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Abstract

In this thesis, I assess the propagation power of financial rigidities, related to
tirm and bank financial health, and their impact on the fluctuations of external
finance premium (efp) and on business cycles. The thesis is organized in four

chapters.

The introductory chapter is a review of the literature related to the role of
tirm and bank financial health in general equilibrium models. The emphasis

is on the most recent papers that are related to my thesis.

In the second chapter, I empirically assess the relative significance of financial
health of non-financial and financial sector for the external finance premium
(efp) based on US and limited UK data using unrestricted vector autoregression
(VAR). T also evaluate to what extent fundamental shocks like the total factor
productivity (tfp), investment specific technology (ist) and monetary policy
drive efp and output. The result that emerges from this analysis is that efp and
output are primarily driven by the tfp shocks and second by monetary policy
shocks. In addition, financial sector net worth, rather than non-financial sector

net worth, drives efp and output when fundamental shocks are absent.

In the third chapter, I set up a general equilibrium framework with two fi-
nancial rigidities on firm and bank level to investigate the propagation of the

fundamental shocks on efp and other macro and financial variables. Finan-

i



cial frictions are set-up as leverage constraints on borrower and lender in this

framework (named FAGK).

To evaluate the propagation of shocks in each model I compare the second
moments and impulse responses to those from a financial accelerator (FA) and
a bank friction model (GK). Two main results come out. First, baseline FAGK
model yields greater volatility of efp and of real variables, compared to FA or
GK when driven by shocks of the same size. Second, the dynamics of overall efp
are dominated by the fluctuations of the lender premium which is propagated
by the bank constraint in FAGK model. In the second part of the chapter, I
evaluate how changes in the severity of frictions or in the conduct of monetary
policy may lead to greater propagating power of shocks in the model economy.
The main conclusions are that, negligible policy response to output gap and
a more persistent policy rate may contribute to greater propagating power of

financial frictions.

In chapter 4, I estimate the baseline FAGK model and two single-friction
models, FA and GK, employing Bayesian estimation method with quarterly
data spanning 1955-2014. I assess the business cycle properties of each esti-
mated model-economy and compare them to actual data. The baseline model
can outperform the other two models, FA and GK, in describing the economy

for the period.

To assess the stability of parameters I estimate the baseline FAGK model
in two sub-samples, a tranquil sub-period, 1985-2004, and a recession period,
2005-2014. Next, I analyse the factors behind the increase in volatility during
the recession period. Quantitative analysis based on counterfactual exercises
leads me to conclude that the decline in investment adjustment cost and the
increase in dispersion of returns across firms have shaped the business cycle

properties of efp and of most indicators during the recession.
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Chapter 1

Financial Frictions in General
Equilibrium Models: Introductory

Review

Standard real business cycle models and new Keynesian models have become
very popular tools for analysing the propagation of technology shocks and the
role of monetary policy in recent decades. It is a common feature of these
models to assume that the financial market is a perfectly competitive market.
The assumption is based on the hypothesis of the irrelevance of firm capital
structure (Modigliani and Miller (1958)). The hypothesis implies that firms
can easily borrow at the risk free rate as the amount of debt they accumulate
relative to their own equity does not matter for their cost of borrowing. In new
Keynesian (NK) and real business cycle models this principle is articulated as
an arbitrage condition implying that the required return on capital is risk free

rate.

Over the course of the following decades it has been evident that the
Modigliani-Miller hypothesis does not hold in financial markets. Neither is

the arbitrage condition in NK models consistent with the data. In the long-run



firms pay a borrowing premium above the risk free rate on loans. In the short-
run this premium is volatile and negatively correlated with the financial health
of borrowers. The borrowing premium is also negatively correlated with out-
put gap. It goes up in times of recession or in periods of low economic growth

and declines during booms.

Indeed, in the most recent crisis the premium of external borrowing above
risk free rate jumped to unprecedented levels. At the same time investment
and output dropped to trigger the greatest recession in post-war time. The
negative correlation between output (or investment) and the premium on ex-
ternal financing (hereby efp) suggest that efp amplifies the business cycles and
the latter potentially affects efp. Such strong relationship between borrowing
premium above risk free rate and output growth has been a rough indicator of
the severity of financial rigidity (friction) in the economy. At the core of these
financial frictions are the pro-cyclical behaviour of borrower and lender finan-
cial health. The strong positive correlation of firm and bank net worth with
output amplifies the severity of financial frictions giving rise to more volatile

cost of external finance.

The empirical literature triggered by the recent crisis supports the link be-
tween the premium on cost of external finance and key macroeconomic vari-
ables. Empirical evidence indicates that fluctuations on efp can predict eco-
nomic aggregates by suggesting credit tightening (Gilchrist et al. (2009b)). In
a separate study Gilchrist et al. (2009a) find that corporate bond spreads in
credit-risk portfolios are good indicators of economic activity. Further find-
ings suggest, a considerable portion of the ability of an index of credit spread
to predict economic activity is due to excess bond premium (Gilchrist and Za-
krajSek (2012)). In a similar line of research, Faust et al. (2011) find improved
accuracy in forecasting real economic variables using credit spreads based on

corporate bond portfolios. The basis for this link is the counter cyclical be-



haviour of credit flows (Covas and Den Haan (2011)). If these credit flows
respond to fluctuations in the price of credit that is partly due to efp, then they
are a key channel for the transmission of the efp impact on business cycles.
Earlier studies have reported similar findings for different time periods in US

(Gertler and Lown (2000), Mody and Taylor (2003)).

The above selected studies quantify the relationship between credit spreads
and the real sector. The evidence points to the hypothesis that variations of
premium on external borrowing lead to financial frictions that further amplify

the business cycle fluctuations.

In my thesis I analyse how the degree of the financial rigidity that arises
due to borrower and lender financial health relate to efp. I assess the prop-
agation power of financial frictions and the relative impact they have on the

dynamics of efp and of business cycles.

In this introductory chapter, I review the literature related to the role of firm
and bank financial health in general equilibrium models. Initial literature has
focused on the effects of the pro-cyclical firm leverage driven by fundamental
shocks. Post-recession literature focuses on frictions arising due to counter-
cyclical behaviour of lender net worth. The most recent studies that are related
to my work consider both. I emphasize how my work distinguishes from other
similar double-friction studies that bring the dynamics of lender and borrower

financial health in a single general equilibrium framework.

The remaining part of the thesis is organised in three chapters.

