand leads to lower investment expenditure, so GDP declines. Note
that an adverse banking net worth shock is defined in my model as a decrease in the
retained profit rate, implying higher dividends to shareholder consumption. The initial
decline in GDP is partially offset by an increase in shareholder consumption, and household
consumption in response to the drop in the policy rate caused by the economic downturn.
Therefore, the resulting contraction of GDP persists mainly due to a long-lasting decline in
investment. Meanwhile, the contraction of GDP leads to a fall in costs, and thus inflation
is reduced (not shown).

Banking risk shocks occur when bankers pursue goals that have a high profile.?” A
rise in asset diversion for private interest directly raises the leverage multiple. Concerning
moral hazard, shareholders require banks not to be overleveraged and thus bankers are
forced to reduce lending. The reduction in the lending volume makes the incentive com-

patibility constraint tighter, leading to a higher spread. As explained above, the resulting

26Upheavals in financial markets during the 2007—2008 financial crisis appear to reflect adverse distur-
bances of this type, as indicated by heavy losses in assets and dramatic declines in profits of banks. In
particular, the collapse of Lehman Brothers may be considered a world-wide common shock. Other exam-
ples of such disturbances in normal economic conditions include a tax on bank capital, a raise in minimum
capital requirements, an increase in the Base adequacy ratio, and a change to the classification of Tier 1
and Tier 2 capital.

2TBankers can, for example, relax lending criteria for undesirable big projects or increase discretionary
expenditure on perks. In this way, they give insights into prestige, job security and power.

36



rise of the spread has the effect of reducing demand for loans, leading to a contraction in
real economic activity and a decline in banking net worth as a result of lower profitability.
The decline in banking net worth is larger in percentage terms than the decline in credit,
so the leverage multiple then increases. The higher lending rate also forces importers to
lower import volumes, which reduces the decline of the home GDP. This increase of spread,
meanwhile, mitigates the initial drop in banking net worth, and then contributes to the
quick recovery of the banking net worth and a fall in the leverage multiples follows. The
impact of this shock through accelerator effects on financial variables is quite strong, but

the overall impact is relatively much smaller compared to the banking net worth shock.

A natural next step is to ask, What are the spillover effects of foreign financial shocks to
the home economy? Figure 2.5.2 jointly displays the Australian economy’s consequential
responses to three U.S. financial shocks. Similar to within-country effects, the cross-
border magnitude of a banking net worth shock on home activity is quantitatively larger
than those of the other two shocks. So consider an adverse shock to the net worth of
the U.S. banking sector. Broadly speaking, not only do the responses have different
characteristics to those from the respective home shock, but the transmission mechanisms
are also different. These are because the effects of a net worth shock leak to the home

economy through international trade and financial channels.

The foreign shock firstly propagates to the Australian real economy by the reduction
of export demand due to the U.S. economic downturn. Foreign inflation decreases, leading
to a drop in the relative price of foreign goods and thus a rise in home imports. Note that
the shock indirectly raises the cost of financing imports as the rise of U.S. spread outweighs
the drop in the FED’s policy rate, but cross-border lending still rises as a result of the
strongly increased demand for imports. In addition, falling foreign inflation results in an
appreciation in the real exchange rate. Declining real interest rates in the foreign economy
also support real exchange rate appreciation, via the UIP. The total appreciation of the real
exchange rate discourages exports and encourages imports, leading to a contraction in net
exports. Meanwhile, the return increases due to interaction between the real appreciation
and financial frictions, leading to a substantial expansion in investment. Consumption,
similarly, rises. All in all, the home economy experiences a decline in aggregate demand
due to the deterioration in the trade balance despite home absorption increases, which pulls
down on home GDP and inflation. As a result, the shock leads to GDP comovement across
the two economies. Although the GDP response in Australia is small and less persistent
compared to the U.S.; the effectiveness of the home macroprudential policy would be
substantially affected by cross-border disturbances. Since the FED lowers the policy rate
to cope with the U.S. economic downturn, home households divert savings toward domestic
assets to enjoy the relatively high home return. This increases the availability of home
credit as well as the home leverage multiple, and a lower weighted spread follows. In

equilibrium, the increase in home credit is only mild.

The foreign banking net worth shock produces contractionary effects on the Australian

economy similar to those generated by a home banking net worth shock, but the crucial
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Figure 2.5.2: Australian IRF's to U.S. financial shocks

difference is that the import increases here because the real appreciation generated by the
foreign shock reduces importers’ burden of liabilities in the home currency while with the
home shock the effect is the opposite. The specific role of the cross-border lending channel
is demonstrated through loans offered by foreign banks to home importers. This result
is important since an adverse foreign shock in terms of national macroprudential policy
such as a raise in minimum capital requirements or an increase in the capital adequacy
ratio from the FED can have sizable side-effects on the home economy through cross-
border lendings, suggesting coordinated policy responses that aims at dampening these

undesirable cross-border leakages.

2.5.2 Financial shocks in business cycles

Table 2.9 reports the percentage of business cycle variance in the level of variables con-
tributed by different shocks in my Baseline model. The overall picture is very similar for
Australia and the U.S. Country-specific financial disturbances account for a significant
portion of business cycle fluctuations within each country, though the highest share of
variation in standard macroeconomic variables is driven by conventional shocks. As re-
gards financial variables, within-country financial disturbances are even more important,
accounting for at least one-third of variances. Omne notable difference is the relatively
high importance of country-specific financial shocks for dynamics of both financial and
standard macroeconomic variables in the U.S. This is because external and foreign shocks
partly take over the role of financial disturbances in Australia, in which the contribution of
U.S. financial shocks is non-negligible as found in Subsection 2.5.2. The impulse response
and variance decomposition analyses, taken together, quantify the sense in which financial
shocks in the Baseline model generate dynamics that resemble the business cycle. This
is the principal reason my empirical analysis assigns such an important role to financial

shocks in their account of fluctuations.
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Table 2.9: Variance Decomposition in the Baseline Model (Percent)

Series \ Shock Financial MEI Technology Markup Money. Policy Preference Gov. Spending External Foreign
Australia
GDP 17113 | 4 15 12 15 3 6 2 11 18
Investment 34125]9 42 0 4 1 0 0 5 14
Consumption 282810 2 2 22 3 29 2 2 10
Hours 17116 29 4 20 2 11 3 7 7
Wage 1082 3 42 35 1 0 0 0 8
Interest rate 1614 | 2 10 11 18 17 11 0 2 15
Inflation 12111 3 18 34 2 10 1 1 18
Export 19181 2 5 1 1 0 5 40 27
Import 151150 5 5 19 5 0 0 15 35
Real exchange rate 11110 12 5 0 2 0 0 43 26
Credit 50 | 43 | 7 2 3 11 0 1 0 11 22
Spread 5349 | 4 19 0 0 7 0 0 3 18
United States
GDP 26 11917 19 16 6 7 18 8
Investment 40| 28 | 12 49 3 4 2 2 0
Consumption 1616 |0 11 3 19 2 46 3
Hours 19]12|7 18 18 7 7 22 9
Wage 10191 2 54 30 1 2 1
Interest rate 1716 | 1 4 21 24 13 19 2
Inflation 111110 4 24 41 4 13 2
Credit 73|61 |12 6 6 5 8 2 0
Spread 74166 | 8 17 0 0 8 0 0

Note: For each variable in the first column, unconditional variance decompositions are generated by the baseline model evaluated at the posterior mode.
The “financial” category contains the banking net worth shock, the banking risk shock and the entrepreneurial net worth shock, {6, w;, nes; 07, w;, ne; }.
The “external” category includes the country risk premium shock, commodity demand shock, commodity relative price shock and asymmetric technology
shock. Numbers in each row may not add up to 100 due to rounding. The table does not display results for the inflation target shock, 7 and 7}, and the
consumption price inflation shock, er, ,, whose contribution is less than 1/2 of 1 percent. In the exceptional case, the consumption price inflation shock
accounts for roughly 5 percent of the variance of the Australian inflation. The contribution of the financial shocks is presented in the following way: the first
entry is the contribution of all three shocks, the second entry is the contribution of shocks to banking net worth and risk {6:, w; 07, w; }, and the third entry
is the contribution of the entrepreneurial net worth shock {ne;ne;}.



2.6 Concluding remarks

In this paper, I have developed a model of two asymmetric countries with domestic bank-
ing sectors that can divert a proportion of funds from the interests of shareholders due to
the presence of moral hazard. The model allows for an incentive compatibility constraint
on a diverse portfolio of loans as well as financial frictions on cross-border lending and
the presence of exogenous entrepreneurial net worth. Using a Bayesian approach, I have
estimated the model for Australian and U.S. macroeconomic and financial data over
the period 1993—2012. To evaluate the credibility of my model, I make comprehensive
comparisons of the Baseline model, with financial frictions on a full set of various loans,
to its smaller financial variants and the pure trade open economy model.

This paper demonstrates that a modern model of two asymmetric countries is able
to fit the standard macroeconomic and financial data very well, if one allows for financial
sectors and financial frictions on a sufficiently diverse portfolio of loans. The Baseline
model does well on almost all dimensions, indicating that the financial frictions em-
bedded in the structural model of two asymmetric countries are helpful in improving
the empirical performance, in particular at cross-border synchronization. My finding
shows that an estimated, structural asymmetric country model with financial frictions
can explain the substantial influence of foreign-sourced disturbances. I infer that its
implications from incorporating the foreign financial dimensions offer new insight into
analyzing the cross-border synchronization of business cycles in this type of two-country
models. I also find that within-country financial shocks account for a significant portion
of business cycle fluctuations in each country, and foreign financial shocks play a non-
negligible fraction in cross-border spillovers. This finding suggests that banks’ decisions
over the size of their credit are critical for the behavior of the economy.

There are several natural extensions of the current work. First, a straightforward
extension is to introduce a moral hazard problem between entrepreneurs and bankers
that also imposes endogenous incentive constraints on the entrepreneurial balance sheet,
allowing financial frictions be implemented without appealing to the costly state verifica-
tion problem of Bernanke et al. (1999). Of course, it would be worthwhile to explore the
possibility of introducing the costly state verification problem that also affects lending re-
lationships between banks and entrepreneurs. Finally, a model featuring within-country
financial frictions a la both Bernanke et al. (1999) and Gertler and Karadi (2011) could
improve the model fit. Examples of how a combination of the two types of financial
frictions that may match relevant dimensions of the data are explored by Rannenberg
(2016) in a simple closed economy setting and by the third paper in the asymmetric

country framework.
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Chapter 3

Financial Factors in an Estimated
Asymmetric Country Model: A
Bayesian Evaluation

3.1 Introduction

I compare the role of each type of financial friction in an asymmetric country model
that provides a microfounded rationale for international and domestic business cycle
analysis. I do so by introducing agency problems associated with either entrepreneurs
or banks into an otherwise standard business cycles model for a pair of small-open and
large-closed economies and estimate it.

I begin by developing a frictionless business cycle model that allows for features
prevalent in conventional quantitative closed economy New Keynesian DSGE models
(e.g. Christiano, Eichenbaum, and Evans 2005; Smets and Wouters 2007) in order to
clarify the importance of later financial factors. My frictionless business cycle model,
however, is extended to the framework of two asymmetric countries. I build the open-
economy segment of the model based on Adolfson et al. (2007) and enrich it with two
additional distinctive features compared to the literature. First, I allow for inflation
rate differential between the two countries such that nominal exchange rate depreciation
exists in steady state. Second, commodity export demand is assumed to be not only
exogenous but also contingent on global economic conditions. The pure trade model of
two asymmetric countries then is obtained by connecting the small-open economy with
its large-closed counterpart via trade and finance channels.

Next, financial frictions are incorporated into the pure trade open economy model
following two approaches. The first features entrepreneurs with constrained leverage that
are the source of financial frictions (Bernanke, Gertler, and Gilchrist 1999 — henceforth
BGG).! Financial frictions arise because verifying the realized return of the project is

costly, which drives an endogenous wedge between the cost of external finance and the

!This approach was initiated by the seminal paper of Bernanke and Gertler (1989) and further
developed by Carlstrom and Fuerst (1997) and latterly merged with the New Keynesian DSGE framework
by Bernanke, Gertler, and Gilchrist (1999) in order to become the workhorse financial accelerator model.
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opportunity cost of financing the project with internal resources of the entrepreneur. The
financial frictions literature following the first direction emphasizes credit constraints on
non-financial borrowers while treating the banking sector largely as a frictionless “veil”.
The second direction, in contrast, accentuates banks as a source of financial frictions
(Gertler and Kiyotaki 2010, 2015; Gertler and Karadi 2011 — hereafter GK). The focus
of this approach is leverage constraint binding the banker’s asset diversion ability due to
moral hazard. The constraint, in turn, creates an endogenous wedge between the lending

rate and the deposit rate, which affects non-financial borrowers’ credit conditions.

My choice of these two modeling strategies for financial frictions is explained by the
following reasons. First, these are competing approaches. While the BGG approach
was well-established in the financial friction literature, financial frictions in the banking
sector have been emphasized since the latest global financial crisis. Second, the two
approaches share a common feature: concentrating on prices of loans.?> That is, the
agency problem works to introduce a spread, which adds to the overall cost of credit
that borrowers face. The size of the external finance premium, further, depends on the
borrowers’ balance sheets condition, whether entrepreneurs or banks. As such, I restrict
my modeling of financial frictions to these two approaches because I want to preserve

comparability between the two model versions with financial frictions.

Since I am interested in comparing the resulting business cycle properties from in-
corporating financial frictions, I keep the model versions identical in all aspects but the
financial sector. In particular, the two financial extensions are characterized by differ-
ent types of frictions: the External Finance Premium (EFP) version includes financial
frictions originating from entrepreneurs due to the costly state verification problem,
while the Incentive Compatibility Constraint (ICC) version includes financial frictions
in banks because of a moral hazard problem, and so do the transmission mechanisms of
financial shocks. Therefore, to ensure empirical comparability between the two financial
extensions (and with the literature), I keep all three model versions subject to the same
non-financial shocks and include comparable financial shocks into the two friction ver-
sions. Further, I retain the same prior distribution of non-financial structural parameters
and set the financial parameters to hit steady-state properties affected by the presence

of financial frictions before bringing the model versions to the data.

The economic intuition underlying the essence of the financial accelerator effect in the
two model extensions is simple. Following a reduction in financial wealth, the increased
leverage multiple causes a rise in the external finance premium. Entrepreneurs respond
by borrowing less and therefore there are fewer financial resources to purchase new
capital. As a result capital demand from entrepreneurs falls, which pushes down the

price of capital. Entrepreneurial net worth continues to fall as declines in the price

2Another line of research concentrates on quantities of loans instead. This was introduced in the
seminal paper by Kiyotaki and Moore (1997) and then incorporated into the standard business cycle
model by ITacoviello (2005).
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of capital reduce the value of entrepreneurs’ financial wealth. The decline in banking
net worth, meanwhile, raises the leverage multiple. This increases the spread, since
increased banking leverage requires higher profitability. A rise in lending costs decreases
the demand for credit, with the net effect that earnings drop. This further lowers banking
assets. The financial accelerator effect therefore works through the (entrepreneurial or
banking) balance sheet channel, reducing the price of capital and thus leading to a
contraction of investment and GDP.

I examine model versions quantitatively with Bayesian techniques using Australian
and U.S. macroeconomic and financial data over the period 1993Q1—2012Q4. Next, I
assess and explain the similarities and differences between the two modeling approaches
using the following analytical tools: marginal likelihood, steady-state property, esti-
mated parameter, second moments, impulse responses and variance decomposition. The
findings of the present paper can be summarized as follows. First, the incorporation of
financial frictions improves the pure trade open economy model’s performance, suggest-
ing that these frictions are empirically relevant. Second, the ICC version outperforms
the EFP version. The analysis shows that the banking sector acts as a powerful am-
plifier for the financial shocks hitting the economy. As disruptions in the credit market
lead to a rise in the spread and the resulting decline in entrepreneurial net worth, banks
benefit from the rising spread thanks to its positive effects on banking net worth. This
mechanism therefore produces a higher rise in the spread of the ICC version with more
severe effects on investment and GDP compared to the EFP version. In addition, the
additional amplification from the ‘bank lending channel’ allows the ICC version to bet-
ter match the empirically observed volatility of the spread, as well as investment and
other variables. The smaller role that the financial shocks play in the EFP version also
provides another reason for the better empirical performance of the ICC version.

There is an existing literature on estimated models containing one or both of the
approaches that I incorporate, primarily in closed economy models. Brzoza-Brzezina
and Kolasa (2013) assess the relative ability of a standard New Keynesian DSGE model
and its two alternative extensions that only consider constrained non-financial firms as
the source of financial frictions. Specifically, they set up the original Smets and Wouters
(2007) economy as a frictionless benchmark model and extend it to include Kiyotaki and
Moore (1997) and BGG (1999)-type constraints. The first constraint type affects the
quantities of loans by requiring collateral-in-advance from borrowers, while the second
type adds an external finance premium to the prices of loans. The two model extensions
are tweaked in a way that allows comparisons. Also, shocks specific to the financial
frictions literature differ by construction in their model extensions and so are not fully
comparable. All model versions are estimated with the U.S. quarterly macroeconomic
data over the period 1973-2008. The analysis shows that neither of the financial friction
versions improves definitely on the empirical performance of the frictionless benchmark,

either in terms of goodness-of-fit or impulse response functions.
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Villa (2016) performs a similar empirical exercise by comparing a Smets and Wouters
(2007)-type benchmark model with two alternative frameworks. The first is the bench-
mark model with financial frictions a¢ la BGG (1999) while the second framework is
again the benchmark model augmented with financial frictions a la GK (2011). How-
ever, in this study there is no role for shocks merely originating in the financial sectors
in the dynamics of the propagation mechanism. In particular, capital quality shock only
enters the capital accumulation and merely corresponds to a “physical” destruction of
the economy’s capital stock. The way the quality shock is entered therefore rules out its
qualitative effect on the asset-side of bank balance sheets through the change in collat-
eral value in the GK spirit. All model versions are estimated using Euro Area and U.S.
quarterly macroeconomic data covering the period 1983-2008. The key finding is that
the model version with frictions arising in financial intermediaries generates a series of
the spread more correlated with its proxy but no friction model version dominates the
other in terms of forecasting performance.

There are other papers incorporating a BGG financial accelerator mechanism into
the Smets and Wouters (2007)-type model (e.g. De Graeve 2008; Queijo von Heideken
2009; Gelain 2010) or into other standard closed economy models (e.g. Christensen
and Dib 2008; Nolan and Thoenissen 2009; Christiano, Motto, and Rostagno 2014).
In the small-open economy set-up, Fernandez and Gulan (2012) embed this mechanism
into an otherwise stylized real business cycle model and then take their model to the
data of emerging economies. Some studies, on the other hand, augment the Smets and
Wouters (2007)-type model with GK financial frictions in order to study the source of
business cycle disturbances (e.g. Villa and Yang 2011). Further, other studies augment
international business cycle models with financial frictions of this type (e.g. Kollmann,
Enders, and Miiller 2011; Dedola, Karadi, and Lombardo 2013). Up to this point,
however, the literature has been silent about incorporating the two approaches into an
asymmetric country model in particular and comparing the resulting incorporation in
the international business cycle framework in general.

The present paper is a continuation of the existing literature on evaluating competing
approaches to financial frictions. In the comparison of two mechanisms, it is most
related to Villa (2016), but my model works in a macroeconomic setting of two countries.
Moreover, compared to Villa (2016) I explicitly model the origin of financial frictions
and bring in a set of shocks specific to the financial friction literature. Virtually no
study has jointly assessed quantitatively the two approaches within a dynamic general
equilibrium framework of two asymmetric countries. My contribution is a thorough
empirical evaluation of the relative role of financial friction approaches in a standard
New Keynesian DSGE framework of two asymmetric economies. An interesting feature
of the analysis in this paper therefore is to compare to what extent the financial frictions
and financial shocks differ between the two model versions and between the small-open

and large-closed economies. I think this gap in the literature is important because the
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two approaches need to be evaluated in a cross-country setting, which will support the
process of developing international business cycle models that match the macro-financial
data and economic intuition. My work aims to fill this gap.

This paper is divided into six sections apart from this introduction. The next section
describes the pure trade open economy model for a pair of small-open and large-closed
economies. I take this benchmark business cycle model to the two versions of a financial
sector in Section 3.3. The data and empirical strategy are presented in Section 3.4. Next,
Section 3.5 compares empirical properties of models. Concluding remarks are given in

Section 3.6. The Appendices provide further technical details.

3.2 The pure trade open economy model

This section provides a brief overview of the pure trade open economy model. The model
is composed of a home country and a foreign partner. As the home country is assumed
to be small relative to the foreign country, the influence of the former is negligible and
thus the latter is analogous to a large-closed economy. In what follows, I present the
model from the home country’s point of view, which I refer to as a small-open economy.

Whenever notation is associated with the foreign economy, a star exponent (*) is used.

3.2.1 Households

The economy is composed of a continuum of identical atomistic households. Households
are the agents which consume, build raw capital, supply differentiated labor services, set
wages and save in home and foreign assets. There exist state-contingent securities which
ensure that in equilibrium households choose identical plans for decision problems.

The representative household maximizes the utility function

oo 1 hl+UH
(31) EO Z/Btbt 10g (Ct - th—l) - QDH/ Ld] ) 0< /87 b < 17 $YH,OH > 07
=0 0 ]. -+ OH

where C} is the per-capita consumption of household members and b; is an intertemporal

preference shock.

Capital production

The household purchases undepreciated capital from other households and investment

goods from final assemblers in competitive markets. The undepreciated capital is then

converted one-for-one into raw capital while the transformation of the investment goods
2

incurs adjustment costs F(I,/T, 1) = £ ( A gz) with F(.) = F'() = 0, F"(.) =

F > 0. The representative household builds raw capital, Ky, using a standard technology

_ _ 1
(32) K = (1 — (5)th1 + [t |:1 —F (It>:| I, 0<do<1,
t—1

where p; is a shock to the marginal efficiency of investment (MEI).
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In addition to its investment decisions, the representative household also transforms

raw capital K;_; into effective capital K; according to
(33) Kt = Uth_l,

subject to adjustment costs a(u;)K; arising from the capital utilization rate, us. My cost
A
function a(u) = (1 — C)% <u£C - 1) has the properties that a/(.) > 0, /(1) = %,

a’(.) >0, and (1) = a’(l)lfgc. The value of the parameter, ¢ € (0, 1), has no impact
on the steady state of the model, but it does affect its dynamics. Next, effective capital

is rented to intermediate goods producers at the rate Z ;.

Wage setting

I assume that all workers of the representative household supply a type of specialized
labor j in the economy. Along the lines of Erceg, Henderson, and Levin (2000), this
assumption implies that the representative household can set its own wage when it sells
that labor type to competitive contractors. Next, a representative contractor combines
a continuum of specialized labor h(j),j € [0, 1], into a homogeneous block of labor, hy,

sold to intermediate goods producers, according to the Dixit-Stiglitz technology

1 BRI EA
(34) ht = I:/ ht(j) Aw,t dj:| N 1 S )\w,t-
0

The household sets the nominal wage rate, W;;, for its labor type, subject to Calvo-
style stickiness. Every period a fraction &, of households cannot choose its wage opti-

mally, but simply indexes it according to the rule
(35) Wt(j) = (ﬁ't)Lw (Wc,t—l)l—ngz,tWt—l(j)a 0 <ty <1.

The presence of the technology growth rate in wage-setting ensures that wage-setting

frictions are not distortionary along a balanced growth path of the economy.

Budget constraint

The representative household receives wage income from labor services Wjh;;, cap-
ital income Zk,t'll/tkt+1 diminished by utilization costs in units of investment goods
Pi’ta(ut)f(t“, revenue from selling raw capital Q[_(7th+1, as well as returns on home and
foreign assets RyD;+ R;®(.)S; D} (S; is the nominal exchange rate?®), and various lump-
sum payments II; including profits from domestic firms, transfers from entrepreneurs or
bankers (discussed in the following subsections), and lump-sum transfers from the gov-
ernment net of lump-sum taxes. The total income is used to finance worker consumption,

to build new raw capital and to trade home and foreign bonds. As a result, the household

3Here S; is defined as the home price of foreign currency, implying that an increase in the nominal
exchange rate corresponds to a depreciation in the home currency.
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faces the flow budget constraint

1
(36) PurCi+ Pigly + Qi /(1 — 8)K ;1 + Diyy + SiDjyy < / WiV he(5)di
0

+ [Zrup — Piya(ug)] Koy + QI_{,th-i-l + Ry Dy + R{V(.)S; Df + 11;.

Cross-border bond market arbitrage

The household enjoys an endogenous risk premium on foreign bond holdings, W,(.), of

the following form:
Et{St—H} St T\ 2
7)) Wy (as, Sy ) = exp § —alar — a) — ¢y |~ 2 (T ,
(31) W00 8100) = exp {—ou(an — o) — g | P S (T,
\1/;(.)<0,\I/(0,1*,0):1,a:o,7r>7r*,¢a>0,0<¢3<1,
T

StDitq
Przy

shock. Here the country risk premium is a positive function of the net foreign bond posi-

where a; = is the (real) net foreign bond position and 1)y is a country risk premia
tion and expected home currency depreciation as in Adolfson et al. (2008).# In addition,
I allow for a relatively high steady-state inflation rate in the home country, which yields
nominal depreciation in steady state as predicted by the theory of purchasing power
parity.

The household saves by investing their financial wealth in the home and foreign bond
markets. Therefore, the optimal position in the cross-border bond market is determined

by the uncovered interest rate parity (UIP) condition:

(3.8) R, = E, {ij Sglxyt(.)}.

The UIP condition in steady state allows me to endogenously derive the subjective
discount factor of the foreign household with respect to the calibrated value of the home

counterpart.’

3.2.2 Firms

The four types of firms are articulated as follows. Intermediate firms produce differ-
entiated types of domestic goods, which are then aggregated by homogeneous goods
producers. Next, exporters buy part of the homogeneous domestic goods to create spe-
cialized goods prior selling them to foreign retailers. Meanwhile, importers convert a
homogeneous foreign good into differentiated goods. Finally, assemblers use part of the
homogeneous domestic goods and bundles of homogeneous import goods in order to

produce consumption and investment goods to be sold to households.

4The inclusion of the expected depreciation aims to account for the “forward premia anomaly”,
according to which the home currency empirically tends to appreciate when the home nominal interest
rate exceeds the foreign rate.

5See Appendix D for the detailed algorithm of steady-state computation.

47



Domestic goods producers

Homogeneous goods producers. A representative, competitive producer aggregates a
continuum of intermediate goods Y;(j), j € [0, 1], into a homogeneous good, Y}, according

to the technology

1 1 Ad,t
(3.9) Y, = [ / AORE dy} L 1< Ay < o0,
0

where \g; is a price markup shock.
Intermediate goods producers. The j** intermediate goods are produced by a monop-

olist using the following production function:
(3.10) Yi(j) = max{eth(j)a(ztht(j))l_a — @zt;O} , 0<a<l,

where K;(j) and h:(j) represent the services of effective capital and homogeneous labor.
The scalar ® is fixed costs of production, which are proportional to the technology level
so that profits are zero in steady state. Also, € is a covariance stationary technology
shock and z; denotes the persistent component of technology with the stationary growth
rate g,; = Alogz;.

Intermediate goods producers confront a rental rate, Zj, ;, on effective capital services
and a nominal wage rate, W;, of labor services in economy-wide factor markets. Each
producer must pay a fraction vg of their rental cost of capital and a fraction vy of their
wage bill in advance of production at a nominal interest rate R;. Thus the nominal

marginal cost of producing one unit of intermediate output Y;(j) is:

(3.11) MC; = (;) (1 ! a) Z 1+ vrc (R = 1)1 D72 (1o (R = D)™

€t2y

Intermediate goods producers are subject to Calvo-price stickiness. Every period a
fraction &; of producers cannot set its price optimally, but simply indexes it according

to the rule
(312) Pt(]) = (ﬁt)bd(ﬂ'tfl)l_uptfl(j), 0<iy < 1,

where m;_1 = P,_1/P;_ is the inflation of domestic goods and 7; is the target inflation

rate of the monetary authority, which is a shock.

Exporters

There are non-commodity and commodity sectors in home country exports. Total de-

mand for exports is therefore given by

Pa:t
3.13 X, = ’
( ) t (Pt*

_—
> Z*Y;j* + Ecom,t%Yi*a N > 17

where the first term on the right represents the non-commodity export, X,ont,’ while

the second term expresses the commodity export, Xcom ¢. Note that my X, + appears

57 do not disentangle the non-commodity export into consumption and investment purposes because
this export demand is better captured by the foreign income, Y;*, than by its foreign demand components,
Cy and If.
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in the form of an exogenous process contingent on global economy conditions proxied
by foreign output Y;*. The presence of the scale factors, u. and ¢, which correspond to
export shares in aggregate demand abroad, helps obtain the well-defined steady-state
level of export demand.

Non-commodity exporters sell their specialized export goods to competitive foreign
retailers. A representative foreign retailer packs a continuum of non-commodity export

goods Xyont(7),J € [0,1], into a homogenous good, Xpon ¢, according to the technology:

1 P Bt
(314) Xnon,t = |:/ Xt(j) Azt d]:| , 1< )\x,t < 00,
0

and resells it to foreign agents.
Since exporting firms can export costlessly, the marginal cost is the same across

non-commodity exporters:
(3.15) MCz,t:Pt[l—i—vX(Rt—l)], 0<wvx <1,

where vx is the share of advance payment on the export goods bill.
Non-commodity exporters set their price in foreign currency subject to Calvo stick-
iness. Every period a fraction &, of non-commodity exporters simply indexes its price

according to the rule
(3.16) Ppi(j) = (7))~ (Trm_l)l’”Px,t_l(j), 0 <ty <1,

where ;41 = Py 1/Pyp1—2 is export inflation and 7} is the target inflation rate of the
foreign monetary authority.
Importers

Importers purchase a homogeneous good from abroad and convert it costlessly into

differentiated goods, My, +,j € [0,1]. The marginal cost of importers is given by
(317) Mcm7t:StPt*[1+UM(R:—l)], O<vy<l1

where vy is the share of the import bill that must be paid in advance at a foreign
nominal interest rate, Ry.

Importers are also subject to Calvo-price stickiness when they resell differentiated
import goods to final assemblers. Every period a fraction &, of importers indexes its

price according to the rule

(3.18) Pri(j) = 7)™ (Tmi—1)' """ Pri—1(4), 0 <ty <1,

where T, t—1 = Ppt—1/Pmt—2 is the inflation of consumption and investment import

goods, with m = {em,im}.
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Final goods assemblers

A representative, competitive assembler aggregates a continuum of differentiated import
goods into two homogeneous bundles of goods for consumption and investment purposes,

Mt = {Cm.t, Im}, according to the technology

1

1 )\m,t
(3‘19) Mm,t = [/ Mm,t(j) Nt d]} , 1< )\m,t < Q.
0

Next, the representative assembler combines each bundle of import goods with the
homogeneous domestic good to produce final consumption and investment goods, using

the following technologies:

Nc

1 De—l 1 meZlh.-1
Cy = [(1 — W) e Cuit twC% ] , 0<w:.<1,m>1,
and
_ 1 mt 1 mi=ly T
I + a(u) Ky = [(1 —wi) il +w L ] , 0<w <1l,m>1.

Given pairs of input prices {P;, Pepnt} and {P;, Py ¢}, the profit maximization problem

of the assembler yields optimal demand compositions for each type of goods:

P, —Nec Pcm —MNe
(3.20) Cay = (1 —w,) (Pi) Ct, Cont = we <Ptt) Cy,
and
(3.21)

P\ B )2 —n; -
Igs = (1 —w) <Ptt> (I + a(u) Ky—1) It = w; (1237”:) (I + a(u) K1) -

and subsequently, the price index of each goods type is respectively given by

1

(3.22) Py = (1= @) P wePo | e
and

1
(3.23) Pi,t = [(1 — wi)Ptl_m + wlfjllm_’?’} 1 R

. . . 7
where €, ; is a consumption price shock.

"In particular, the consumption price shock process is a random walk: ep,+ = €p,,t—1 + fp,,c- This
shock is designed to cope with the time-invariant weights of the CPI components, and to bring more
volatility to the endogenous consumer price inflation variable since its observable counterpart is affected
by some elements that are absent from the model (e.g. unprocessed food items). However, a shock of
this kind is not included in the price index for investment goods since I do not use investment price
inflation as an observable variable in the later estimation.
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3.2.3 Monetary policy and resource constraint

The monetary authority sets the nominal policy rate following a (linearized) feedback

rule:

1
(3:24) Ri— R =p(Re—1 = R) + (1 = p) | (M1 = ) + 724, 7 (dgdpt — 92) | + €t

O<p<l,rp,ra . >0,

gdp

where €, is a monetary policy shock. The expression R; — R indicates the deviation of the
net quarterly nominal policy rate from its steady state. Similarly, 7. ;41 — 7; indicates
the deviation of anticipated quarterly consumer price inflation from the inflation target
and ggqpt — g- is the observed annual growth rate of real GDP in deviation from its
steady-state level.

Public spending, Gy, is modeled as:
(3.25) Gt = zgt,

where gy is a government-spending shock.
Combining the equilibrium conditions in markets and the budget constraint of house-

holds, I obtain the real resource constraint:
(3.26) Y; =G+ Cay + Igs + Xo.
I measure GDP in the model as follows:
(3.27) GDP, =G+ C,+ I, + X, — M,,

with

o Pt —Tle Pcm,t e
Ct— (1—wc) <Pct> +OJC <Pct Ct

)

7 [ Pt o Pim,t o
It— (1—wz) (_Pi7t> + wj (_Pl7t> It.

The evolution of (nominal) net foreign assets is given by

and

(328) StD;ik—l-l = R:q)t()StD;tk + []— + Ux (Rx,t - 1)]St [Px,tXnon,t + Pcom,tXcom,t]
—[1+oml jn,t — 1)]Se Py My

where Py, ¢ is the price of commodities measured in foreign currency. I model Peop, ¢/ Py =
Drom,t @S a stationary stochastic process, which is referred to as the relative price of the

commodity shock in the foreign market.
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3.3 Financial frictions

Credit transactions do not assign any role to banks in the pure trade open economy
framework, despite banks being a traditional intermediation sector that channel funds
from savers to borrowers. Thus, now, within the representative household with a large
number of members, I assume there are fractions of f,, workers, f; entrepreneurs or
bankers (i = e, b), and the complementary fraction (1— f,, — f;) of shareholders.® House-
holds save not only by holding bonds but also by depositing funds in home and foreign
banks. Within-country government bonds and bank deposits are riskless assets in nom-
inal terms with one-period maturity and thus perfect substitutes.

In the External Finance Premium version, entrepreneurs utilize capital and pay out
dividends to shareholders while competitive bankers earn zero profit from financial in-
termediation. In addition, there is no agency problem between depositors and banks.
By contrast, competitive entrepreneurs earn zero profit from capital utilization while
bankers make profits from the process of financial intermediation and pay out dividends
to shareholders in the Incentive Compatibility Constraint version. Also, there are no

agency problems between banks and entrepreneurs.’

3.3.1 External finance premium version

Entrepreneurs

Assume that risk neutral entrepreneurs utilize capital in the competitive market. At the
end of period ¢, entrepreneur j is endowed by the household with a net worth, N¢;(j) > 0.
Entrepreneurs obtain an aggregate loan, L., from home banks, and combine this with
their own net worth, N, ;, to purchase raw capital, K1, at a competitive price of Q Rt
That is,

(3:29) Let = Qg K1 — Neg.

I have dropped out the j index because the equilibrium value of the objective vari-
ables is independent of N, (see below). After purchasing raw capital, entrepreneurs
experience an idiosyncratic risk, w, to the project of capital utilization, with log(w) ~
N (—02,/2,02,) across time and across entrepreneurs so that E(w) = 1. The standard
deviation, o, is the realization of stochastically time-varying volatilities in the cross-
sectional dispersion of w, which I refer to below as the entrepreneurial risk shock as in
Christiano, Motto and Rostagno (2014).

Given period t + 1 aggregate rates of return and prices, entrepreneurs utilize their

effective raw capital, wK;,1, to yield the services of effective capital, K;,1, using the

8] modify the large family assumption in this financial setting in order to streamline the model
presentation while the equations that define the equilibrium are the same.

9The presence of entrepreneurs simplifes the optimization problem of the representative household in
the two variants with financial frictions. In particular, the term related to capital utilization drops out
from the budget constraint (3.6).
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following technology:
(330) Kt_|_1 = ut+1wR}.

The cost function for capital utilization by entrepreneurs is the analog of the cost function
a(uy) faced by households. Next, they supply effective capital services, K;y1, for the
competitive rental rate Z 11, and sell undepreciated capital back to households at the

price Qg 411 The rate of return on capital across entrepreneurs is as follows

Zgprrut+1 — Prgria(uerr) + (1= 0)Qg 441
Qf(,t 7

where P; ta(u¢) is the unit utilization cost expressed in the price of investment goods.

(3.31) Ry 41 =

Entrepreneurs’ total assets in period ¢+ 1 are given by ka’tHI_(tQt. The threshold
value of w for separating bankrupt and solvent entrepreneurs, i1, is defined by the

following expression:

(3.32) 1Ry 1Q g Kip1r = Ry i1 Ley,

where Rj; is the nominal lending rate on entrepreneurial loans. For any given threshold
value of W; 1, a mean-preserving rise in the entrepreneurial risk shock, o 41, implies an

increase in the probability of default.

Bankers

I assume that an exogenous random fraction, 641, of entrepreneurial earnings is re-
tained to grow the business while the complementary fraction is paid out to shareholders
as dividends at the end of period ¢ + 1. Entrepreneurs comply with their shareholders’
net worth maximizing request in exchange for perfect consumption insurance. In doing

so, entrepreneurs select the loan contract according to the period ¢ + 1 expected net

worth:
S —
max F; / (@R 41Q g Kis1 — Rypi1Ley] dF (w, 0c)
{‘Dt+1,Le,t} Wil
= max [l — ['(0p1)] Riir10etNeyt,
{@¢41,0e,t }
where ¢ ; = %]\t,if:ﬂ is the entrepreneurial leverage multiple, I'(@;41) = [1 — F(@p41)] @rp1

+ G(@41) and G(@i1) = [ w dF (W, 0cy).

The realization of w idiosyncratic risk is private information of entrepreneurs. In
the presence of the costly state verification problem, risk-averse bankers have to incur
monitoring costs to learn this value. If entrepreneurs draw w < w;11, they go bankrupt
and their remaining assets, wi11 Ry 1+1Q K7th+17 are seized by the bank. While the ex
ante lending interest rate, Ry, is known at the contract signing time, the ex post return
obtained by the bank is instead state-contingent. Therefore, the banker would only be

willing to lend to the entrepreneur if the revenues net of monitoring costs received in
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each t 4 1 state of nature from the entrepreneurial loan are no less than the funds paid
to depositors in period t. Accordingly, the following cash constraint must hold state by

state:

_ We41
(3.33)  [1 = F(we+1)] Ry g+1Les + (1 — N)Rk,t+1QK7th+1/ wdF(w,0¢4) > RiLey,
0
0<p<l,

where p is the proportion of the assets of bankrupt entrepreneurs expended for moni-

toring activities.

Optimal loan contract

The competitive banking sector earns zero profit in equilibrium with free entry. Thus
the cash constraint in (3.33) must hold with strict equality in every ¢+ 1 aggregate state.
Using this fact as well as the expressions of the default threshold and the entrepreneurial
loan, I derive a single zero-profit condition for the banking sector:

Rt ((be,t_l)
Ritv1 Gep

Banks offer a menu of ¢t + 1 state-contingent standard loan contracts that is de-

(3.34) D(@41) — pG(@e41) = Pet > 1.

fined by a set of {1, ¢e ¢} combinations satisfying (3.34). It is clear also from (3.34)
that the standard loan contract depends solely on economy-wide variables, and thus all

entrepreneurs choose the same {@¢41, ¢et} regardless of individual-specific net worth.

Net worth evolution and modified resource constraint

Summing across all entrepreneurs gives the following expression for end-of-period ¢ en-

trepreneurial profit:
(3.35) Vee = [1 = D(@0)] RisQi o1 K

After entrepreneurs have collected capital rental receipts and settled their obligations
to banks, the complementary fraction, 1 — 6., of all entrepreneurs’ earnings is paid out
as dividends and consumed within the period. Therefore the per-capita consumption of

shareholders is
(3.36) PeiCe = (1 = Oct)Vegr.

Entrepreneurs raise an amount of exogenous additional capital, which corresponds to
a fraction x. of the balanced-growth-path aggregate net worth, n.z;. Thus, after capital

raising, aggregate net worth at the end of period ¢ is
(3.37) Nep = 0ctVer + XeNezt

The spread between borrowing and risk-free interest rates is given by:

Ry
R

(3.38) SPres =
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The resource constraint from the Pure model is now modified as

1 ~ _ we
Ly = Gy 4 Ly + Xy + pResQr g 1 K / w dF (w,0e),
0

(3.39) gt

with

5 Pt o ~ Pcmt e
Car=(1—we) . (Ce+Cet) and  Cpyp=we P t (C + Cey).

)

3.3.2 Incentive compatibility constraint version

Entrepreneurs

Suppose there is a single, representative competitive entrepreneur. At the end of period
t, the entrepreneur is endowed with a net worth, N.; > 0, from the household’s transfer.
The entrepreneur obtains a loan, L., from home banks, and combines with its own net
worth, Ne ¢, in order to purchase raw capital, K1, at a competitive price of Q i That

is,
(3.40) Let = Qg Kiy1 — Neg.
Given period t + 1 aggregate rates of return and prices, the entrepreneur chooses

the utilization rate, u;1, which transforms its raw capital, K; 1, into the services of

effective capital according to
(3.41) Kip1 = w1 Ky,

subject to the same utilization cost a(u¢11) as in the EFP version. The entrepreneur
also supplies effective capital services, K1, for the competitive rental rate Zj; 1, and
sells undepreciated capital back to households at the price @ ;. ;. The optimal capital

utilization and the zero profit condition are as follows:

(3.42) Zipp1 = Piprad (ussr),

Ziprruer — Pigrra(un) +(1-0)Qg 41 (1 —wg)Qp 441
(343) Rk,t = - )
WrQi WrQR .

where wg is the share of aggregate capital purchase financed by the aggregate en-
trepreneurial loan and P;;a(u;) is the unit utilization cost denominated in the price
of investment goods. The entrepreneur breaks even every period, transfers all net worth

back to its household and hence accumulates no net worth state by state.

Bankers

I assume the presence of a competitive banking sector that efficiently monitors various
borrowers and enforces their obligations. Thus risk neutral banks frictionlessly lend

available funds to borrowers. At the end of period ¢, the state of a bank is summarized
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by its net worth, Np.(j) > 0. At this point, each bank raises a nominal deposit, Dy(j),
from households at the risk-free rate, R, and then extends three types of risk-free loans.
The first type is working capital loans, Lf.(j), to intermediate goods producers who

must finance part of their expenditures for capital and labor services:
(3.44) Lii(3) = vr Zik Kt (5) + v Wihe(5).

The second type is credit, L;+(j), to exporters who must finance a fraction of their

homogeneous goods bill:
(345) Lx,t(]) = ’UXPtXt(j).

Both these types of intraperiod loans are due at the end of period ¢. The third loan type
is interperiod loans to entrepreneurs, L. (j), who need to purchase raw capital. This
type of loan is due at the beginning of period ¢ + 1. The bank’s balance sheet simply
states that

Li(§) = Li(d) + Lat(5) + Let(d) = Npi(d) + De(5)-

The three types of loans pay out the non-contingent norminal returns, Ry;, R, and

Ry, 1, respectively.

Optimal credit allocation

I also assume that an exogenous random fraction, 0 ¢, of the banking earnings is retained
to grow the business while the complementary fraction is paid out to shareholders as
dividends at the end of period t. Given my assumption, it is clear that the larger the
net worth of the bank, the greater the financial resources available to its shareholders.
Thus it is in the interests of shareholders to request that their bankers maximize net
worth. Also, I assume that shareholders value a particular portfolio of loans proposed by
bankers according to the expected future discounted value of the owned funds. Formally,

the banker solves the following problem:

[o@)
_max Fj Z(l — O,1+1) 00141458 T Bt 145 Np s 145(5) p = Vi)
Ny t+1(5) 5—0

However, a moral hazard problem arises when bankers can discretionarily divert an
exogenous time-varying fraction w; of assets on the balance sheet for their own interest.°
Shareholders would therefore only approve the project of loan allocations proposed by
bankers if the discounted funds owned from each ¢ + 1 period were no less than the assets

diverted in the period t. Therefore the following cash constraint

(3.46) Vi(h) 2 @t (Lpa(d) + La(§) + Let(5)) . 0<wm <1

°Tn Gertler and Karadi’s (2011) framework, w; is traditionally referred to as a time-invariant steal-
ing fraction of assets and thus financial frictions on the liability side originally come from a fear that
bankers would steal. I believe that an interpretation of asset diversion at the banker’s discretion is
better suited for a time-varying parameter. Therefore, following this interpretation, I present a slightly
different framework in which the scheme of incentive constraint works due to the skewed nature of banks’
compensation.
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must be satisfied in each period ¢. The linearity of the banker’s optimization problem

implies
(3.47) Vi(d) = 12 Lp(G) + Tat Lt () + TepLied(5) + 7eNpe (4),
with
— [ L '
(3.48) Tre = BE; {:t,t+1 (1= Opt1)(Rpe — Re) + eb’tﬂwmt“} }
—_ [ Lz,t+1(j)
(3.49) Tut = BEr { Ete1 (1- 9b,t+1)(Rr,t —Ry) + Op,t 11 mﬁc,tﬂ
— [ Lety1(7)
(3.50) Tet = BEy S g1 | (1 — Oppp1) (Rt — Re) + Op 1 mTe,t—i—l
- N . ’
(3.51) v = BE; {Et,t+1 (1= 0ps1)Re + Op 111 W%H] }
L Nb,t(])

where 7, 7, + and 7. ; are the expected discounted marginal gains of various loans, while
~¢ is the expected discounted marginal value of net worth.

Observe that the left term in (3.46) cannot be strictly greater than the term on the
right in each time period ¢t. Otherwise, banks would make positive profits, which is
incompatible with the competitive credit market. Thus the perfect competitiveness and
the cash constraint in (3.46) jointly imply that (3.46) must hold as a strict equality in
every period. Combining this fact with the linear value function (3.47), I obtain the

aggregate incentive compatibility constraint for the banking sector,'!

(3.52) Ly = ¢ptNpy, dve > 1,
(3.53) Tt = Tat = Tet =Tt
where ¢y, = w:jn is the banking leverage multiple. The time-varying divertible fraction

of assets, wy, directly affects the bank’s balance sheet and its capability to lend, which I
refer to below as the bank risk shock.'? Thus the moral hazard problem imposes an en-
dogenous incentive constraint on the bank’s balance sheet. Note that in equilibrium the
incentive constraint is symmetric across all types of loans and thus banks are indifferent
to lending an additional unit among various borrowings.'® The (L +(4), Ly+(4), Let(5))
combinations that satisfy the (3.53) arbitrage condition define an optimal loan portfolio
approved by the representative household’s shareholders and allocated by j** banker to

various borrowers.

1 This aggregation is possible due to the constant number of bankers in the economy as well as their
risk neutrality and perfect competitiveness. Also, there exists one aggregate loan demand curve that is
identical for all bankers. Therefore the j index has been dropped.

12Shocks of this kind occur when bankers pursue goals which have a high profile. Bankers can, for
example, relax lending criteria for undesirable big projects or increase discretionary expenditure on perks.
In this way, they give insights into prestige, job security and power.

13The arbitrage condition, however, does not imply that the expected returns from various loans are
identical (not even up to first order) as the marginal gain for each type of loan depends on the growth
rate of each loan type.

o7



Net worth evolution and modified resource constraint

Aggregating across all banks yields the following expression for end-of-period ¢ banking

profit:
(3.54)  Vou = (Ryt— Re)Lyi1+ (Rt — Ri)Lat—1 + (Rit — Ri)Let—1+ ReNpy1.

After bankers have received returns on the optimal portfolio of loans and settled their
obligations to depositors, the complementary fraction, 1 — 6, is paid out as dividends
and consumed within the period. Therefore the per-capita consumption of shareholders

is
(3.55) PetCpy = (1= 0p1) Vs

Banks also raise exogenous additional capital, which corresponds to a fraction x
of the balanced-growth-path aggregate net worth, nyz;. Thus, after capital raising,

aggregate net worth at the end of period t is
(3.56) Nt = 00,4 Vor + xrpze.

Disturbances to the retention ratio 6, ; would cause sudden volatilities in the value of
assets on the bank balance sheet, which in turn would impact on the lending capacity
of the bank.'*

The weighted average lending-deposit spread is given by

RpsLps+ RyLyy + Ry g Ley
RyLy '

(3.57) SPryt =
The resource constraint from the Pure model is modified as follows:
1 -
(3.58) ;n = Car+ Lot + X,
t

with

~ Bﬁ —Ne _ Pcm ¢ —MNe
Cap = (1 —we) P, (Cr+ Chry) and Cmt = We Pit (Ct 4 Cyp).

3.3.3 Foreign economy, exogenous disturbances and comparable per-
turbations

The optimal problems of foreign agents are similarly modeled, with the following ex-
ceptions noted for a large (and approximately closed) economy. First, final private con-
sumption and investment goods comprise a continuum of domestically produced goods,

Cf = fol 2.:(J)dj and I} = fol I3 ,(j)dj, because home exports account for a trivial share

M Upheavals in financial markets during the 2007—2008 financial crisis appear to reflect adverse dis-
turbances of this type, as indicated by heavy losses in assets and dramatic declines in profits of banks.
In particular, the collapse of Lehman Brothers may be considered a world-wide common shock. Other
examples of such disturbances in normal economic conditions include a tax on bank capital, a raise in reg-
ulatory capital requirement, an increase in the capital adequacy ratio, and a change to the classification
of Tier 1 and Tier 2 capital.
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of aggregate foreign demand. Second, variations in the home export price have a negli-
gible effect on the evolution of the foreign price index, implying that Pr, = P/, = Py.
Third, loans provided to home importers, L,,;, form a negligible part of total credit; it

* R, L% +R; LE,

R
— _ b,t — fit 7 f,t
follows that Ly = L}, + Lg , spre, = yoa and spry, = %

Rispry, as given. Finally, home assets are

. Home importers
then take the foreign borrowing costs Ry, , =
in zero net supply because the asset holdings of home households are negligible in the
foreign market while there is no access to the home asset market for foreign agents.
The Pure model includes 17 shocks in the Home economy: g ¢, €¢, Ad,ts Aem,ts Nim,ts Azt

* — ok : . Lk *
Aw,ts Epe,ts Oty ot Yty Ecom,ts Peom,t» Ets Tt Gt, 2 and 9 shocks in the Foreign economy: g7 4, €7,

* *
p,t “w,t

bf, ui,er, 7, gi, where Z} = g is a stationary shock capturing temporary asym-
metry in permanent technological progress between two countries. I add two pairs of
financial shocks {01, 07 ;; 0et, 07, } in the EFP version and {6, 6} ;; ¢, ww; } in the ICC
version. Each shock follows a first-order univariate autoregressive process, except that
the monetary policy shock, {e¢,¢f}, and the consumption price inflation shock, e, ,,
are assumed to be #id. For the inflation target shock, I simply set the autoregressive
parameter {prc, pr=} to (0.975,0.975), which accommodates the fact that the inflation
trend is downward in the late part of my dataset.

To promote reasonable comparability, I consider the two perturbations. First, the
ICC model with financial frictions only on the entrepreneurial loan, in the spirit of
Gertler and Karadi (2011), will serve as a main counterpart with the EFP model in
the later comparable empirical exercise. Although my theoretical development of fi-
nancial frictions on all types of loans is plausible, putting the incentive constraint on
the entrepreneurial loan alone would give the EFP model a fair chance in the fitness
race. Technically, this ICC model variant is obtained by setting a set of simultaneous
impositions: {Ry; = Ry Ryy = Ry, R}, = RiiLeyx = ¢oiNow, Ly = & Npys spre =
I%’t,sprf = %}. Second, I use the same series of financial observables in the two
friction variants. In particular, I include data on the credit supply and the stock market
value in the estimation exercise of the EFP and ICC models, respectively. Also, the

presence of these financial data brings extensive unmodeled dynamics of the other side

of the financial market into each friction variant.

3.4 Empirical methodology

This section describes the model solution, the data used in the estimation, the calibrated

parameters, and the priors for model parameters.

3.4.1 Model solution

The solution for the model proceeds as follows. In a first step, I cast the model versions
into a stationary form. Specifically, real variables are detrended by the level of technol-

ogy, {zt, 2]}, and nominal variables are converted to real variables by deflating with the
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price index, { P, P;}. Second, the models are written into a set of stationary equilibrium
conditions. Third, I compute the nonstochastic steady state of the transformed models.
Fourth, I log-linearly approximate the transformiere models around this steady state.
Finally, the transformed models are augmented with a set of measurement equations
which link the observable variables in the dataset with the endogenous variables in order

to form a state-space system.

3.4.2 The data

The two countries in my empirical analysis are Australia as the small-open home economy
and the United States as the large-closed foreign economy. The seven country-specific
macroeconomic time series used in the estimation procedure are real GDP, real private
consumption as the sum of household purchases of nondurable goods and services, real
investment as the sum of gross private domestic investment plus household purchases
of durable goods, nonfarm hours worked, nonfarm real wages, domestic inflation, and
nominal policy rate. To these fourteen variables I add seven open economy series, being
non-commodity and commodity exports, imports, real exchange rate, CPI inflation,
relative price of investment goods measured as the investment good price deflator divided
by the GDP deflator, p;+ = P;+/P;, and relative price of commodities measured as the
commodity price index divided by the U.S. GDP deflator, pg,,; = Peomyt/PF In
accordance with the model, overall inflation is measured as percentage growth in the CPI
and the GDP deflator for Australia and the U.S. respectively. Also, I use four financial
variables in the analysis. My indicators of entrepreneurial net worth, { N, N7}, are
the ASX All Ordinaries index and the Dow Jones Wilshire 5000 index. I compute the
entrepreneurial spread of Australia as a weighted average of spreads between corporate
bond yield relative to government bond yield and large business loan rate relative to
government bond yield of corresponding maturities. For the U.S., the entrepreneurial
spread is measured by the difference in yield between the corporate bond and government
bond. My measure of loans, {L, L} }, is total credit to non-financial firms sourced from
the Lending and Credit Aggregates dataset of the Reserve Bank of Australia and the
Flow of Funds database of the U.S. Federal Reserve Board. I use the 90-day loan rate'6
minus the policy rate as my measure of the banking spread. Details of the data are in
the Appendix G. The estimation period starts in 1993 Q1 and ends in 2012 Q4.7
Prior to analysis, I transform the quarterly data as follows. Quantity variables,

including financial variables, are converted in real per-capita terms by dividing their

15T use the G7 trade-weighted average real exchange rate rather than the bilateral measure because it
is my way of introducing a multi-country real world into my two-country model through the behavior of
multilateral relative prices.

16The large business loan rate for Australia and the bank prime lending rate for the U.S., respectively.

17T concentrate on this period because it is characterized by inflation-targeting regimes in both coun-
tries. The starting date corresponds to the official commencement of inflation targeting in Australia in
order to avoid potential distortionary effects of non-inflation targeting monetary policy on the estimates
of the nominal interest rate.
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nominal values by the GDP deflator and the civilian population. Real wage is calculated
as compensation per hour divided by the GDP deflator. Hours worked are also converted
in per capita terms. I take the logarithmic first difference of all these quantity variables
and then remove the sample mean for both quantity and price variables. Note that my
model predicts that the log of every real quantity variable to GDP ratio is stationary,
while on average some series (e.g. trade and financial) grew significantly faster than
GDP in my dataset. Thus I demean separately from each real quantity variable, which
helps prevent low business cycle frequencies from having counterfactual implications for

the higher frequencies.

3.4.3 Calibration

A set of parameters is simply fixed a priori. Table 3.1 reports parameters common to the
three models. Capital share {a, a*} is set to (0.32, 0.33). The quarterly depreciation
rate for capital {J, 6*} is fixed at (1.75%, 2.5%) to match the average annual investment
to capital ratio. The inverse Frisch elasticity of labor supply {og, o};} is set to 1. I
choose the disutility weight on labor {¢g, ¢J;} so that hours worked is normalized to
one-third in steady state. The steady-state gross markup in the labor market {A,, A%}
is set to 1.2. T set the growth rate of the permanent technology shock {g., g5} to (0.45%,
0.41%), consistent with the mean per-capita real GDP growth rate over my sample. I
set the home discount factor 8 at 0.9987 and * is endogenously determined through
the uncovered interest arbitrage condition. The share of public demand in GDP is (0.23,
0.19) to match its average share in the data. I assign {vx = vy > v} = v} }, which
reflects my later finding that the credit velocity measure is smaller in Australia than in
the U.S. I force vy; = 0.30 following the presence of debt denominated in foreign currency
on the balance sheet of Australian non-financial firms. Next, I set vx in order to ensure
both balanced trade and a well-defined level of net foreign assets in steady state.'® The
parameters governing the weight of import goods in consumption and investment, w,
and w;, as well as the export share of the commodity sector, w,, are respectively set to
0.21, 0.50, and 0.72 to reflect the average values over the sample period in Australia.

I turn to calibrated parameters specific to financial frictions in Table 3.2. The steady-
state dividend payout ratio of both sectors, {6;, 0}, is set equal to 0.95, which is fairly
close to the 0.972 value used in BGG and GK.' The spread between the borrowing and

risk-free rates, {spre, spri}, is set to match the average spread of (105, 100) basis points

81n particular, vx = v 1}:_—11 in the Pure and EFP models and vx = vum I;EL__ll in the ICC model.
See Section D of the Appendix for details of the derivation.

9Traditionally, 1—6; (for i = {e,b}) is usually referred to as the death rate of entreprencurs or bankers.
For quarterly frequency (and the framework of a single economy, whether closed or open), it has usually
been set equal to 1 —0.972 in studies using the framework of BGG and GK. However, the fraction 1 —6;
in my model corresponds to that of the net income, V., passed for shareholder consumption Cj ¢, so
the most natural interpretation of this parameter is “the dividend payout ratio”. Similar interpretations
have been used by Ferndndez and Gulan (2015) and Gertler and Kiyotaki (2010), where 6; occurs in the

context of the firms’ value and banks’ equity respectively.
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Table 3.1: Calibration of Common Parameters

Description Parameter Value Parameter Value
Discount factor I} 0.9987
Capital share «a 0.32 a* 0.33
Capital depreciation rate ) 0.0175 o* 0.025
Inverse Frisch elasticity OH 1 oH 1
Disutility weight on labor YH 9.5 CH 9.5
Gross markup in the labor market Aw 1.2 An 1.2
Growth rate of the economy Gz 0.45 Js 0.41
Government spending-GDP ratio g/y 0.23 g /y* 0.19
Share of capital rental costs paid in advance VK 0.70 Ve 0.65
Share of labor costs paid in advance vy 0.70 vy 0.65
Share of import bill paid in advance VM 0.30
Share of import goods in consumption We 0.21
Share of import goods in investment w;j 0.50
Share of commodity sector in export Wy 0.72

Table 3.2: Calibration of Model-specific Financial Parameters

Description Parameter  Value Parameter  Value
Payout ratio 1-6; 1-0.95 1—-6;F 1-0.95
Borrowing-riskless spread Spre 105 b.p spri 100 b.p
Entrepreneurial leverage multiple e 1.89 oy 1.95
Fraction of additional capital Xe 0.005 X5 0.005
Entrepreneurial risk shock Oe 0.33 o 0.35
Lending—deposit spread spry 284 b.p spry 250 b.p
Banking leverage multiple op 6.42 o 5.65
Fraction of additional capital Xb 0.002 X 0.002

in my data. The steady-state entrepreneurial leverage multiple is the total liabilities to
total net worth ratio of the non-financial business sector, taken from the Non-financial
Corporations Balance Sheet of the Australian Bureau of Statistics and the Flow of
Funds account of the Federal Reserve Board. I calibrate the steady-state value of the
entrepreneurial risk shock {oe, o7} so that the steady-state leverage multiple of the non-
financial business sector meets my target value. The fraction of additional capital, {xe.,
X:}, is calibrated to meet targets for the spread, the entrepreneurial leverage multiple,
and the payout ratio, 1 — 6., in steady state.

I set the steady-state spread between the lending and deposit rates, {spry, sprj}, to
(284, 250) basis points, which corresponds to the average difference between the 90-day
loan and policy rates. The steady-state banking leverage multiple is total assets divided
by equity capital, which roughly captures the aggregate data of the banking sector in
Australia and the U.S. respectively. The fraction of additional capital, {xs, x;}, is
calibrated to meet targets for the retention ratio, the spread and the banking leverage
multiple in steady state. Thus the divertible fraction of assets in steady state, {w, @w*},

is endogenously determined in accordance with these targets.
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3.4.4 The priors

The set of parameters to be assigned values is listed in Tables3.5 and 3.6. My prior
belief is that parameter distributions are symmetric between the two countries. Thus
the same priors are assigned to all comparable parameters. In particular, I adopt the
prior assumptions of the parameters that correspond to those in the closed economy
set-up from Smets and Wouters (2007). For open economy-specific parameters, I im-
pose the following prior distributions. The elasticities of substitution between imported
and domestic goods, 7. and 7;, and the elasticity of non-commodity export demand, n*,
follow an inverse-gamma distribution with mean 1.5, in keeping with much of the inter-
national macroeconomics literature. In addition, I truncate the prior in order to exclude
substituability below unity, based on economic theory. The depreciation elasticity of
country risk premium, ¢, is beta distributed around 0.5 with standard deviation 0.15.
The parameter driving the debt elasticity of risk premium, ¢,, is subject to an inverse
gamma density with mean 0.01, matching the calibrated value in Benigno (2009).

I turn to parameters pertaining to the entrepreneurial sector. To estimate the steady-
state probability of default, I let the variance of {log(w),log(w*)} be the function of
{F(w), F(w*)} and the relevant parameters of the model. The mean of my prior beta
distribution for {F(@), F(w*)} is 0.008, between the 0.0075 value used in BGG and the
0.0097 percent value used by Fisher (1999). For the monitoring costs {p, u*}, I set a
beta distribution with mean 0.275 and standard deviation 0.125, within the range of
0.20-0.36 that Carlstrom and Fuerst (1997) propose as empirically relevant.

To characterize the posterior distribution of the model parameters, I use Bayesian
procedures surveyed by An and Schorfheide (2007). Accordingly, the posterior distribu-
tion is estimated by maximizing the log-posterior function, which combines prior infor-
mation on the structural parameters with the likelihood of the data. The Metropolis-
Hastings algorithm with 500,000 replications for two chains is used to get a complete

picture of the posterior distribution.

3.5 Model comparison

In this section, I evaluate the relative performance of the model versions with a compar-
ative focus between the EFP and ICC extensions that are the novel part of the present
paper. The empirical comparison is made along the following dimensions: (i) marginal
likelihood; (ii) steady-state properties; (iii) estimated parameters; (iv) business cycle

moments; (v) impulse response functions; and (vi) ability to account for comovement.

3.5.1 Marginal likelihood

I firstly evaluate the relative empirical performance of the model versions by comparing
their implications for the marginal likelihood of the dataset. According to the first row
in Table 3.3, the log marginal likelihood of my Pure model is —4332.80. The second
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Table 3.3: Log Marginal Likelihood

Model Versions Marginal Likelihood
Pure —4332.80
EFP —4292.74
ICC with financial frictions on all types of loan —4253.07
EFP with lending-deposit spread series —4313.10
ICC with financial frictions on entrepreneurial loan alone —4267.85

Note: For model versions estimated with different datasets, I evaluate the marginal data
density at the posterior mode using a Laplace approximation. By contrast, model versions
with the same dataset are compared by the marginal data density computing with Geweke
(1999) modified harmonic mean. The computations are based on a Monte Carlo Markov
chain of length 500,000 for each model version.

and third rows show that when I incorporate financial frictions into the Pure model, the
fit of the model versions increases significantly. In particular, the marginal likelihood
rises roughly 40 and 80 log points for the EFP and ICC versions, respectively. The
greater improvement in fit comes from augmenting the Pure model with financial frictions
between depositors and banks. Financial frictions on this relation add 30 additional
log points to fit above what is achieved by incorporating financial frictions between
entrepreneurs and banks.

Using different proxies for the financial frictions may affect the goodness of fit. Thus
I want to give the EFP version a second chance in the competition of the fit. So I
use lending—deposit spread instead of borrowing—riskless spread in the re-estimation of
the EFP version. That attempt adds less to model fit than using the external finance
premium series did. In particular, the marginal likelihood falls roughly 20 log points.
Because the literature on demand-side financial frictions focuses solely on funding for
entrepreneurs’ capital purchases, I also give the financial frictions on the supply side a
fair competition chance. So, I consider the case where only the entrepreneurial loan is
subject to the moral hazard problem, in the spirit of Gertler and Karadi (2011). That
reduces roughly 15 log points compared to the case of all types of loans subject to
the moral hazard problem in the ICC version, while still 25 points higher than the log
marginal likelihood of the best EFP version.

In sum, a comparison between the two friction variants provides clear evidence in
favor of incorporating financial frictions é¢ la GK into the Pure model. Further, if
one wants to consider scenarios of financial frictions on bank loans (as I do, for a fair
comparison), then putting the incentive compatibility constraint on all types of loans

simultaneously is the better choice because it adds more to the model fit.

3.5.2 Steady-state properties

I next examine the impact of the estimated parameter values on the nonstochastic steady
state. Table 3.4 reports the steady-state properties of the models when parameters are

evaluated at their posterior mode. The table also reports the empirical counterparts in
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Table 3.4: Steady-state Properties, Models at Posteriors versus Data

Australia United States
Variable

Pure EFP ICC Data Pure EFP ICC Data
Discount factor 0.9983 0.9983 0.9983
Investment to GDP ratio 0.25 0.28 0.27 0.26 0.27 0.28 0.27 0.25
Consumption to GDP ratio 0.54 0.51 0.52 0.52 0.52 0.51 0.52 0.56
Government spending to GDP ratio 0.21 021 021 0.23 0.21 0.21 0.21 0.19
Export to GDP ratio 0.22 021 0.21 0.20
Import to GDP ratio 0.22 021 0.21 0.21
Capital stock to GDP ratio’ 10.85 8.67 10.21 12.10 9.86 7.96 9.45  10.30
Inflation (APR) 2.45 2.47  2.50 2.58 2.11 2.15 2.20 2.19
Short-term risk free rate (APR) 472 473 477 480 441 4.40 4.38 3.92
Credit velocity? 1.38 1.35 1.20 1.41 1.44 1.63
Entrepreneurer leverage multiple 1.96 1.89 2.05 1.95
Elasticity of the external finance premium 0.01 0.012
Banking leverage multiple 6.65  6.42 5.86 5.65
Divertible fraction of assets 0.19 0.21

! Capital stock includes private nonresidential and residential fixed assets, stock of private inventories, and stock of consumer
durables (Source: ABS and BEA).

2 Credit velocity is computed as annual nominal GDP over total credit, where total credit in each economy is respectively
defined as credit market instruments liabilities of non-financial corporations (Source: Finance and Wealth Accounts, ABS)
and the sum of credit market instruments liabilities of non-financial corporate sector plus credit market instruments liabilities
of noncorporate sector (Source: Flow of Funds Accounts, FRB).



the data. Overall, the friction models better match the data than the Pure model.
One exception to the goodness of fit is the ratio of capital stock to GDP, which is little
low in the model extensions with financial frictions. I regard this relatively low stock of
capital as preliminary evidence of the effects of financial frictions, and even more so in the
EFP version due to the strong effect of a positive external finance premium on the capital
stock. I deliberately do not include the data’s relevant ratios in computing the posterior
distribution of the model parameters because I want to make a fair comparison between
the two extensions and with the Pure model.

Interestingly, the Australian non-financial business sector has a lower leverage multiple
and, simultaneously, a smaller elasticity of the external finance premium with respect to
the leverage multiple compared to its U.S. counterpart, implying that U.S. firms rely more
on the external finance associated with higher costs. It follows that an entrepreneurial
sector can obtain loan contracts with a higher leverage multiple which requires, ceteris
paribus, paying a higher external finance premium. This is because, with a higher leverage
multiple, entrepreneurs impose greater monitoring costs on the banking sector in the event
of default. There is no empirical evidence of the feasible value range of divertible banking
asset fraction, so it suffices to say that my relatively low value is broadly in line with my

interpretation of this parameter as a fractional asset diverted for discretionary spending.?”

3.5.3 Estimated parameters

Tables 3.5 and 3.6 report the estimated posterior modes of my model versions for Asu-
tralia and the U.S. Since most parameters are remarkably similar across the three models,
I quickly pin down the salient ones. We see, from comparing prior and posterior standard
deviations, that there is a fair amount of information about the steady-state default prob-
ability, {F'(@), F'(@*)}, and somewhat less about the monitoring cost, {u, u*}, in my data.
The estimated monitoring cost fraction p of 0.214 for the Australian economy is smaller,
albeit with a lower rate of bankcrupcy, than the value of 0.312 estimated for the U.S.?! A
proxy for direct monitoring costs is the average cost of closing a business (expressed as a
percent of estate) found in the Doing Business database of the World Bank, which shows
a value of 7.38% for a sample of small-open developed economies.

The estimated bankruptcy costs of both economies are well within the 0.20-0.36 range
of Carlstrom and Fuerst (1997), in which the estimate for the U.S. is in the upper-value
range compared to some previous studies focusing on this economy. For example, Chris-
tiano, Motto, and Rostagno (2014) obtain the value 0.215 from Bayesian estimation for
the period 1985Q1—2010Q2. My relatively high estimate of u; can be considered as a
broad indicator of financial frictions at work in advanced economies, possibly even more
so in the U.S. economy where the degree of competition is relatively higher. As argued by

Carlstrom and Fuerst (1997), high monitoring costs should be regarded in a broader sense

20This parameter is interpreted as the fraction of stolen assets in Gertler and Karadi (2011), where it is
calibrated up to 0.381.