In chapter 2, I empirically analyse three fundamental shocks, total factor
productivity (tfp), investment specific technology (ist) and monetary policy
shocks. These shocks compete to explain the fluctuations in external finance
premium and output. The result that comes out is that tfp is the main driver

of efp and output fluctuations. Monetary policy shocks also have a significant



impact. In the absence of these shocks, the exogenous innovations to financial
sector net worth, rather than firm net worth, explain a significant fraction of
efp and output fluctuations. These results set the stage to set up a general

equilibrium model to further investigate these relationships.

In the 3™ chapter I propose a framework with two layers of financial fric-
tion. The first layer relies on a financial accelerator (FA) mechanism building
on the information asymmetry between the borrower and the lender. The sec-
ond layer builds on the moral hazard problem in bank-depositor relationship
to give rise to a bank friction (GK). The two mechanisms, the FA and the GK,
introduce financial frictions as leverage constraints on firm and bank, respec-
tively. Firm and bank financial health are critical for the severity of the two
frictions in my set up named the FAGK model. The model features other nom-
inal and real frictions typical for a new Keynesian framework. I evaluate the
propagation role of endogenous fluctuations in firm and bank net worth to
explain the fluctuations of external finance premium efp, and potentially of

output.

To evaluate the propagation of shocks in my model I compare the impulse
response functions against two single friction models, a financial accelerator
model and a bank friction model. I conclude that the framework with con-
straints on bank and firm balance sheets delivers significantly greater response
of efp and macro variables to standard shocks. The model with double financial
frictions has stronger propagation power compared to single friction models.
Impulse responses show that the constraint on bank balance sheet is the dom-

inant driver of total external finance premium.

Next I assess how the interaction of both frictions might have contributed
to propagation of fundamental shocks to financial variables, particularly efp,

during the recent crisis. The fundamental shocks I consider here are neutral



technology shock, investment specific technology shock and monetary policy
shock (R™). To do so I evaluate how changes in the behavior of the agents
present in this model can explain sudden increases in fluctuations of efp and
real macro indicators. Two results stand out. Changes in monetary policy
response to output gap and in investment adjustment costs (IAC) are critical
for the propagation of shocks. Compared to single friction models, double
friction mechanism propagates shocks of the same size by a greater magnitude
when monetary policy is sluggish and less responsive to output gaps. Second,
changes in investment adjustment costs lead to greater volatility of asset prices,
(Q), investment (I) and of firm and bank net worth. Following these changes
standard shocks of the same size have the potential to generate much greater
volatility in external cost of financing in a model implied economy when both

frictions are present.

In chapter 4, I evaluate the performance of the three model frameworks, the
financial accelerator model (FA), the bank friction model (GK) and the baseline

model with both frictions (FAGK), using Bayesian estimation method.

First, the three models are estimated based on observable series covering
the full sample of data available, 1955-2014. Business cycle properties of the
model-implied economy from each framework are compared to those from
actual data. FAGK can outperform the other two models, FA and GK, in de-
scribing the economy for the relevant period. In particular, it describes better

the properties of the series not included in estimation.

Next, the baseline model FAGK is estimated to evaluate the stability of pa-
rameters in two sub-samples, 1985-2004 and 2005-2014. I assess the quantita-
tive effects of changes in potential candidate parameters for the business cycle
properties of the model-implied economy in 2005-2014. Main candidate param-

eters that come out from estimation are the decline in investment adjustment



1.1. Bank and Firm Financial Health in General Equilibrium Models

costs JAC parameter, the increase in dispersion of returns across borrowing
tirms and the rise of monitoring costs. Results that come out from the counter-
factual exercises suggest that changes in the former two parameters, lower IAC
and higher dispersion of returns across borrowing firms, have shaped the busi-
ness cycle properties of most variables in the model implied economy during

the recession.

1.1 Bank and Firm Financial Health in General Equi-

librium Models

In this section I review the literature that brings in the impact of firm and bank

tinancial health on external finance premium in general equilibrium models.

1.1.1 Balance Sheet Channel

Early literature on implications of frictions present in borrower-lender rela-
tionships focuses on the equilibrium that leads to full credit rationing due to
adverse selection and moral hazard (Stiglitz and Weiss (1981)). In the equi-
librium with no credit rationing, lenders discount expected returns on basis
of risks that the asymmetric information problem creates. Therefore, risk is
accounted for in the inevitable deadweight losses arising due to asymmetric
information, called agency costs. Agency costs have been a key concept for
modeling frictions arising in borrower-lender relationship. These costs are al-
located either into monitoring or in screening the borrower. The optimal debt
contract with costly state verification (CSV) of borrower upon his default as-
sumes monitoring costs (Townsend (1979)). In these type of contracts, lower

borrower net worth aggravates the agency problem as higher leverage is asso-



1.1. Bank and Firm Financial Health in General Equilibrium Models

ciated with lower ability to repay. The inability of borrower to repay involves
costly monitoring by the lender to liquidate upon default. To account for this
agency cost, that is monitoring and state verification of borrower, the lenders

charge higher premiums on the whole pool of borrowers.

The alternative agency cost that lenders can incur is the screening cost of
the pool of borrowers. Lenders chase high quality borrowers to keep monitor-
ing costs and the number of defaults in their loan portfolio to a minimum. To
minimize agency costs lenders keep a balance between screening and monitor-
ing. Gilchrist et al. (1994) and Gertler and Gilchrist (1994) noticed a "flight-to-
quality" in lending, as the share of credit flowing to small firms had declined.
Small firms are identified as borrowers with potentially high monitoring costs.
Screening based only on the size of firms keeps the screening (agency) costs at
negligible levels. Identifying high quality borrowers (in terms of ability to re-
pay) with firm size means lower total agency costs by lenders. Higher agency
costs imply lenders will pass these costs on borrowers through a higher pre-

mium on loans above risk free rate.

Agency costs are inversely related to net worth of the borrowing firm.
Lower net worth signals to a lender a higher probability of incurring moni-
toring costs. Bernanke and Gertler (1994) make use of this inverse relationship
to model the impact of adverse shocks on external finance premium. A small
decline in borrower net worth raises agency costs which in the following pe-
riod give rise to higher borrowing premium. The original impact of an adverse
shock is amplified as higher premium leads to lower demand for loans, lower
investment and output. Bernanke et al. (1999) (hereby BGG) demonstrated in
a partial equilibrium model how the propagation by procyclical borrower net

worth of exogenous shocks depends critically on the size of agency cost.
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The propagation mechanism of shocks arising due to credit market fric-
tions has been an appealing feature of research in the late ‘9os following the

publication of two studies by Carlstrom and Fuerst (1997) and Bernanke et al.

(1999)".

Agency costs are a rough measure of the financial friction related to bor-
rower financial health present in a model economy. The more severe the fric-
tion, that is higher agency costs, implies that low net worth firms pay higher
premium on external finance. Higher efp is associated with lower credit flows
and larger declines in investment and output. This chain of effects adds the
existing layers of amplification that nominal and real frictions generate in a

new Keynesian framework.