21The bankruptcy rates for Australia and the U.S. are (2.62, 3.38) percent per year, respectively. The
number for the U.S. is in line with those seen in some previous studies, e.g., 3 percent annualized in BGG
(1999).
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Table 3.5: Priors and Posteriors of Structural Parameters for Home Economy

L9

Posterior
Prior

Para. Description Pure EFP I1CC

Distr. Mean  SD Mode SD Mode SD Mode SD
Panel A. Economic parameters
Ew Stickiness, wage B 0.5 0.1 0.41 0.07 0.44 0.08 0.45 0.09
&a Stickiness, domestic price B 0.5 0.1 0.53 0.07 0.87 0.03 0.87 0.04
Eem Stickiness, import cons. price B 0.5 0.1 0.47 0.08 0.57 0.08 0.56 0.09
Eim Stickiness, import inv. price B 0.5 0.1 0.82 0.03 0.80 0.03 0.77 0.02
& Stickiness, export price B 0.5 0.1 0.70 0.06 0.70 0.06 0.68 0.07
L Indexation, wage B 0.5 0.15 0.38 0.16 0.42 0.16 0.47 0.17
Ld Indexation, domestic price B 0.5 0.15 0.89 0.06 0.76 0.11 0.75 0.13
Lem Indexation, import cons. price B 0.5 0.15 0.88 0.06 0.89 0.06 0.88 0.05
Lim Indexation, import inv. price B 0.5 0.15 0.81 0.08 0.81 0.08 0.79 0.08
Ly Indexation, export price B 0.5 0.15 0.83 0.08 0.84 0.08 0.82 0.08
Ad Markup, domestic N 1.2 0.12 1.45 1.26 1.87 0.10 1.86 0.10
Aem Markup, import cons. N 1.2 0.12 1.22 1.15 1.23 0.07 1.24 0.09
Aim Markup, import inv. N 1.2 0.12 1.64 1.47 1.51 0.12 1.49 0.13
F(@) SS probability of default B 0.008 0.004 - - 0.0056  0.0019 - -
1 Monitoring cost B 0.275  0.15 — - 0.214  0.118 — —
F" Investment adjustment cost N 4 1.5 4.76 1.11 6.76 1.57 6.65 1.05
¢ Capital utilization rate B 0.5 0.15 0.35 0.12 0.57 0.15 0.55 0.16
b Habit formation B 0.5 0.1 0.78 0.07 0.56 0.16 0.57 0.20
p Taylor rule smoothing B 0.75 0.1 0.85 0.02 0.88 0.02 0.88 0.03
T Taylor rule on inflation N 1.5 0.25 1.62 0.21 1.66 0.19 1.67 0.20
TA,q, Laylor rule on GDP growth N 0.25 0.1 0.34 0.08 0.20 0.07 0.19 0.07
Ne Elasticity of subst., consumption Is4 1.5 0.4 4.36 0.89 5.53 1.45 5.56 1.52
N Elasticity of subst., investment 154 1.5 0.4 1.37 0.07 1.38 0.07 1.37 0.07
N Elasticity of subst., export 1oy 1.5 0.4 1.47 0.11 1.49 0.13 1.49 0.12
Oa Elasticity of risk premium-debt I 0.01 1 0.003  0.0006 0.003  0.0007 0.003  0.0008
®s Elasticity of risk premium-depre. B 0.5 0.15 0.15 0.04 0.17 0.05 0.17 0.06
Panel B. Autocorrelation of the shocks
Pg. Persistent technology B 0.5 0.2 0.50 0.27 0.52 0.29 0.51 0.29
Pz Asymmetric technology B 0.5 0.2 0.50 0.27 0.50 0.28 0.50 0.27
Pe Transitory technology B 0.5 0.2 0.99 0.01 0.89 0.04 0.89 0.04
Pw Wage markup B 0.5 0.2 0.16 0.08 0.15 0.08 0.16 0.08
0d Domestic price markup B 0.5 0.2 0.10 0.10 0.07 0.06 0.07 0.06
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Posterior

Prior

Para.  Description Pure EFP ICC

Distr. Mean SD Mode  SD Mode  SD Mode SD
Pem Import cons. price markup B 0.5 0.2 0.98  0.01 0.95 0.02 0.96  0.03
Pim Import inv. price markup B 0.5 0.2 0.10 0.07 0.11 0.08 0.12 0.07
Pz Export price markup B 0.5 0.2 0.09 0.07 0.09 0.07 0.09 0.07
Ppcom  Commodity relative price B 0.5 0.2 0.92 0.02 0.93 0.02 0.93 0.02
Pzcom  Commodity export demand B 0.5 0.2 0.77  0.05 0.80  0.05 0.79  0.07
Pop Country risk premium B 0.5 0.2 0.72 0.09 0.69 0.07 0.68 0.07
Pg Government spending B 0.5 0.2 0.91 0.06 0.70 0.09 0.69 0.11
Pu Marginal efficiency of investment B 0.5 0.2 0.23 0.10 0.96 0.05 0.97  0.07
Db Intertemporal preference B 0.5 0.2 0.34 0.11 0.63 0.29 0.62 0.36
Po, Entrepreneurial net worth B 0.5 0.2 — — 0.99 0.006 — -
Po. Entrepreneurial risk B 05 0.2 — - 0.80  0.05 - -
P0, Banking net worth B 0.5 0.2 — — — — 0.98  0.007
P Banking risk B 0.5 0.2 — — — — 0.79 0.03
Panel C. Standard deviations of the innovations
Og. Persistent technology I 0.05 2 0.03  0.009 0.02 0.010 0.02  0.009
Oz Asymmetric technology I 0.05 2 0.03 0.010 0.02  0.009 0.02  0.009
O Transitory technology I 0.1 2 0.33 0.029 0.56  0.058 0.57  0.060
Ow Wage markup I 0.1 2 0.58 0.073 0.59 0.076 0.57  0.068
o4 Domestic price markup I 0.1 2 0.85 0.239 0.73  0.066 0.74  0.069
Tem Import cons. price markup I 0.1 2 3.67  1.446 294  1.237 3.06  1.681
Tim Import inv. price markup I 0.1 2 121 0.125 1.24  0.127 1.23  0.128
Oz Export price markup I 0.1 2 4.52  0.696 4.47  0.702 443  0.704
Opcom ~ Commodity relative price I 0.1 2 5.75  0.461 5.73  0.457 5.70  0.460
Ozcom Commodity demand I 0.1 2 5.06 0.394 5.02 0.391 5.11  0.349
oy Country risk premium I 0.1 2 0.52 0.204 0.81 0.216 0.82  0.219
fo Consumption price inflation I 0.1 2 0.90 0.071 0.89 0.071 0.88  0.072
O Monetary policy I 0.1 2 0.12  0.011 0.11  0.009 0.10 0.010
Ox Inflation target I 0.05 2 0.03  0.010 0.03  0.012 0.04 0.013
oy Goverment spending I 0.1 2 0.92 0.071 0.71  0.059 0.70  0.056
Ou Marginal efficiency of investment I 0.1 2 1.30  0.162 0.40 0.078 0.42  0.094
o Intertemporal preference I 0.1 2 0.39 0.058 0.58 0.129 0.56  0.137
oo, Entrepreneurial net worth I 0.1 2 - - 1.08 0.074 - -
0o, Entrepreneurial risk I 0.1 2 - - 0.02  0.004 - -
op, Banking net worth I 0.1 2 — — — — 1.18  0.163
0w Banking risk I 0.1 2 — — — — 5.18  0.569

Note: Estimated parameters are based on two Metropolis—Hastings chains of 500,000 iterations, with a 20 percent burn-in.
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Table 3.6: Priors and Posteriors of Structural Parameters for Foreign Economy

Posterior
Prior
Para.  Description Pure EFP ICC
Distr. Mean  SD Mode  SD Mode SD Mode  SD

Panel A. Economic parameters

. Stickiness, wage B 0.5 0.1 0.54  0.08 0.51 0.08 0.52  0.07
3 Stickiness, price B 0.5 0.1 0.83 0.02 0.83 0.02 0.83 0.03
Ly Indexation, wage B 0.5 0.15 0.52  0.17 0.48 0.17 0.50  0.17
Ly Indexation, price B 0.5 0.15 0.81 0.08 0.86 0.07 0.85  0.06
Ay Markup, price N 1.2 0.12 1.45 1.26 1.91 0.10 1.90  0.09
F(w*) SS probability of default B 0.008  0.004 — — 0.0060 0.0018 - -
w Monitoring cost B 0.275 0.15 — — 0.312  0.174 — —
' Investment adjustment cost N 4 1.5 437 1.34 6.25 1.02 597 098
c* Capital utilization rate B 0.5 0.15 0.52 0.11 0.59 0.08 0.59 0.07
b* Habit formation B 0.5 0.1 0.83  0.05 0.80 0.05 0.80  0.04
p* Taylor rule smoothing B 0.75 0.1 0.85 0.02 0.85 0.02 0.85  0.02
re Taylor rule on inflation N 1.5 0.25 1.93  0.20 2.15 0.17 2.21 0.16
Az, Taylor rule on GDP growth N 0.25 0.1 0.34 0.08 0.26 0.08 0.27  0.07
Panel B. Autocorrelation of the shocks
Py. Persistent technology B 0.5 0.2 0.49 0.27 0.50 0.28 0.50 0.27
o Transitory technology B 0.5 0.2 0.97 0.01 0.97 0.02 0.96 0.03
Pr Wage markup B 0.5 0.2 0.11 0.07 0.10 0.07 0.11 0.07
Jos Price markup B 0.5 0.2 0.87  0.05 0.93 0.03 0.92  0.02
Py Government spending B 0.5 0.2 0.96 0.01 0.95 0.02 0.94 0.03
oy, Marginal efficiency of investment B 0.5 0.2 0.70 0.06 0.96 0.01 0.98 0.01
Jy Intertemporal preference B 0.5 0.2 0.51 0.12 0.70 0.13 0.71 0.14
Po. Entrepreneurial net worth B 0.5 0.2 — — 0.98 0.005 - —
Py, Entrepreneurial risk B 0.5 0.2 - - 0.81 0.02 — —
Ps, Banking net worth B 05 0.2 — — - - 0.98  0.006
o Banking risk B 0.5 0.2 - - - - 0.78  0.02
Panel C. Standard deviations of the innovations
oy, Persistent technology 1 0.05 2 0.03  0.010 0.02 0.009 0.02  0.010
ol Transitory technology 1 0.1 2 0.33  0.032 0.28 0.036 0.29 0.035
or Wage markup 1 0.1 2 0.53  0.058 0.54 0.060 0.50  0.052
o, Price markup I 0.1 2 0.05  0.010 0.05 0.008 0.04  0.007
fop Monetary policy I 0.1 2 0.12  0.010 0.11 0.009 0.10  0.009
ox Inflation target I 0.05 2 0.03 0.011 0.04 0.012 0.03 0.014
o, Government spending 1 0.1 2 0.62  0.049 0.46 0.040 0.46  0.036
o Marginal efficiency of investment I 0.1 2 0.46 0.074 0.47 0.128 0.49 0.129
oy Intertemporal preference I 0.1 2 0.14  0.019 0.12 0.019 0.12  0.020
Ty, Entrepreneurial net worth I 0.1 2 — — 1.20 0.140 - —
oy, Entrepreneurial risk 1 0.1 2 — — 0.03 0.005 — —
T4, Banking net worth I 0.1 2 — — — - 1.59  0.175
fopul Banking risk 1 0.1 2 — — — — 6.88  0.622

Note: Estimated parameters are based on two Metropolis—Hastings chains of 500,000 iterations, with a 20 percent burn-in.



of also including other indirect costs.

The estimated value in both friction versions favors the large investment adjustment
cost parameter, suggesting high costs of capital utilization, in line with the empirical lit-
erature of financial frictions. The somewhat higher estimate for Australia is likely to arise
from the fact that agents in the open economy smooth capital production less effectively
due to their dependence on imported investment goods. Indeed, a larger adjustment cost
parameter is consistent with observed investment fluctuations from the impulse response
function, which indicates that Australian investment is reduced by a greater extent in
response to an adverse net worth shock (see below). The relatively high estimated mode
of capital utilization rate is an additional piece of evidence showing financial frictions at
work in the friction versions. The presence of financial frictions increases the importance
of the monetary policy reaction to inflation but reduces its response magnitude to GDP
growth, compared to the economy without financial frictions. The estimates of the pa-
rameter measuring the Taylor rule reaction to inflation and growth rate are also in line
with earlier discussion of financial frictions across the two versions, with higher values in
the ICC version. Additionally there is evidence of a stronger reaction to both inflation
and growth rate in the U.S compared to Australia.

Turning to the exogenous processes, all shocks are quite persistent except for the
markup shocks. The presence of financial frictions increases the persistence of shocks
to the MEI, intertemporal preference and import consumption markup but reduces the
long-horizon importance of the government spending shock. The estimates of the shock
processes are generally similar between the two model extensions, but the MEI shock has
lower autocorrelation and volatility in the EFP version than in the ICC version. The
mode of the standard errors of the comparable conventional shocks, especially for the
intertemporal preference shock, is higher for Australia, reflecting larger volatility in the
small-open economy. By contrast, financial shocks are significantly more volatile than in

the U.S. economy.

3.5.4 Second moments

Now I evaluate the performance of models along the empirical moments. Table 3.7 docu-
ments important business cycle features of the models and the second moments observed
in the data. It is clear that both friction extensions improve upon the Pure model in terms
of replicating the volatility, though all three models tend to overestimate the standard de-
viation of most real aggregates. In contrast to the ICC version, the EFP version raises the
volatilities of some variables substantially. In particular, it generates fluctuations in trade
variables and the real exchange rate that exceed those in the data. The model-implied
financial volatility is also different between the two friction extensions in which the 1CC
framework fits the data better.

There are further differences across the models with respect to autocorrelations. The
EFP version generally decreases the persistence of macroeconomic variables compared to

the Pure model, while the ICC version brings this moment closer to those in the data.
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1.

Table 3.7: Business Cycle Properties

By Data By Models

Variables

SD AC CO CR SD AC CO CR
Australia
GDP 0.11 0.96 1 0.98 0.35]0.21|0.12 0.87]0.88]0.97 1 0.85 ] 0.87 | 0.94
I 0.14 094 094 0.95 0.23]10.24|0.19 0.90]0.81]0.96 0.89|0.90|0.92 0.83]0.89 | 0.91
C 0.11 0.96 0.99 0.98 0.21]10.180.16 0.91]0.80]0.96 0.92|0.82]0.81 0.93]0.91]0.92
H 0.02 0.88 0.54 0.61 0.14 1 0.20 | 0.07 0.78]0.81]0.93 0.15|0.45|045 0.21]0.40| 041
w 0.09 0.95 0.98 0.95 0.17]0.23]0.12 0.91]0.82]0.93 0.93]0.84]0.93 0.86|0.81]0.89
R 0.27 0.90 -0.38 -0.29 0.34]0.33 /032 0.88]0.78]0.92 -0.21 |-0.32 |-0.32 -0.10 |]-0.21 |-0.22
Te 0.19 0.50 0.24 0.27 0.28 \ 0.25 \ 0.25 0.41 \ 0.41 \ 0.56 0.26 \ 0.22 \ 0.20 0.4110.21|0.25
X 0.17 0.93 090 0.88 0.280.26 | 0.14 0.92]0.91]0.94 0.71]0.81 ]0.84 0.82]0.86 | 0.87
M 0.16 0.94 096 0.97 0.22]0.22|0.14 0.91]094]093 0.71]0.79]0.85 0.70 | 0.81 ] 0.96
RER 0.18 0.94 -0.79 -0.70 0.21]10.25|0.16 0.93]0.66 | 0.96 -0.61 |-0.61 |-0.84 -0.41 |-0.80 |-0.76
N, 0.17 0.89 0.34 049 — 10.23 042 — |0.73]0.45 — |0.27|0.10 — 10.40 | 0.21
Spre 0.22 0.87 -0.37 -0.52 - 1032] — - |07 | - - |-0.24| - — -045 ] —
L 0.36 0.97 097 0.95 — | 0.66 | 0.40 — |0.61]0.94 — | 0.75 ] 0.95 — 10.81]0.91
Spry 0.17 0.88 -0.11 -0.21 - | — |0.23 — | — 1086 - | - [|-0.09 -] — ]-0.18
United States
GDP* 0.09 0.96 1 0.21]0.16 | 0.15 0.93 ] 0.94 | 0.95 1
I* 0.12 0.95 0.61 0.230.17|0.15 0.81]0.90]0.95 0.52]0.61 | 0.59
C* 0.11 0.97 0.98 0.23]0.14 | 0.14 0.94]0.97]0.97 0.92]0.95| 0.97
H* 0.07 0.98 -0.50 0.1810.13]0.15 0.92]0.98]0.99 0.53]0.36 | 0.60
w* 0.10 0.97 0.97 0.3010.28 0.14 0.95]0.95]0.98 0.86 | 0.88 | 0.95
R* 0.55 0.97 -0.46 0.36 ] 0.46 | 0.62 0.73]0.87]0.97 -0.21 |-0.31 |-0.37
w* 0.20 0.57 0.12 0.28 | 0.16 | 0.18 0.50 | 0.43 ] 0.46 0.18 | 0.12 | 0.12
N 0.30 0.94 0.82 — | 0.42 | 0.59 — 10.92|0.79 — | 0.77 | 0.60
Spr} 0.20 0.89 -0.59 - 1036 - - ]081| - - |[-040| -
L* 0.17 0.97 0.96 — 10.51]0.23 — 10.64|0.95 — 10.520.93
Spr} 0.46 0.94 -0.32 - | — 10.38 -] = 1091 - | = |-0.27

Note: SD — standard deviation, AC — autocorrelation, CO — correlation with country-specific GDP, CR — cross-country correlation
with U.S. GDP. Results in each second moment are presented in the following way: the first entry is generated by the Pure model, the
second entry by the EFP version, and the third entry by the ICC version.



The most notable is lower autocorrelation of most macroeconomic aggregates in the
EFP version than in the data and usually substantially higher persistence of these cases
in the ICC version than in the data. Likewise, the financial series are moderately auto-
correlated in the EFP version while they are close to the data in the ICC version.

Important differences between the models and the data also concern cyclicalities of the
variables. All in all, the financial friction frameworks fit the data better than the Pure
model in terms of correlations of the main macroeconomic variables with country-specific
GDP. For example, the Pure model implies far too low procyclicality of Australian hours
worked while both model extensions improve upon it in this respect. However, both the
EFP and ICC versions clearly underestimate the procyclicality of consumption. Interest-
ingly, the two friction extensions are able to replicate the procyclicality of entrepreneurial
net worth and credit as well as the countercyclicality of two spread series.

Finally, the cross-country correlations generated by the financial friction frameworks
correspond well to what is observed empirically. In particular, both friction versions are
better able to capture the cross-correlations of Australian GDP, investment and open
economy variables with U.S. GDP. Further, the ICC version does a somewhat better job
than the EFP version in terms of replicating cross-country correlations of consumption,
inflation, and interest rate, though the results are fairly similar. A similar picture emerges
with respect to the financial series, which indicates that the EFP and ICC versions can
reproduce the cross-country correlations, and the latter performs better.

In sum, the comparisons in this subsection show that the estimated friction versions
can successfully account for many of the documented business cycle features in the two
asymmetric-country setting. More importantly, the behavior of variables is best replicated
by augmenting the pure trade open economy model with financial frictions in the banking

sector, in particular the dynamics of open economy variables and financial series.

3.5.5 Impulse response functions

In this subsection, I inspect the response functions of the model extensions in order to
explain why the presence of financial frictions in the banking sector is favored by the
data. Since comparing impulse responses of key macroeconomic aggregates to conventional
shocks in the two friction specifications is well-documented in the literature (see Villa
2016), I only focus on comparing responses to shocks that are of novel parts in the present
paper. In particular, I will highlight different responses between the EFP and the ICC
versions to networth and risk shocks. I particularly emphasize both the magnitude and
the persistence of the responses of GDP, investment, consumption, leverage, credit and

spread. All the shocks are set to produce a downturn.

Net worth shocks

I first discuss the effects of shocks that cause exogenous declines in the net worth of

entrepreneurs or banks. Figure 3.5.1 jointly displays the response to two shocks of this
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Figure 3.5.1: IRFs to two net worth shocks — Australia (upper panel) and the U.S. (lower
panel).

type in the EFP and the ICC versions, respectively.?? Two net worth shocks act like
a classic demand shock: they drive down investment, consumption, GDP and inflation.
Also, the shocks cause the real exchange rate to appreciate and net exports to decrease due
to domestic demand outpacing supply in the open economy. Note that according to my
theoretical framework, an adverse net worth shock is defined as a decrease in the retained
profit rate, which corresponds to a higher dividend payout to shareholder consumption.
Thus the initial decrease of GDP is offset by an increase in both shareholder consumption
(not shown) and household consumption in response to the drop of the policy rate caused
by the economic downturn. The resulting contraction of GDP persists mainly due to a
decline in investment.

A reduction in the retention ratio of entrepreneurial earnings means that there are fewer
financial resources to purchase new capital. Capital demand from entrepreneurs declines,
which pushes down the price of capital. The drop in the price of capital subtracts from
entrepreneurial net worth, leading to a higher external finance premium. Simultaneously,
the decline in capital demand translates into weaker investment expenditure, which results
in a decline in GDP and consumption. Furthermore, the decline in GDP leads to a fall
in inflation due to reduced costs. Banking credit falls less than entrepreneurial net worth
because there is a partial offsetting effect on credit. In particular, entrepreneurs need to

borrow more to fund capital purchases as their net worth drops. The resulting higher

22This type of shock has been used in closed economy models with BGG-type financial frictions by many
authors (e.g. Nolan and Thoenissen 2009; Christiano, Motto, and Rostagno 2010).
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demand for external finance raises banking loans. In equilibrium, the net impact of all
these effects on banking credit is negative but the decline is muted.

The story behind the response of the ICC version to a banking net worth shock differs
in several vital aspects. First, following an adverse shock, the expected net worth of
banks is discounted at a higher rate and thus the value of an additional unit of loan
decreases, which in turn enhances the initial decline in banking net worth. In addition,
banks increase lending rates as shareholders require higher profitability from an increased
leverage multiple. The implied increase in the spread causes a decrease in demand for
entrepreneurial loans, translating into a drop in the price of capital and consequently
a decline in investment and then GDP. The second striking difference between the two
model extensions concerns the magnitude of responses. Compared to the EFP version,
the GDP decline is much greater than in the ICC version. Additionally, the responses
of GDP and investment are more pronounced and persistent in the latter than in the
former, although the instant responses of the two models are similar. The ICC version
also shows that banks’ balance sheets (and so lending conditions) only improve gradually
as the increasing credit contributes to the recovery of banking net worth. The speed of
reversion to the steady state is much slower in this version, in contrast to the relatively

quick recovery of entrepreneurial balance sheets in the EFP version.

Risk shocks

In Figure 3.5.2, I compare the impact of a risk shock between the two model versions.
Recall that an adeverse risk shock in the EFP framework implies a rise in the probability
of default, while a risk shock in the ICC framework coresponds to an increase in the
divertibility of assets. Therefore, entrepreneurial risk shocks directly impact on the cost of
loans while banking risk shocks indirectly affect the cost of loans through their availablity.
Although the definitions of these two shocks are not fully equivalent, there are some
similarities between them. First, the two risk shocks decrease the asset side of the balance
sheet of both entrepreneurs and bankers. Second, by raising spreads both shocks resemble
a cost-push shock, driving GDP and inflation in opposite directions. As can be seen from
the response of spread, the degree of comparability between these two shocks is very high.

Again, the main difference between the two versions lies in the propagation mecha-
nisms. In the EFP framework, there are two effects associated with a temporary rise
in entrepreneurial risk. First, a jump in idiosyncratic risk raises the probability of en-
trepreneurial default. Banks react by raising the lending rate charged on entrepreneurial
loans to cover monitoring costs. Entrepreneurs borrow less and consequently lending de-
clines. Capital demand from entrepreneurs decreases because it is more costly to obtain
funds to purchase new capital, which pushes down the price of capital. In addition, the
falling price of capital lowers entrepreneurial net worth, and this magnifies the impact of
the jump in idiosyncratic risk through standard accelerator effects. Second, the decline
in funds associated with the initial drop of the entrepreneurial leverage multiple leads to

a reduction in capital purchases. This contracts the production of capital by households,
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Figure 3.5.2: IRF's to two risk shocks — Australia (upper panel) and the U.S. (lower panel).

which results in further fall in its price. The resulting lower demand for capital leads to

weaker demand for investment and thus a decline in GDP and consumption.

The story in the ICC framework is different. A rise in asset diversion raises the
banking leverage multiple. Concerning moral hazard, shareholders require bankers not
to be overleveraged and thus banks are forced to cut back lending. The decline in the
lending volume causes the spread to increase. As a result, capital purchases, investment
and GDP decline. The second difference between the two versions concerns to what extent
the responses will be magnified over time. The rise of the banking spread from its steady
state is much larger in the ICC version, compared with the entrepreneurial spread in the
EFP version. Entrepreneurs observe a larger rise in borrowing costs, so they reduce more
their demand for capital. As a result the decline in investment is much more pronounced

in the ICC version.

In general, the impulse response analysis shows important differences in the propa-
gation mechanism and the response magnitude between the two friction versions. The
banking sector provides a powerful endogenous mechanism of amplification for financial
shocks hitting the economy. Following an adverse shock, the rise of the spread is stronger
in the ICC model, which leads to a more pronounced decline in investment and GDP. The
response of the economy to the risk shock is small and less persistent compared to the net

worth shock, which is also likely to explain the weaker response of the EFP model itself.
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3.5.6 International comovement

To show the relative role played by all purely foreign stationary shocks across models, 1
decompose the cross-border causes of the Australian unconditional variances in Table 3.8.
For each of the models, I present the sum of contributions by foreign shocks under three
categories: financial shocks, non-financial shocks, and all shocks.

The Pure model’s relatively poor ability to account for macroeconomic comovement is
confirmed. Virtually all volatility of the home macroeconomic aggregates can be negligibly
attributable to purely foreign disturbances. In particular, the U.S. stationary conventional
shocks have very limited effects (< 5%) on the business cycle variance of the Australian
real macroeconomic series, except the observed open economy variables. As usual in the
open-economy DSGE literature, my standard trade model struggles to generate significant
cross-border spillover effects. This is no longer the case once I incorporate financial frictions
following either of two approaches into the pure trade open economy framework.

It is worth noting that the overall picture is very similar for the EFP and ICC exten-
sions. The first similarity is that purely foreign disturbances are important. Toward the
third column of each friction version, I survey the overall role of shocks sourced from the
U.S. For the EFP version, the U.S. shocks combined can explain more than 9% and 7% of
the variability in Australian GDP and investment respectively. Meanwhile, the share of
the variance in these macroeconomic aggregates attributable to all U.S. shocks climbs to
18% and 13% in the ICC specification. Second, the highest share of variation in standard
macroeconomic variables is driven by U.S. financial shocks. In the EFP version these
shocks, taken together, explain 4% of investment while the contribution of conventional
shocks is 3%. The explanatory power of two groups of shocks is quite diverse in the ICC
version: 8% attributed to financial disturbances but only 5% due to conventional shocks.
Foreign financial disturbances are even more important for the volatility of home finan-
cial variables. Shocks originating in the U.S. entrepreneurial sector account for a large
proportion of the volatility of Australian entrepreneurial net worth (31%). Likewise, a
substantial variance share of the Australian credit (20%) is explained by shocks arising
in the U.S. banking sector. These results suggest that cross-border financial linkages are
significantly responsible for the presence of comovement.

One important difference is the relatively low importance of foreign financial distur-
bances for the volatility of home investment in the EFP version. In the ICC version,
instead, the financial shocks are the strong foreign driver of home investment fluctua-
tions. Note that bank loans are the main source of external finance for the Australian
corporate sector and therefore unsurprisingly foreign financial shocks transmitted through
cross-border lending channels have a relative strong impact on real activity in the ICC
framework. This finding is clearly consistent with my impulse response analysis in Subsec-
tion 3.5.5 that shows the stronger response of Australian investment and GDP in the ICC
version than in the EFP version. Another notable difference across the two model exten-
sions concerns the role of U.S. financial shocks to the variability of the Australian spread:

they only account for 11% of variance of the entrepreneurial spread, whereas shocks of this
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Table 3.8: Variance Shares of Australian Series due to U.S. Shocks (Percent)

Model Pure EFP ICC
Series \ Shocks Total Financial Other Total Financial Other Total
GDP 5 5 4 9 10 8 18
Investment 3 4 3 7 8 5 13
Consumption 2 2 3 5 7 3 10
Hours 2 1 1 2 2 5 7
Wage 1 2 4 6 3 5 8
Interest rate 5 7 7 14 7 8 15
Inflation 11 4 7 11 7 11 18
Export 14 3 23 26 11 16 27
Import 20 4 20 24 22 11 33
Real exchange rate 15 8 19 27 12 14 26
Entrepreneurial net worth — 25 6 31 - — —
Entrepreneurial spread — 11 6 17 - — —
Credit — — — — 14 6 20
Banking spread — — — — 15 2 17

Note: Unconditional variance decompositions are generated by each model evaluated at the posterior mode.
“Financial” is the sum of the foreign entrepreneurial risk and net worth shocks in the EFP version, while it
is the sum of foreign banking risk and net worth shocks in the ICC version. “Others” represents the sum of
foreign non-financial shocks, the country risk premium shock, and the degree of technology asymmetry.

kind are responsible for up to 15% of variation in the banking spread, as is evident from
Table 3.8. By construction, the banking spread and foreign borrowing in the ICC version
are strongly driven by foreign financial shocks, but these variables are hardly affected by
foreign financial shocks in the EFP specification.

Summing up, this subsection documents the central results of the comparison exercise:
my model extensions with financial frictions are better able to account for international
comovement than the Pure model. Further, the pure trade open economy framework
augmented with financial frictions in the banking sector is best able to account for the
influence of purely foreign disturbances. Financial frictions on cross-border lending also
help to generate significant spillovers across the home economy. These findings are con-
sistent with the reduced-form empirical evidence in the same data displayed in Table 3.7
of Subsection 3.5.4.

3.5.7 Shock groups in business cycles

Now I use the results of the variance decomposition to quantify the relative importance of
different shock categories across the friction versions. Table 3.9 reports the percentage of
business cycle variance due to various groups of shocks in the friction versions.

The overall picture is very similar for Australia and the U.S. The group of within-
country financial shocks explains a substantial portion of business cycle fluctuations in
each of the countries, although conventional shocks account for the highest proportion
of variability in standard macroeconomic variables. As regards financial variables, the
financial shock group is even more important, accounting for at least one-third of fluctu-
ations. Notably, the contribution of financial shocks is relatively high for both financial

and standard macroeconomic variables in the U.S compared to Australia. This is not
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Table 3.9: Variance Decomposition by Country (Percent)

Country Australia United States

Series \ Shock Category Supply Demand External Financial Supply Demand Financial
GDP 97123 29|29 32]32 12|16 4036 4342 1722
Investment 1012 45[30 18]26 2732 2018  50[43 3039
Consumption 11|10 48|44 14|16 27| 30 8110 70 | 65 22|25
Hours 6059 14]12 16|18 10|11 70168 16|16 14|16
Wage 4845 17]14 19|21 1620 6064 20[17 2019
Interest rate 8|7 4533 30|38 17|22 2018 55|52 2530
Inflation 4036 25]20 17|19 18|25 3942 46|37 15|21
Export 18111 92  60[67  13]20

Import 8]6 31]21 52|59 9|14

Real exchange rate 312 8|11 79| 72 10 | 15

Entrepreneurial net worth 22| [-] 11][-] 27|]-] 30 | [-] 24 | [-] 28|[-] 48] ][]
Entrepreneurial spread 21| [-] 12][-] 28|[-] 39]|[-] 25| [-] 25][-] 50| [-]
Credit 112 (1117 (131 [F]]40  [-]128 []117 [-]]60
Banking spread (-]114 [=]115 [=]|29 [-]]42 [-]125 [=]l20 [-]]55

Note: Unconditional variance decompositions are generated by each model evaluated at the posterior mode. The “supply”
category contains technology shocks and shocks to the markups. The “demand” category includes shocks to intertemporal
preference, marginal efficiency of investment, government spending, monetary policy and inflation target. The “external”
category includes country risk premium, commodity demand and relative commodity price shocks, degree of technology
asymmetry, foreign financial and non-financial shocks. The “financial” category includes domestic risk and net worth
shocks. The first entry refers to the EFP version whereas the second corresponds to the ICC version.



surprising given that, in the Australian open economy, the role of external shocks
goes at the cost of domestic financial shocks, among which the contribution of U.S.
financial disturbances is non-negligible as analyzed in Subsection 3.5.6.

One notable difference is the relative importance of within-country financial shocks
across the model extensions. In particular, the role played by these shocks is greater
in the ICC version than in the EFP version, confirming the result obtained from the
impulse response analysis that the financial accelerator effects are more pronounced in
the former. The impulse response and variance decomposition analyses, taken together,
show that financial shocks in the estimated ICC extension better generate dynamics that
resemble the business cycle. This is the principal reason that the ICC version generally
outperforms the EFP version in the relevant dimensions as compared throughout Section
3.5.

3.6 Concluding remarks

In this paper, I have evaluated the resulting properties of incorporating two competing
financial friction approaches into the pure trade open economy framework of two asym-
metric countries. To make the model versions comparable, I set them up to be identical
in all aspects except agency problems. Next, I compared the performance across the
model versions with the following tools: marginal likelihoods, steady-state properties,
estimated parameters, implied moments, impulse response and variance decomposition.

The main result is that the incorporation of financial frictions into either approach
improves the fit of the standard pure trade open economy model. In addition, financial
friction modelings improve upon the pure trade framework in bringing the moments of
standard macroeconomic variables closer to the data. While the two friction versions
have similar performance in characterizing the dynamics of macroeconomic variables, the
behaviour of financial series is better explained by the ICC version. The friction versions
also overcome the shortcomings of the pure trade open economy model in reproducing
the cross-border synchronization of business cycles, even better so with the ICC version.
All in all, the empirical evidence favors the model extension with financial frictions in
the banking sector.

Of course, the model extensions compared remain stylized and should be further
developed. An interesting extension would be to expand cross-border financial link-
ages where home entrepreneurs and banks obtain funds from abroad which were subject
to the similar types of home financial frictions. This would help compare the relative
importance of home vis-a-vis foreign financial frictions in propagating external shocks
and might better explain the cross-border importance of U.S. disturbances. Additional
work on the transmission mechanisms of foreign financial shocks could also improve the
performance of the friction model versions with respect to business cycle synchroniza-

tion. I hope to have shown, however, that my comparison using Bayesian techniques in
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this paper offers effective model extensions with financial frictions for the framework of

international business cycles.
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Chapter 4

Financial Frictions and Leverage
Constraints in an Estimated
Asymmetric Country Model

4.1 Introduction

Cross-country DSGE models with comprehensively structured financial sectors would
improve our understanding of domestic and international business cycle fluctuations. In
this paper, I incorporate the microeconomics of a financial friction framework into an
otherwise business cycle model of two asymmetric countries and estimate my model by
standard Bayesian methods, using data spanning the 1993—2012 period for Australia
and the United States.

To that end, I develop a quantitative DSGE model for a pair of small-open and
large-closed economies. The domestic block is a medium-scale version of the New Key-
nesian paradigm, in the spirit of Christiano, Eichenbaum, and Evans (2005) and Smets
and Wouters (2007). The open-economy segment of the model is built on Adolfson et al.
(2007) and differs from the literarure in two main aspects. First, I allow for inflation rate
differential between the two countries in order to yield nominal exchange rate deprecia-
tion in steady state. Second, the small-open economy exports an exogenous endowment
of a commodity good, which is contingent on global economy conditions. Next, the small-
open economy is linked with the large-closed counterpart through different channels of
trade and finance.

I simultaneously introduce two agency problems in the credit market into the two
asymmetric-country model — I call it the baseline model. The first is a costly verification
problem for entrepreneurs’ project outcomes along the lines of Bernanke, Gertler, and
Gilchrist (1999) and the second problem involves moral hazard due to bankers’ ability
to divert part of funds in the spirit of Gertler and Karadi (2011). In my model the
optimal loan contract is between the entrepreneur and the bank while the optimal loan
portfolio is between the bank and its shareholders. Also, banks extend risky loans to

entrepreneurs for capital purchases and riskless loans to other borrowers for working
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capital. The agency problems work to add some spread to the overall cost of credit that
diverse borrowers face. The size of various spreads, further, depends on the condition
of entrepreneurial and banking balance sheets. Because both entrepreneurs and banks
are leverage-constrained, the financial accelerator effect is enhanced due to endogenous
developments in the entrepreneurial net worth as well as in the banking net worth. Con-
sequently, the entrepreneurerial and banking net worth jointly constitute the borrowing
and lending constraints in the credit market, and therefore determine the aggregate
economic activity.

The objectives of the paper are threefold. First, the incorporation of two types of
financial frictions raises the question of which friction type is empirically important. The
role of friction types is demonstrated by comparing models, in which none, one or both
friction types are turned off. I find that the baseline model outperforms models with
either type of financial friction. These results are confirmed by a relative measure in
terms of the marginal likelihood, as well as by second moments, which shows that the
baseline model explains the main features of Australian and U.S. macroeconomic and
financial data well. My finding also shows that rich interactions between the real and
financial sectors, as in the baseline model, is a useful way to match the volatility of both
non-financial and financial observables. This finding is consistent with those obtained by
Christiano, Motto, and Rostagno (2014) and FuentesAlbero (2012), who rely on closed
economy models with the Bernanke, Gertler, and Gilchrist (1999) approach.

Second, as financial frictions are incorporated into a standard business cycle model of
two asymmetric countries, it is important to verify whether they help in improving the
models’ ability to account for macroeconomic synchronization. I find that the financial
friction models better deliver both cross-country correlations and shares of home variance
due to foreign shocks. In particular, two pieces of evidence support this result. First,
cross-country correlations in some series implied by the models are remarkably far away
from zero. Second, cross-border variance decompisition reveals that shocks sourced in
the U.S. explain a substantial share of variation in the Australian economy. Further,
financial variables are better explained by the baseline model, though all three financial
friction models have similar performance in explaining macroeconomic variables. This
finding is consistent with the reduced-form empirical evidence in terms of the model-
implied cross-country correlations.

Finally, I use the estimated baseline model to address a number of key issues in
business cycle analysis. First, how do different types of financial frictions affect the
propagation of financial shocks? I compare the responses in various models that include
(or exclude) frictions on the demand and/ or supply of credit. I find that combining
two types of financial frictions not only amplifies the within- and cross-border responses
to financial shocks but also increase their persistence. Second, U.S. financial shocks
are transmitted to the Australian economy mainly via international trade channels; but

the financial channels, cross-border lending in particular, are also important. Finally,
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my analysis shows that within-country financial shocks explains a significant portion of
business cycle fluctuations across countries and U.S. financial shocks play a very non-

negligible role in cross-border spillovers.

The present paper is at the crossroads of three research strands of the macroeconomic
literature. First, my work is a continuation of the emerging research program developing
DSGE models with leverage constraints in both the banking and non-financial firm
sectors. On the both mechanisms I am related to Rannenberg (2016), who works with
a closed economy model. Because Rannenberg aims to obtain analytical results, his
calibrated model is a fairly simplified version of the New Keynesian DSGE model. My
work, by contrast, emphasizes quantitative results using a more complex model that
accounts for more details of the roles of both non-financial and financial factors. In
particular, I allow for the incentive compatibility constraint on a diverse portfolio of loans
and a rich set of financial shocks.! Furthermore, my modeling is in the comprehensive
setting of two countries in which there are financial frictions also associated with cross-

border lending.

The second strand attempts to incorporate financial frictions in an open economy
framework. Fernandez and Gulan (2012) embed the financial accelerator of Bernanke,
Gertler, and Gilchrist (1999) into a very stylized business cycle model of the small-
open economy in order to assess the role of financial frictions between home and foreign
agents in propagating external shocks to emerging economies. Kollmann, Enders, and
Miiller (2011) abstract various real and nominal frictions from a quantitative two-country
business cycle model, but focus on the international transmission channel in the presence
of financial frictions in a global bank that faces a capital requirement. In a related
contribution, Dedola, Karadi, and Lombardo (2013) augment a two-country model with
financial frictions a la Gertler and Karadi (2011) to study the international dimension
of unconventional policies; in contrast to my paper, these authors do not investigate
the sources of business cycle disturbances. These authors also simplify the model by
assuming two entirely symmetric countries and thus ignoring important features of the
open economy including risk sharing conditions and international relative prices.

The third relates to the international business cycle models’ ability to account for
macroeconomic synchronization. It is well-documented in the international macroe-
conomic literature that DSGE models in the framework of two countries or a single
small-open economy struggle in replicating the observed international comovement in
output and aggregate demand cycles (see e.g. Justiniano and Preston 2010; Adolfson et
al. 2007). This is because the models of this class fail to deliver sufficient propagations of
foreign shocks to the partner economy. Here I focus not on the interactions between two

equally sized economies as in Kollmann, Enders, and Miiller (2011), but focus instead on

! Capital working loans and (export loans, of course) were either not considered in the original paper by
Gertler and Karadi (2011) or not subject to the moral hazard problem in later papers (e.g. Rannenberg
2016).
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the spillovers arising from a large economy, on the one hand, to a small-open partner, on
the other. A close study to my paper is Kamber and Thoenissen (2013), who calibrate
a much stylized international real business cycle model of two asymmetric countries to
show that the magnitude of spillovers from foreign financial shocks is proportional to the
financial exposure of the home economy’s banking sector to the foreign large partner via
lending to foreign firms. My approach, nevertheless, differs from theirs in a number of
important dimensions. First, I explicitly model the origin of financial frictions from the
agency problems while they simply assume the financial frictions as a result of costly
deviations from a prescribed ratio of bank capital to loans a la Gerali et al. (2010).
Second, in my model domestic banking sectors are fully independent and banks resident
in the small-open economy are unexposed to the foreign economy. Third, I consider a
diverse set of borrowers and financial frictions also on cross-border lending. Fourth, the
paper here estimates comprehensive models containing a rich set of shocks and frictions
in order to provide an empirical assessment of the role of entrepreneurial and bank-
ing sectors as sources of shocks and as transmission channels, as well as cross-border
propagations of financial shocks.

The plan of this paper is as follows. In Section 4.2, I develop the baseline asymmetric-
country model with financial frictions and then outline satellite models. Section 4.3
describes the data and the empirical strategy. The relative performance of the models is
assessed in Section 4.4. In Section 4.5, I use the estimated baseline model to investigate
the importance of financial factors for business cycles. Finally, Section 4.6 contains the

concluding remarks. Technical details are provided in the Appendices.

4.2 The baseline model

The model consists of two economies of asymmetric size. In what follows, I present the
model from the small-open economy’s perspective, which I refer to as the home country.
Foreign variables and parameters are indicated with an asterisk where needed.

The small-open economy is populated by six classes of agents: firms, employment
agencies, households, entrepreneurs, banks, and a government. The goods production
sector is made up of three layers of firms. First, intermediate firms produce differentiated
types of goods. Second, aggregators convert differentiated intermediate goods into a
homogeneous good for domestic and export purposes. The third layer of firms — called
final assemblers — combine the homogeneous domestic good with bundles of import
goods in order to produce final consumption and investment goods sold to households.
In the international trade sector, exporters buy the homogeneous domestic goods and
differentiate them to sell to foreign retailers, while importers buy a homogeneous foreign
good and brand it into differentiated consumption and investment goods. Households
consume, build raw capital, and save in home and foreign assets. Within each household,

there are various types of members. Workers supply differentiated labor services at a
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wage rate set by an employment agency, while shareholders receive dividends from risky

projects run by entrepreneurs and lending activities managed by bankers.

4.2.1 Goods production

Domestic goods producers

A representative competitive firm produces a homogeneous good Y; from a continuum

of intermediate goods Yj¢, j € [0,1], using the Dixit-Stiglitz aggregator:

1oL Ad,t
(4.1) Y, = [/ Vi dj] : 1 < Agy < o0,
0

where \g; is a price markup shock. I elaborate the time series representations of Ay,
and other stochastic processes in the model later on.
A monopolist produces the j* intermediate good according to the production func-

tion
(4.2) Y+ = max {etK;ft(zthjyt)l_a — @20}, 0<a<l,

where Kj; and h;j; denote the services of effective capital and homogeneous labor, re-
spectively. Also, € is a covariance stationary technology shock and z; is a shock whose
stationary growth rate is g, ; = Alogz;. The technology variable z; drives Z%t to converge
to a constant along a nonstochastic, steady-state growth path. The non-negative scalar
® parameterizes fixed production costs, and is indexed to the technology variable to
ensure zero steady-state profit.

I assume that producers have to finance part of their expenditures for capital and
labor services in advance by bank loans at a non-contingent nominal interest rate, Ry ;.

The working capital loan of producer j is given by
(4.3) Ljfﬂg = UKZk:,tKj,t + ’UHWthj,t, 0 <vg,vg <1,

where Zj,; is the rental rate on effective capital services and W; is the nominal wage
rate. As a result, the equilibrium marginal cost is
(4.4)

MC, = (1)a < 1 >1a [Zra (1 + vk (Rpe — 1)]" (Wi (1 + va (Ryp — 1))]1_3

— l—«
1 o €24

The monopoly producer of intermediate good Yj; sets its price, Isj,t, subject to a
Calvo mechanism. In each time period ¢ a fraction of intermediate goods producers,
1 — &4, chooses its price optimally while the remaining fraction resets its current price

according to the indexation rule
(4.5) Pj’t = (7_Tt)bd (7Tt_1>1_Lde,t_1, 0<g <1,

where m_1 = P,_1/P;_2 is the inflation in the domestic sector and 7; is the inflation

target in the monetary authority’s policy rule.
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Final goods assemblers

A representative competitive assembler aggregates differentiated import goods, M, ¢, 7 €
[0, 1], into two homogeneous good bundles for use in consumption or investment, M, ; =
{Cm.t, Im +}, using the Dixit-Stiglitz technology:

'mt
(4.6) mt—{ Mﬂ;";] L 1< Ay < 0.

Next, two bundles of import goods are used in combination with the homogeneous
domestic good to produce final consumption and investment goods according to respec-
tive technologies

Tc

1 ne—1 E "70771 ne—1
Cy + Ceﬂf + Cbﬂg = |:(1 — wc) e d,zc + we m?tc :| , 0<we<1l,m.>1,
and
_ 1 L_l 1 L_l "i—l
I + a(u) Ky = [(1 —w) Il 4w L ] , 0<w; <l,m>1,

where Cy, C,; and Cj; are consumption components of households, which are discussed
below.

The assembler takes relevant input prices, P;, Py, and Py, ¢, as given. Profit max-
imization leads to optimal demand compositions of each good type as follows:
(4.7)

Pt e Pcm,t e
Cd,t = (1 - Wc) 2 (Ct + Ce,t + Cb,t), Cm,t = We Pi (Ct + Ce,t + Cb,t)
c,t c,t
and
(4.8)

Py

—Ni _ P - B
Igp = (1—w) <Pt) (It + a(u) Ki—1) It = w; (th> (It + a(u) K1) -
7/7

Py

Final consumption and investment goods are then sold to households at the following
competitive prices:

1

(4.9) P = [(1 - wc)ptl—nc + wcPclr;?C} T=nc Epit
and

1
(4.10) Py = [(1 —w)P "+ szlef:?t?:| o

where €, + is a consumption price shock.?

2In particular, the consumption price shock process is a random walk: €, ¢ = €p, t—1 + ftp..+. This
shock is designed to cope with the time-invariant weights of the CPI components, and to bring more
volatility to the endogenous consumer price inflation variable since its observable counterpart is affected
by some elements that are absent from the model (e.g. unprocessed food items). Note that a shock
of this kind is not included in the price index for investment goods since I do not use investment price
inflation as an observable variable in the later estimation.
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4.2.2 International trade
Exporters

The home country has two export sectors, including commodity and non-commodity. I

model the total export demand as:

Px,t
Py

.
(411) X = Xn(m,t + Xcom,t = < > Z*Y{k + 5com,t§*YVt*7 e > 1,

where the commodity export, X om ¢, is an exogenous demand shock contingent on global
economy conditions proxied by foreign output Y,*. The presence of the scale factors, 2.
and ¢,, which correspond to export shares in aggregate demand abroad, helps obtain the
well-defined steady-state level of the export demand.?

Non-commodity export goods are packed by a representative competitive foreign

retailer using the Dixit-Stiglitz technology:

1 1 Azt
(4.12) Xnont = [/ Xﬁf’t dj] ) 1< A < o0.
0

At the beginning of period ¢, exporters obtain an export credit, L., from home

banks to finance part of their homogeneous goods bill:
(413) Lx,t = vx P X4, 0<wvx <1,

at a non-contingent nominal interest rate, R, ;, which is discussed below. Since export-
ing firms can export costlessly, the marginal cost is the same across non-commodity

exporters:
(414) MCx,t = Pt[l + UX(Rx,t — 1)]

Non-commodity exporters are subject to a Calvo mechanism when they set their
price in foreign currency for differentiated export goods sold to foreign retailers. The
remaining fraction &, of non-commodity exporters does not choose prices optimally but

resets its current price according to the indexation rule

(415) Pjr,t = (7—1_:)% ('/Tx,t—l)l_bl zj,t—1, 0< lg < 17

where 7, ;1 = Py t—1/Py—2 is the inflation in the non-commodity export sector and 7}
is the foreign inflation target.

Importers

Importers purchase a homogeneous good in the foreign market and brand it at no cost
into differentiated goods. As with exporters, importers face similar decision problems

and thus the import credit and the marginal import cost is as follows:

(4.16) Ly =vm Py My and MGy = S P +om (R, —1)],  0<wy <1,

31 do not disentangle the non-commodity export into consumption and investment purposes because
this export demand is better captured by the foreign income, Y;*, than by its foreign demand components,
C; and I}.
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where S; denotes the nominal exchange rate? and Ry, ; 1s the non-contingent nominal

interest rate of a credit, L,,, extended by foreign banks, as discussed below.
Importers are also subject to a Calvo mechanism when setting their price for differ-

entiated import goods resold to final assemblers. The remaining fraction of importers,

&m, then resets its current price according to the indexation rule
(4.17) Py = (7)™ (ﬁmyt,l)l_bm jmt—1 0<iym<1 with m = {em,im},

where 7y, 11 = Py t—1/Pmt—2 is the inflation in the consumption and investment import

sectors.

4.2.3 Labor market

The labor market is modeled along the line of Erceg, Henderson, and Levin (2000) and
adopts the Dixit-Stiglitz structure in a way similar to the goods market. All workers
of the representative household supply a type of specialized labor j in the economy. A
representative competitive contractor then pools specialized labor, h;,j € [0,1], into

homogeneous labor with the following technology:

1 1 qAuwge
(4.18) hy = [ / hott d]} o 1< Ay
0

and sells labor services, h¢, to intermediate goods producers. Also, a monopoly union
represents all workers of the household in order to set the nominal wage rate, Wj, for
their labor type, subject to a Calvo mechanism. The remaining fraction &, of unions
does not choose wages optimally but resets its current wage according to the indexation

rule
(419) th = (T’rt)‘“’ (7Tc7t,1)1_bwgz,tW'7t71, 0 Ly < 1.

The indexing scheme in wage-setting implies that the final output is independent of the

wage inflation in steady state.

4.2.4 Households

There is a competitive sector of identical households in the economy. Within the repre-
sentative household with a large number of members, there are fractions of f,, workers,
f» bankers, f. entrepreneurs, and the complementary fraction (1 — f,, — f, — fe) of share-
holders.® Entrepreneurs run projects of capital utilization and bankers channel funds,

but I defer my discussion of these agents to the following subsections.®

4Note that S; is defined as the home price of foreign currency, so that a rise in the nominal exchange
rate represents a depreciation of the home currency.

51 modify the large family assumption in this financial setting, which helps streamline the model
presentation while the set of optimality conditions that characterize the equilibrium are the same.

5The presence of entrepreneurs simplifies the optimization problem of the representative household,
which means that the term related to capital utilization drops out from the budget constraint (22).
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Households are the agents who build raw capital.” To produce new raw capital,
the representative household purchases undepreciated capital from entrepreneurs and
investment goods from final assemblers. While the undepreciated capital is converted
one-for-one into new raw capital, the transformation of the investment goods is subject
to quadratic adjustment costs F(I;/I;_1) = & (Itlil —gz>2 with F(.) = F'(.) = 0,
F"(.) = F > 0. After goods production in period ¢, the household builds end-of-period

t raw capital, K, using the standard technology:
(420) Kiy1=(1-0)Ki+w [1-F L L, F ! =4, F [ =1,0<d<1
. t+1 = t T Mt 1,1 t x) 9 K)o

where f; is a marginal efficiency of investment (MEI) shock.
Each household also consumes final goods under perfect consumption insurance. The

preferences of the representative household are given by

(4.21)
00 1 plton
Eoy_ 6% log (Ci ~0Ci0) — o | 12 di|, 0B < Lipm,ou >0,
=0 0 1+0’H

where C} is the per-capita consumption of non-shareholder members of the household

and b; is an intertemporal preference shock.

Budget constraint

The representative household maximizes its intertemporal utility (4.21) with respect to

the period-by-period budget constraint

1
(4.22) PeyCy+ Pl + Qg (1 — 6) Ky + Dy + SiDypy < / Wiihjidi + Qg 1Kt
0

+ RiDy + RI\I’t()StDZ + II;.

Accordingly, the household allocates funds to non-shareholder consumption, raw cap-
ital building, and home and foreign asset investment. The household’s sources of funds
are wage income from labor services W ;h; ¢, revenues from selling raw capital th(tﬂ,
as well as returns on home and foreign assets R;D; + R} ®.(.)S;Dj, and various lump-
sum payments II; including profits from domestic firms, transfers from entrepreneurs
and bankers net of equity injections (discussed in the following subsections), and net

lump-sum transfers from the government.

Financial assets

The household saves by investing their financial wealth in the home and foreign asset

markets. The within-country bank deposits and government bonds are risk-free assets in

"For the sake of minimizing the number of agents, I assign the task of raw capital production to
households instead of a competitive capital goods producer.
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nominal terms with one-period maturity and thus perfectly substitute. The optimal po-
sition in the cross-border asset market is determined by the uncovered interest arbitrage

condition:

S
(4.23) R, = E, {R;‘gl\yt(.)}.

From the arbitrage condition in steady state, I can endogenously derive the subjective
discount factor of the foreign household with respect to the calibrated counterpart of the
home household.® The country risk premium function of holding foreign assets, Wy(.),
takes the form of
420) w (24,8801) e {dular - ) - o, [P I (Z) g}

W) <0,V (owio) —La=0,7>7" ¢y >0,0< s <1,

where Ay = &DT:*“ is the (real) net foreign asset position and v is a country risk premium
shock. Following Adolfson et al. (2008), the country risk premium is a positive function
of the net foreign asset position and expected home currency depreciation.? In addition,
I allow for the home economy’s relatively high inflation rate in steady state, which yields

steady-state nominal depreciation as implied by the purchasing power parity theory.

4.2.5 Entrepreneurs

Risk neutral entrepreneurs utilize capital in the competitive market. At the end of period
t, entrepreneur j is endowed by a net worth, N.;; > 0. Entrepreneurs obtain aggregate
loans, L, from home bankers, which is combined with their own aggregate net worth,

Ne ¢, to purchase raw capital, K1, at a competitive price of Q & That is,
(4.25) Let = Qg Kiv1 — Ney

I have dropped out the j index because the equilibrium value of the objective variables is
independent of N, ; (see below). After purchasing raw capital, entrepreneurs experience
idiosyncratic risk, w, to the project of capital utilization, with log(w) ~ N (—ait /2, crit)
over time and across entrepreneurs so that w has unit mean. Exogenous changes in the
standard deviation o.; characterize the extent of cross-sectional volatility in w. I refer
to this measure of volatility as the entrepreneurial riskiness shock, which proxies for a

sudden and dramatic re-appreciation of general market risk.'®

8The detailed algorithm of steady-state computation is described in Appendix D.

9The inclusion of expected exchange rate depreciation aims to account for the “forward premium
anomaly”, according to which the home currency empirically tends to appreciate when the home nominal
interest rate exceeds the foreign rate.

10 A recent macro-finance literature argues that exogenous disturbances in cross-sectional idiosyncratic
uncertainty are key in order to understand aggregate fluctuations (see, e.g., Bloom (2009); Kiley and
Sim (2011); Bloom et al. (2012); Arellano, Bai, and Kehoe (2012); Christiano, Motto, and Rostagno
(2014); and Nufio and Thomas (2017)). Christiano, Motto, and Rostagno (2014) label such disturbances
“risk shocks”, whereas Nufio and Thomas (2017) interpret them as “volatility shocks”. My specification
of entrepreneurial riskiness shocks is most closely related to Christiano, Motto, and Rostagno (2014).
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After observing the period t + 1 aggregate rate of return and price, entrepreneurs
determine the utilization rate usy1 to transform their effective raw capital, wK;, 1, into

the services of effective capital according to
(426) Kt+1 = ut+1wKt.

The capital utilization involves adjustment costs a(u;.1)K; where

Z,

(4.27) a(uy) = (1 — C)E (ul,/llC - 1> , 0<(¢<1

is a cost function with the following properties: a(1) = 0,4d/(.) > 0,d/(1) = %, a’(\) >
0,a"(1) =d (1)1<TC and its only parameter, ¢, controls the local curvature of the cost
function.

Entrepreneurs supply effective capital services, K1, for the competitive rental rate
Z,t+1, and sell undepreciated capital back to households at the price Qj ;1. The rate

of return on capital across entrepreneurs is as follows:

Zyr1uir1 — Pigvra(ur) + (1= 0)Qg 441

b)
QR

)

(4.28) Ry p41 =

where P;ja(uy) reflects the unit utilization cost expressed in the price of investment
goods.

Entrepreneurs’ total assets in period t + 1 are given by ka,t+1KtQt- The cut-off
value of w for separating bankrupt and solvent entrepreneurs, i1, is defined by the

following expression:

(4.29) 1Ry 41Qx Koy = Ry Loy,
where Ry, is the contractual lending rate on the entrepreneurial loan.

Costly state verification problem

I assume that shareholders allow their entrepreneur to retain an exogenous random
fraction, 0. 441, of the entrepreneurial earnings in order to grow the business while the
complementary fraction is paid out as dividends at the end of period ¢t + 1.'' Then,
entrepreneurs comply with the net worth maximizing objective set by shareholders in
exchange for perfect consumption insurance. A representative entrepreneur therefore

must select the loan contract according to the expected net worth in period ¢ + 1:

(o]
max FE {/ (@41 Rk 41Q i Kiv1 — RoyLey] dF (w, Ue,t)}
w

{@e41,Le,t} t4+1

= max E;[1 —T'(@1)] Rit110eNeyt,

{@t41,0e,t }

" The shocks to entrepreneurial net worth actually fundamentally capture volatilities in stock market
value, which reflect an “asset bubble” or “irrational exuberance” hitting the entrepreneurial sector.
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= K . . .
where ¢, ; = QK]\;ie:H is the entrepreneurial leverage multiple, I'(wi41) = [1 — F(@p41)] 0e41

+ G(041) and G(w41) = O@t“ w dF(w,0c).

The realization of w idiosyncratic risk is private information of entrepreneurs. In
the presence of the costly state verification problem, risk-averse bankers have to pay
monitoring costs to learn this value, which accounts for the proportion yu of the remaining
assets of bankrupt entrepreneurs.'?> Entrepreneurs with w < @41 declare bankruptcy
and turn over their assets, wt+1Rk7t+1Qth(t+1, to the bank. While the ex ante lending
interest rate, Ry, is known at the contract signing time, the ex post return accrued
by the banker, R, 1, is instead state-contingent. Therefore, the banker would only be
willing to lend to the entrepreneur if the revenues net of monitoring costs received in
every period t + 1 state of nature from the entrepreneurial loan are no less than the

funds requested by shareholders in the same period. Thus the following cash constraint

_ Wi+1
(4.30)  [1 — F(@i1)] Ry pLoey + (1 — N)Rk,t+1Q[’(7th+l / w dF (w,0ct)
0

> Rety1Leg, 0<p<l.
must hold in each realized ¢t + 1 state of nature.

Optimal loan contract

Competitive banks earn zero profit in equilibrium with free entry. Thus the cash con-
straint in (4.30) must hold as a strict equality in every t + 1 aggregate state. Using this
fact as well as the expressions of the cut-off value and the entrepreneurial loan, I derive

a single zero-profit condition for the banking sector:

Re,t+1 (Qse,t - 1)
Ritt1 Ger

(4.31) D(@141) — pG(@141) = fos > 1,

Bankers offer a menu of ¢ + 1 state-contingent loan contracts, which includes a set
of {@Wi41, e} combinations satisfying (4.31). As clear from (4.31) the menu of loan
contracts depends solely on economy-wide variables, and thus the optimal loan contract

is homogeneous and standardized across entrepreneurs.

Net worth evolution

Summing across all entrepreneurs, I get the aggregate entrepreneurial profit at the end

of period t:
(4.32) Ver = [1 = T(@)] RiyQp 1 K.

After entrepreneurs have collected capital rental receipts and settled their end-of-

period ¢ contractual obligations to banks, the complementary fraction, 1 — ., of all

12This can be interpreted as legal costs that the banks have to pay in the case of borrowers’ default.
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entrepreneurs’ earnings is paid out as dividends for within-period consumption. There-

fore the per-capita consumption of shareholders is
(4.33) Pc,tCe,t = (1 - ee,t)ve,t'

In addition, entrepreneurs raise exogenous capital, which corresponds to a fraction x.
of the balanced-growth-path aggregate net worth, n.z;. After capital raising, aggregate

net worth at the end of period t is

(4.34) Net = 0ctVer + XeNezt

)

The borrowing-riskless spread is given by:'3

Ry,

4.35 = .
( ) Spre,t Rt

4.2.6 Banks

Competitive, risk-neutral banks are owned by risk-averse shareholders. At the end of
period ¢, the state of a bank is summarized by its net worth, Nj,; > 0. At this point,
each bank raises a nominal deposit, D;;, from depositors at the risk-free rate, R;, and
then grants three classes of loans: working capital loans L, export credits L;,; and
entrepreneurial loans Lj.;. The first two classes of intraperiod loans are riskless and
due at the end of period ¢, while the third is risky interperiod loans that are due at the
begining of period t 4+ 1. The bank’s balance sheet reads:

The three types of loans pay out non-contingent norminal returns, Ry;, R, and state-

contingent norminal returns, R 41, respectively.

Moral hazard problem

As with entrepreneurs, each banker is allowed to retain an exogenous random fraction,
Op.¢, of the banking earnings for growing the business while the complementary fraction
is paid out to shareholders as dividends at the end of period ¢.!* Given my assumptions,
financial resources available to shareholders would be greater if the net worth of the

bank were larger. Therefore it is in shareholders’ own interest to request that their

3 Although Rkéi”t“ is an appropriate measure of the external finance cost (see e.g., Nolan and Thoenis-
sen 2009), it is an unobservable variable. At time t the ex post return on capital, Rk 1, is not known,
as the idiosyncratic risk has not yet been realized. I therefore use the spread between the ex ante lending
rate at the contract signing time ¢ which entrepreneurs expect to pay in the event of non-default and
the policy rate (see also Christiano, Motto and Rostagno 2014; Rannenberg 2016).

147t is the banking net worth shock which captures exogenous sudden volatilities in the value of
the assets on the bank balance sheet. Upheavals in financial markets, characterized by growing asset
losses and dramatic declines in profits of banks, during the 2007—2008 financial crisis appear to reflect
adverse disturbances of this kind. Other examples of such disturbances include a tax on bank capital, a
raise in minimum capital requirements, an increase in the capital adequacy ratio, and a change to the
classification of Tier 1 and Tier 2 capital.
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banker maximize expected net worth. Also, I assume that shareholders value a particular
portfolio of loans according to the expected discounted funds owned in period t+1. Then

the banker’s job is to solve the following problem:

oo
+1= _
max Fy {Z(l — Ob,t41)0b,t41453° '—t,t+1+ijb,t+1+s} = Vips

Njb, i1 s=0
However, a moral hazard problem arises when bankers can discretionarily divert an
exogenous time-varying fraction w; of assets on the balance sheet for their own interest.?
Shareholders would therefore only approve the project of loan allocations proposed by
bankers if the expected discounted funds received in each period t were no less than the

assets diverted in that period. Thus the following cash constraint:

(4.36) ij,t > wy (Ljf,t + sz,t + Lje,t) , O<m <1
must be satisfied in each period ¢. The linearity of the banker’s optimization problem
implies
(4.37) Vipt = TriLljre + Twtljet + TetLjet + 7t Njb o,
with
— [ Ljfiv1
(4.38) Tt = BE; {:t,t+1 (1= 0ps41)(Rps — Re) + Op 411 é ’f Tf,t+1} }
L Jft
- [ L,
(4.39) Tet = BE} {:t,t+1 (1 =0y 1) (Rt — Re) + Op 1 ;TT%,&H] }
L jz,
4.40) Tey = BE{ E _(1 Op.4+1)(R Ry) + 6 Lijet+1
(4. et = BEL B i1 — Optt+1)(Llet+1 — L1t b1 . Te,t+1
L Je,
- [ N
. Yt = t\ =tt+1 — Up 1)1t b,t+17tl%+1
(4.41) BE (1 —0pss1)Re+0 Jif}f
L Jbit

where 77, 7.+ and 7. are the expected discounted marginal gain of various loans, while

74 is the expected discounted marginal value of net worth.

Optimal loan portfolio

Observe that the right term in (4.36) cannot be strictly greater than the term on the left
in each time period ¢, otherwise banks would make positive profits in the competitive
credit market. Thus perfect competitiveness coupled with the cash constraint in (4.36)
imply that (4.36) must hold as a strict equality in every state of nature. Combining this
fact with the linear value function (4.37), I obtain the incentive compatibility constraint

for the entire banking sector,'6

(4.42) Li = ¢p Ny, o > 1,

5Tn Gertler and Karadi’s (2011) framework, o, is traditionally referred to as a time-invariant stealing
fraction of assets and thus financial frictions on the liability side originally comes from a fear that bankers
would steal. I believe that an interpretation of asset diversion at bankers’ discretion is better suited for a
time-varying parameter. Therefore, following this interpretation, I present a slightly different framework
in which the scheme of incentive constraint works due to the skewed nature of banks’ compensation.

16This aggregation is possible due to the constant number of bankers in the economy as well as their
risk neutrality and perfect competitiveness. Also, there exists one aggregate loan demand curve, identical
for all bankers. Therefore the j index has been omitted.
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(4.43) Tft = Tat = Tet =Tt

Yt 17

TWt—Tt

where ¢p,; = is the banking leverage multiple."” For a given level of net worth
Njp ¢, increased divertibility of assets, @y, would deleverage the bank’s balance sheet and
cause a decline in the availablity of funding. Thus the moral hazard problem imposes
an endogenous incentive constraint on the bank’s balance sheet. I refer to this measure
of divertiblity as the bank riskiness shock.'® Also, shocks to banking net worth, which
capture sudden exogenous volatilities in the value of the assets on the bank balance

sheet,

would deteriorate banks’ capability to lend. Note also that in equilibrium banks
are indifferent to lending an additional unit among various borrowings since the incentive
constraint is symmetric across all types of loans.?? The (Ljft> Lja,ts Ljey) combinations
that satisfy the (4.43) arbitrage condition define an optimal portfolio of loans approved
by the representative household’s shareholders and allocated by each banker to various

borrowers.

Net worth evolution

Aggregating across all banks, I obtain the total banking profits at the end of period t:
(4.44) Viy=(Ryy —Ry)Lyy—1+ (Rep — R) L1+ (Rep — Ri)Ley—1 + RiNpy—1.

After receiving returns on the optimal portfolio of loans and then meeting their
end-of-period ¢ deposit obligations, banks pay out the complementary fraction, 1 — 0y,
as dividend for within-period consumption. Therefore the per-capita consumption of

shareholders is
(4.45) PeiChp = (1= 0,t) Vi

Similarly to entrepreneurs, banks raise exogenous additional capital, which corre-
sponds to a fraction x; of the balanced-growth-path aggregate net worth, npz;. After

capital raising, aggregate net worth at the end of period t is

(4.46) Nyt = 0ytVii + Xpnp2t-

"My assumption of self-interest diversion implies that the banker expands lending as long as the
marginal gain to the banker from diversion remains larger than the marginal gain to shareholders from
lending. The incentive constraint always binds at the non-stochastic steady state, @ > 7, since v > 0.

8Shocks of this kind occur when bankers pursue goals which have a high profile. Bankers can, for
example, relax lending criteria to undesirable big pjojects or increase discretionary expenditure on perks.
In this way, they give insights into prestige, job security and power.

19Upheavals in financial markets during the 2007—2008 financial crisis appear to reflect adverse dis-
turbances of this type, as indicated by heavy losses in assets and dramatic declines in profits of banks.
In particular, the collapse of Lehman Brothers may be considered a world-wide common shock. Other
examples of such disturbances in normal economic conditions include a tax on bank capital, a raise in
minimum capital requirements, an increase in the capital adequacy ratio, and a change to the classifica-
tion of Tier 1 and Tier 2 capital.

20The arbitrage condition, however, does not imply that the expected returns from various loans are
identical (not even up to first order) because the marginal gain from each type of loan depends on the
loan type-specific growth rate.
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I define the lending-deposit spread as the weighted average of contractual loan rates:

RpsLys+ RyyLyy + Ryt Ley

4.47 =
( ) SPTyt R,L,

4.2.7 Government policies and general equilibrium

The monetary authority’s policy rule is expressed directly in the following linearized

form:

(4.48) Ry — R=p(Ri—1 — R)+ (1 = p) [rr (Teps1 — ) + TAgap (Ggdpit — g:)] + e,

O<p<l,rr,ra . >0,

gdp

where ¢; is a monetary policy shock. The expression R; — R is the deviation of the net
quarterly riskless interest rate from its steady state. Similarly, 7 ;41 —7¢ is the deviation
of anticipated quarterly consumer price inflation from the inflation target and gyqp+ — g
is the observed quarterly growth rate of real GDP in deviation from its steady state.

I model government consumption, G, as:
(4.49) Gt = zgt,

where g¢; is treated as an exogenous process. Goods market clearing dictates that the

homogenous output goods are allocated among alternative uses as follows:
— wt
(4.50) Yi =G+ Cdﬂg + Id,t + X + :u’Rk,tQK,t—th/ w dF(w, Ue,t)-
0
I measure GDP in the model as follows:
(4.51) GDP, =G+ Cy + I, + X, — M,,

with

=~ Pt e Pcm,t e
G = a_wa<3) +%<fa> ¢

| P\ (Pt "
I = [(1—w; | —== I;.
t ( wz) <Pi,t) +wz< ]Di,t ) t

The dynamics of the (nominal) net foreign asset position are driven by the interna-

and

tional trade balance:

(452) St :—f—l = qu)t()StD: + [1 +vx (Rx,t - 1)]515 [Px,tXnon,t + Pcom,tXcom,t]
— L+ o (R, — DISPYM,

where Py is the commodity price denominated in foreign currency. I model the

relative price of commodities, Peom / P/, as a stationary stochastic process.
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4.2.8 Foreign economy

The optimal problems in the foreign economy are similarly described. However, the
foreign country approximates a closed economy because the home partner is a small-
open economy that is unable to influence. Therefore there are exceptions for modeling
a large-closed foreign economy. First, final consumption and investment goods comprise

a continuum of domestically produced goods, C} = fol ;j,tdj and I} = fol I ,dj, due to

lj,t
a negligible share of home exports in aggregate foreign demand. Second, variations in
the home export price have a trivial effect on the evolution of the foreign price index,

implying that P7, = B, = F. Third, negligible credits for home importers, L
Ry,
Rr >

and Lepg, need not be taken into account and thus Ly = L}, + Lg,, spre, =

Ry oLyt By eles

spry, = —H—="—". Home importers then take R}, , =
’ t 't

mye = Rispry, as given. Finally,
home assets are in zero net supply because the asset holdings of home households are
negligible in the foreign market while there is no access to the home asset market for

foreign agents.

4.2.9 Satellite models, model solution and fundamental shocks

For comparison purposes, I also consider three smaller satellite models. The first is a
model without financial frictions between bankers and depositors, called the External
Finance Premium (EFP) model. In the EFP model, entrepreneurs run capital utilization
projects and pay dividends to thier shareholders while competitive bankers earn zero
profit from financial intermediation. Technically, this satellite model is derived from
the baseline model by: (1) dropping the moral hazard problem between bankers and
shareholders, w; = 0; (2) deleting banking shareholder consumption from final private
consumption, Cp; = 0; (2) adjusting the lending rate on period t risky entrepreneurial
loans after the realization of period ¢+ 1 shocks in order to ensure that the bank receives
a risk-free return, R, ;11 = Ry; and (4) allowing riskless loans to be made at the risk-free

rate, Ry; = Ry = Ry and R, R;. Thus I obtain an always binding constraint,

m,t -
(4.53) Let = ¢t Npy-

while the spread remains unchanged

By
R,

In this model, the banking sector raises non-friction deposits. Such a shadow banking

(4.54) Spret =

sector, however, still has impact on the dynamics of the returns on entrepreneurial loans
and the real economy due to the presence of credit supply data in my estimation exercise.
In addition, the presence of a shadow banking sector will be helpful for comparing
responses to the same shocks between the EFP model and other friction models with
wy > 0.

By contrast, bankers manage the financial intermediary and pay dividends to their

shareholders while competitive entrepreneurs earn zero profit from capital utilization in
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the Incentive Compatibility Constraint (ICC) model. In this model, there are no frictions
in the bank—entrepreneur relationship. Technically, this satellite model is extracted from
the baseline model by: (1) dropping the costly state verification problem between bankers
and entrepreneurs, ;1 = 0 and w; = 1; (2) deleting project shareholder consumption from
final private consumption, Cc; = 0; (3) assuming that entrepreneurial loans are state-
contingent so that the interest rate on entrepreneurial loans equals the expected return
on capital, Rp41 = Rett1 = Rpey1; and (4) forcing the share of aggregate capital
purchase financed by entrepreneurial loans, wg, to be the same as in the EFP model. 1
define the weighted average lending-deposit spread as:

RpiLypy+ RyLlyt + RipLey
Ry Ly ’

(4.55) SPryvt =

and the zero profit condition of the entrepreneurial sector:

(4.56) Revor — Ll t+1Ut 41 — Pi,t+1‘i(utjr1) +(1=8)Qk 141 _ (1- W?)C?K,t+1‘

WKQK¢ WKQK¢
Entrepreneurs manage capital accumulation but accumulate no net worth and thus break
even state by state in this model. However, the presence of such a passive entrepreneurial
sector has impact on the dynamics of non-risky returns and real activities through the
volatilities of the stock market index. Further, it helps in understanding how differently
the economy responds to shocks once p > 0 and w; # 1 as in the baseline and EFP
models.