Severity of agency costs is critical for the magnitude of efp and the size of
tinancial frictions due to firm balance sheet health. It comprises an elasticity
measure of the efp to borrowers’ leverage. The financial accelerator mecha-
nism amplifies the effects of adverse technology and monetary policy shocks
by driving down investment and output. Lower output drives borrower net
worth downward giving rise to second round effects. Explicit time-varying
agency costs can also account for efp volatility due to the severity of asym-
metric information problem, implying positive relationship with efp (Gilchrist
and Leahy (2002)). The motivation for time-variation assumes deteriorating
information asymmetry gives rise to rents associated with cost of monitoring.
Results by Levin et al. (2004) featuring a partial equilibrium version of BGG
with a panel of goo US non-financial firms for the period 1997-2003 are strong

empirical evidence of time variation in the marginal cost of bankruptcy.

Agency costs are not the only way to incorporate this financial friction in

new Keynesian models. Kiyotaki and Moore (1997) set-up a framework em-

! Carlstrom and Fuerst (1997) framework is similar to FA of Bernanke et al. (1999). Kiyotaki and
Moore (1997) proposed a slightly different set up where the borrower net worth has the role
of collateral.
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phasizing the collateral function of borrower net worth. Thus asset prices and
net worth feed into each other exacerbating the impact of the initial shock on
tirms” net worth, hence on their capacity to borrow, leading to higher borrow-
ing premium or limited borrowing capacity. The inability of borrowers to raise
new equity adds persistence. Other studies like Iacoviello (2005) and Mona-
celli (2009) have highlighted the significance of housing wealth and consumer

durable goods respectively for the severity of financial frictions.

Typically in these studies authors emphasize two key facts, the procycli-
cal financial health of borrowers and magnitude of agency costs. The former
captures borrower balance sheet effects, hence the name balance sheet channel.
The second, agency costs, capture informational frictions in borrower lender
relationships. A full list of papers that make use of the extra layer of fric-
tion coming from the financial accelerator set up is impossible and beyond the

scope of my thesis®.

An interesting dimension along which this literature expanded is the intro-
duction of exogenous shocks to the financial contract or on the borrower net
worth. Exogenous shocks to net worth of the borrower may seem a solution
to obtain larger variations of agency costs and of the premium in calibrated
models. These extra shocks have become more common in estimated mod-
els. Estimation of dynamic stochastic equilibrium models (dsge) has made
a technical necessity the introduction of additional shocks. These additional
shocks have also become statistically important in driving macroeconomic fluc-
tuations. Shocks to agency (monitoring) costs aim at explaining the higher
magnitude of fluctuations in real and financial variables. Varying agency costs

during financial stress periods has been empirically supported by Levin et al.

(2004).

2 Christensen and Dib (2008), De Graeve (2008), Nolan and Thoenissen (2009), Queijo von Hei-
diken (2009), Gerali et al. (2010), De Fiore and Tristani (2013), Ferndndez-Villaverde (2010)
among many others.
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Similarly, a strand of literature applies shocks to borrower net worth to ad-
dress the requirement of matching the number of shocks with that of observ-
able variables in estimation. Nolan and Thoenissen (2009) motivate financial
shocks as exogenous variations on the efficiency of contractual relations be-
tween borrower and lenders. Gilchrist et al. (2009b) introduce shocks to net
worth and the external finance premium itself. Beyond the technical necessity
for extra shocks, the authors find that a large share of flcutuations is due to
these financial (or net worth) shocks. Nolan and Thoenissen (2009) lend close
to half of volatility in output and investment to shocks to borrower net worth.
Gilchrist et al. (2009b) estimate that a financial (efp) shock depresses the level
of output and of investment by 15 % and 75 % respectively. In this strand
of literature shocks to financial variables or friction mechanisms, rather than

fundamental shocks, have gained importance for business cycles 3.

There are two dimensions where my framework is different from this stream
of literature. First, adding exogenous shocks to endogenous variables like net
worth shocks in dsge models does not determine the fundamental source that
drives external finance premium. The approach leaves a gap by not address-
ing the more fundamental question of how these adverse shocks to financial

variables themselves took place.

Second and more important, this stream of literature is silent regarding the
health of financial sector. The recent crisis emphasized that financial health
of banks can be crucial for their ability to intermediate funds. The financial
health of lender may propagate exogenous shocks through higher premium
on external finance. Low net worth of financial intermediary may lower its
ability to absorb funds from the saving agents or to monitor the borrower.

This channel is commonly referred as the lending channel. In the next sections

3 Investment-specific shock, initially introduced by Greenwood et al. (1997) has become common
among this set of technology shocks.

10
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I review the literature incorporating this channel and its potential to explain

features not captured in the literature above.

1.1.2 Bank Lending Channel

Banks” ability to intermediate funds does depend on their financial soundness.
The better financial health of banks contributes to the ability of banks to moni-
tor borrowers or to raise risk free funds from saving households. When low net
worth firms are adversely hit, banks may also see their financial health deterio-
rate and struggle to access the external funds. Access to deposits will depend
on how reliable banks are to households. The financial soundness of banks
boosts their reliability and their ability to reach on their savings. Banks that
lend in risky projects, or have non-diversified loan portfolios, expose house-
holds deposits to risk. Higher capital is a layer of protection against the risk in
the loan portfolio of the bank. Alternatively, low net worth intermediaries may
have to raise the premium they charge on loans to accumulate higher levels of

net worth.

Accessibility to the pool of depositors is critical for the economy. Inability
of banks to raise funds and supply financing may squeeze small firms out of
the market. Empirical evidence using bank level US data indicate that banks
with low capital squeeze lending more upon an adverse monetary policy shock
(Kishan and Opiela (2000), Van Den Heuvel (2007b), Van Den Heuvel (2007a)).
The findings emphasize how important the financial health of intermediaries
is for the functioning of the credit supply channel. This friction arising due to
loan supply by intermediaries is not related to firm financial health or to any

features of a new Keynesian model.

The loan supply channel has gained more attention after the recent crisis.

The erosion of bank capital that followed after a drastic decline in asset prices

11
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in US led to sharp spike in cost of external borrowing and further decline in
investment. The propagation of shocks by intermediary capital in an imper-
fectly competitive banking sector triggers a fall in output and investment in
the study by Gerali et al. (2010). Meh and Moran (2010), Dib (2010a) introduce
frictions due to bank’s inability to meet specific capital targets. The thresh-
old level of net worth is motivated by a regulatory requirement. Bank capital
channel propagates effects of technology shocks to output, investment and in-
flation. Capital adequacy ratios depend on returns on bank equity and bank
deposits. Shocks to bank capital affect real sector through bank balance sheet
size (Aguiar and Drumond (2007), Angeloni and Faia (2013), Dib (2010a)). The
models impose shocks to financial variables, bank net worth or capital quality,
to replicate the sharp increase in volatility seen in external finance premium.
They do not address why these financial variables became so volatile in the
tirst place. This stream of literature does not emphasize the role of bank net

worth as a mitigating buffer for the cost of external finance on the supply side.