In the absence of the financial sector, the structure of my baseline model collapses
back to a pure trade open economy model — I call it Pure for short. To obtain this
Pure model from the baseline model, I drop all equations that characterize the financial
sector and add an intertemporal Euler equation corresponding to household capital ac-
cumulation. It is of course also necessary to delete shareholder consumptions from final
private consumption and monitoring costs from the resource constraint.

The two economies evolve along two stochastic growth paths in every model. There-
fore, the overall solution across models involves the following steps. First, I transform
the models into a stationary form. Specifically, real variables are detrended by the level
of technology, {z, z;' }, and nominal variables are converted to real variables by deflating
with the price index, {P;, P;'}. Second, the models are written into a set of station-
ary equilibrium conditions. Third, non-linear equilibrium conditions are log-linearized
and solved using first-order approximation methods. Fourth, the log-linearized version
of models is augmented by a set of measurement equations which link the observable
variables in the dataset with the endogenous variables of the theoretical model.

The stochastic behavior of the system of linear rational expectations equations in
the Baseline model is driven by 20 fundamental shocks: g. ¢, €1, Aem,ts Nim,t> Awjt> Aw,t

* — S
spc,ta bt7 Mty ¢t7 5com,ta pcom,t) €ty Tty Gty He,tv Hb,ta TWt, O-e,ta Z fOI‘ the Home economy and 12

*
Dt

omy, where z} = % is a stationary shock capturing the degree of asymmetry in the

. * * * * * % * * * * * 3
fundamental shocks: g7, €;, Ay, bf, 1y, €7, 7, 975 0c 4, 0 4 @i, 0, for the Foreign econ:

98



trend levels of technology between the two economies. With two exceptions, I model
the log-deviation of each shock from its steady state as a univariate first-order autore-
gressive process. The autoregressive parameter of the inflation target shock, {pz, pz+} is
set at (0.975,0.975) in order to accommodate the downward inflation trend in the late
part of the dataset. The two exceptions are the monetary policy shock, {e, ¢} }, and the

consumption price inflation shock, e, ,, which are assumed to be white noise.

4.3 Bayesian Inference

This section first describes the data used in the analysis as well as the calibrated param-
eters and then discusses the priors and posteriors for the estimated parameters. Finally,
I compare the models in terms of goodness-of-fit using various measures, including like-

lihood race, steady-state properties and business cycle moments.

4.3.1 The data

Home is identified with Australia and Foreign with the United States. The models are
estimated with quarterly data that cover the period 1993Q1 to 2012Q4.2' The dataset
contains seven conventional standard time series as observable variables in each economy:
real GDP, real private consumption as the sum of household purchases of nondurable
goods and services, real investment as the sum of gross private domestic investment
plus household purchases of durable goods, nonfarm hours worked, nonfarm real wages,
domestic inflation, and nominal interest rate. I extend this dataset to seven typical open
economy variables: non-commodity and commodity exports, imports, real exchange rate,
CPI inflation, relative price of investment measured as the investment deflator divided
by the GDP deflator, p;; = P;;/P;, and relative price of commodities measured as the
commodity price index divided by the U.S. GDP deflator, p7,,; = Peom,t /Pr2? In
accordance with the model, overall inflation is measured as the percentage growth of
the CPI and the GDP deflator for Australia and the U.S., respectively. Also, I use four
financial observables in my analysis. For my measure of loans, {L;, L} }, I use data on
total credit to the non-financial sector taken from the Lending and Credit Aggregates
dataset compiled by the Reserve Bank of Australia and the Flow of Funds database
constructed by the U.S. Federal Reserve Board. My indicator of entrepreneurial net
worth, {Ne¢, NJ;}, is the ASX All Ordinaries index and the Dow Jones Wilshire 5000
index. I compute the entrepreneurial spread of Australia as a weighted average of spreads
between corporate bond yield relative to government bond yield and large business

loan rate relative to government bond yield of corresponding maturities. For the U.S.,

21 This period is characterized by inflation-targeting regimes in both countries. Therefore I concentrate
on this period to ensure that the policy follows a time-invariant rule for the entire sample.

221 use the G7 trade-weighted average real exchange rate rather than the bilateral measure as my
way of introducing multilateral real-world dynamics into the two-country model through the behavior
of international relative prices.
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the entrepreneurial spread is measured by the yield difference between corporate and
government bonds. The banking spread is measured by the difference between the 90-
day loan and policy rates.?? Details of the data are in Appendix G.

All real variables are expressed in per capita terms, dividing them by the civilian
population, and in quarter-on-quarter growth rates. Hours worked are also divided by
the civilian population. Note that I demean not only nominal variables but also real
variables. This is because on average trade and financial series grew at significantly
higher rates than GDP in the dataset, while my model predicts that the log of ratio
of GDP to these real variables is stationary. Therefore removing sample means sepa-
rately from each real variable prevents the high business cycle frequencies from causing

counterfactual implications of the estimated model for the low frequencies.

4.3.2 Calibration

I partition the model parameters into two subsets. The first subset contains the con-
ventional and financial parameters that control the steady state. I simply borrow the
values of some of these parameters from the literature and set the values of the other
parameters so that the model reproduces key sample averages in the data. Table 4.1
lists conventional parameters. Capital share {a, a*} is fixed at (0.32, 0.33). I set the
quarterly depreciation rate of capital {0, *} to (1.75%, 2.5%), which is around the
average value of this parameter in the Australian and the U.S. national accounts. The
inverse of the Frisch labor supply elasticity {ox, o};} is set to 1. I adjust the disutility
weight on labor {¢m, ¢};} so that the steady-state working time is one-third of total
time endowment. The parameter governing the gross wage markup {Ay,, A%} is set at
1.2. The growth rate of the permanent technology shock {g., g:} is consistent with the
mean per capita real GDP growth rate in my sample (0.45%, 0.41%). The discount fac-
tor G is fixed at 0.9987 and £* is then endogenously determined through the uncovered
interest arbitrage condition. The ratio of government spending to GDP is (0.23, 0.19)
in steady state, which corresponds with the historical averages over my sample. I assign
{vx = vk = vy > v}, = v};}, which reflects my later finding that the credit velocity
measure is smaller in Australia than in the U.S. Assuming that (real) net foreign assets
are at a zero steady-state level, I set vy; so that the trade balance as a percentage of
GDP is —1%, i.e. the average value for Australia during the sample period, in order to

ensure that the model’s steady state is well defined.?* I set the openness parameters,

ZThe 90-day loan rate corresponds to the large business loan rate for Australia and the bank prime
lending rate for the U.S., respectively.

24In particular, I derive the trade balance to GDP ratio,
paid in advance, vy, as follows:

nT

a5 with respect to the share of import bill

nro_ (1+vMan _1) m
gdp  \ 1+vxRs gdp’

In this way, I do not impose a steady-state balanced trade condition, nx = 0, on the model. See Section
D of the Appendix for further details of this steady-state derivation.
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Table 4.1: Calibration of Conventional Parameters

Description Parameter Value Parameter Value
Discount factor 15} 0.9987
Effective capital share Q@ 0.32 a* 0.33
Depreciation rate ) 0.0175 o* 0.025
Inverse Frisch elasticity OH 1 oH 1
Disutility weight on labor YH 9.5 YH 9.5
Gross markup in the labor market Aw 1.2 An 1.2
Growth rate of the economy gz 0.45 g: 0.41
Government spending-GDP ratio 9/y 0.23 g /y* 0.19
Share of capital rental costs paid in advance VK 0.70 Vi 0.65
Share of labor costs paid in advance vy 0.70 vy 0.65
Share of export bill paid in advance vXx 0.70
Share of import bill paid in advance UM 0.30
Share of import goods in consumption We 0.21
Share of import goods in investment wj 0.50
Share of commodity sector in export Wy 0.72

Table 4.2: Calibration of Financial Parameters

Description Parameter ~ Value  Parameter  Value
Payout ratio 1-06; 1-0.95 1-07 1—-0.95
Spread between borrowing and risk-free rates Spre 105 b.p SPTe* 100 b.p
Entrepreneurial leverage multiple e 1.95 s 1.89
Additional capital raise Xe 0.005 Xe 0.005
Entrepreneurial riskiness shock Oc 0.32 ol 0.33
Lending—deposit spread Spry 284 b.p spry 250 b.p
Banking leverage multiple Db 6.42 4 5.65
Additional capital raise Xb 0.002 X 0.002

we and wj, at 0.21 and 0.50 to match the average import share of consumption and
investment goods in Australia. The export share of the commodity sector, w,, is set to
0.72 to reflect the average value over the sample period.

I turn to calibrated parameters specific to financial frictions in Table 4.2. The steady-
state dividend payout ratio of both sectors, {6;, 0}, is set equal to 0.95, which is fairly
close to the 0.972 value used in BGG and GK.?® The steady-state entrepreneurial spread,
{spre, spri}, is set to match the average wedge of (105, 100) basis points in my data.
The target for the entrepreneurial leverage multiple is the ratio between total liabilities
and total net worth of the non-financial business sector, taken from the Non-financial

Corporations Balance Sheet of the Australian Bureau of Statistics and the Flow of Funds

ZTraditionally, 1—6; (for i = {e,b}) is usually referred to as the death rate of entrepreneurs or bankers.
For quarterly frequency (and the framework of a single economy, whether closed or open), it has usually
been set equal to 1—0.972 in previous studies using the framework of BGG and GK. However, the fraction
1—06; in my model corresponds to that of the net income, V; ;, passed for shareholder consumption C; ¢, so
the most natural interpretation of this parameter is “the dividend payout ratio”. Similar interpretations
have been used by Ferndndez and Gulan (2015) and Gertler and Kiyotaki (2010), where 6; occurs in the
context of the firms’ value and banks’ equity, respectively.
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account of the Federal Reserve Board. Standard deviation of the idiosyncratic risk {o,
o*} is calibrated such that the steady-state leverage multiple of the non-financial business
sector meets the target value. The additional capital raise, {xe, x.}, is calibrated to
meet targets for the entrepreneurial spread, the entrepreneurial leverage multiple, and
the payout ratio, 1 — 6., in steady state.

The steady-state banking spread, {spr, spr*}, is set to (284, 250) basis points, which
corresponds to the average difference between the 90-day loan and policy rates. The
banking leverage multiple in steady state is total assets divided by equity capital, which
roughly captures the aggregate data of the banking sector in Australia and the U.S.
respectively. I calibrate the additional capital raise, {xp, X}, in order to meet my targets
for the payout ratio, the banking spread, and the banking leverage multiple in steady
state. Thus the divertible fraction of assets in steady state, {ww, w*}, is endogenously

determined in accordance with these targets.

4.3.3 Priors and posteriors

The second subset of parameters to be estimated is listed in Tables 4.5 and 4.6. The prior
belief is that parameter distributions are symmetric between the two economies. Thus,
I assign the same priors to all comparable parameters. The locations of the prior mean
are borrowed from the closed economy set-up of Smets and Wouters (2007). The priors
of my parameters specific to the small-open economy are as follows. The elasticities
of substitution between home and foreign goods in consumption and investment, 7,
and 7;, and the elasticity of non-commodity export demand, n*, are assumed to follow
an inverse-gamma distribution with a mean of 1.5, consistent with the typical value
used in the international macroeconomics literature. Based on economic theory, I also
truncate the prior in order to exclude substituability below unity. For the parameter ¢,
governing the elasticity of risk premium with respect to the net foreign indebtedness,
I specify an inverse gamma density with mean 0.01, matching the calibrated value in
Benigno (2009). I set a beta distribution centered at 0.5 and with a standard error of
0.15 for the depreciation elasticity of country risk premium, ¢s.

I turn to parameters pertaining to the entrepreneurial sector. To estimate the steady-
state probability of default, I let the variance of {log(w),log(w*)} be the function of
{F (@), F(w*)} and the other parameters. The mean of my prior beta distribution for
{F(@), F(@w*)} is 0.008, between the 0.0075 value used in BGG and the 0.0097 percent
value used by Fisher (1999). The monitoring cost {u, p*} is beta distributed around
0.275 with standard error 0.125, within the range of 0.20-0.36 that Carlstrom and Fuerst
(1997) propose as empirically relevant.

I estimate the second subset using the Bayesian procedures discussed in An and
Schorfheide (2007). Accordingly, the likelihood of the data is combined with the prior
information on the parameters to obtain the posterior distribution. Markov Chain Monte

Carlo methods are implemented in a Metropolis—Hastings algorithm of 500,000 replica-
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Table 4.3: Priors and Posteriors for Home Economy

€01

Posterior
Prior

Para. Description Pure EFP ICC Baseline

Dist. Mean  SD Mode SD Mode SD Mode SD Mode SD
Panel A. Economic parameters
Ew Calvo, wage B 0.5 0.1 0.47 0.08 0.44 0.08 0.45 0.06 0.46 0.05
&q Calvo, domestic price B 0.5 0.1 0.84 0.03 0.87 0.03 0.87 0.03 0.88 0.01
Eem Calvo, import cons. price B 0.5 0.1 0.91 0.02 0.57 0.08 0.57 0.08 0.78 0.07
Eim Calvo, import inv. price B 0.5 0.1 0.77 0.03 0.80 0.02 0.80 0.02 0.84 0.02
& Calvo, export price B 0.5 0.1 0.68 0.06 0.69 0.06 0.69 0.06 0.71 0.06
L Indexation, wage B 0.5 0.15 0.40 0.16 0.41 0.16 0.41 0.16 0.38 0.13
Ld Indexation, domestic price B 0.5 0.15 0.71 0.13 0.75 0.11 0.76 0.11 0.73 0.09
Lem Indexation, import cons. price B 0.5 0.15 0.89 0.04 0.89 0.05 0.88 0.05 0.89 0.05
Lim Indexation, import inv. price B 0.5 0.15 0.79 0.08 0.79 0.08 0.80 0.08 0.80 0.08
Ly Indexation, export price B 0.5 0.15 0.83 0.07 0.82 0.08 0.84 0.07 0.84 0.07
Ad Markup, domestic N 1.2 0.12 1.78 0.09 1.86 0.10 1.86 0.09 1.60 0.06
Aem Markup, import cons. N 1.2 0.12 1.07 0.04 1.23 0.09 1.22 0.07 1.26 0.09
Nim Markup, import inv. N 1.2 0.12 1.53 0.09 1.50 0.11 1.49 0.10 1.69 0.13
I Monitoring cost B 0.275 0.15 — — 0.235  0.098 — — 0.214  0.079
F(©) SS probability of default B 0.008 0.004 — — 0.0054 0.0021 — — 0.0059  0.0026
F Investment adjustment cost N 4 1.5 4.97 1.19 5.29 1.22 6.65 1.04 6.39 0.99
¢ Capital utilization rate B 0.5 0.15 0.35 0.11 0.57 0.15 0.56 0.15 0.57 0.06
b Habit formation B 0.5 0.1 0.57 0.07 0.55 0.16 0.56 0.16 0.64 0.18
p Taylor rule smoothing B 0.75 0.1 0.89 0.02 0.88 0.02 0.88 0.02 0.87 0.02
T Taylor rule on inflation N 1.5 0.25 1.62 0.21 1.65 0.15 1.67 0.15 1.69 0.17
TA,q, Laylor rule on GDP growth N 0.25 0.1 0.30 0.08 0.19 0.07 0.19 0.06 0.19 0.06
Ne Elasticity of subst., cons. 1o, 1.5 4 3.73 0.57 5.53 1.45 5.55 1.47 4.51 1.03
; Elasticity of subst., inv. Isq 1.5 4 1.38 0.06 1.39 0.07 1.37 0.06 1.41 0.08
N Elasticity of subst., export Io4 1.5 4 1.49 0.12 1.51 0.13 1.49 0.12 1.49 0.13
ba Elast. premium-debt I 0.01 1 0.003  0.0006 0.002  0.0007 0.002  0.0004 0.004  0.003
s Elasticity of premium-depre. B 0.5 0.15 0.17 0.04 0.18 0.06 0.16 0.05 0.16 0.04
Panel B. Autocorrelation of the shocks
Pg. Persistent technology B 0.5 0.2 0.49 0.27 0.51 0.29 0.51 0.29 0.50 0.27
Pz Asymmetric technology B 0.5 0.2 0.50 0.27 0.50 0.27 0.50 0.27 0.50 0.27
De Transitory technology B 0.5 0.2 0.98 0.01 0.89 0.04 0.89 0.04 0.91 0.02
Puw Wage markup B 0.5 0.2 0.16 0.08 0.15 0.07 0.16 0.08 0.16 0.07
Pd Domestic price markup B 0.5 0.2 0.10 0.10 0.06 0.06 0.07 0.06 0.98 0.07
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Posterior

Prior
Para. Description Pure EFP I1CC Baseline
Dist. Mean SD Mode SD Mode  SD Mode SD Mode  SD

Pem Import cons. price markup B 0.5 0.2 0.06  0.03 0.94  0.02 0.06  0.04 0.95 0.01
Pim Import inv. price markup B 0.5 0.2 0.08  0.06 0.11 0.08 0.11 0.07 0.15  0.10
Pz Export price markup B 0.5 0.2 0.09 0.07 0.08 0.06 0.08 0.06 0.09 0.06
Ppco Relative commodity price B 0.5 0.2 0.92 0.02 0.93 0.02 0.93 0.02 0.94 0.02
Pzco ~ Commodity demand B 0.5 0.2 0.78  0.05 0.78  0.07 0.79  0.05 0.78  0.05
P Country risk premium B 0.5 0.2 0.68 0.07 0.63 0.07 0.68 0.07 0.85 0.03
Pg Government spending B 0.5 0.2 0.62 0.09 0.70 0.09 0.70 0.09 0.71 0.08
Pu Marginal efficiency of investment B 0.5 0.2 0.15 0.09 0.95 0.05 0.96 0.05 0.98 0.01
Pb Intertemporal preference B 0.5 0.2 0.42  0.16 0.63  0.29 0.63  0.29 0.67  0.13
Po. Entrepreneurial net worth B 0.5 0.2 — — 0.99 0.006 — — 0.98 0.07
Po. Entrepreneurial riskiness B 05 0.2 - - 0.79  0.02 - - 0.78  0.06
£0, Banking net worth B 0.5 0.2 — — — — 0.99  0.005 0.98  0.003
P Banking riskiness B 0.5 0.2 — — — — 0.78 0.02 0.77  0.03
Panel C. Standard deviations of the innovations

0g. Persistent technology I 0.05 2 0.02  0.009 0.02  0.010 0.02  0.009 0.02  0.009
Oz Asymmetric technology I 0.05 2 0.02  0.009 0.02  0.009 0.02  0.009 0.02  0.009
Oc Transitory technology I 0.1 2 0.33  0.032 0.56  0.057 0.56  0.058 0.63 0.062
Ow Wage markup 1 0.1 2 0.57  0.068 0.58  0.071 0.57  0.068 0.57  0.065
o4 Domestic price markup 1 0.1 2 0.72  0.068 0.73  0.066 0.73  0.064 0.66  0.059
Oem Import cons. price markup I 0.1 2 2.11  0.318 294  1.236 2.64 1.223 2.52  1.068
CTim Import inv. price markup I 0.1 2 1.33  0.137 1.23  0.127 1.22  0.127 1.18  0.128
Oz Export price markup I 0.1 2 4.54 0.724 447  0.702 4.48 0.701 4.39  0.697
Opco  Relative commodity price I 0.1 2 5.73  0.457 5.72  0.456 5.70  0.452 5.68  0.450
Ozco ~ Commodity demand I 0.1 2 5.02  0.391 5.01  0.390 5.01  0.390 5.02  0.391
oy Country risk premium I 0.1 2 0.96 0.231 0.81 0.216 0.82 0.219 0.38  0.070
Onr., Consumption price inflation I 0.1 2 0.91 0.074 0.89 0.071 0.88 0.071 0.88  0.070
O Monetary policy I 0.1 2 0.11  0.009 0.11  0.010 0.11  0.010 0.11  0.009
ox Inflation target I 0.05 2 0.04 0.012 0.02 0.012 0.02 0.012 0.02 0.013
oy Government spending I 0.1 2 0.62  0.050 0.71  0.060 0.70  0.058 0.75  0.079
Ou Marginal efficiency of investment I 0.1 2 1.28 0.138 0.42  0.077 0.43  0.065 0.58  0.092
op Intertemporal preference I 0.1 2 0.54  0.066 0.57  0.128 0.56  0.093 0.30 0.044
oo, Entrepreneurial net worth I 0.1 2 - - 1.06  0.076 - - 1.01  0.098
0o, Entrepreneurial riskiness I 0.1 2 - - 0.03  0.004 - - 0.03  0.005
oo, Banking net worth I 0.1 2 — — — — 1.18  0.125 1.44  0.128
0w Banking riskiness I 0.1 2 — — — — 5.18  0.551 6.25  0.657

Note: Estimated parameters are based on two independent Metropolis—Hastings chains of 500,000 iterations, with a 20 percent burn-in.
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Table 4.4: Priors and Posteriors for Foreign Economy

Posterior
Prior
Para. Description Pure EFP ICC Baseline
Dist. Mean SD Mode  SD Mode SD Mode  SD Mode SD

Panel A. Economic parameters

. Calvo, wage B 0.5 0.1 0.55 0.08 0.52 0.09 0.51 0.07 0.52 0.08

» Calvo, price B 0.5 0.1 0.89 0.01 0.83 0.02 0.83  0.02 0.84 0.01
v Indexation, wage B 0.5 0.15 0.51 0.17 0.47 0.17 0.47  0.17 0.52 0.17
Ly Indexation, price B 0.5 0.15 0.67  0.12 0.85 0.06 0.85  0.06 0.83 0.09
Ay Markup, price N 1.2 0.12 1.79 0.09 1.90 0.09 1.91 0.09 1.60 0.06
w Monitoring cost B 0.275 0.15 — — 0.312  0.116 — — 0.301  0.106
F(w*) SS probability of default B 0.008 0.004 — — 0.0061 0.0029 - — 0.0065 0.0031
F* Investment adjustment cost N 4 1.5 4.64  1.27 5.29 0.82 597  0.97 6.40 1.15
¢* Capital utilization rate B 0.5 0.15 0.51 0.10 0.59 0.07 0.59  0.07 0.60 0.09
b* Habit formation B 0.5 0.1 0.69 0.06 0.80 0.05 0.80  0.04 0.79 0.03
p* Taylor rule smoothing B 0.75 0.1 0.85 0.02 0.84 0.02 0.84  0.02 0.85 0.02
T Taylor rule on inflation N 1.5 0.25 1.56 0.20 2.11 0.17 2.15 0.16 2.22 0.19
N, Taylor rule on GDP growth N 0.25 0.1 0.41 0.08 0.25 0.07 0.27 0.07 0.27 0.07
Panel B. Autocorrelation of the shocks
Pyx Persistent technology B 0.5 0.2 0.49 0.27 0.50 0.27 0.50 0.27 0.50 0.27
Pe Transitory technology B 0.5 0.2 0.96 0.01 0.96 0.02 0.96  0.02 0.97 0.03
o5 Wage markup B 0.5 0.2 0.22 0.11 0.10 0.08 0.10  0.07 0.10 0.07
Jos Price markup B 0.5 0.2 0.21 0.16 0.92 0.02 0.92  0.02 0.94 0.03
Py Government spending B 0.5 0.2 0.94 0.02 0.94 0.02 0.94 0.02 0.95 0.02
Pux Marginal efficiency of investment B 0.5 0.2 0.66 0.08 0.98 0.01 0.99 0.01 0.98 0.01
2 Intertemporal preference B 0.5 0.2 0.62 0.13 0.69 0.12 0.69 0.12 0.67 0.12
Po. Entrepreneurial net worth B 0.5 0.2 — - 0.97 0.005 — — 0.98 0.01
p;’;e Entrepreneurial riskiness B 0.5 0.2 — — 0.79 0.02 — — 0.77 0.03
Po, Banking net worth B 0.5 0.2 — — — — 0.98  0.004 0.98 0.003
[ Banking riskiness B 0.5 0.2 - - - - 0.78  0.02 0.82 0.02
Panel C. Standard deviations of the innovations
og. Persistent technology 1 0.05 2 0.02  0.009 0.02 0.009 0.02  0.009 0.02 0.009
ol Transitory technology 1 0.1 2 0.34 0.031 0.27 0.035 0.28  0.035 0.28 0.036
o Wage markup 1 0.1 2 0.49  0.058 0.51 0.057 0.50  0.052 0.51 0.053
o, Price markup I 0.1 2 0.04  0.006 0.04 0.007 0.04  0.007 0.05 0.007
ol Monetary policy I 0.1 2 0.12 0.011 0.10 0.009 0.10  0.009 0.10 0.009
fop Inflation target 1 0.05 2 0.04 0.012 0.03 0.013 0.03  0.012 0.06 0.013
o, Government spending 1 0.1 2 0.44 0.034 0.46 0.036 0.46  0.036 0.55 0.044
o Marginal efficiency of investment 1 0.1 2 0.45 0.071 0.46 0.114 0.49  0.132 0.48 0.128
oy Intertemporal preference I 0.1 2 0.15 0.021 0.14 0.019 0.12  0.018 0.11 0.021
T, Entrepreneurial net worth I 0.1 2 — - 1.12 0.087 — — 1.16 0.118
0‘;; Entrepreneurial riskiness I 0.1 2 — — 0.03 0.005 — — 0.03 0.004
T4, Banking net worth 1 0.1 2 — — — — 1.57  0.139 1.78 0.155
fopul Banking riskiness I 0.1 2 — — — — 6.88  0.629 6.43 0.730

Note: Estimated parameters are based on two independent Metropolis—Hastings chains of 500,000 iterations, with a 20 percent burn-in.



tions for two chains in order to numerically find the parameters that maximize the
log-posterior function.

Several features of the parameter values in Tables 4.5 and 4.6 are worth emphasizing.
The most relevant results are the values taken by {F(w), F(w*)} and {u, u*}. The prior
and posterior comparison of the standard deviations shows that there is a fair amount of
information about the quarterly bankruptcy rate and somewhat less about the monitoring
cost fraction in my data. The empirical bankruptcy rate for Australia and the U.S. is
(2.62, 3.38) percent a year. Compared to the baseline result there is a larger difference
in the estimated bankruptcy rate of the EFP model with this empirical value. Whereas
estimated values for Australia cannot be found in the literature, the number for the U.S.
from both models is in line with those in some previous studies, e.g. 3 percent annualized
in BGG (1999). Given institutional features (e.g. creditor rights and judicial efficiency)
equivalent across the two countries, the empirical bankruptcy numbers are directly com-
parable between Australia and the U.S. The monitoring cost fractions of (0.235, 0.214)
estimated for Australia are lower, albeit with lower rates of bankruptcy, than the estimates
(0.312, 0.301) of the U.S. The estimates for Australia are close to the 6.46% percent of
direct bankcruptcy costs that is proxied by the average cost of closing a business for a
group of developed small-open economies in the Doing Business database of the World
Bank. My U.S. estimates are in the upper value range of other studies working on the
United States. For example, Christiano, Motto, and Rostagno (2014) obtain the 0.215
value from Bayesian estimation of a closed economy model with BGG-type financial fric-
tions. My high monitoring cost estimates should be treated as a broad indicator that
financial frictions are at work in developed economies, possibly even more so in the U.S.

The estimated elasticity of the cost of investment adjustment in the friction models
is higher than assumed a priori and than that in the Pure model, suggesting a slower
response of investment to changes in the value of capital. In addition, the estimated
high mode of the elasticity of capital utilization cost implies that it is extremely costly to
change the utilization of capital in the presence of financial frictions. The estimates of the
Taylor rule suggest that the RBA and FED adjusted the nominal policy rate in response
to the inflation more than proportionately in the financial friction environment so as to
influence the real interest rate but placed smaller weight on the GDP growth. Turning to
exogenous shock processes, all shocks are quite persistent except for the markup shocks.
The estimates of the shock processes are generally similar across the friction models, but
in the EFP model the MEI shock has lower autocorrelation and volatility than in the
Baseline and ICC models. The mean of the standard errors of the shocks is higher in the
Baseline and ICC models than in the EFP model, except for the standard deviation of

shocks to technology level and inflation target.

4.3.4 Marginal likelihood

I evaluate the relative performance of the models by comparing their implication for the

marginal likelihood of the common dataset. According to the first row in Table 4.5, the
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Table 4.5: Log Marginal Likelihood

Model Variants Marginal Likelihood
Baseline —4573.15
EFP —4884.10
ICC with financial frictions on all types of loan —4771.97
EFP with lending—borrowing spread series —4861.75
ICC with financial frictions on entrepreneurial loan alone —4802.08

Note: The model variants with the same dataset are compared by the marginal likelihood,
which is computed using Geweke’s (1999) modified harmonic mean estimator. By contrast,
for different models estimated with different sets of financial series I evaluate the marginal
data density using a Laplace approximation at the posterior mode. The computations are
based on a Monte Carlo Markov chain of length 500,000 for each model.

log marginal likelihood of my Baseline model is —4573.85. The second and third rows
show that with financial frictions ¢ la BGG or GK, the fit of the satellite models decreases
significantly. In particular, the marginal likelihood drops roughly 310 and 200 log points for
the EFP and ICC models, respectively. The larger deterioration in fit from dropping either
of the financial frictions, comes from the model with financial frictions between banker
and entrepreneur. Financial frictions on this relationship reduce 110 additional log points
to the fit below what is achieved by remaining financial frictions on the household—banker
relationship.

Using different proxies for the financial frictions may affect the goodness of fit. Thus
I give the two satellite friction models a fair competition chance in terms of fit. Therefore
I use observables for the lending—deposit spread instead of the borrowing—riskless wedge
in the re-estimation of the EFP model. That attempt adds a little to model fit using
entrepreneurial spread. In particular, the marginal likelihood increases roughly by 22 log
points. On the other hand, the literature on demand-side financial frictions focuses solely
on funding for entrepreneurs, so I force the ICC model to take a fair competition chance
in terms of fit by considering the case where only entrepreneurial loans are subject to the
moral hazard problem, in the spirit of Gertler and Karadi (2011). That reduces 30 log
points compared to the case of all types of loans subject to the moral hazard problem
in the ICC model, while it still adds 60 log points to fit beyond the second EFP model.
However, all variants of the two satellite friction models achieve lower fit than the Baseline
model.

To sum up, three results can be inferred from the analysis of findings in Table4.5. First,
it appears that a combination of two types of financial frictions improves the ability of the
model from the overall measure of goodness of fit. Second, the incorporation of financial
frictions arising in the banking sector results in better performance, if one chooses one of
two types of financial frictions. Third, financial frictions on all types of loans show the

better performance between the two alternative GK models.

4.3.5 Steady state

I now assess which of the estimated models is the most reliable representation of the two

economies by comparing their steady-state properties to the data. Table 4.6 reports se-
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lected model variables and ratios evaluated at each model’s posterior mode, along with
their empirical counterparts. Overall, the models and the data match well. Two discrep-
ancies lie in the inflation rate and the short-term riskless rate, which are lower in the data.
This can be explained by the zero lower bound monetary policy for an extended period of
time since the latest financial crisis. It is therefore not surprising that the models don’t
perform well on these dimensions. Another exception to the goodness of fit is the some-
what low ratio of capital stock to GDP in the friction models, which results partly from
the effects of financial frictions on capital accumulation, even more so than in the Baseline
model due to the enhanced accelerator effect. 1 deliberately do not include the data’s
relevant ratios in computing the posterior distribution of the model parameters because I
want to make a comparison between the pure open economy model and the friction models
on a level playing field.

The leverage elasticity of external risk premium implied by the mode of my estimated
EFP and Baseline models is within the range of 0.04-0.08 in other studies that work with
developed countries. Interestingly, the Australian non-financial business sector has a lower
leverage multiple and, simultaneously, smaller elasticity of the external finance premium
to the leverage multiple compared to the U.S. counterpart, suggesting that U.S. firms
rely more on external finance associated with higher costs. This is because with higher
leverage the U.S. entrepreneurial sector imposes a greater cost on its banks in the event
of default. Since there’s no empirical evidence of the feasible value range of divertible
banking asset fraction, it suffices to say that relatively low values are broadly in line
with my interpretation of this parameter as a fractional asset diverted for discretionary

spending.?6

4.3.6 Business cycle properties

This subsection investigates which model better captures the statistical properties of the
data by comparing the second moments generated by the models with those observed
in the actual data. Table 4.7 documents the model’s performance along the empirical
moments.

I first consider macroeconomic variables. The standard deviation comparison shows
that the friction models help to improve the goodness of fit of some moments. In particular,
they do a good job in replicating the variance of GDP, particularly the Baseline model.
As in the data, investment in these models is more volatile than GDP, though still a bit
more than its empirical counterpart. Also, they do a fairly good job in accounting for
the volatility of hours worked. The Baseline model, however, exacerbates somehow the
volatility of consumption while slightly underestimating that of wages. As regards the
interest rate and inflation, the Baseline model is overall as good as the ICC counterpart,
while both the EFP and Pure models overpredict the variation of these variables. The ICC
model implies a larger variance of exports compared to the Baseline model, though both

models still undershoot that in the data. By contrast, the other two models overpredict

206This parameter is interpreted as the fraction of stolen assets in Gertler and Karadi (2011), where it is
calibrated up to 0.381.
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Table 4.6: Steady-state Properties, Models at Posteriors versus Data

Australia United States
Variable

Pure EFP ICC Baseline Data Pure EFP ICC  Baseline Data
Discount factor 0.9983 0.9983 0.9983  0.9983
Investment to GDP ratio 0.27 0.28 0.28 0.27 0.26 0.28 0.28 0.27 0.26 0.25
Consumption to GDP ratio 0.53 0.50 0.51 0.52 0.52 0.52 0.51 0.53 0.54 0.56
Government spending to GDP ratio 0.21  0.22 0.22 0.22 0.23 0.20 0.21 0.20 0.20 0.19
Export to GDP ratio 0.20 0.20 0.20 0.20 0.20
Import to GDP ratio 0.21  0.20 0.21 0.21 0.21
Capital stock to GDP ratio® 10.87 8.69 9.23 8.03 12.10 9.87 7.99 8.45 7.31 10.30
Inflation (APR) 2.48 2.50 2.55 2.58 2.16 2.24 2.26 2.19
Short-term risk-free rate (APR) 4.76 4.75 4.80 4.80 4.44 4.49 4.27 3.92
Credit velocity? 1.68 1.29 1.25 1.20 1.71 1.56 1.56 1.63
Entrepreneurial leverage multiple 1.98 1.95 1.89 2.01 2.08 1.95
Elasticity of the finance premium 0.07 0.05 0.08 0.06
Banking leverage multiple 6.53 6.74 6.42 5.80 5.98 5.65
Divertible fraction of assets 0.15 0.17 0.17 0.18

! Capital stock includes private nonresidential and residential fixed assets, stock of private inventories, and stock of consumer durables

(Source: ABS and BEA).

2 Credit velocity is computed as annual nominal GDP over total credit, where total credit in each economy is respectively defined as credit
market instruments liabilities of non-financial corporations (Source: Finance and Wealth Accounts, ABS) and the sum of credit market
instruments liabilities of non-financial corporate sector plus credit market instruments liabilities of noncorporate sector (Source: Flow of

Funds Accounts, FRB).



this variability, particularly the Pure model. The variance of imports is somewhat
smaller and closer to the data in the Baseline and ICC models, while the EFP model dis-
plays a relatively high figure similar to that in the Pure model. For the real exchange rate,
the three friction models induce variance that comes close to that in the data. Meanwhile,
the Pure model exacerbates the variability of this variable, which is consistently associated
with its more persistent behavior in the absence of financial friction.

The Baseline, ICC and Pure models perform similarly at reproducing persistence in
the data. In particular, all these models are successful at matching the autocorrelation of
GDP, investment and consumption. Meanwhile, the EFP model implies lower persistence
for some observables. As regards the cross-country correlation, the Baseline model either
improves the performance relative to the Pure model or it has similar implications. The
satellite friction models generally do a worse job than either the Baseline or Pure models.
Also, they match the cross-correlation of wages but generate a far too low cross-correlation
of hours worked.

I now focus on financial variables. Overall, the friction models are able to replicate
the behavior of financial series, both in terms of their volatility and cyclicality. The Base-
line model outperforms the satellite friction models in terms of matching the volatility
and persistence of both entrepreneurial and banking spreads. The difference is most ev-
ident in the case of the entrepreneurial spread: the EFP model generates a much more
volatile and less persistent series than its empirical counterpart. The failure of my EFP
model to match the volatility of the entrepreneurial spread is in line with recent results of
Christiano, Motto, and Rostagno (2014) and FuentesAlbero (2012) who rely on estimated
closed economy models containing a BGG financial accelerator mechanism with shocks
directly affecting the contracing problem between the entrepreneur and the bank in order
to replicate the observed variation. A similar result is also obtained by Nolan and Thoenis-
sen (2009). Meanwhile, with richer interactions between the real and financial sectors my
Baseline model offers an alternative way to achieve this goal. The ICC model generates far
too much volatility for banking spread while the Baseline model closely matches the data.
The relatively low volatility of entrepreneurial net worth in the Baseline model also repre-
sents an improvement on the EFP model. However, the autocorrelation of entrepreneurial
net worth is very similar across the EFP and Baseline models. The same is true for the
persistence of credit in the Baseline and ICC models.

Unsurprisingly, the countercyclicality of the spread in the friction models is in line with
the data. The Baseline and EFP models match the procyclicality of entrepreneurial net
worth, though it is a bit too low in the latter. Simultaneously, the friction models are able
to reproduce the procyclical behavior of the credit in the data. However, the Baseline and
ICC models generate (somewhat less) procyclical credit, while it is much too low in the
EFP model. Finally, the Baseline model performs well along the cross-country correlation
of the financial variables. It better captures the negative comovement of Australian spreads
with U.S. GDP, though all friction models generate more countercyclical spreads than their

empirical counterpart. The procyclicality of entrepreneurial net worth is higher in the
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Table 4.7: Data and Model-implied Moments

By Data By Models

Variables

AC CO CR SD AC CO CR
Australia
GDP 0.11 0.96 1 0.98 0.350.22|0.15| 0.14 0.87 | 0.88 | 0.90 | 0.91 1 0.85 | 0.75 | 0.83 | 0.95
I 0.14 094 094 095 0.2310.20|0.18 | 0.17 0.90|0.82|0.91]0.91 0.89|0.88|0.90|0.89 0.83 ] 0.86 | 0.89 | 0.92
C 0.11 0.96 0.99 0.98 0.21]0.180.16 | 0.26 0.91]0.90]0.94|0.93 0.92]0.80]0.83]0.95 0.93]0.84|0.90 | 0.93
H 0.02 0.88 0.54 0.61 0.140.20 | 0.10 | 0.10 0.780.80]0.930.90 0.15|0.45]0.46 | 0.48 0.41]0.21 | 0.28 | 0.50
W 0.09 0.95 098 0.95 0.17]0.20 | 0.15]0.06 0.91]0.82]0.92]0.93 0.93|0.87]0.93]0.94 0.86]0.83]0.85|0.91
R 0.27 0.90 -0.38 -0.29 0.34 1 0.420.31]0.29 0.880.83|0.91]0.91 -0.19 |-0.32 |-0.27 |-0.32 -0.10 |-0.17 |-0.15 |-0.22
e 019 050 024 027 0.280.27 022022 0.41]0.42]0.47]0.49 0.26]0.22]0.20 | 0.26  0.41 | 0.22 | 0.34 | 0.32
X 0.17 0.93 090 0.88 0.2810.26 | 0.14]0.06 0.92]|0.89]0.91|0.92 0.71]0.81]0.84]0.87 0.82]0.85]0.86 | 0.89
M 0.16 0.94 096 0.97 0.22]0.14]0.23]0.14 0.92]|0.85]0.93]0.94 0.71]0.80]0.86]0.93 0.70 | 0.84 | 0.95 | 0.97
RER 0.18 0.94 -0.79 -0.70 0.211]0.27]0.18]0.16 0.93]0.67|0.86 | 0.89 -0.61 |-0.63 |-0.82 |-0.77 -0.41 |-0.82 |-0.79 |-0.78
N, 0.17 0.89 0.34 049 — 10.27]0.42 | 0.25 — 10.73]0.45] 0.87 — 10.27]0.10 | 0.36 — 10.35]0.23 | 0.45
Spre 0.22 0.87 -0.37 -0.52 - 1036 — ]0.28 — ]0.68] — ]0.86 - ]-0.26 | — |-0.34 — |-0.46 | — |-0.45
L 0.36 0.97 097 0.95 — ]0.52]0.40 | 0.40 — ]0.51]0.93]0.93 — | 0.75]0.95 | 0.96 — 10.23]0.90|0.92
Spry, 0.17 0.88 -0.11 -0.21 — | — 10.24]0.19 — | — 10.86]0.87 - | = [-0.09 ]-0.10 - | — |-0.18 ]-0.19
United States
GDP* 0.09 0.96 1 0.21]0.14|0.15]0.12 0.93]0.93 ] 0.94 | 0.95 1
I* 0.12 0.95 0.61 0.230.18 0.17|0.14 0.81/0.91]0.93]0.94 0.52]0.83|0.91 | 0.92
c* 0.11 0.97 0.98 0.23/0.19]0.21 | 0.22 0.94|0.95|0.96 | 0.97 0.92]0.90 | 0.94 | 0.96
H* 0.07 0.98 -0.50 0.2510.15[0.19]0.18 0.91]0.911]0.95]0.92 0.59 | 0.40 | 0.58 | 0.53
W 0.10 0.97 0.97 0.3010.23]0.19]0.08 0.91]0.94]0.96|0.95 0.86|0.93]0.97 | 0.96
R* 0.55 0.97 -0.46 0.63]0.63]0.58 057 0.73]0.88]0.91]0.96 -0.21 |-0.35 |-0.40 |-0.43
* 0.20 0.57 0.12 0.28 10.26 | 0.18 | 0.19 0.50 | 0.45]0.47 | 0.54 0.18 |0.16 | 0.17 | 0.14
N 0.30 0.94 0.82 — 10.34]0.45 ] 0.36 — 10.92]0.89|0.91 — ]0.84]0.65]0.78
Sprs 0.20 0.89 -0.59 - 1018] — ]0.25 - ]082] — ]0.85 — |-042] — 1-0.48
L* 0.17 0.97 0.96 — 10.29]0.21]0.19 — 10.8810.94 ] 0.95 — ]0.70 | 0.89 | 0.92
Spr} 0.46 0.94 -0.32 — | — ]0.43]0.50 — | — 10.95]0.95 — | — |-0.21 |-0.26

Note: SD — standard deviation, AC — autocorrelation, CO — correlation with country-specific GDP, CR — cross-country correlation with U.S. GDP. Results
in each second moment are presented in the following way: the first entry is generated by the Pure model, the second entry by the EFP model, the third entry
by the ICC model, and the fourth entry by the Baseline model.



Baseline and EFP models than in the data, while the Baseline and ICC models generate
relatively low procyclicality in credit. However, the Baseline model still improves on the
satellite friction models since its net worth and credit series are more countercyclical.

Summing up, the Baseline model is most capable of matching key business cycle mo-
ments from the real and financial sides of the Australian and U.S. economies. In contrast,
both the EFP and ICC models generally perform less satisfactorily, particularly the for-
mer. These results demonstrate that the two asymmetric-country model containing two
types of financial frictions serves well in accounting for some of the main business cycle

features.

4.4 Applications
4.4.1 Impulse response functions

I devote this subsection to analyzing the role of types of financial frictions in the trans-
mission mechanism and comparing the economic responses of different models to financial
shocks. This financial shock presentation is motivated by the fact that financial shocks
are contributors of particular interest to real and nominal fluctuations after the GFC. All

shocks are set to produce a downturn.

Net worth shocks

I first examine how the two economies respond to financial shocks that cause exogenous de-
clines in net worth of entrepreneurs and banks. Figure 4.4.1 jointly displays the responses
of three friction models to these temporary shocks.

A reduction in the retention ratio of entrepreneurial earnings means that more earnings
are redistributed toward shareholder consumption while there are fewer financial resources
to purchase new capital. As a result capital demand from entrepreneurs falls, which pushes
down the price of capital. Entrepreneurial net worth continues to fall as declines in the
price of capital reduce the value of entrepreneurial net worth. This leads to standard
financial accelerator effects. The spread rises in response to the declines in net worth,
which results in a weaker demand for capital because it is more costly to obtain bank
loans. Note that as investment goods is a key input into the production of raw capital,
it follows that investment declines. With this decline in the purchase of goods, GDP
and household consumption decrease as well. In equilibrium, the smaller decline in net
worth than in the value of the capital stock (not shown) implies that entrepreneurs reduce
borrowings from banks. In order to meet the decreased demand for loans, credit falls while
leverage multiple rises.

While the same sequence of responses is present in the EFP and Baseline models, loan
supply in the Baseline model is less elastic. The rise in deposits and leverage multiple of
the banking sector requires higher profitability, and thus a higher weighted spread. Hence,
the entrepreneurial spread rises by more in the Baseline model than in the EFP model,
implying a stronger drop in the price of capital and thus a larger rise in the entrepreneurial

leverage multiple, which causes a further increase in entrepreneurial spread. In addition,
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Figure 4.4.1: IRF's to four net worth shocks — Australia (upper panel) and the U.S. (lower
panel).

rises in other components of the weighted spread cause a steeper increase of the banking
leverage multiple in the Baseline model than in the EFP model’s passive banking sector,
which enhances the adverse effect from the jump in entrepreneurial spread of the former
model. Therefore GDP declines more in the Baseline model as a result of stronger declines
in investment and household consumption.

The exogenous shock to banking net worth increases the banking leverage multiple,
leading to a higher weighted spread. A rise in borrowing costs decreases demand for capital,
which in turn lowers investment and the price of capital. A drop in the price of capital
results in a drop in entrepreneurial net worth. Household consumption initially tend to
rise as the drop in banking net worth raises shareholder consumption (not shown), but this
tendency is quickly overcompensated for by a strong decline in household consumption in
response to the fall in the policy rate caused by the economic downturn. The demand for
entrepreneurial loans adjusts only gradually to the decreased credit supply. As a result
credit declines persistently and lags significantly behind GDP and investment. Meanwhile,
the rising profitability of the banking sector implies that its net worth gradually recovers.

The contraction of investment and GDP is larger in the banking friction environment
than with the environment of entrepreneurial frictions. This is because EFP entrepreneurs
— bearing capital losses as the price of capital declines — are leveraged much less than ICC
and Basline banks that also bear this risk. Further, the resulting contraction is always
larger in the environment containing two friction types. Entrepreneurs with constrained

leverage bear more loss as a result of borrowing from constrained banks, which implies a
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double financial accelerator effect in the Baseline model. Hence the percentage decline in
investment and GDP caused by a given decline in the price of capital in the Baseline model
is larger than that caused by the same decline in the price of capital in each respective

satellite model.

Riskiness shocks

Figure 4.4.2 jointly displays the impulse response to an entrepreneurial riskiness shock
in the EFP model, a banking riskiness shock in the ICC model, and both shocks in the
Baseline model.

With a jump in idiosyncratic riskiness, the probability of a low default threshold in-
creases. Banks therefore raise the interest rate on entrepreneurial loans to cover the
resulting costs. Entrepreneurs respond by borrowing less, so lending declines. Capital
demand from entrepreneurs falls due to more costly funding, which pushes down the price
of capital and decreases investment demand. Entrepreneurial net worth falls too because
entrepreneurs suffer the loss associated with the drop in the price of capital and because
their rental income falls with the decline in economic activity. The fall in entrepreneurial
net worth magnifies the impact of the jump in idiosyncratic riskiness through standard
accelerator effects.?” As a result, GDP and household consumption decline. The en-
trepreneurial riskiness shock therefore leads to a countercyclical spread and procyclical
investment, consumption, inflation, credit, and entrepreneurial net worth. Since the lower
entrepreneurial net worth raises the demand for entrepreneurial loans, there is a partial
offsetting effect on credit. The net impact of all relevant effects on credit is negative but
the decline is muted. In equilibrium credit falls less than entrepreneurial net worth, in
percentage terms. Compared to the net worth shock, the response of the economy to the

riskiness shock is small and less persistent.

4.4.2 Cross-border spillovers

The real test of the model structure is to what extent the models can account for the
influence of foreign-sourced disturbances on the home economy. This subsection presents
the cross-border causes of home unconditional variances, showing that foreign shocks play
a relatively larger role in my friction models, especially the model with both types of
financial frictions.

Table 4.8 decomposes the estimated contribution of purely U.S. stationary shocks
to the variability of Australian series shares for four models. For each of three friction
models, I document the importance of the U.S. disturbances by presenting the sum of their
contributions under three categories: financial shocks, non-financial shocks, and all shocks.
Generally the purely foreign stationary shocks matter for the variance decomposition in

the Pure model. Taken together, the conventional U.S. disturbances have effects more

2"There is another effect resulting from a temporary rise in entrepreneurial riskiness. In particular,
the decline in credit associated with the initial reduction in entrepreneurial leverage multiple leads to
a reduction in purchases of new capital by entrepreneurs. This, in turn, causes a decrease in capital
production of households which results in a fall in the price of capital.
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Figure 4.4.2: IRF's to four riskiness shocks — Australia (upper panel) and the U.S. (lower
panel).

than 2% on the variation of the Australian series. Nevertheless the variance shares due to
all conventional shocks fall short of those observed in the data, implying the Pure model’s

inability to account for cross-border synchronisation of business cycles.

The focal point is the friction models’ ability in generating the share of Australian
macroeconomic variability explained by all disturbances originating in the U.S. Frictions
on non-financial firms in the EFP model (columns 3) have a limited effect on the variance
decomposition of hours worked, wages, and inflation but help improve the U.S. share
in GDP, investment, consumption, interest rate, and to a lesser extent open economy
variables. Although the variance shares of most series attributed to all U.S. shocks are
still much lower than the empirical counterparts in the data, the EFP model’s cross-border
spillover rises relative to the Pure model for many variables. Meanwhile, with financial
frictions in the banking sector in the ICC model (columns 4), the fraction of variance in
Australian GDP attributable to U.S. shocks climbs to 18%. In addition, the foreign share
of trade variables and the real exchange rate increase significantly. These results reveal
that the magnitude of the cross-border spillover can be significantly raised by including

banking sectors with financial frictions on a range of loans.?®

A comparison with the last column, which replicates my Baseline model, yields the

central result of this subsection. The largest increase in the share of variation in home

28 Admittedly, the inclusion of also foreign lending to home entrepreneurs and banks would be a better
modeling device to capture the size of spillover effects as well as foreign borrowings of the Australian
private sector.
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Table 4.8: Estimated Contribution of U.S. Disturbances to the Variability of Australian
Series (Percent)

Series \ Model Pure EFP ICC Baseline
GDP 5 4159 10818 1416 20
Investment 3 5318 95|14 12 14|16
Consumption 2 31316 64110 714111
Hours 2 1123 2057 3058
Wage 1 2157 3]5]8 3169
Interest rate 5 517112 78115 819117
Inflation 11 5712 701118 810 18
Export 15 2(22]24  12|15|27 131528
Import 21 5[20|25  23]12]35 2719 |36
Real exchange rate 16 711825 12|14 26 16 | 12| 28
Entrepreneurial net worth 26 5|31 - == 2716 |33
Entrepreneurial spread 12 5|17 - =1]- 171320
Credit B 15| 722 176 | 23
Banking spread - =-1- 15318 1713120

Note: Unconditional variance decompositions are generated by each model evaluated at the
posterior mode. For the friction models, the contribution of the U.S. shocks is presented in the
following way: the first entry is the sum of “financial” shocks, the second entry is the sum of
“other” shocks, and the third entry is the total contribution of both financial and other shocks.
“Financial” represents riskiness and net worth shocks in the entrepreneur sector of the EFP
model or the banking sector of the ICC model, while it encompasses these four shocks in the
baseline model. “Other” includes conventional shocks, the country risk premium shock, and the
degree of technology asymmetry. The only entry in the Pure model corresponds to the total
contribution of “other” shocks.

GDP due to foreign shocks occurs with financial frictions on both non-financial borrowers
and banks, and in this case up to 20% of Australian GDP fluctuations are accounted for
by all U.S. shocks. The fraction of variation attributed to U.S. financial shocks is now
larger than in the other friction models, particularly for GDP, investment, and spreads. In
particular, these shocks explain 14%, 12%, and 17% of fluctuations for GDP, investment,
and entrepreneurial spread or banking spread. Therefore the combination of two types
of foreign financial frictions increase the influence of U.S. disturbances abroad, as made
evident by the last column of Table 4.8. This helps explain why the Baseline model could
fully reconcile model-implied moments and empirical counterparts observed in the same
data for the home economy.

To sum up, cross-border variance decompositions show that the share of variation in
Australian series due to all shocks sourced in the U.S. economy is very non-negligible,
particularly in the Baseline model. This finding is clearly consistent with the model-

implied cross-country correlations in Subsection 4.3.6.

4.4.3 Driving forces of economic fluctuations

To examine the relative importance of shock groups, I analyze the results of the variance
decomposition in the friction models. Table 4.9 reports the percentage of variance in key
variables explained by my different groups of shocks.

On the whole, the picture of variance decomposition is very similar for Australia and

the U.S. The group of within-country financial shocks accounts for a substantial portion
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Table 4.9: Variance Decomposition by Shock Category (Percent)

Series \ Model Pure EFP ICC Baseline

Australia

GDP 404218 271293212 23|29|32]16 2427|3118
Investment 175231 10|45]18 |27 12]30[26]32 13|30 2136
Consumption 126028 11]48]14]27 10]44[16|30 9 |45|17]29
Hours 61]27]12 60|14|16|10 59|12]18|11 57|17|17|9
Wage 71[5(24 48[17[19]16 45|14]21]20 461521 |18
Interest rate 20135145 8]45|30]17 7]33|38|22 7|27|40]26
Inflation 26| 5123 4025|1718 36[20]19|25 2825|2225
Export 711875 18]9]60]13 11]2]67]20 10]5]69 |16
Import 412571 8[31]52]9 6215914 5]24|57]14
Real exchange rate 614180 3187910 2|11|72]|15 3197810
Entrepreneurial net worth 2211137130 8213140
Entrepreneurial spread 2192842 1218 | 25| 45
Credit 12173140 121729 | 42
Banking spread 151712939 15]|17]28 |40
United States

GDP 5347 | — 40|43 | — |17 36]42]— |22 36|38|— |26
Investment 20 (71| — 20[50|— |30 18|43|—|39 17]31|— |52
Consumption 27 (73| — 8|70|—|22 10]65|—]25 11]60]|— |29
Hours 72028~ 70[16| — |14 68]16|—|16 65|20 | — |15
Wage 75025) — 60[20] —|20 64]17]— |19 57]25|— |18
Interest rate 33|67 — 20|55|—]25 18|52|—130 17]49|—| 34
Inflation 3061 |~ 39[46|— |15 42|37 —|21 40|32|— |28
Entrepreneurial net worth 24 |28 | — | 48 11]129|— |60
Entrepreneurial spread 25125 | —150 15 27| — | 58
Credit 23 (17| — |60 18|18 | — | 64
Banking spread 25120 — |55 22|26 —]52

Note: Unconditional variance decompositions are generated by each model evaluated at the posterior mode.
In all models, the first entry corresponds to the “supply” category containing technology shocks and shocks
to the markups; the second entry corresponds to the “demand” category including shocks to intertemporal
preference, marginal efficiency of investment, government spending, monetary policy and inflation target; and
the third entry corresponds to an “external” category including country risk premium, commodity demand,
relative commodity price, asymmetric technology, foreign financial and non-financial shocks. For the friction
models in particular, the fourth entry is a “financial” category which includes domestic banking riskiness and

net worth shocks.



of business cycle fluctuations in each of countries, though the highest share of vari-
ance in standard macroeconomic variables is driven by conventional shocks. Consider
the Baseline model. The within-country financial shocks explain more than a third of
the volatility of investment in Australia and 52% of that volatility in the U.S. Regard-
ing financial variables, the financial driving force is even more substantial, accounting
for more than 40% of fluctuations. It is noteworthy that, the contributions of financial
shocks to open-economy business cycles are very different from the results for the closed
economy. In particular, the importance of financial shocks is relatively high for both
financial and standard macroeconomic variables in the U.S. This is because external
shocks crowd out the importance of domestic financial disturbances on Australian busi-
ness cycles, in which U.S. financial shocks play a very non-negligible role as analyzed in
Subsection 4.4.2.

In summary, the cross-border and cross-country variance decomposition analysis
quantifies the sense in which financial shocks in the Baseline model generate dynam-
ics that best resemble business cycles. This is the principal reason my empirical analysis
assigns such a large role to financial shocks originating from both sides of the credit

market in their account of business cycles.

4.5 Concluding remarks

This paper has sought to contribute to the growing literature on DSGE models with fi-
nancial frictions by developing a macro-finance model that combines two main financial
friction approaches in the business cycle framework of two asymmetric countries. The
model has integrated a demand-side approach which stresses financial frictions on con-
strained entrepreneurs with a supply-side approach which stresses the role of banks with
constrained leverage. Financial frictions in my model therefore are not only operating
via entrepreneurs’ balance sheets but also through changes in banks’ balance sheets.

I have showed how combining two financial friction approaches is useful for character-
izing country-specific business cycles. In particular, whereas all three financial friction
models have similar performance in accounting for standard macroeconomic variables,
financial series are better explained by the Baseline model. In addition, the additional
amplification provided by a double financial accelerator effect allows the Baseline model
to improve upon the satellite friction models’ ability to match the volatility of the spreads
in the data, as well as investment and other variables. The presence of both types of
financial friction also amplifies the response of the spreads and the overall economy to
financial shocks, as compared to models augmented with either BGG-type or GK-type
financial accelerators. My results support the earlier findings of Rannenberg (2016), who
used a calibrated model in a closed economy setting. This suggests that the financial
friction approaches embedded in the structural asymmetric-country model are helpful in

improving empirical performance, in particular at cross-border synchronization.
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Of course, the Baseline model remains stylized and should be further developed. In
particular, my analysis raises questions about the deeper determinants of the financial
shocks identified as being important driving factors of within-country fluctuations and
cross-country comovements. Furthermore, one could consider a model extension with
home bankers and entrepreneurs subject to the same types of domestic financial fric-
tions when also obtaining funds from abroad, which would help compare the relative

importance of home wvis-a-vis foreign financial frictions in propagating external shocks.
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Chapter 5

Conclusion

This thesis has dealt with problems in financial sectors that are a source of business cycle
disturbances in the framework of two asymmetric countries. My theoretical work has
developed detailed structural models of those financial disturbances, which by nature
incorporate and tailor financial friction approaches into an otherwise two asymmetric-
country New Keynesian DSGE model. The models are brought under Bayesian extensive

empirical scrutiny for Australian and U.S. macroeconomic and financial data.

The first paper worked with financial frictions on the supply side of the credit market.
The model focuses on the introduction of an incentive compatibility constraint tied to
the expected value of banking funds. The incentive compatibility constraint designed in
this paper allows investigation of the effect of an optimal portfolio of loans on macroeco-
nomic and financial aggregates and the role of one of the institutional characteristics of
the credit market, namely the banking leverage multiple. It is well known that in pure
trade open economies it may be difficult to rationalize the empirically observed interna-
tional synchronization of business cycles. The presence of this kind of financial friction
has important consequences for the cross-border transmission and spillover of shocks,
given that the friction model variants’ performance, relative to the pure trade open
economy model, are better. Moreover, the friction model with full incentive compatibil-
ity constraint outperforms its less-constrained variants and the pure trade open econ-
omy model in reproducing the cross-border synchronization of business cycles. Notably,
country-specific financial shocks explain a substantial portion of economic fluctuations
across countries and foreign financial shocks play a non-negligible role in cross-border

spillovers.

The second paper compared the resulting performance of model extensions following
the extension of the pure trade open economy model with two types of financial frictions.
The first model extension incorporates the approach of financial friction at non-financial
borrowers in the form of a costly verification problem, while the second includes the
approach of financial friction at banks due to the presence of a moral hazard problem.
Simultaneously, the two model extensions allow for shocks specific, but comparable,

to each financial friction approach. Taking the pure trade open economy model as
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a benchmark, the empirical exercise evaluates the performance of two friction model
versions and the role of each type of financial friction. Comparing the results shows
that the presence of financial frictions improves the econometric fit of the pure trade
open economy model. The friction model versions also overcome the shortcomings of
the pure trade open economy model in reproducing the cross-border synchronization
of business cycles. Furthermore, the empirical evidence favors the model version with
financial frictions in the banking sector.

In the third paper, the dynamics of the model are simultaneously influenced by two
types of financial frictions, which originate from endogenous variations in the balance
sheets of constrained entrepreneurs and banks. In particular, entrepreneurs face leverage
multiple constraints and thus run up an external finance premium. Changes in idiosyn-
cratic risk, and in net worth, then have a direct impact on entrepreneurs’ borrowing
conditions. Simultaneously, lending rates are affected by changes in the availablity of
funding as asset divertability impairs banks’ ability to provide loans. The constraint
not only creates an endogenous wedge between the lending rate and deposit rate but
also affects the credit supply capacity of the banking sector. This, combined with the
fact that a bank’s ability to extend loans to non-financial borrowers is positively related
to its net worth and expected earnings, contributes to a magnification of shocks. The
economic outcome of the model is therefore affected by the coexistence and interaction
of different financial accelerator mechanisms. Empirically, combining financial frictions
from both sides of the credit market is useful for characterizing within- and cross-country
business cycles. In addition, the simultaneous presence of two types of financial frictions
amplifies the response of the spreads and the overall economy to financial shocks, as
compared to the models excluding either of the two types of financial frictions. Indeed,
the additional amplification provided a double financial accelerator effect enhances the
model’s ability to match the volatility of the spreads in the data, as well as investment
and other variables. This suggests that the financial frictions approaches embedded in a
structural, two asymmetric-country model is helpful in improving empirical performance,
in particular in cross-border synchronization.

To sum up, I have shown in this thesis that modern cross-border New Keynesian
DSGE models are able to fit the main macroeconomic and financial data very well
in a two asymmetric-country general equilibrium framework, if one incorporates well-
developed domestic financial sectors and allows for financial frictions and a sufficient
set of non-financial and financial stochastic structure. The results from my thesis sup-
port the incorporation of existing financial friction approaches into the business cycle
framework in the two asymmetric-country setting. This result is largely stable to various
estimations across models and their modifications. I see this robustness as suggesting
that cross-border macro-finance modeling is a promising direction along which to bridge
the international macroeconomic literature and the financial friction literature. I believe

that the thesis makes significant contributions to the process of developing cross-border
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macro-finance New Keynesian DSGE models that match both data and economic intu-

ition. This should benefit academic and policy-oriented research.

123



124



References

Adolfson, Malin, Stefan Laséen, Jesper Lindé, and Mattias Villani. 2008. “Evaluat-
ing an Estimated New Keynesian Small Open Economy Model.” Journal of Economic

Dynamics and Control, 32(8): 2690-2721.

Adolfson, Malin, Stefan Laséen, Jesper Lindé, and Mattias Villani. 2007. “Bayesian
Estimation of an Open Economy DSGE Model with Incomplete Pass-through.” Journal
of International Economics, 72(2): 481-511.

An, Sungbae, and Frank Schorfheide. 2007. “Bayesian Analysis of DSGE Models.”
Econometric Reviews, 26(2-4): 113-72.

Arellano, Cristina, Yan Bai, and Patrick Kehoe. 2012. “Financial Frictions and Fluctu-
ations in Volatility.” Federal Reserve Bank of Minneapolis Research Department Staff
Report 466.

Bean, Charles. 2010. “Joseph Schumpeter Lecture the Great Moderation, the Great

b

Panic, and the Great Contraction.” Journal of the European FEconomic Association,

8(2-3): 289-325.
Beck, Thorsten, Andrea Colciago, and Damjan Pfajfar. 2014. “The Role of Financial

Intermediaries in Monetary Policy Transmission.” Journal of Economic Dynamics and
Control, 43: 1-11.

Benigno, Pierpaolo. 2009. “Price Stability with Imperfect Financial Integration.” Jour-
nal of Money, Credit and Banking, 41(1): 121-149.

Bernanke, Ben S., and Mark Gertler. 1989. “Agency Costs, Net Worth, and Business

Fluctuations.” American Economic Review, 79(1): 14-31.

Bernanke, Ben S., Mark Gertler, and Simon Gilchrist. 1999. “The Financial Accelerator
in a Quantitative Business Cycle Framework.” In Handbook of Monetary Economics, Vol.
1C, edited by John B. Taylor and Michael Woodford, 1341-93. Amsterdam: North-
Holland.

Bloom, Nicholas. 2009. “The Impact of Uncertainty Shocks.” Econometrica, 77(3):
623-85.

Bloom, Nicholas, Max Floetotto, Nir Jaimovich, Itay Saporta-Eksten, and Stephen
Terry. 2012. “Really Uncertain Business Cycles.” National Bureau of Economic Re-
search (NBER) Working Paper 18245.

125



Brunnermeier, Markus K. and Yuliy Sannikov. 2014. “A Macroeconomic Model with a

Financial Sector”. American Economic Review, 104(2): 379-421.

Brunnermeier, Markus K., Thomas M. Eisenbach, and Yuliy Sannikov. 2012. “Macroe-
conomics with Financial Frictions: A Survey.” NBER Working Papers 18102, National

Bureau of Economic Research, Inc.

Brzoza-Brzezina, Michal, and Marcin Kolasa. 2013. “Bayesian Evaluation of DSGE
Models with Financial Frictions.” Journal of Money, Credit and Banking, 45 (8):
1451-1476.

Carlstrom, Charles T., and Timothy S. Fuerst. 1997. “Agency Costs, Net Worth,
and Business Fluctuations: A Computable General Equilibrium Analysis.” American
Economic Review, 87(5): 893-910.

Christensen, lan and Ali Dib. 2008. “The Financial Accelerator in an Estimated New
Keynesian Model. Review of Economic Dynamics, 11(1): 155-178.

Christiano, Lawrence J., Roberto Motto, and Massimo Rostagno. 2010. “Financial

Factors in Economic Fluctuations.” ECB Working Paper, 1192.

Christiano, Lawrence J., Martin Eichenbaum, and Charles L. Evans. 2005, “Nominal
Rigidities and the Dynamic Effect of a Shock to Monetary Policy.” The Journal of
Political Economy, 113(1): 1-45.

Christiano, Lawrence J., Mathias Traband and Karl Walentin. 2011. “Introducing
Financial Frictions and Unemployment into a Small Open Economy Model.” Journal of
Economic Dynamics & Control, 35(12): 1999-2041.

Christiano, Lawrence J., Roberto Motto, and Massimo Rostagno. 2014. “Risk shocks.”
American Economic Review, 104 (1): 27-65.

De Graeve, Ferre. 2008. “The external nance premium and the macroeconomy: US
post-WWII evidence.” Journal of Economic Dynamics and Control, 32(11): 3415-3440.

Dedola, Luca, Peter Karadi, and Giovanni Lombardo. 2013. “Global Implications of

National Unconventional Policies.” Journal of Monetary Economics, 60(1): 66-85.

Erceg, Christopher J., Dale W. Henderson, and Andrew T. Levin. 2000. “Optimal
Monetary Policy with Staggered Wage and Price Contracts.” Journal of Monetary
Economics, 46(2): 281-313.

Fernandez, Andrés, and Adam Gulan. 2015. “Interest Rates, Leverage, and Business

R

Cycles in Emerging Economies: The Role of Financial Frictions.” American Economic

Journal: Macroeconomics, 7(3): 153-88.

Fisher, Jonas D. M. 1999. “Credit Market Imperfections and the Heterogeneous Re-
sponse of Firms to Monetary Shocks.” Journal of Money, Credit, and Banking, 31(2):
187-211.

126



Gelain, Paolo. 2010. “The External Finance Premium in the Euro Area: A Useful
Indicator for Monetary Policy? ECB Working Paper, 1171.

Gerali, Andrea, Stefano Neri, Luca Sessa, and Federico M. Signoretti. 2010. “Credit and
Banking in a DSGE Model of the Euro Area”. Journal of Money, Credit and Banking,
42(6): 107-141.

Gertler, Mark, and Peter Karadi. 2011. “A Model of Unconventional Monetary Policy.”
Journal of Monetary Economics, 58(1): 17-34.

Gertler, Mark, and Nobuhiro Kiyotaki. 2010. “Financial Intermediation and Credit
Policy in Business Cycle Analysis.” In Handbook of Monetary Economics, Vol. 3, edited
by Benjamin M. Friedman and Michael Woodford, 547-99, (Chapter 11). Amsterdam:
North-Holland.

Gertler, Mark, and Nobuhiro Kiyotaki. 2015. “Banking, Liquidity, and Bank Runs in

an Infinite Horizon Economy.” American Economic Review, 105(7): 2011-43.

Gertler, Mark, Nobuhiro Kiyotaki, and Andrea Prestipino. 2016. “Wholesale Banking
and Bank Runs in Macroeconomic Modelling of Financial Crises”. NBER Working
Paper, 21892.

Gilchrist, S, Ortiz, A, and Zakrajsek, E 2009, ‘Credit risk and the macroeconomy: Evi-

dence from an estimated DSGE model’, Mimeo.

Tacoviello, Matteo. 2005. “House Prices, Borrowing Constraints, and Monetary Policy

in the Business Cycle.” American Economic Review, 95(3): 739-764

Justiniano, Alejandro, and Bruce Preston. 2010. “Can Structural Small Open-economy
Models Account for the Influence of Foreign Disturbances?” Journal of International
Economics, 81(1): 61-74.

Justiniano, Alejandro, Giorgio E. Primiceri, and Andrea Tambalotti. 2010. “Investment

shocks and business cycles.” Journal of Monetary Economics, 57(2): 132-145.

Kamber, Gunes, and Christoph Thoenissen. 2013. “Financial Exposure and the In-
ternational Transmission of Financial Shocks.” Journal of Money, Credit and Banking,
45(2): 127-158.

Kiley, Michael, and Jae W. Sim. 2011. “Financial Capital and the Macroeconomy: A
Quantitative Framework.” Federal Reserve Board Finance and Economics Discussion
Series 2011-27.

Kiyotaki, Nobuhiro, and John Moore. 1997. “Credit Cycles.” Journal of Political
Economy, 105(2): 211-248.

Kollmann, Robert, Zeno Enders, and Gernot J. Miiller. 2011. “Global Banking and

International Business Cycles.” European Economic Review, 55(3): 407-426.

127



Kollmann, Robert. 2013. “Global Banks, Financial Shocks, and International Business
Cycles: Evidence from an Estimated Model.” Journal of Money, Credit and Banking,
45(2): 159-195.

Nolan, Charles, and Christoph Thoenissen. 2009. “Financial Shocks and the US Busi-
ness Cycle.” Journal of Monetary Economics, 56(4): 596-604.

Nurno, Galo, and Carlos Thomas. 2017. “Bank Leverage Cycle”. American FEconomic

Journal: Macroeconomics, 9(2): 32-72.

Queijo von Heideken, Virginia. 2009. “How Important are Financial Frictions in the
United States and the Euro Area?” Scandinavian Journal of Economics, 111(3):
567-596.

Quadrini, Vincenzo. 2011. “Financial Frictions in Macroeconomic Fluctuations.” Fco-
nomic Quarterly, 97(3): 209-254.

Rannenberg, Ansgar. 2016. “Bank Leverage Cycles and the External Finance Pre-
mium.” Journal of Money, Credit and Banking, 48(8): 1569-1612.

Smets, Frank, and Rafael Wouters. 2007. “Shocks and Frictions in US Business Cycles:
A Bayesian DSGE Approach.” American Economic Review, 97(3): 586—606.

Townsend, Robert M. 1979. “Optimal Contracts and Competitive Markets with Costly
State Verification.” Journal of Economic Theory, 21(2): 265-293.

Villa, Stephania. 2016. “Financial Frictions in the Euro Area and the United States: a
Bayesian Assessment.” Macroeconomic Dynamics, 20(5): 1313-1340.