The recent crises emphasized the risk premium’s critical role for real activ-
ity, rather than the squeeze in credit amount (Adrian et al. (2012)). In that light
Dib (2010b) had introduced a moral hazard problem in interbank market and
an adverse selection problem in bank capital market to emphasize liquidity
risk on efp. There is also a different stream of papers that looks at the role of
cost of external finance, but they look at the liquidity premium effects on efp
(Angeloni and Faia (2013), Dib (2010a)). In these models, there is no amplifica-
tion by the procyclical net worth of intermediaries on real sector through the

cost of external finance.

A framework that builds a connection between the endogenously evolving
lender net worth and efp is proposed by Gertler and Kiyotaki (2010) (GK)*.

They propose an agency problem between intermediaries and depositors giv-

4 A similar mechanism is present in Gertler and Karadi (2011).
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ing rise to moral hazard risks. The moral hazard problem arises between
banker that may abscond after collecting deposits and households. Depositors
require banker to maintain the value of the bank net worth above a threshold
as a guarantee for them not to withdraw deposits. Due to such threat, banker
has the incentive to keep the value of the bank above that threshold value for

depositors not to liquidate the bank.

The moral hazard problem gives rise to a mechanism where fluctuating
net worth drives the dynamics of lending rate relative to the risk free rate.
The mechanism works as follows. Bank value is equivalent to the discounted
stream of future profits. Adverse shocks will lower bank profits and therefore
drive down bank value. When bank’s net worth declines, banker faces the risk
of a bank run. As management faces the risk of being liquidated by depositors,
the bank has to raise the premium on loans to build up higher levels of net
worth. This wedge between the required return on loans and the risk free rate
is net of monitoring costs or any other costs to cover default losses. Propa-
gation of the fundamental shocks due to lower firm net worth or any agency
costs capturing information asymmetry between banks and firms is absent in

these frameworks.

The mechanism has similar appealing features as the FA model had ini-
tially. The models recognize the role of bank net worth for the variations in the
premium at which external finance can be obtained by a potential borrower.
To explain the unprecedented increase in external finance premium and the as-
sociated decline in real variables the authors appeal to capital quality shocks.
The purpose is to simulate the financial crisis and contribute by evaluating

policy alternatives.
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1.1.3 Review of Recent Literature

The literature that addresses the implications of financial conditions of borrow-
ers and lenders has boomed in the recent years. There is a long list of works
that replicate the standard models with friction at firm or bank level and focus
on estimation of parameters for different economies. In this section I focus on
a selected list of studies that contribute in the literature with new models or
that are closely related to my work. A short list of studies are related to models
with a friction at firm level or with a friction arising due to credit constrained
bank. I save more space for the studies with constraints arising at both, firm

and bank level.

In the financial accelerator literature, my works is related to Fuerst et al.
(2016) who modify the BGG framework to allow for the sharing of aggregate
risk by the lender and the entrepreneur. Unlike in BGG where the return to
the lender does not depend on realization of aggregate risk, in their contract
the average return to the lender varies with macroeconomic conditions. In
my framework I let the lender share the idiosyncratic risk. Both lender and

borrower share some of the risk.

Similar to Fuerst et al. (2016) I conclude that the financial accelerator is
weak compared to the bank friction. That firm friction is weak is also consistent
with the results of Suh and Walker (2016). They estimate three different models
with credit constraint firms and find that financial frictions at firm level are not

able to explain large fluctuations seen during the financial crisis.

A notable contribution is the paper by Christiano et al. (2010). At firm level,
they replicate the financial accelerator mechanism and let banks issue working
loans to make bank’s net worth fluctuate. Their object of research is not a com-
parison of the relative significance of bank and firm friction for the external

finance premium. Banks are designed as entities that own a technology to con-
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vert labor and capital into deposit accounts, and short term security accounts.
These liabilities are then offered to firms as debt loans and working capital
loans. The latter transmit the impact of firm default on bank financial health.
A direct exposure of bank net worth to asset price fluctuations does not take
place. The model is estimated with 16 shocks. They add two financial shocks,
one on firm net worth and the other on the idiosyncratic project returns of the
borrowing firm. They find the latter, named risk shock, important for the dy-
namics of the model and in particular for the correlation of credit flows with

output.

Finally, in the financial accelerator literature, my work in chapter 4.1 is
related to the work by Galvao et al. (2016) who estimate a time varying DSGE
model only with a financial accelerator and find that volatility of financial

friction shock has changed during 2007-2011 compared to 1985-2006.

More recent bank channel models emphasize the collateral value of bank
net worth. Among these studies there is a strong support to the role of financial

sector leverage for the risk premium or macroeconomic stability.

Nuno and Thomas (2017) analyze the dynamics of bank leverage subject
to aggregate and idiosyncratic shocks on bank asset returns. In their model
banks borrow in the form of short-term collateralized risky debt and own the
firms. Due to a moral hazard problem on the part of the banks, leverage is
endogenously evolving. They conclude that idiosyncratic shocks, rather than
aggregate technology ones, help replicate the procyclicality of bank leverage
and the size of its volatility. The similarity with my framework is that they
make banks subject to both aggregate and idiosyncratic shocks while I evaluate

the impact of sudden a change in the long-run value of idiosyncratic shock.

My framework is related to the work of Boissay et al. (2013) with two fric-

tions in the bank-depositor relationship and in the interbank market. Banks
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are credit constrained as they can divert the non-collateralized funds (against a
diversion cost). Interbank market arises due to private information on banker
skills as a borrower giving rise to asymmetric information. The difference is

that they evaluate the probability of endogenously arising banking crisis.

My paper is related to He and Krishnamurthy (2013) who analyze the dy-
namics of risk premia during crisis in asset markets where the investor (bor-
rower) is a financial intermediary. In continuous time model the authors eval-
uate the probability of change in risk premium in equilibrium rather than in a
loglinearized model around the steady state. In a similar framework, Brunner-
meier and Sannikov (2014) analyse the links between intermediaries’ financing
positions to risk premia while Phelan (2016) investigates implications of finan-

cial sector leverage for macroeconomic instability and welfare>.