Villa, Stephania and Jing Yang. 2011. “Financial Intermediaries in an Estimated DSGE
Model for the United Kingdom.” Bank of England Working Paper, 431.

128



Appendices

129






The Appendices contains technical details on the solution, transformation and ap-
proximation of my model, as well as the dataset and some additional information not
included in the text of the thesis. In particular, I present: A) the optimization problems
and FOCs; B) the scaling of variables; C) the equilibrium conditions; D) the steady
state; E) the log-linearized equilibriums; F) the normalization of the shocks; G) the
details of the dataset; H) the measurement equations.

Uppercase letters denote variables in levels while lowercase ones denote variables
after being transformed. State states are lowercase letters without time subscript while
lowercase letters with hat and time subscript are log deviations from steady state. I only
present the formulation of the Foreign economy where mathematical differences exist,
otherwise they take identical forms to those of the Home economy with all variables and

parameters denoted by the asterisk “*”.
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Appendix A

Optimization problems and first
order conditions

A.1 Domestic goods producers

Homogeneous goods producer. Profit maximization yields the following demand curve

for the variety j:
Adt

P, -5 =1
(A1) Y, — ( ;ﬂf) “Ty,
t

The aggregate price of the homogeneous goods is a CES aggregate of the prices of

the intermediate goods

1 1
(A2) b= [/ Pj?td’tldj]
0

Intermediate goods producers. The monopolist’s profit is given by:

(A.3) P;jYj — Zk,tKj,t[l + ’L)K(Rﬁt —-1)] - Wthj7t[1 + UH(Rf,t —1)]

(A.4) PiYji — Zpi K1+ vk (R — 1)] = Wik [l + vg (R, — 1)]

Cost minimization, in equilibrium, yields the following rental rate:

« Wt [1+UH(th—].)] ht
A5 Ty = : —
(45) YT 1o [tok(Rpe—1)] K

a Wil+vg(Ri—1)] h

T1-a [Mtux(R—1)] K

(A.6) Zyy

)

Note: The pair of equations (A.3) and (A.5) is derived from the Baseline model
in Chapter 2, the ICC version in Chapter 3, and the Baseline model in Chapter 4.
Meanwhile, the pair of equations (A.4) and (A.6) is derived from the Pure model and
the EFP version in Chapter 3.
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The optimal price set by the monopolist results from the following optimisation

problem:
max Ethd (ﬁ],tXt t+s MCt) Jt+s
J,t
p At
P' /\d,t—l
subject to Yiits = Z3tXttts Yits
Pt+s

where the term th 1 is a cumulative inflation-indexation factor given by
d Hf:lﬁédﬂtl—;lﬁl ifs > 1
Xtt+s = . :
’ 1 ifs=0.

The first-order condition is given by:

(A7) EtzgflﬁsAt+sﬁ+s [Ptxf,m - )\d,t+sMCt+8} =0

The aggregate price index for domestic goods is given by

- = [(1 ~ &) ( )Adltl +8&d (Wt ™ P 1) Ad;lrd’rl

A.2 Exporters

Profit maximization implies the demand function for variety j of non-commodity
export goods

)‘z,t
P' _Az,t_l
(AQ) Xjnon,t = (le“yt> Xnon,t
z,t

The aggregate price charged by the representative, competitive retailer is

1 < 1 )\z,tfl
2i—1 ;.
(A.10) Pri = [ | dg}

The first-order condition for the j** non-commodity exporter is given by

0
(All) Etzgiﬂs/\t—l-anon,t—l-s [Pa:,tX;tJrs - )\ac,tMC:v,t+s:| =0
s=0

The aggregate price index for non-commodity export goods is given by

(A.12) Py = [(1—&:)( Pri) g, (7= miats Paa- )Az,i-l]m‘l
A.3 Importers

The optimal price set by the j** retailer results from the following optimisation

problem:

A -
max EtZ£S p H_S [ij,tXZq;H_s — MCpt| Mjm,i+s

jm,t
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>‘m,t

P: m T xi—-1

. Jmt Xt t+s ot

subject to  Mjmits = < My 45
Pm,t+s

where the term xj’;,  is a cumulative inflation-indexation factor given by
I mpmal—tm ifs > 1
(A.13) OV S
’ 1 ifs=0.

The first-order condition is given by:

0o
(A14) EtzgﬁnﬁsAtJrst,t+s [Pm,txz’it+5 - )\m,tMCm,tJrs] =0
s=0

The aggregate price index for import goods is given by

1 1 )\m,tfl
(A15) Py = [(1 &) (Pnt) ™"+ o (R iy P ) *’“‘1}
A.4 Final goods assemblers

Profit maximization yields the following demand curve for the import variety j:

Am,t

ij,t

T N1
(A.16) Mjpy = (=222) 7™
Pm,t

The aggregate price of the two bundles of import consumption and investment goods

is a CES aggregate of the prices of the differentiated import goods

1 1 Am,t—1
(A.17) Ppni = [ /0 P dj}
A.5 Households

Choice of Allocations. In the models with financial frictions, the FOCs for maximiz-
ing the representative household’s intertemporal utility with respect to Ci, Dy, Df, I,

and h; are give by:

bt bt+1

A18 Poyhy = ———=— — BbE, ————
( ) e Cy — bCy_+ p tCt+1 - bCy

A
(A.19) —A+ BE =R =0

Te+1

A

(A.20) Ay = BE =" [Sp1 Ry Dy(.)]

Tt41

F [ I \? I
1<t) F<t>1t
2 \I; Ii 1) Ii 4
Ay L1\ (L1’
+ BE: {Ath(,t—HMtHF N7 I,
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h"H
t

For the Pure model in particular, two additional FOCs for maximizing the represen-

tative household’s intertemporal utility with respect to K; and u; are give by:

(A.23) Zyt = Piya (u)

A
(A.24) Q= BPE: { X;l (1= 0)Qk 141 + Zrpr1uets — ]Di,t+la(ut+l)]}

Wage setting. Profit maximization by the representative, competitive contractor

implies the labor demand function

Aw,t

Wi\ wi-1
(A.25) hjs = <mjt) " h
t

where W;; is the nominal wage rate received from the contractor by all workers of
labor type j, while the nominal wage rate paid by intermediate good producers for their

homogeneous labor services is

(A.26) [/ W rwﬁ_l

The complementary fraction 1— ¢, of unions sets an optimal nominal wage rate W ;

by maximizing

ﬁ At+SPt — T w b Jl,ti.f
Zﬁw A Pres Rjtts | Ett+sWitXe s — PH T

subject to the demand curve (20), where the term Xit+s 18 @ cumulative wage-indexation

factor given by

Xd _ o1 () (7Tc,t+l—1)1_Lw ifs >1
tt+s 1 a0, .

The FOC for this problem is

AisP - Ry,
(A.27) { E fwﬁ H g litts [”j,thHs — Aw,t4sbt s _;H ] } =0

The law of motion of the nominal wage rate is given by

1 >\w,t 1
(A‘QS) Wt = |:(1 - £w) it~ Pt + gw ( i,;iul)gz,tvvj,tfl) Aw’t1:|
A.6 Entrepreneurs

The strict equality of the cash constraint is
B Wi+1
[1 = F(©r41)] Ropr1Ley + (1 — p) Rr 1 Qg 1 Kieg / w dF(w,0¢t) = RiLey.
0

136



Using the facts Ryyq1Les = @ir1Rri41Qx K11 and Loy = Qi Kiy1 — Ney, the

cash constraint is rewritten as follows:

_ Wet1
Rypi1Qp 1 K {[1 = F(@p1)] @1 + (1 = M)/ w dF(%%,t)}
0

= Rt(Q[’(,thJrl — Neyt)

or equivalently,
(A.29) Get By p+1 [['(@e+1) — pG(@0r1)] = Re (Bet — 1) -

Now, the banker maximizes Fi{[1 — I'(0¢11)] Rk t+1Pe,t Ne,t } subject to (A.29) taking
N as given. The FOCs with respect to the entrepreneurial leverage multiple, lending

rate and Lagrange multiplier are given by

(A30)  (0¢et) :  Riprr [ — T(@r41)] + &Rkt [D(@r41) — pG(0r41)] — Be =0
(A.31)  (ORey): I (@p41) + & [T (@41) — pG (@141)] =0
(A.32) (0&t) Get Bk t+1 [D(©0r41) — pG(@r41)] — Ri (¢er — 1) = 0,

where & is the Lagrange multiplier associated with the cash constraint. It is straight-

forward to verify from the optimality conditions of the Lagrange multiplier that

R et — 1
(A.33) L(@41) = pG(@e41) = i tt+1 (qbq; t )

Note: The optimization problem and the FOCs of entrepreneurs are derived from the
EFP version in the Chapter 3. The deposit rate, Ry, is replaced by the ex post return,
R ¢4+1, when the same optimization problem and the similar FOCs are applied to the

Baseline model in Chapter 4.

A.7 Banks

Using the method of undetermined coefficients, I show that the banker’s problem

o
_ 1=
Vit = By g (1= 0p41) 014145 8° Bt i1+ Njt145
s=0

can be linearly expressed as
Vit = TraLljre + TatLljzt + TetLjet + v Njb e
Firstly, the bank’s net worth evolves over time as

Nijptv1 = Rpiljri+ ReyLjes + R iLjey — Ry Djy
= (Rpt— R)Ljpt + (Rop — Re)Ljog + (Rt — Re) Ljesr + ReNjp ot
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so the objective of banker can be rewritten as

[o@)
Vit = EtZ(l — 0111) 014585 B ti1as [(Rpirs — Rivs) Lifats
s=0

+(Rx,t+s - Rt—i—s)Lja:,t—i—s + (Rk,t+s - Rt+s)Lje,t+s + Rt+ijb,t+s]

or equivalently,

o
- L,
(A34) Vie= B> (1= 00101468 Eptns |(Rpews — Revs) 25215,

5:0 LJf7t
L; L Ny
+(Rapvs — Rits) It Lzt + (Ritvs — Rits) Jetts Lijet + Rijs—2 s Nipi| -
Ljy Ljet Nijpt
Thus,

(A.35) Tt = EtZ(l - 9t+1)9t+1+5/68+15t,t+1+s(Rf,t-l-s - Rt+s)#

s=0 Jrt
(A.36) Tot = Ery (1= 0001)001458° S s (Raps — Rt+s)£x,7’t+s

s=0 J,t

s L
- et

(A.37) Tet = EtZ(l — 0111) 041458 T s (Reggs — Rt+s)%+s

s=0 et

o0
N.
_ 1— Jjb,t+s
%= Ery (1= 0i41)01168°" StttisRirs 5 —
s=0 bt

The proof for each auxiliary variable 7, 7, ¢, T+ and 7; follows an expansion around

the definition of Vj ; in (A.34) and a straight forward notation in recursive form. I proceed

with
s {Z(l = Or41)0u 1458 B g5 Res ]ifbjﬁs}
s=0 bt
= BEA(l = 011)S 1 Re} + By {Z(l - et-l—l)9t+1+sﬁ5+15t,t+1+th+s]i;;z—:s}
s=1 ,
= BEA{(1—0i41)Z 1R}
= Nijb,t+1 > o Njpiss
+BE; {9t+1:t7t+1fvj’b’t2(1 — 0141)0r 41450 :HLHHSRHSJVJMH}
s=1 ,

Using the definition of ~; evaluated at t 4 1:

o0
N
= 1= jbit+s
Yt = B (1= 0s1)01168° T Bt s Ris 1
s Njp 41

o
Njp
—_ Jbt+s
= Lk g (1 —9t+1)9t+1+sﬁs:t+1,t+1+th+sN
po b,t+1

Inserting 441 into ~; yields:

— — N,
(A.38) Yo = BEA(l—=041)Z 1R} + BE: {9t+1:t,t+1 Ji;]ftﬂ%ﬂ}

Jbit

_ N
= pE {:t,t+1 [(1 = Opp1) Ry + 0111 ]if’tﬂ%ﬂ}
bt
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The expressions of 77, 7, ¢, and 7.; can be obtained using an analogous procedure.

Now, the banker maximizes (A.34)
subject to Vie > i (Ljfe + Ljey + Ljey) 0<m <1,

taking Ny as given. The FOCs with respect to optimal loans and Lagrange multiplier

are given by

(A.39)  (OLyy): (1 +&)mpe — &we =0
(A.40)  (DLyy): (1+ &) et — & =0
(A41)  (OLey) : (1+&)Tet — & =0

(0&):  TreLlypy 4+ TegLoy + TegLet +veNoy — e (Lt + Loy + Ley) > 0

where & is the Lagrange multiplier associated with the incentive compatibility con-
straint. Notice that the first three conditions hold with equality if & > 0, otherwise they
hold with strict positive inequality. It is straightforward to verify from the optimality
conditions for types of loan that 7/ = 7,y = 7.y = ;.

Note: The optimization problem and the FOCs of banks are derived from the Baseline
model in Chapter 2 and the ICC version in Chapter 3. The non-contingent return on
capital, Ry, is replaced by the ex post return, R.;y1, when the same optimization

problem and the similar FOCs are applied to the Baseline model in Chapter 4.
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Appendix B

Scaling of variables

The model solution requires that the endogenous variables are stationary, so we need to
transform the variables in order to induce stationary. Note that all real variables, with
the exception of hours worked, in each economies share a real stochastic trend, which is
the level of technology consistent with the balanced-growth property of the theoretical
model. Also, all nominal variables of each economy have a nominal stochastic trend
in common as the monetary authority aims to achieve the inflation target. To render
the model stationary, I therefore detrend all real variables of the home and the foreign
economies with the trend level of technology, {z:, 2}, and deflate all nominal variables
by the price of domestic goods, {P;, P;'}, respectively.

There are, however, some exceptions from the above conventions. First, since wage
rate and financial variables not only have a nominal stochastic trend but also are assumed
to grow in line with technology, they are scaled with both the price of domestic goods
and the trend level of technology. Second, capital stock is a predetermined variable,
thus it is scaled with the lagged value of technology level. Third, the marginal utility of
consumption is scaled up with the trend level of technology because this marginal utility
decreases as consumption increases along the balanced-growth path.

Real variables are scaled as follows:

A=A Y e _ Cay ~ Cmy Gy
= \tZt, Yt = —, Ct = —, Cdt = ) Cm,t = Cot =
Zt Zt Zt Zt Zt
L gy N L - Ky I Kit1
= —, Wt = —» Imt = , t+1 = ) t+1 =
Zt Zt Zt Zt Zt
_ Xt _ Xnon,t _ Xcom,t _ Mt
Ty = —, Lnon,t = , Lcom,t = ) my =
2t 2t 2t 2t
*
_ StBi4
ay =
2 Py
£
.Y
Y = *
“
Prices are scaled as follows:
MC, MCy MC., MCim
meg = mcgt = MCem,t = MCimit = —FH
P’ P P P



Qi Dy Wi

qt = 2kt = Wt = ——
P’ P’ 2Py
o Ry _ Rk:,t o Re,t
Tt = —, Thit+1l = — Tet+1 =
Tt4+1 Tt4+1 Tt41
* *
Ry Ry Ry . By « _ Lepy
Tot = ) Tig = — Tyt = ) Tmt = % > TeFt+1 = %
T4+1 Tt+1 T+1 Tit1 M1
Financial variables are scaled as follows:
n. o, — Ne,t I VV@,t
7t - 7t -
‘ ZtPt7 ¢ 2 Py
I, — Lt [— Le,t I . Lf,t l . Lm,t I . Lm,t l o LeF,t
t= "% et = = ot = mit = Ft =
P, wpP, T Py %P, Py BT

S Nyt S Vit

bt = bt = —

%Py’ 2Py

Real exchange rate, rery, is defined by:
S Py
rer; =
Pct

)

Scaling conventions of relative price are as follows:

Dot = Pc,t I o Pcm,t Dit = Pi,t
ct — 5 cm,t — it —
P’ P’ P
_ jjim,t * _ Pcom,t * Px,t
Pimt = P, 3 pcom,t - P ) px,t - *
t t t

Other conventions of relative prices used are:

D Pcm,t D Pc,t P F)im,t P F)i,t
cme,t = y cem,t = ’ imi,t = ) iim,t =
Pc t Pcm,t H t ’ Rm,t

t]
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Appendix C

Stationary equilibrium conditions

This appendix displays all the equilibrium conditions of the models, which are written

in terms of the scaled variables.

C.1 Firms

Domestic good producers

(C.1) ye = eckh; " — @

(C2) lf,t = UKZk,tkt + ’UH’U}t]’Lt

o wlltvm(Ry D]k
l—a [1+vg(Rpe—1)] K

(0-3) 2kt

(C4) mey = <1>°‘ (1 ! a)l“* e (14 vie (Rpe — 1))]@6[:% (14 vt (Rps — 1))

. (6 Wt D“_'UH(Rt — 1)]@
Cl—a [L+vg(R—1)] ke

(0-5) 2kt

IN*/ 1 \'™® 1 Ry — 1)]* [wy (1 R, —1))'
©6) o= (1) () 7 et (R N o (1)
11—« €t
Note: The pair of equilibrium conditions (C.3-4) is written for the Baseline model in
Chapter 2, the ICC version in Chapter 3, and the Baseline model in Chapter 4. Mean-
while, the pair of equilibrium conditions (C.5-6) results from the Pure model and the

EFP version in Chapter 3.

- 58)\754—5 d
(C.7) EthgTyj,t-s-s {ﬁj,tXt,t—i-s - mct+s:| =0
s=0
1 1 Ad,tfl
(08) 1= |:(1 _ fd) (ﬁt))\d,tfl + §d (ﬁédﬂ_tl:lbd,ﬂt—1> Ad,t—1:|
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Exporters

(C.9) Lt = Tnon,t + Teom,t
(C.10) Tnongt = (Purt) " Gy %
(C.11) Teom,t = Ecom,t& Vi 21
(C.12) lzt = vxxy

(C.13) MCyt = L+ vx (s — 1))

*
TeTtPetPy t

14+ vx(R: —1)]

*
TGT‘thtpx,t

(014) mcxﬂf =

Note: The equilibrium condition (C.13) is written for the Baseline model in Chapter
2, the ICC version in Chapter 3, and the Baseline model in Chapter 4. Meanwhile,
the equilibrium condition (C.14) results from the Pure model and the EFP version in
Chapter 3.

> 565)\154'3 ~ T
(C15) Etzé-z Y Tjtts [pjx,tXt’t-t,-s - mcx,t+s} =0
s=0
L ) O 3 171 Azt —1
(C.16) 1= [(1 — ) (o) 4 6 (ﬁ:m%—tbjﬁ;t> o }
Importers
(Cl?) my = Cm,t + im,t
1
(C.18) g = vrmy—
2
TeriPe, "
(019) MCemt = ﬂ[l + UM(Rm,t - 1)]
Pemt
(C.20) MCim,t = %[1 +onm (R, —1)]
Dim,t ’
(C.21) Ry = Ry spr}
(C.22) it = Bf
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Note: The equilibrium condition (C.21) is written for the Baseline model in Chapters 2
and 4 and the ICC version in Chapter 3 in which there are financial frictions on import
credit. By contrast, the equilibrium condition (C.22) is written for models without finan-
cial frictions on cross-border lending, the Pure model and the EFP version in Chapter
3.

oo
BEA .
(023> Etzgfn )\;H—S mjt4s [pjm,tXZ;H—s - mcm,t—l—s] =0
s=0
1 5 1 . >\m,t_1
(C.24) 1= [(1 — &) (Pm) ¥t + &y (ﬁémW;@TtLTlﬁr;,lJ mLt— ]
(C.25) cdr = (1 —we) (pe,e)™ (¢ + coy)
De,t fle
(C.26) Cm,t = We ( : ) (ct + cv )
pcm,t
(C.27) cap = (1= we) (Pes)™ i
MNec
(C.28) Cmt = We ( Det > y
pcm,t
(C.29) Cat = (1 —we) (Pes)™ (et + ci) for i = {e, b}
Pet \™
(C.30) Cmit = We (p = ) (ct +cit) for i = {e, b}
cm,t
(C.31) car = (1 —we) (pet)™ (et + et + cut)
De,t e
(C.32) Cmt = We ( ) ) (Ct + Cet + Cb,t)
cm,t

Note: The pair of equilibrium conditions (C.25-26) corresponds to the Baseline model
in Chapter 2, (C.27-28) the Pure model in Chapter 3, (C.29-30) the EFP and the ICC
versions in Chapter 3, and (C.31-32) the Baseline model in Chapter 4.

. ke
(C.33) iap = (1 —wi) (pig)™ <it + au) gt tl)
M L
. Pit . ki1
C.34 tm,t = Wg 1+ a(u )
( ) it <pim,t> < t ( t) 9ot
1
(C.35) Pet = [(1 —we) + wcpi;ﬂ o
1
(C.36) Pit = [(1 —w;) + szzln;ﬂ o
1
(037) DPeemt = [(1 - wC)(pcmyt)nc_l + wc] e
1
(C.38) Piimt = [(1 = wi) (Pim,e)" ™" 4 wi] 7
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C.2 Households

b b
(C.39) Peiht = ——p— = BOE,———H
o — ot Ci+19z,t41 — bey
A
(C.40) M+ BE—H R =0
9z t+1Tt4-1
(C.41) R, = RiE, S Mot

rer; 7rt*+1

F ([ i 2 it it
1-— 5 9zt — 9z - F 9zt — 9z | TGzt
1—1 1—1 1—1

B Ati1 G41 Ui41 ?
+ B P i F [ 55 goii1 — 05 ) | o gonsn
9zt4+1 At it it

(C.42) pi¢ = qupue

) iy F (i ’
(043) ki1 = (1 — (5) +m |l == —9:4— 9 it
9zt 2 \ig—1""
hyH

(C.44) btsoH;—t = wy

20 B Arts ) hi s
(045) Et {Zé;ﬁ )\Z+ hj,t+s [wj,txgjt—&-s - Aw,t-ﬁ-sbt—i—s(PH)ii:_] } =0

s=0 5

(CA6)  wy =< (1= &), + &,

1
_ 1— A —1
T\ [ Ter—1 v Wt
—_ — Wt—1
Tt Tt

Two additional conditions for the Pure model in Chapter 3:

(C.47) 2y = Piga (ug)

A
(C.48) qt = BE; {tﬂ (1= 6)Gr+1 + 2k 1Ut1 — pi,t+1a(ut+1)]}
tg9zt+1

C.3 Entrepreneurs

(C-49) le,t = tht+1 — Ne,t
(050) k‘t = Ut kt_l
gzt
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(C.51) 2t = pisa (ug)

Note: The equilibrium conditions (C.49-51) are written for all friction models in three

chapters.
2t 1Ut41 — Dig1a(Upg1) + (1 — 0) g1 1 —wgi)g1
(C.52) pepy = 2L it ( )+ (L =0)g1 ( f() +
WEqt Wi dqt
2 t41Ut4+1 — Dig10(Up1) + (1 — 0) g1
(C.53) Tkit+1 = : ( ) F )

qt

Note: The equilibrium condition (C.52) is written for the Baseline model in Chapter 2
and the ICC version in Chapter 3. Meanwhile, the EFP version in Chapter 3 adopts the

equilibrium condition (C.53).

(C.54) Otk 1Qker1 = Ther1les

1k
(C.55) o = AL

Net

r
(C.56) Get [D(@141) — pG(@e41)] = ——(¢er — 1)
Tkit+1
(C.57) Vet = [1— D (@y)] 7hpqe—1 ke
(058) PctCet = (1 - ee,t)ve,t
(059) Net = ee,tve,t + XeNe
(C.60) SPret = [t
Tt

Note: The equilibrium conditions (C.54-60) are written for the EFP version in Chapter
3. The Baseline model in Chapter 4 adopts similar equilibrium conditions, except the

real deposit rate, ¢, in equation (C.56) is replaced by the real ez post return, re ¢4 1.

C.4 Banks

(C.61) Ly =1lps +1pp+ley ) b=+,

Note: The equilibrium condition (C.61) is used for all friction models in three chapters.

R

(062) T =
TE+1
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(063) Tf,t =
Tt4+1
(C.64) Tag = Fo s
Tt4+1
(C.65) Thit+l = it
Tt+1
(066) lt - lf,t + lz,t + le,t ) l;tk = l}k‘,t + l:,t
A [ l i
(C.67) Tt = ftEt {:1 (1-— 9t+1)(7“f,t — 1) + Opp1 J;;J;l 9z t+-1Tft+1 }
At [ L 7
(C.68) Tet = gBtEt { :1 (1= 0p41)(rap — 7¢) + 01 l’ttl Gz t+1Tx t+1 }
A le
(C.69) Tet = B E; {Hl {(1 — O111) (Phjp1 — 1) + O 7t+lgz,t+17-e,t+1:| }
gzt At leyt
A n
(C.70) Y= b Ey {Hl {(1 — O 1)re + 011 b’t+19z,t+1%+1] }
gzt At Ny ¢
(C-71) ly = ¢b,tnb,t
(C.72)
les lypi— let— Npt—
Upt = { |:(7"f,t — 1) L (rae —1¢) S (Thg —7¢) & 1] Obt—1 +7’t} Mu
li—1 lt—1 ly—1 2t
Uyt = { [(Tf,t — ) {; + Ty — Tt)l;] Ppi—1+ Tt} p
t—1 t—1 2t

(C.73) PetCht = (1 — O)vpy
(C.74) N = Orvps + X1
(C.75) spry = Trgbpe + Teplat + Thiqilet 7 spri = Fit' it T Thi1tet

Tl

* Jx
il

Note: The equilibrium conditions (C.62-75) are written for the Baseline model in Chap-
ter 2 and the ICC version in Chapter 3. The Baseline model in Chapter 4 adopts similar
equilibrium conditions. However, the non-contingent real return on capital 741 in
(C.69) and 74, in (C.72) are replaced by the real ex post return rey1 and rey, respec-
tively. In addition, the non-contingent real return on capital rj ;1 in (C.75) is replaced

by the real contractual lending rate ry ;.
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C.5 Resource constraint

(C.76) gdpr = g1 + & + iy + 1 — my ; gdp; = g +ci +1i;
(C.77) gdpt = gt + ¢ + i+ — My
(C.78) Mt = Cmt + Imt

Note: The equilibrium condition (C.76) is written for the Baseline model in Chapters
2 and 4 and the Pure model in Chapter 3, while the pair of equilibrium conditions
(C.77-78) applies for the EFP and ICC versions in Chapter 3.

kx
(C.79) Yt = gt + Cdp + ldr + T ) Y =9+ ¢+t + alu)* =+
z,t
1.%
(C.80) Yt = gt + Cdt + idr + T ; Yi = g; +cf +if + a(ut)*;Til
z,t

_ Wt
(C81) wyt=g¢+Cat+ige+ e+ ,Urk,tQtlk't/ w dF(w,oet),
0

ky_ e
i = g7+ i i) g R [ W R
0

z,t
~ . * * * * - * E:,1
(C.82) Yt = gt + Cdp + ldr + X ) Yr =91 + ¢ + oy iy +Halw)—
z,t
— Wt
(C83) wyt=gt+car+ige+ e+ ,U'rk,tQt—lkt/ w dF(w,0cy),
0
* * * * * -k * ];:2(71 ko k * 7.% (:J* * * *
Yi = 9; + ¢ +Coyt+cpy +ip +a(u) I + g ky w* dF(w*, 07 4)
z,t 0

Note: The equilibrium condition (C.79) corresponds to the Baseline model in Chapter
2, (C.80) the Pure model, (C.81) the EFP version, (C.82) the ICC version in Chapter 3,
and (C.83) the Baseline in Chapter 4.

(084) agy = 9 ar—1 + [1 + vx (Rm,t - 1)]rertpc,t(p;,txnon,t + pzomﬂfxcom,t)
tYz.t
-1+ vM(Rq*n’t — 1)]reripesmy
(0'85) at = L at—1 + [1 +vx (Rt - 1)]7ﬂe7atpc,t(p;,txnon,t +pzom7t$com,t)

Ttgz t

— 1 4+ vpm (R} — 1)|reripesmy

The equilibrium condition (C.84) is written for the Baseline model in Chapters 2, the
ICC version in Chapter 3, and the Baseline model in Chapter 4, while the equilibrium
condition (C.85) applies for the Pure model and the EFP version in Chapter 3.
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Appendix D

Steady state

In this Appendix, I present an algorithm for computing the steady state of the model in

each chapter given calibrated and prior values of parameters.

D.1 Chapter 2 — Baseline model

I first have:
i T*
D.1 — 14 = £
(D-1) =it 7 * 100
g . g;
D.2 =1 , =1
(D-2) 9: =1+ 700 g 100

Evaluating the equilibrium condition (C.40) in steady state, I obtain

TGz

B

Since m, = 7 in steady state, the uncovered interest arbitrage condition (C.41) im-

(D.3) R=

mediately reduces to

*

s
D4 R*=R—
(D.4) g

As a result, the subjective discount factor of the foreign household is given by

. TY:
D.5 = )
(D.5) gr="1
Of course, the real interest rate are
9z . _ 9
D6 r = — R ro= ==
Now, I turn to
(D.7) spr—1+ basis point

4 x 10000
Combining the fact 77 = 7, = 7. = 7, ry = r, = 1, with the definition of the

steady-state spread

= Ri R R R
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yields

D.8 R: =R, =R = R X spr, thus rEerrk:&
( f p f -
Additionally,
(D.9) R}, = R*spr®, thus T = —,
T

It is clear that

(D.10) Wi =

The price of capital (C.42) in steady state implies:
(D.11) q=Dpi ; =1
The rental rate on effective capital services (C.52) in steady state yields:
(D.12) zp =qlwrrk + (1 —wi) — (1 —9)] , 2 =wprp + (1 —wk) —(1-07)

Note that A\g =1+ % The equation (C.4) for the real marginal cost of intermediate

goods producers implies

a®(l — )@ e

(D.13) T MR+ ok (Ry — D)) [+ on (Ry — 1)]—°

With z; and w, I use the equation (C.3) to compute

k. a w[l4+ovg(Ry—1)]
(D.14) h 1—az 14+ vk (Ry —1)]

The zero profit condition for intermediate goods producers

(D.15) y—z 1+ vk (R —1)]k—w[l+vg(Ry—1)|h

_ <I;L>ah—<1>—zk[1+vK(Rf—1)]k_w[1+UH(Rf_1)]h:0

implies

(D.16) %

— (i) — 2z 1+ vk (Ry —1)] % —w [l +vg(Ry —1)]

Therefore, I can compute

Yy ENY @
D.17 Z_(Z) ==
( ) h (h) h
From the equation (C.43) in steady state, I get:
1 1-946 k
D.18 2o (1= e
(D19 h < 9: )g h
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Now I turn to the equations of relative prices (C.35-C.38) evaluated in steady state:

Aem
D.1 em =
(D.19) n py—
Az"rn
D.2 im =
(D.20) n pw—

(D.21) b — [(1_%)+%< o )1—776]1%

(D.22) b [(1—wi)+wi< Dim >1_7h‘]1m

n 1 1—ne¢ 1—n¢
(D23) De,em = (1 - wC) <m> +we
Tlem
Nim — 1 1-n; 1*1"71‘
(D.24) Piim = | (1 —w;) ( - ) +w;
Thim
_1
(D.25) Pe = [(1 = we) + weAdy, "] e
_1
_1
(D.27) Pc,em = [(1 - wc))‘Z;n_l + wc] e
1
(D28) pi,im = [(1 — wZ)A'ZZle —+ UL),Li| 1—-mn;
1
(D29) Pem,c =
Pec,em
1
(D.30) Pim,i =
Diim

Since pi = 1,pk,,, = 1, rer = p% (using C.13), a = 0 in steady state, I reduce the

equilibrium condition of the real net foreign asset (C.84) to
1+ vx(Ry — D]z =[1+vm(Ry, —1)m,
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equivalently
(D.31) x = FExpr xm

where

[+ vm (R, — V)]
[1+vx(Ry — 1)]

(D.32) Expr =

Next, the real resource constraint (C.79) in steady state:

<1—z>y = cq+ig+x

= cgtemtigtim+ (Expr—1)m
= cq+ Expr X ¢y, +iqg + Expr X i,
= (1= 0) ()" + Bapr X e (peem)™] &+ [(1 = ) ()" + Bapr x i (i)™

Then, the steady-state ratio of total consumption to hours worked:

(1) £ [0 - ) (0 + Eapr x i ()] §
(1 — We) (pc)ﬂc + Expr X we (pc,cm)nc

—(1-Z )L -

which consists of household consumption ¢ and shareholder consumption cp.

(D.33)

)

b*‘ "EQ* = ‘@Q

I have total net worth from the equation (C.74) at the steady state

0
=T

(D.34) np vy

and the steady-state aggregate profit is given by the equation (C.72)

(D.35) %Zjﬂm—ﬂ%+ﬂ%

gz

Rearranging (D.34) after substituting out for v, using (D.35), I obtain the steady-

state leverage multiple:

g.(1—x) —0r
D. gz A7
Given g,, 7,1, 0, I adjust x to obtain the same target for ¢, in the friction model variants.
I have
ly k
(D.37) S = VHW + UK 2k from (C.2)
(D.38) b _ vx s from (C.12)
) L T UXy .
with
(D.39) % = Expr X % from (D.31)
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(D.40) % = m g %” from (C.17)

h

(D.41) M e (Peem)™ L from (C.26)

h ’ h
(D.42) "M i (i)~ from (C.34)

h m

le k
(D.43) 3 WK q from (C.49) and (D.10)
Next, I have
l x e * l* :

(D.44) Loyl B ke o )

h- R R
Combining (D.35) with the equation (C.71) in steady state, I obtain

Vp 1
D.45 — =
( ) h gz¢b

The shareholder consumption (C.73) in steady state gives:

=)+ 71

Cp Vp 1 Cz s\ Up
D.4 =(1-0)—— (1 -2
and thus
c ¢ G
D.47 —=2_2
( ) h h h
In steady state, the equation (C.39) implies
g, —pPb reN—1 1 gr — B [ c* -1
( ) g.—b \h De g —b* \ h*
Now I obtain an expression for i from (C.44):
. 1
w ton
D.49 h = Ah
( ) [/\wSDH ]

It is convenient to parametrize the steady-state value of hours worked, h, with respect

to the disutility weight on labor, ¢p, since this parametrization immediately implies

c

D. S~

(D.50) = h

(D.51) cqa = (1 —we)(pe)™cp
Cm
c

D. —

(D.53) c hh
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(D.54) éqa= (1 —we)(p)™c

(D.55) Em = We(Pe,em)C

(D.56) ¢ = h

(D.57) i = %h

(D.58) ia = (1 —w;)(pi)"i

(D.59) i = %mh

(D.60) x= %h

(D.61) m = %h

(D.62) y = %h

(D.63) gdp = 1 i % (Cqg+CEm +iqg+im +ax—m) from (C.76) in steady state

Notice that

1+om (R, —1) m nx
D.64 m 1] =
(D.64) 1 +uvx(Re —1) gdp  gdp

Given R, R;,, the calibrated value of vy, and the steady-state value of m and gdp, I

choose a value for vys so that % meets the average value of the trade balance over the

sample period.

(D.65) P — %h
(D.66) k= %h
(D.67) w=h
(D.68) - %h



Ly
D. ly=—=h

D. l. ==h
(D.70) ;
le
D.71 le=—h
(D.71) .
Finally, I calculate the remaining financial values at the steady state:
qk . K
D.72 Ne = — , nt=—
(b-72) Pe bz
l
D.73 np = —
(D.73) b=
B(L—=0)(ry —r)
(D7) 9:(1— j30)
B(1—0)r
D.75 =—
(D-75) 1T .0 0)
(D.76) == (% +r
b

D.2 Chapter 3

D.2.1 Pure model

(D.1-6) and (D.11) in Chapter 2
The price of capital (C.48) in steady state yields
(D.77) 2z =[R—(1-90)lq
The equation (C.6) for the real marginal cost of intermediate goods producers implies

a®(1— a)l_o‘ I—a

Aalzk(1+ vie (R = 1)) [1+vg (R — 1)

(D.78) w =

With z; and w, I use the equation (C.5) to compute

ki o w[l—i-’UH(R_l)]
(D.79) h~ 1—az[l+ug(R—1)]

The zero profit condition for intermediate goods producers

(D.80) y—zk[l+uvk(R—1)]k—w[l4+ovg(R—1)]h

— <:)ah—®—zk[l+vK(R—1)]k—w[l+vH(R—1)]h_O
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implies

(D.81) %

. (Z)a_zk [1+UK(R—1)]%—w[1+UH(R_1)]

(D.17-30) in Chapter 2

The steady-state ratio of consumption to hours worked:

9 Y (1 — ) () o (1o YT D e
(D82)02<1 DE- 0= @ 4w e gy i
. h (1 - Wc) (pc)nc + We (pc,cm)nc ’ h* y*) e h*
C c
D. = = c ccmnc*
D.53) " () &
D.84 = = wi (Piim)™" T
D.34) " ()

Assume the balanced trade in steady state, so
xT M Cm im
D.85 T _Tm g m
( ) h h h + h

I reduce the equilibrium condition of the real net foreign asset (C.85) to

Ux(R — 1) = UM(R* — 1)

and thus
(R" —1)
D.86 =V
(D.86) VX = UM R
(D.48-49) and (D.52-53) in Chapter 2
Next,
(D.87) ca = (1 —we)(pe)™e

(D.57-63) and (D.65-66) in Chapter 2

D.2.2 EFP version

Given the prior value of the default probability, f(@), I can compute:
(D.88) 2o = Ninv (f(@)) .

By calibrating the steady-state value of the risk shock, o, I write the threshold value

w as a function of o,:
_ 1 5
(D.89) W = expq Oczp — 50,
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(D.90) F(@) = Npdf (5)

(D.91) G(@) = Nedf (2 — o)
(D.92) & (@) = ;F(w)
(D.93) r@) =l - /(@) + G@)
(D.94) @) =1- f(@)

Combining the FOCs (A.30) and (A.31), I solve for the external finance premium in
steady state:

1
(D.95) R _

R 1—u{§f((§f>) [1—P(@)]+G(@)}

Using the FOC (A.32), I obtain the entrepreneurial leverage multiple in steady state:

1

(D.96) T I I0@) - pe@) &

I choose the value of o, such that ¢, is equal to my target.

In order to compute the elasticities of external finance premium with respect to
entrepreneurial leverage multiple and risk shock, I first have to compute the following
relevant elasticities:

1 I(@)C(@)-C" (@) (@)
b @) —pG @) _

(D.97) €pois = @) Ry
{[l —T'(@)] + o) -7 @) [I'(@) — MG(@)]} ya
S | b (@) e 4 0 GO @) T @G, @
G | TR T e @) -G @)
(D.98) €ou00 = - Te
e Oe _ R ' (@
[1-T(w0)] 7 + F’(a;)f(uG/(cD) ( a é)
(@) — pG' (@) _
D99 €rz0 — — W
(D-99) “7 T(@) - uG@)
Ly, (@) — pGo, (@)
D.100 €rpe = i <o
(D-100) 7T T T(@) - pG(w)
where
_ Zo _
1
(o) = — ~
(@) =7, F@)
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- (1 — zp(20 — oc)]

Next, the elasticity of external finance premium with respect to entrepreneurial lever-
age multiple and risk shock are respectively given by:

€oe

o

e - 1
D.101 € = na
( ) Spre,de 1_ €E¢E,—w de — 1
z,@
Epe,o
— €200 — €pe,0
€2, Nord) e 0e
(D.102) Espre,ge = 1 — e
€z,

(D.1-6) in Chapter 2

Next,
(D.103) spre =1+ %
(D.104) R = R x spre, thus ry = %
(D.10-11) in Chapter 2
Next,
(D.105) Ry — Rb(jw—l) s = %

(D.12) in Chapter 2
(D.78-81) of the Pure model

(D.17-30) in Chapter 2

Now total consumption at the steady state:

o (1= 8) 1= [ =) @)™ + w1 piim)™) § — priah 3@ dF(@)
(D-106) 57 = =) (o)™ + % Goom )™

which consists of household consumption ¢ and entrepreneurial shareholder consumption

Ce.
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I have entrepreneurial net worth at the steady state from the equation (C.59)

Oc

D.1 =
(D.107) e = 7 —

Ve

and the steady-state entrepreneurial profit from the equation (C.57)

(D.108) Ve = ;[1 T @)k

Rearranging (D.107) after substituting out for v, using (D.108), I obtain the steady-

state entrepreneurial leverage multiple:

g:(1 — Xxe)

(D.109) = BT (@)

I set xe such that ¢, is equal to my target.

(D.37-38) in Chapter 2, with

T m  Cm im
(D.111) %m = we (Perem)"™ %” from (C.30)
(D.43-44) in Chapter 2
From (D.108),
Ve 1 B k

The shareholder consumption (C.58) in steady state gives:

Ce Ve ]- Cz _ * /Uz
(Dllg) ﬁ - (1 - 68)%]7@ ’ E - (1 06)}1*
and thus
c_% Ce
(D.114) LT i

(D.48-50) and (D.53) in Chapter 2

Next
(D.115) Ce = %@h
(D.116) a = (1 —we)(pe)™cp
(D.117) Cm = We(Pe,em)™ p
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(D.60) in Chapter 2

(D.118) = —h

(D.62) in Chapter 2

Y

1
(D.119)  gdp = @ (Cqg+ Cm +ig+im +x—m) from (C.60) in steady state

(D.65-66) in Chapter 2
Next,

Ve

(D.120) Ve = Lh
(D.68-72) in Chapter 2

D.2.3 ICC version

(D.1-30) in Chapter 2
Next, I reduce the equilibrium condition of the real net foreign asset (C.84) to
Ux(RI — 1) = UM(R:;@ - 1)

and thus

_ =)

Now total consumption at the steady state:

& _ (1 _ 5) £ — (1= wi) ()" + wi (piim)™] £

(D.122) ho (1= we) ()™ + we (Peem)™

which consists of household consumption ¢ and banking shareholder consumption ce.

(D.34-38) in Chapter 2

(D.110-111) of the EFP version

(D.43-50), (D.53) and (D.56) in Chapter 2
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(D.116-119) of the EFP version

(D.65-76) in Chapter 2

D.3 Chapter 4 — Baseline model

(D.88-102) of the EFP version in Chapter 3 and replacing R. to R wherever it appears

(D.1-6) in Chapter 2

(D.103-104) of the EFP version in Chapter 3
(D.10-11) in Chapter 2

(D.105) of the EFP version in Chapter 3

(D.12) in Chapter 2

Combining the fact 7y = 7, = 7. = 7, vy = 1, = 1. with the steady-state value of %’Z

yields

R R,
(D.123) Ry=R,=R.= Ry : R—k, thus TPETy =T, = ﬁe

(D.9) and (D.13-32) in Chapter 2

Now, the steady-state ratio of total consumption to hours worked:

(D.124)
o (1 8) = [0 (i Bapr x i (o)) & — e @ aF @)
h (1—we) (pC)nC + Expr X we (pc,cm)nc

which consists of household consumption ¢, entrepreneurial shareholder consumption c,

and banking shareholder consumption cp.

(D.107-109) and (D.112-113) of the EFP version in Chapter 3

(D.34-46) in Chapter 2
As a result,

(D.125) C_% _C G



(D.48-55) in Chapter 2

(D.115) of the EFP version in Chapter 3

(D.56-66) in Chapter 2

(D.120) of the EFP version in Chapter 3

(D.67-76) in Chapter 2

Finally,

Rflf + Rl + Ryl
RI

(D.126) spry =

I choose the prior value for f(@), which in turn yielded Ry = R, = R, in (D.123), such
that spry is equal to my target.
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Appendix E

Log-linearized equilibriums

Log-linear deviations from steady state are defined as follows
¢ = logxy — log x,
except for §.+ =g, —g. and g7, = g%, — g:.

In the following subsections, I report the system of linear rational expectations equa-

tions in my models.

E.1 Chapter 2 - Baseline model

Home economy

Production function

. + &
(E.1) g =2

[al%t +(1- a)ﬁt + ét]

Aggregate working capital loan

(£2) I = P (i ) + 2 (s )

Cost minimization
(E.3) 2t = —(hy — he) + 1 + (vp — UK)Rf,t

Marginal cost - intermediate goods producer
(E.4) Megs = iy + (1 — )iy + [(1 — @)vg + avk] Rpy — &

Domestic goods inflation
(E.5) fp— 7 = HB(’i—Llj)(ﬁtH — prTie) + Hlﬁ(_lbibd)(f?tl — Tt

1— . 1— 1-— .
ety -eone R ()
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Total export

(E.6) 2 = (1 — we)Znont + WaZcom,t
Non-commodity export

(E.7) Bront = O — 1" Pay + 24
Commodity export

(E.8) Eeomt = Ecomt + U5 + 2
Aggregate export credit

(E.9) loy =y
Marginal cost - exporters

(E.10) Mgy = —T€t — Pes — Py + 0x Rat

Export goods inflation

B

1—1,

E11) #ps— 7 = ~————— (Fupp1 — pi7}) + —————— (o1 — 7}
( ) Tt e 1 +5(1 — Lx) (Wx,t—f—l pﬂ'ﬂ-t) + 1 +5(1 — L:p) (Trl‘,t 1 7Tt)
/8(1_L:t) ¥\ A% (1_51)(1_5593) ~
- (1= p)7 + mce
s L (Y (R A
Total import
(E.12) = e+ g
m m
Aggregate import credit
(E.13) It = 1y — 2}

Nominal interest rate on foreign import loans

(E.14) Ry, .= Ry + spry
Marginal cost - consumption goods importers

(E.15) MCem,t = Tt + Post — Pemyt + Vs R s
Marginal cost - investment goods importers

(E.16) MCim,t = €T + Pet — Dimyt + UMR:q,,t

Import consumption goods inflation

~ A 1 — tem ~

(EA7) @emye — T = M(ﬁcm’t+l — prmy) + H—B(I—L—Lcm
5(1 - Lcm) N2 (1 - fcm)(l - Bgcm) —~

a 1+5(1_1/cm) (1 —Pw)ﬂ't+ [1+6(1 _Lcm)]gcm (
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) (ﬂ'cm,tfl - ﬁt)

+ Aat)

+ 5\cm,t>



Import investment goods inflation

= B i — =TT & iy _ A

= m@nm,t-ﬁ-l p7r7rt) + 1+ /8(1 — L,L-m) (ﬂ-’bm,t—l 7Tt)

_ Al =tm) (1= &m)(1 = Bbim) 5
L+ (1~ tim) [+ Bt Gt Aot

(E.18)  Fjmt — ™t

(1 — pﬁ-)%t +
Domestic consumption goods

R c . R cy . R
(E.19) Cat = —(C + NeDet) + —(Cot + NeDeyt)
Cp Cp
Import consumption goods
A C ., 1A Ch (A 1A
(E'20) Cm,t = ;[Ct - 770(1 - Wc)(pc)nc 1pcm,t] + ;[Cb,t - 770(1 - Wc)(pc)nc 1pcm,t]
7 7

Domestic investment goods

“ 4 ~ X Zkk "
(E.21) tde = 1t + NiPig + (1 —w;)(pi)" —10
vdpi
Import investment goods
7 — ) N\~ 15, . . UizkkA
(E'22) tmit = Ut — 77@(1 - wl)(pl)n Pim,t + Wz(pz,zm) - U
ImPi
Trade balance
(E.23) nTy = Ty — My
CPI inflation
(E24) ﬁ-c,t = (1 - Wcm)(pc)nc_lfrt + Wem (pcm)l_nc'ﬁ'cm,t + éﬂc,t
Relative prices
(E'25) ]ac,t = Wc(pcmc)l_ncﬁcm,t
(E.26) Dit = Wi(Pimi) " Dimst
(E'27) ﬁcm,t = ﬁcm,t—l + frcm,t - 7Art
(E.28) Dimyt = Pim,t—1 + Timy — Tt
(E.29) Dot = D1+ Tup — 7f
Uncovered interest parity condition
(E.30) Rt — R;‘ = Teriy1 — rery + Tepp1 — %t*ﬂ + \ilt
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Risk country premium

(E.31) Uy = —sTer i1 + GsTerr 1 — Gttt +
Consumption
~ bgz ~ a bgz A~ ~ (gz - bﬁ)(gz - b)’\
(E.32) &= m(ct—1 + Béri1) — m(gz,t — BGzi1) — 2+ b2 t
(9: —bB)(g=—b) . g:—b .
_ . bt — bBb
2+ 023 p’t+g§+b2ﬂ(9 t — bBbi+1)
Euler equation
(E.33) At = Re+ E{A1 — i1 — firgn}
Wage inflation
~ B ~ ]- ~ 1 —lw . ~ ]- ~ ~
E.34 =2 g T (e — ) — -
( )y 1+6wt+1+1+/8wt 1+1+5(7r,t1 ) 1+5(7Tt t)
1-— Llw) , ~ ~ ~ 2~ 1- w 1- w ~ E\
_ B(l—i_ﬂ)(wc’t — pﬁ-ﬂ't) + 1t B(ﬂ't+1 — pﬁ.ﬂ't) _ ( 5 )( Bf )\) (Mw,t + Aw,t)
(14 B)w (1 + JH)\w’jl>
Wage markup
(E.35) fl,t = Wi — (UH}Alt + Bt — }\\t)
Investment equation
N u A 1
B . Y B i G — By .
(E.36) 14 T +ﬁ(2t 1—0z0) + 115 (U1 + Gopr1) + 201 B) (G — Pie + fie)

Capital accumulation

S 1 — 5 & N 1 - (5 ~ N
(E.37) ke = (k—1 — gz,t) + (1 — > (2¢ + fir)
9z gz

Aggregate entrepreneurial loan

7 ¢e ~ 7 1 ~
E.38 let = +k - —nN
( ) et ¢e 1 (Qt t+1) bo — 1 et
Capital service
(E.39) ket = ki1 — Gog + U
Optimal capital utilization
. 1- . .
(E.40) Uiy = ( c <) (2%t — Dit)
Price of capital
. wrg — 90 . 2 . .
(E.41) 1= DG — By —
WKTE WKqTk



Total loan

~ - lp~ Iy~
(E.42) ly = Telat + Tflf,t + Txlaz,t
Real return of loans
(E.43) Pro=Rpy — T
(E.44) Pot = R:r:,t — 41
(E.45) Pt = Ry — Frg
Real interest rate
(E.46) fe = Ry — Fga

Marginal gain from expanding capital working loan

(BAT) 7 = u;gf)ﬁ (rp—r) (Xm — A — gz,m) + (ng)ﬁ (rpfpe — )

_ . . 0 X
+ 603 ()\tJrl — A lpr =Ly + Tt+1) + Tgﬁ [Tg, — (Tf —7)] 041

z

Marginal gain from expanding export credit

) 1-146 ~ N
(E.48) 74 = (Tg)ﬁ (re — 1) ()\t+1 — At — gz,t+1> +

(1-0)5

g (rxfx,t — 7“7%)
z

. . . ) .
+05 <)\t+1 — N+ lppr1 —lpg + Tt+1) + TQB (792 — (12 —7)] 011

z

Marginal gain from expanding entrepreneurial loan

R 1-6 ~ ~ R 1-46 . R
(E49) 7= (ng)ﬁ (re —r) ()\t+1 — At — gz,t+1> + (ng)ﬁ (PETh 41 — T74)
SO . 03 X
+ 08 (At+1 — A+ lepr1 — leg + Tt+1) + p [Tz — (& — 7)] Ot
z

Marginal value of expanding net worth

. 1-0)8r /~ ~ .
(E.50) 4: = (79)5 (/\t+1 — At = Gzp41 + n)

- - 03 .
+03 (At+1 — A+ Np g1 — Ny + ’Vt+1> + g (Y92 —7) 0111

z

Banking leverage

" T . i A N
E.51 = —
( ) Db, —TTt+ ( —T)gbb% e

Balance sheet constraint
(E.52) Iy = Qo + Ty
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Aggregate banking profit

(:58) oy = —— {4+ 6y(ri = )1

z

lr [ . A . A
+(Z5b |:lf (Tf?"ﬂt — Tt + (Tf — T)(lf’t,1 — lt_1)>

l R ) R R
+Tx (T$Tx7t — T + (Tx — T)(lx7t_1 — lt—l))
! . . > > . .
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Shareholder consumption
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Taylor rule
(E.57) Ry =prRea+ (1= pp) [re(Fepsr — 7t) + Taygdps] +
Resource constraint
c 1 T
(E.58) Uy = gt + iéd,t + iid,t + =2y
Yy Y Yy
GDP
— Cd . . Cm (A 1.
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Marginal cost - intermediate goods producer

(E.61) me; = a*ézﬁt + (1 —a®w; +[(1 — a™)vy + a*vk] R;‘ct — €&
Inflation
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Wage inflation
~ % 6* ~ 1 A 1- L;fu A % 2 1 ~ % 2
(E.64) by = mwtﬂ* + mwt—l + W(Wt—l - ) - 115 (77 — )
Br(1—uy) - B* . A-&)A=B") o s
— (R —pae T )+ (RF —paeT] ) — wt T w.t)

(
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Investment equation
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Optimal capital utilization

1 _ ES
(E.66) i =D
¢
Total loan
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*
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Shareholder consumption
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l
— Ak A% ff 7% *
(E.70) spry = spre | o1 (P —77) + *l*(f’t ly)
r;::l* Ak Ak Tzl* 7% 7%
+7‘*li (Tk,t+1 i) + r*li( et lf)
Taylor rule
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Resource constraint
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(E.72) G5 =G5+ —¢ + 28, + —iy + Eap
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GDP
(E.73) g S S S
' I gdpr Tt gdpe !

E.2 Chapter 3
E.2.1 Pure model

Home economy
(E.1) in Chapter 2
Cost minimization
(E.74) s = —(ky — he) + Wy + (v — v ) Ry
Marginal cost - intermediate goods producer

~

(E.75) megs = 2y + (1 — o)y + [(1 — o)vg + avi] Ry — €

(E.5-8) in Chapter 2
Marginal cost - exporters

(E.76) My = et — Poy — Py + vx Ry

(E.11-14) in Chapter 2
Nominal interest rate on foreign import loans
(E.77) R = Ry
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Marginal cost - consumption goods importers
(E78) T’/z\ccm,t = @t + ﬁc,t - ﬁcm,t + UMR;;
Marginal cost - investment goods importers

(E79) 77//L\Cim,t = 7"/C;'dt + ﬁc,t - ﬁim,t + UMJA%:

(E.17-18) in Chapter 2
Domestic consumption goods

(E.80) éd,t = Ct + NePe,t
Import consumption goods

(E'81) ém,t = — "7@(1 - Wc)(pc>nc_1ﬁcm,t

(E.21-40) in Chapter 2

Price of capital

. B(1-9)., Bz ~ ~
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9z 49z
Taylor
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Price of capital

~ 5*(175*) ~ 5*ZZA NG T ~
(E.87) 4 = s i1 + o Pl TN — AN Gr e
z z

Resource constraint

k »k * 1.k

Ak A% C (" zkk ~ %
(E88) Y = G + Ect + Elt + y* Uy

(E.74) in Chapter 2

E.2.2 EFP version

(E.1-2) in Chapter 2

(E.75-76) of the Pure model
(E.5-9) in Chapter 2

(E.77) of the Pure model
(E.11) and (E.13) in Chapter 2
(E.78-80) of the Pure model

(E.17-18) in Chapter 2

Domestic consumption goods

N & ~ A %
(E.89) eap = —(Cr + Nebet) + —(
Cp Cp

ée,t + ncﬁc,t)

Import consumption goods

c Ce .

(E.90) Cmt = ;[ét —ne(1 - Wc)(pc)nc_lﬁcm,t] + ;[Ce,t = Ne(1 — we)(pe)”

P P

(E.21-22) and (E.24-37) in Chapter 2

Aggregate entrepreneurial loan

(E.91) lejt = e + qﬁj)jl(ie’t
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Entrepreneurial leverage multiple
(E.92) ée,t = G + kg1 — et
Capital service

(E93) l%t = ]%t—l — gz,t + Uy + Wp_q

(E.40) in Chapter 2

Price of capital

(E.94) PO Gk ) PR Pt G )P

9z gz

(E.42) in Chapter 2

Ex-ante lending rate on entrepreneurial loan

(E.95) Pot = Pt + €200t + €2,0.0e -1 — Qsel_lgge,tl
Ex-post return on capital

(E.96) Bk g1 = Pt + Esprog.Peit + Espre.c.Tet
Cut-off value

(E.97) Wy = ez,w(qi)le—l)d;e’t_l - Ezl,w (Phg — Te—1) — ZT; Oct—1

Aggregate entrepreneurial profit

(E.98) Dot = Pet—1 — Got + Pry + bet1 —
Entrepreneurial networth
(E.99) fleg = —— (Ve + Oeyt)

Shareholder consumption

(ElOO) ée,t +ﬁc,t = ﬁe,t - 796,t
1—06,
Credit spread
(E.101) gﬁe,t = Tyt — T4

(E.83) in the Pure model
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Resource constraint

. . C4z g+ x,. gk . . - G' (@
(E.102) 9r = g¢ + icd,t + izd,t + -+ LMG (@) (Tk,t + G-+ ki1 + (_><7J<Dt>
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Cp Cp
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Trade balance
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GDP
— . Cd . . Cm |- 1.
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Foreign economy

Shareholder consumption
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E.2.3 ICC version

(E.1-11), (E.13-18), (E.21-22) and (E.24-57) in Chapter 2
Resource constraint
6 ~ 7 ~ X
(E.110) Yo = g + *dCd,t + ilZd,t +
Y Y Y
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Domestic consumption goods

~ C . R Cp , . R
(E.111) Car = — (& + NePeit) + —(Cot + Nebeyt)
Cp Cp

Import consumption goods

2 C .. 1~ Ch . 1A
(E.112) Cmt = ;[Ct —Ne(1 —we)(pe)™ 1pcmﬂt] + ;[Cb,t —Ne(1 —we)(pe)™ lpcm,t]
P P

(E.105-106) of the EFP version

GDP

_ X éq . G L
(E-113) gdpt =g+ i(ct + ncpc,t) + 7m[ct - 770(1 - Wc)(pc)nc lpcm,t]
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xT m 2

id .M
gdp gdp

+
gdp

2 A 1A
i — (1 — @) (pi)™  Pima] + Ty —

(t¢ + niDit) + dp

(E.60) in Chapter 2

E.3 Chapter 4 - Baseline model

(E.1-18) in Chapter 2
Domestic consumption goods

R c . X Ce . ) . .
(E.114) ear = — (et + nePet) + — (Cet + NePert) + —(Cot + Nebert)
Cp Cp Cp

Import consumption goods

Ce

~ C . 1A a 1A
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Cp Cp
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P

(E.21-37) in Chapter 2
(E.91-93) of the EFP version in Chapter 3
(E.40) in Chapter 2

(E.94-95) of the EFP version in Chapter 3
Ex-post return on capital

(E116) Etfk,t—l-l = Etfe,t—ﬁ—l + Espre,de QZ)e,t + €spre,oe a'e,t
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Cut-off value

N 1 ~ 1 R R €2,0¢ A
E.117 Wt = 7¢ t—1 = Tk,t - T t) — Yo} =1
( ) 6z,®(¢e - 1) ‘ €2, ( ¢ ) €z, ¢

(E.98-101) of the EFP version in Chapter 3

(E.42-48) in Chapter 2

Marginal gain from expanding entrepreneurial loan

(1—6:)8
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+ 0,8 (>\t+1 — X+ legyr —leg + Tt+1) + Tbﬁ
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(E.50-55) in Chapter 2

Credit spread

_ 1 [rel rely Tele . )
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r:rlx » ~ T le R R r le ~ N
+ ' Loy — 1p) + :l (Po — 7¢) + ;:l (les — lt)]

(E.57) in Chapter 2

Resource constraint

rik ) ) - G' () __
(E.120) 9 = g+ + *Cdt + Zdt + IL"t + LMG( ) <7"k,t + g1+ ki1 + (, )wwt>
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(E.59-60) in Chapter 2
Foreign economy
Spread
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Appendix F

Normalization of the shocks

The parameter expression of some exogenous shocks is normalized to enter with a unit
coefficient in the estimation equation as in Smets and Wouters (2007). In particular, I
normalize the parameter expression of the shock to intertemporal preference, investment,

and markups as follows:

z z_b 7 7

ggg(g—l—lﬂﬁ)bt = 1th

1 . N

P at T
(1 _fw)(l _ng) S\wt - 1x S\wt
(L+B)ew (1+omseg) |
(1-E&)(1 —5§d);\ — 1x g

L+801—w) &
ot e = 1y
FAG = e s = 1o
T b e = 1%

The normalization of shocks bring about some benefit for the estimation exercise

(Justiniano, Primiceri, and Tambalotti (2010)). First, it is easier to choose a reasonable
prior for the standard deviation of the innovation to shocks. Second, the normalization

often improves the convergence properties of the Markov Chain Monte Carlo algorithm.
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Appendix G

Data definitions and data sources

G.1 Australia

GDP, GDP;: Gross Domestic Product, in millions of AU dollars, current prices, quar-
terly, seasonally adjusted, deflated by the GDP Price Deflator. Source: Australia Bureau
of Statistics, Cat No. 5206.0, Table 3. Expenditure on Gross Domestic Product.

Consumption, Cy: Household Final Consumption Expenditure on Non-durables and
Services (Total Consumption minus Durables), in millions of AU dollars, current prices,
quarterly, seasonally adjusted, deflated by the GDP Price Deflator. Source: Australia
Bureau of Statistics, Cat No. 5206.0, Table 8. Household Final Consumption Expendi-

ture.

Investment, I;: Gross Private Fixed Capital Formation plus Durable Consumption, in
millions of AU dollars, current prices, quarterly, seasonally adjusted, deflated by the
GDP Price Deflator. Source: Australia Bureau of Statistics, Cat No. 5206.0, Table 3.
Expenditure on Gross Domestic Product and Table 8. Household Final Consumption

Expenditure.

Hours worked, H;: Non-farm Hours Worked, Quarterly Hours Worked in All Jobs,
market excluding agriculture (rest of market plus education and training), quarterly,
seasonally adjusted. Source: Australia Bureau of Statistics, Cat No. 6202.0, Table 21.
Quarterly hours worked in all jobs by Market and Non-market sectorX.

Wage, W;: Wage Per Hour, Total Non-farm Compensation of Employee, in millions
of AU dollars, current prices, quarterly, seasonally adjusted, divided by Non-farm Hours
Worked and by the GDP Price Deflator. Source: Australia Bureau of Statistics, Cat
No. 5206.0, Table 24. Selected Analytical.

Interest rates, R;: Cash Rate Target, percent, quarter-average, original. Source: Reserve

Bank of Australia, Statistical Table F1.1. Interest Rates and Yields - Money Market.
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Consumption Price Inflation, II.;: Consumer Price Index, excluding interest payments
and tax changes, trimmed mean, percent change, quarterly, seasonally adjusted. Source:

Reserve Bank of Australia, Statistical Table G1. Consumer Price Inflation.

Domestic inflation, II;: Logarithmic first difference of the GDP Price Deflator, per-
cent change, quarterly, seasonally adjusted. Source: Australia Bureau of Statistics, Cat

No. 5206.0, Table 5. Expenditure on Gross Domestic Product, Implicit price deflators.

Relative price of investment, II;;: Logarithmic first difference of the Investment Price
Deflator divided by the GDP Price Deflator, percent change, quarterly, seasonally ad-
justed. Source: Australia Bureau of Statistics, Cat No. 5206.0, Table 5. Expenditure

on Gross Domestic Product, Implicit price deflators.

Relative price of commodities, II7,,, ;: Logarithmic first difference of the Index of USD

Commodity Prices divided by the US GDP Price Deflator, percent change, quarter-

average. Source: Reserve Bank of Australia, Statistical Table 12. Commodity Prices.

Real exchange rate, RER;: Real Trade-weighted Index, index numbers, quarterly, orig-

inal. Source: Reserve Bank of Australia, Table F15. Real Exchange Rate Measures.

Non-commodity export, X,on ¢: Exports of Goods and Services minus General Merchan-
dise, in millions of AU dollars, current prices, quarterly, seasonally adjusted, deflated by
the GDP Price Deflator. Source: Australia Bureau of Statistics, Cat No. 5206.0 and
Cat No. 5302.0, Table 3. Expenditure on Gross Domestic Product and Table 6. Goods
Credits.

Commodity export, Xcom: General Merchandise, in millions of AU dollars, current
prices, quarterly, seasonally adjusted, deflated by the GDP Price Deflator. Source: Aus-
tralia Bureau of Statistics, Cat No. 5302.0, Table 6. Goods Credits.

Import, M;: Imports of Goods and Services, in millions of AU dollars, current prices,
quarterly, seasonally adjusted, deflated by the GDP Price Deflator. Source: Australia
Bureau of Statistics, Cat No. 5206.0, Table 3. Expenditure on Gross Domestic Product.

Entrepreneurial net worth, N, ;: All Ordinaries Close Index, quarter-average, deflated

by the GDP Price Deflator. Source: Australia Stock Exchange.

External finance premium, Efp;: Weighted-average of Spread on Corporate 10-year

BBB-rated Bonds and Spread on Large Business Loans. Alternative measure: Weighted-
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average of Spread on Corporate 10-year A-rated Bonds and Spread on Large Business

Loans. Prior 2005Q2, backcasted using Spread on Large business loans.

Spread on Corporate 10-year BBB-rated bonds: Corporate BBB-rated Bond Spread
to Australian Commonwealth Government Securities, 10 year target tenor, basis points,
quarter-average, original. Source: RBA Statistical Table F5. Aggregate Measures of
Australian Corporate Bond Spreads and Yields (Non-financial Corporate Bonds).

Spread on Large Business Loans: Large Business Weighted-average Variable Interest
Rate on Credit Outstanding minus Cash Rate Target, percent, quarter-average, origi-

nal. Source: Reserve Bank of Australia, Table F5. Indicator Lending Rates.

Weights on bonds: Sum of Private Non-financial Business Equities and Bond Liabil-
ities, in billions of AU dollars, current prices, quarterly, original; divided by Sum of
Private Non-financial Business Loans, Equities and Bond Liabilities. Source: RBA Sta-

tistical Table E1. Household and Business Balance Sheets.

Weights on loans: Private Non-financial Business Loans, in billions of AU dollars, cur-
rent prices, quarterly, original; divided by Sum of Private Non-financial Business Loans,
Equities and Bond Liabilities. Source: RBA Statistical Table E1. Household and Busi-

ness Balance Sheets.

Credit, L;: Credit Market Instruments Liabilities of Nonfinancial Corporations, in mil-
lions of AU dollars, quarterly, original, deflated by the GDP Price Deflator. Credit
Market Instruments consists of four debt instruments: one name paper, bonds, short
term loans and placements, and long term loans and placements. Source: Australia
Bureau of Statistics, Cat No. 5232.0, Table 6. Financial Assets and Liabilities of Non-

Financial Corporations.

Spread, Spry: Corporate 10-year BBB-rated Bonds Yield minus Cash Rate Target, and
Large Business Weighted-average Variable Interest Rate on Credit Outstanding minus
Cash Rate Target, percent, quarter-average, original. Alternative measure: Corporate
10-year A-rated Bonds Yield minus Cash Rate Target, and Large Business Weighted-
average Variable Interest Rate on Credit Outstanding minus Cash Rate Target. Source:

RBA Statistical Table F5.

G.2 United States

GDP, GDP;: Gross Domestic Product, in billions of US dollars, current prices, quar-
terly, seasonally adjusted annual rate, deflated by the GDP Price Deflator. Source:
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Bureau of Economic Analysis.

Consumption, C}: Personal Consumption Expenditures, in billions of US dollars, current
prices, quarterly, seasonally adjusted annual rate, deflated by the GDP Price Deflator.

Source: Bureau of Economic Analysis.

Investment, I;: Gross Private Domestic Investment plus Personal Consumption Ex-
penditures on Durables, in billions of US dollars, current prices, quarterly, seasonally
adjusted annual rate, deflated by the GDP Price Deflator. Source: Bureau of Economic

Analysis.

Real wage, W;*: Real Non-farm Business Sector Hourly Compensation, index, quarterly,
seasonally adjusted, divided by the GDP Price Deflator. Source: Bureau of Labour
Statistics.

Labor, H;: Non-farm Business Sector Hours Worked, index, quarterly, seasonally ad-

justed. Source: Bureau of Labour Statistics.

Interest rates, R;: Effective Federal Funds Rate, percent, quarterly, not seasonally ad-
justed. Source: FRED.

Inflation, II}: Logarithmic first difference of the GDP Price Deflator, percent change,
quarterly, seasonally adjusted. Source: FRED.

Entrepreneurial net worth, N¢,: Wilshire 5000 Total Market Index, quarter-average,
not seasonally adjusted, deflated by the GDP Price Deflator. Source: FRED.

External finance premium, E fp;: Moody’s Seasoned Baa Corporate Bond Yield Rela-
tive to Yield on 10-Year Treasury Constant Maturity, quarterly, not seasonally adjusted.
Alternative measure: Moody’s Seasoned Aaa Corporate Bond Yield Relative to Yield
on 10-Year Treasury Constant Maturity. Source: FRED.

Credit, L}: Credit Market Instruments Liabilities of Nonfinancial Corporate Business
plus Credit Market Instruments Liabilities of Nonfinancial Noncorporate Business, in bil-
lions of US dollars, quarterly, seasonally adjusted, deflated by the GDP Price Deflator.
Credit Market Instruments consists of four debt instruments: commercial paper, munici-
pal securities and loans, corporate bonds, bank loans not elsewhere classified, other loans
and advances, and mortgages. Source: Federal Reserve Board, Flow of Funds Accounts,
Table D.3 and Table B.103 (or Table L.1).
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Spread, Spry: Moody’s Seasoned Baa Corporate Bond Yield minus Effective Federal
Funds Rate, percent, quarterly, not seasonally adjusted. Alternative measure: Moody’s
Seasoned Aaa Corporate Bond Yield minus Effective Federal Funds Rate. Source:

FRED.
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Appendix H

Measurement equations

I need to identify the trend growth component when mapping the endogenous real vari-

ables of our theoretical model to the observable variables in the dataset. This is because

some data series have a trend growth while all scaled real variables in the theoretical

model are stationary by scaling. Recall that in the theoretical model, variations in the

real variables originate partly from the permanent technology shock. I therefore express

the model’s scaled real variables in first difference form in order to include a stationary

trend growth rate shock into their measurement equations. The following set of measure-

ment equations describes the mapping from the endogenous variables of the theoretical

model to the observables in the dataset.

AGDP; = gdp; — gdpy_1 + Gzt

Cd+ Cm Pem

Ne—1
-~ . n, 8 p . 1| s
AC(t = Ct —Ct—1 + <~ C~ ) CqWe ( = > - Cm(l - wc) (pc)n 1] (ﬂ'cm,t - Trt) +gz,t

[ ni—1
~ A A i . Di . o ~ “ N
Al =1 — 141 + ( L ) iqWw; ( . ) — i (1 —w;) (pi)™ 1] (Fimt — ) + 9ot

td + im Pim

N N — % — % 2 2 N
AXpont = =0 (Ter — 7f) + 9dp, — gdp,_1 + 2] — Z{_1 + §z4

R R R 2 2k ~
AAXF(:om,t = Ecom,t — Ecom,t—1 + gdpt - gdpt—l + | + Gzt

¢ S e s
e (o= e (L= @) (pe)™ ! (e e )]
m m
? o N R N .
— [Zt — it 4 71 = wirm) (p1)" (Rt = Fim,t) | + Gart
Cm + tm

AW = Wy — W1 + ot

Hy = Iy
R =R,
et = Tey
I, = 7,



IL;; = pit — Dijt—1
Hzom,t = ﬁZom,t - ﬁzom,t—l
ARER, = ier; — 7o
AL = Zt — lAtf1 + 0z
AJ\re,t = ﬁe,t - ﬁe,t—l + gz,t

Spret = Sprey

Spry = SpTpy

——% —% ~
AGDPF} = gdp, — gdp,_1 + 92,
ACy =& — &1+ 95,
AL =) —if_y + Gr

x o
AW = wy —wi_y + g2y

* 1%
Ht_t
* __ Pk
Ri = Ry
* o~k
Uy =7

ANZ =ng, — Mgy g+ Gy
AL =0 =l + [
SPT'Z,t = S/ﬁZt
Sp?”;t = S/ﬁ”;t
Note: For the Pure model, ¢; and ¢, in the measurement equations of AC; and AT

are replaced by ¢4 and ¢, respectively.
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