The recent literature with two-sided (double) frictions has blossomed in
the recent years. While most double friction models have some similarities
in common with my work there are two papers, Kiihl (2017) and Rannenberg
(2016), that share many features with my model framework. I dedicate more
space in this section to those two studies and discuss the remaining studies

shortly.

My work is closely related to the work of Kiihl (2017). The similar fea-
tures are that both banks and the small firms with loans on their balance sheet
are financially constrained by assuming a limited enforcement problem as in
Gertler and Kiyotaki (2010). Similar to my framework, banks hold a combi-
nation of state contingent assets - 100% of the equity securities of large firms-
and non-state contingent loans issued to smaller firms.

My work differs from his as in my framework firms can default (as in a

Bernanke et al. (1999) model), while he abstracts from loan defaults in his

5 Continuous-time models with frictions at intermediary-level allow the authors to set up highly
non-linear relationship between the financial health of intermediary and the risk premium (He
and Krishnamurthy (2013), Brunnermeier and Sannikov (2014) and Phelan (2016)).
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model. With some modifications as in Fuerst et al. (2016), this feature allows
me to pass some losses to the banks. In Kiihl (2017) banks suffer losses only
from equity securities. In his framework only (small) firms that take a loan are

financially constrained and accumulate net worth.

Another difference is that the objective of Kiihl (2017) work is to investigate
the implications of state contingency of bank assets by changing the equilib-
rium composition of bank balance sheets. He analyses how bank net worth
evolution depends on the composition of bank assets (in equilibrium) and how
this composition matters for the transmission of shocks and for the procycli-
cal behaviour of bank leverage. His key result is that amplification of shocks
depends on bank balance sheet composition. In my framework, I compare the
propagation of shocks in a two-sided (double) friction model relative to the
financial acclerator model and the simple GK model. I do not explore the im-
plications of different compositions of bank balance sheet. Another difference
is that I estimate the model in two subsamples to evaluate how certain friction

parameters may have changed during the recent recession in US.

The second paper that my work is related to is Rannenberg (2016). In his
work both banks and firms are constrained as in my framework (GK and BGG
respectively). In a similar way Rannenberg (2016) models firms as in Bernanke
et al. (1999) and adds a set-up borrowed from Gertler and Karadi (2011) to
model banks. He analyzes the dynamics of cyclical behaviour of bank and
firm leverage as well as the dynamics of external finance premium. He makes
a horse-race of (exogenous) firm and bank net worth shocks. I differ from
his paper in that I include two types of financing for the firm which become

two assets on bank’s balance sheet. In addition, Rannenberg includes within
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period working loans which pay no interest and are of a negligible amount to

make bank leverage procyclical®.

A second difference is that, these studies rely on capital quality shocks or
exogenous net worth shocks to simulate the fluctuations on bank or firm net
worth during the recent crisis. I assess the propagation of standard technology
and policy shocks as driving forces of the model through the interaction of the
two frictions. Finally, a critical part of my work which is different from Ran-
nenberg (2016) is that I estimate the parameters for two different sub-samples,
1985-2004 and 2005-2014, which allows me to identify shifts in deep parame-

ters to explain the dynamics during the recent crisis.

To bring in a role for the bank net worth Zhang (2009) modifies the BGG
model by introducing fixed lending rate contract (instead of state-contingent).
In his framework both borrowers and lenders share aggregate systemic risk.
The capital stock has to be maintained to keep the required return on de-
posits and on equity at low levels. Though there is loan supply channel in his
framework, the bank is only exposed to the friction due to agency costs. Bank
balance sheet in his model is not exposed to changes in asset prices which are

the main cause triggering the loan supply channel in US.

Finally, a common feature between the above papers, Zhang (2009), Ran-
nenberg (2016) and Fuerst et al. (2016), and in my framework is that we use
predetermined contractual loan rate which allows for some the aggregate risk
to be shared between the banker and the firm. Bernanke et al. (1999) assume
the entrepreneurs will absorb all the aggregate risk, as lenders get risk free

rate by issuing state contingent (not fixed) contract.

My work is related to Hirakata et al. (2011) and Hirakata et al. (2013) who

employ a costly state verification contract (financial accelerator mechanism) to

®While the author mentions loans within the period which are critical for the procyclical be-
haviour of bank leverage, they are not explained in the model section.
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model frictions at firm and bank level. Their work is different first because
they rely on exogenous net worth shocks, and second because their objective
is to explain fluctuations in output and investment and to analyze optimal

Taylor rules, respectively”.

My thesis is related to Hristov and Hiilsewig (2017), Bonciani and van
Roye (2015) and Iacoviello (2015) who set up two-sided friction models. The
objective of Hristov and Hiilsewig (2017) is to replicate the procyclicality of
bank profitability, counter-cyclicality of firm default rates and credit spreads
to monetary policy shocks. Their FA mechanism allows banks to share the
losses. Bonciani and van Roye (2015) set up a double moral hazard framework
with a Kiyotaki and Moore (1997) (hereby KM) type constraint on firms and a
monopolistic banking sector. Their model is different as they investigate the
effects of uncertainty shocks on economic activity in the euro area. Iacoviello
(2015) builds a framework with credit-constrained banks, firms and house-
holds in the form of collateral constraints as in KM. He evaluates the impact
of financial shocks for the business cycles. Clerc et al. (2015) also bring three
credit constraint agents, households, banks and firms, in a general equilibrium
framework. Unlike in my thesis, they analyse the implications of default for

capital regulation.

My work has a common feature with other papers that consider two-sided
financial frictions allowing for interaction between constrained borrowers (or
firms or households) and financial shocks arising in interbank market as in
Gertler and Kiyotaki (2015), Dib (2010a), Ajello (2016). A series of other papers
evaluate the interaction between frictions due to credit constraints of borrower

and intermediary at a more theoretical level (Rohan (2016), Sandri and Valencia

(2013), Zeng (2013)).

7 Another difference of my framework is that the wholesale producer finances the purchase of
capital stock with standard debt and by selling equity stake securities.
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Finally, my work is related to Verona et al. (2017) who consider two types
of financing, bonds and loans. While the loan market works as in the financial
accelerator of BGG, the bond market is slightly different from the equity secu-
rities market used in my framework. The objective of their work is to evaluate

interest rate rules in the presence of financial frictions.

None of the studies addresses the relative significance of financial and non-
financial sectors in propagating fundamental shocks. Where lender net worth
is modeled, in one stream of literature, the authors are interested on policy im-
plications of exogenous fluctuations in (lender) net worth. Alternatively, most
studies compare propagation of exogenous firm and bank net worth shocks

rather than propagation of fundamental, tfp, ist and monetary shocks.

1.2 Concluding Remarks

There is a broad consensus among economists that Modigliani-Miller hypoth-
esis of irrelevant capital structure is only a textbook case. The assumption
of perfectly competitive markets inherent in new Keynesian models is a base-
line simplification from which general equilibrium modeling is increasingly
departing. Since the '9os frictions arising in credit markets have been shown
to produce a better representation of data moments. The recent crisis in US
emphasized a strong role for financial markets as well. The latter models have
been useful in evaluating policy implications, particularly macro-prudential
measures aiming at smoothing frictions in the financial market. The critical in-
teraction between non-financial sector and financial sector in propagating the

fundamental shocks has only recently gained momentum.

In this introductory chapter I review how the literature has treated the

role of firm and bank financial health in amplifying the impact of standard
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fundamental shocks. That countercyclical fluctuation of firm net worth leads
to procyclical behavior of borrowing premium by firms has been identified
since the gos. A financial accelerator mechanism in a partial equilibrium model
has become a popular tool to illustrate how endogenous movements in firm

net worth lead to higher premium on external borrowing.

I review to what extent the current literature has explored the significance
of firm financial health and of bank financial health for the cost of external
financing. I refer with the term the balance sheet channel the modeling of the
asymmetric information between the borrower and the lender in dsge models.
In this literature, the dynamics in the firm balance sheet, particularly the fluc-
tuations of firm net worth, are critical for the fluctuations of external finance

premium.

Frictions arising due to countercyclical bank net worth have come to focus
only after the recent recession. Declining lender net worth drives the pre-
mium above the risk free rate for any type of firm. Therefore, easy access to
household savings by the lender will depend on his ability to maintain sound
financial health. I refer to this mechanism as the the bank lending channel. In
the last section of this chapter I reviewed to what extent the significance of
these two frictions for the external finance has been treated in a single general

equilibrium framework.

In the next chapter, I make an empirical investigation of the impact of firm
and bank net worth for the fluctuations of external finance premium. I focus
mainly in US where I get a rich set of financial and nonfinancial sector balance
sheet data. I also empirically analyse the implications of fundamental shocks,
like tfp, ist and monetary policy shocks, for the business cycle properties of
the cost of external finance and the macro variables in US. A similar empirical

inquiry for UK economy is based on a limited set of data.
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Chapter 2

Significance of Bank and Firm
Financial Health for the Borrowing

Premium

In this chapter I make an empirical assessment of the determinants of the cost
of external borrowing. My work expands in two directions. First, is the assess-
ment of the relative impact of the financial health of two main sectors of the
economy, financial and non-financial sector, on cost of external borrowing. Sec-
ond, is the analysis of the potential of fundamental technology and monetary

policy innovations to drive the financial variables and output.

This chapter is organised in five sections. The first and second sections are

dedicated to data construction and methodology.

The empirical exercises and respective results are reported in the third and
fourth sections. The issue addressed in third section is the relative importance
of the financial health of lenders relative to borrowers on the cost of external
borrowing. The tests to address it look at the extent that innovations to net
worth of each sector, non-financial and financial sector, can explain fluctuations

in cost of external borrowing. The main result that comes out is that bank net
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worth has become a significant determinant of external finance premium and
of business cycles after the 8os with the start of the Great Moderation period.
Results based on UK series are in line with those based on US data. Robustness

checks do not change this result.

The tests above assumed that variations of net worth of each sector are
solely due exogenous innovations of their own. One issue that still remains is
that the net worth of either sector, financial or non-financial, can be driven by

fundamental technology and monetary policy shocks.

In the fourth section I analyse how primary technology and policy variables
interact with net worth to drive the variations of the external financing pre-
mium and output. I run a 6-variable VAR with three additional series of total
factor productivity (tfp), investment specific technology (ist) and nominal in-

terest rate (R™).

The result that emerges is that total factor productivity and monetary policy
shocks, rather than net worth shocks, explain the variations in external finance
premium fluctuations. Similarly, these shocks explain a great fraction of output

fluctuations. I make a short summary of those results in the fifth section.

2.1 Data

I collect data that serve as proxy for three key indicators under analysis, exter-
nal finance premium, financial health of firms and financial health of banks, for US

and UK.

External Finance Premium in US. A quick review of literature suggests
there are several measures used as proxy for the premium on external financ-
ing. A typical reference is the study by Bernanke et al. (1999). They consider

the historical average of the difference between the prime loan rate and the
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six-month T-bill as an average for the steady state premium. This measure
has the disadvantage that does not reflect market behaviour of interest rates.
Christiano et al. (2010) consider the difference between Baa and Aaa yields on
corporate bonds as measure of the premium. The advantage of these series is
that they are market based and are easily available. Similar to Christiano et al.
(2010) I make use of the available measures based on Moody’s corporate bond

yields. I obtain two measures of premium on external financing’.

o The first variable, named efpBA, is the difference of Moody’s Baa-rated

corporate bond yield less the Aaa-rated corporate bond yield.

o The second proxy, called efpB, is the difference between the Moody’s Baa-

rated corporate bond yield and Fed’s risk free rate.

These two measures are easily available and can be replicated over time.
Moody’s corporate bond yields are highly liquid borrowing instruments based
on trade of corporate bonds that are most active in the market. I use both

measures as proxy of the cost of obtaining external financing.

Net Worth of non-financial sector. There are slightly different measures
of firm net worth used in literature. I find slightly different measures used
in three works, Jermann and Quadrini (2006), Fuentes-Albero (2014) and Ran-
nenberg (2016). The common thread is that they all originate from the Flow of
Funds accounts provided by the Board of Governors of the Federal Reserve Sys-
tem. I follow Fuentes-Albero (2014) and define the net worth of non-financial
sector as the real per capita net worth of business sectors: non-financial corpo-
rate business plus non-financial non-corporate business sector. Net worth of each
sector is defined as tangible assets minus credit market instruments (market
value). Tangible assets are related to the physical capital of the firms (includ-

ing inventories), but not financial capital. Net worth is evaluated at current

' Gilchrist et al. (2009b) calculate the average credit spread constructed from corporate bond
data. These data are only provided by Lehman/Warga and Merril Lynch.
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market prices, though deflated by GDP deflator. The purpose is to let changes
in the value of collateral due to asset prices be reflected in net worth in line

with the theoretical assumption of general equilibrium models.

Net Worth of financial sector. 1 use the series from the Financial Account of
the Unites States (table Z1) of the Federal Reserve Board to get a market value
for the net worth of Financial Sector. I obtain the series ’'Financial business;
corporate equities (liability) (code LM793164105.Q from table Z1/L108). I deflate
the nominal net worth series using the GDP deflator provided by Bureau of

Economic Analysis.

Technology shocks. 1 construct series for two technology shocks. Total
factor productivity series is defined as the change in tfp series provided by
Federal Reserve Bank of San Francisco website. To get a measure of investment
specific technology (ist) I consider the ratio of investment price to overall price

index?®. I can obtain these data starting from first quarter of 1950.
UK data

External Finance Premium. 1 obtain a proxy for the average lending rate
and a proxy for the risk free rate from Datastream database. The proxy for

external finance premium is the difference between the two.

The lending rate is average interest rate on consumer loans provided by
Oxford Economics (code name:UKXRLND.R). The series is available from

tirst quarter of 19803.

The risk free rate is measured as the interest rate on 6-month sterling cer-

tificates by Thompson Reuters (code name: LDNCD6M). The series is

2 Consumption deflator and total consumer price index series are similar for US so the relative
price of investment will be the same using either index.

3 The lending rate for consumer loans is the best proxy at this length under the assumption that
lending rate to consumers and to firms have a strong correlation.
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a market based rate closely following the fixed interest rate of Bank of

England.

Net Worth. To obtain net worth series for financial sector in UK, I make use
of two equity indices of financial and banking sector, respectively, constructed
by Datastream (Datastream code names: FINANUK and BANKSUK). Similarly,
to obtain net worth series for non-financial sector I use the equity index con-
structed by Datastream for non financial firms listed in UK (Datastream code

name: TOTLIUK).

GDP. Gross domestic product at constant prices is obtained from the Office

for National Statistics, UK.
Cyclical Components

I filter the data using one of the band-pass filters to extract fluctuations in
series that are relevant to behaviour in the series consistent with the business
cycles in the economy. Band pass filters are combinations of moving average
(MA) filters, which in turn are defined by polynomials in the lag operator.
These filters are designed to eliminate both high and low frequency move-
ments in the data. I filter the series with the Christiano and Fitzgerald (2003)
(CF) filter by selecting the range 6 to 32 quarters. CF filters out low frequency
(of less than 6 quarters) noise and very high frequency (more than 32 quarters)
fluctuations. As a cross check I also filter the data with Hodrick and Prescott
(HP) filter. The two filters generate series with very similar second moments.
The reason for preferring the CF filter is that, following Canova (2007), other
tilters leave or exaggerate the portion of variability that is present at high fre-

quency and that is not relevant for business cycle properties.
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2.2 Methodology

To run empirical tests I make use of vector autoregressive (VAR) models (Amisano
and Giannini (1997)). x¢ is a set of n economic variables expressed as a vector
of n stochastic processes jointly covariance stationary and possessing a finite
order (p) autoregressive representation. In matrix form it evolves as a n-variate

dynamic simultaneous equations model.

Aoxt = A1xg—1 + o F Apxep + € (2.1)

where, A is a n x n matrix of coefficients with diagonal elements normalised
to 1 and x; is a vector of n variables by T observations. The non-diagonal
elements of Ay capture the contemporaneous impact of variables in matrix x;
on each other. A, is the matrix of coefficients on the p'" lagged variables and

€ is the vector of n structural shocks such that

E(€t) =0
E[ete{] =X
Eletel]l =0 Vt#s

where I is a diagonal matrix with elements o7 for i = 1 to n.

Assume A is a n x n invertible matrix that pre-multiplies both sides of
equation 2.1 to induce a transformation of disturbances e:
AAoxt = AAIX 1 + .. T AApXt—p + A€y (2.2)

Setting A = A51, assuming it exists, yields a reduced form representation
of VAR,

xt = O1x¢—1 + ... + Opxp—p + A51 €t (2.3)
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where, @, = A51Ap is the coefficient vector on the p'" lagged variable.
ey = Ag‘ €t are the reduced form (forecast) errors with E(e;) = 0 and a non-
diagonal variance-covariance matrix () which now captures the contempora-

neous effects of shocks on the variables.
Structural VAR: The A-B Model

The vector A€t can further be written as a product of

a matrix B, and

n independent orthonormalised disturbances u; with zero mean and co-

variance equal to the unit matrix I, (E¢ [utu,lc] = In).

Aer = Buy (2.4)

Matrices A and B can be chosen to capture the contemporaneous interac-

tions among the x; along with the standard deviations of the structural shocks.

In the next section I use the structural formulation of VAR (SVAR) to evalu-
ate to what extent shocks to net worth of banks and on net worth of firms explain
the fluctuations on a third variable of interest. Although the SVAR model
allows me to obtain non-recursive orthogonalization of the errors terms, e,
initially I make use of the simplicity of recursive formulation to obtain a lower
triangular A matrix and a diagonal B matrix*. Next, I add further restrictions
on the lower triangular A matrix to define contemporaneous effects of one
net worth shock on the other net worth variable consistent with my interest.
These additional restrictions on A matrix will be defined in each subsection

separately.

4In a normalised system the diagonal elements of A will be normalised to one while the diagonal
elements of B matrix will contain the size of the variances of each structural innovation.
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2.3 Empirical Results from a 3-variable VAR

In this section I analyze the impact that variations in firm and bank net worth
have for the fluctuations of the premium of external financing and for the

business cycles.

I run a three-variable vector-auto-regression (VAR) for the set of observed
variables x{ = [nwF¢, nwBy, efpi], where efpy is either efpB; or efpBA;. As the
variables are filtered there is only a vector of constants o but no deterministic

trend (eq. 2.5).
T

Xt = X+ Z Ojx¢j + A€t (2.5)
=1

where, o is a vector kx1 and ®@; is a matrix kxkj of coefficients, and x; =

[nwFy, nwBy, efpy] is a vector of three variables, firm net worth, bank net worth

and external finance premium respectively. T is the time lag of the VAR and the
nmwF .nwB _efp

matrix Ae; = Ale]™F, !B, ¢P] is the set of observed residuals obtained from

the unrestricted VAR. I use a lag of T = 4 across all VARs.

I define a 3-variable structural VAR (S-VAR) whereby I give equal weights
to the innovations of the first two variables to affect the third one. In this S-
VAR model both firm net worth and bank net worth are considered to vary only
due to exogenous innovations of their own while both affect the efp variable.
It ensures equal weights of each net worth shock on the efp variable. To set up

the S-VAR I define matrices A and B as in equation 2.6.

A€t = B'LLt (26)
1 0 0
A= 0 1 0
NA NA 1
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NA 0 0
B = 0 NA O
0 0 NA

where 1, is the unobserved orthonormal structural innovation ([u, u,/t] =1).
The assumption of orthonormal innovations implies B is a diagonal matrix.
The diagonal elements of B to be estimated are the sizes of unobserved or-
thonormal innovations driving the VAR. A non-zero A(i,j) = NA (for i # j)
element implies the innovations of the j™" variable have an impact on the fluc-

tuations of it" variable.

Definitions of matrices A and B in the structural VAR (S-VAR) above as-
sume that exogenous innovations of firm net worth and of bank net worth do not
affect each other. Based on ordering of the variables this definition of matrices
A and B gives the innovations on firm net worth and bank net worth an equal

chance to explain the fluctuations of external finance premium.

I run two alternative tests to check the robustness of results. The first is a
Cholesky decomposition of shocks given the current ordering of the variables
(named Cholesky VAR). For a Cholesky VAR the element A(2,1) = NA of
matrix is non-zero (eq. 2.7). When the A(2,1) coefficient is not restricted to zero
the innovations of the 15t variable are allowed to have an effect on fluctuations
of the 2™ variable. In a separate subsection, I will check how results would

differ when a Cholesky VAR is estimated.

A€t = B'LLt (27)
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The second robustness test is a Cholesky decomposition of shocks with
reversed order of net worth variables. I run a similar VAR as in equation
2.7, but the order of variables now is x{ = [nwB, nwFy, efpy] so that bank net
worth affects firm net worth in addition to their individual effect on the third

variable.

2.3.1 How strong is the Impact of Firm and Bank Net Worth

on the Premium?

The focus of these empirical tests is the period 1985-20014. Given the long
series of data in US it allows me to compare fluctuations in efp series due to

innovations on firm net worth or bank net worth.

I run the tests for the two measures of external finance premium, efpBA
and efpB, as defined earlier in section 2.1. I will use an index of forecast error
variance decomposition (FEVD) to compare the variance decomposition of efp
variable due to innovations on each net worth series. Define by index ﬂ’éfp the

average forecast error variance decomposition of the efp variable due to shock i for

lags 1-12, where i stands for either firm net worth (nwF) or bank net worth (nwB).
Results from a S-VAR in US

Table 2.1 shows the fraction of forecast errors of borrowing premium efpBA
explained by an exogenous innovation on firm net worth and on bank net worth
for US. Column [1] shows that 47% of fluctuations of efpBA is mainly explained
by innovations of bank net worth for the full sample 1950-2014.

To identify during which periods this effect is stronger I split the full sam-
ple into two sub-periods and run the same S-VAR with data from each sub-
period. I split the full sample in a Great Moderation period (1985-2014) and

a sub-period before that (1950-1984) (column [2] of table 2.1). Then I split the
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2.3. Empirical Results from a 3-variable VAR

Table 2.1: The 12 lag average forecast error variance decomposition (FEVD) of efpBA,

”prr due to innovations on net worth of j = nwF, nwB.

| Lags 1-12 | 1950-2014 1950-1984 1950-1997  1950-2001

| [2] 3] [4]
US | TIoEA 19 23 33

1985-2014 1998-2014  2002-2014

IEY
Us ITQ]XT‘;FBA 2 16 7 3
47

US | TToEa 10 11 6
us | e, 58 2 69

Structural VAR (S-VAR) with matrices A and B as in equation 2.6. VAR order: nwE, nwB, efpBA;

neither net worth affects the other, both affect the premium.

full sample at an arbitrary selected year (1997) and further into the year 2002
right before the start of the recession (columns [3] and [4] of table 2.1)>. For

i

each case I report the average forecast error variance decomposition index, Tlg,

calculated from the two sub-sample estimations. In lower (upper) part of the
table I report the results from the recent (earlier) sup-period. The choice of
years to split the sample indicates my interest in the Great Moderation period

and in the recession period.

Columns [2] to [4] in upper panel of table 2.1 show results from the S-
VAR tests for the first sub-sample period. In lower panel I show results of the
remaining sample period. A bird-eye view of the table in columns [2] to [4]
indicates the impact of bank net worth innovations on external finance premium
has become stronger since the end of 8os or the beginning of 9os. These results
are displayed in lower part of table 2.2. This period corresponds with the Great

Moderation period in US economy (Stock and Watson (2002)).

5Ideally the sample for the crisis period would be 2007-2014. The problem with such a sample
is that the time series are not stationary in such a short sample due to large drops in all three
variables in 2007 which take several quarters to bounce back.
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Table 2.2 shows the variance decomposition of forecast errors of the other
premium measure, the efpB series, due to innovations on the same two net

worth series, nwF and nwB. Definitions of matrices A and B are the same.

Table 2.2: The 12 lag average forecast error variance decomposition (FEVD) of efpB,

ﬂlfp, due to innovations on net worth of j = nwF, nwB.

\Lags 1-12 \ 1950-2014 1950-1984 1950-1997 1950-2001
| 1] [2] [3] [4]

uUsS ﬂ%‘;}é 4 13 12 18
US ﬂ*e‘]!;}é 5 11 2 2

| | 1985-2014 1998-2014 2002-2014

US | Ty 11 7 17
US | TIope 7 49 77

Structural VAR (S-VAR) with matrices A and B as in equation 2.6. VAR order: nwF, nwB, efpB;

neither net worth affects the other, both affect the premium.

For the full sample period 1950-2014 in column [1], the variations in the
premium series, efpB, can be explained by the exogenous innovations of its
own®. In the more recent periods, starting from the end of ‘gos, around 50-70%
of fluctuations in the premium series efpB have been driven by exogenous in-
novations on bank net worth (lower panel of columns [3] and [4])7. The results
echo the findings above. One difference from previous results is that the im-
pact of bank net worth on efp becomes stronger slightly later during the Great

Moderation period and therefore does not show up in the full sample S-VAR.

® As this is a 3-variable VAR where firm net worth and bank net worth explain 4 and 5 % of
efpB fluctuations respectively (column [1]), the remaining 91% of variations are explained by
innovations on efpB.

71t is possible that the strong monetary policy stance undertaken during Volcker rule of Federal
Reserve is dominating the behavior of series efpB during 1985-2014.
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Robustness check

I check how robust these results are to the ordering of the VAR variables. I
now re-run the VARs with Cholesky ordering to check the robustness of the
results for both efp measures, efpBA and efpB. For that I redefine matrices A as
in equation 2.8 while the diagonal B matrix remains the same. The difference
from the S-VAR case shown earlier is that I set no restriction on the element
A(2,1) = NA. It implies that, now I let innovations on first variable to have a

contemporary effect on the second one.

Aet = B'LLt (28)

NA NA 1
NA 0 0
B=1 0 NA 0
0 0 NA

This standard Cholesky decomposition of forecast errors assumes that now
the innovations on firm net worth matter for the variation of bank net worth. This
is in addition to their individual effects on the third variable, efp. This seems
a reasonable ordering given that it is the firms’ assets that are first exposed
to fundamental exogenous shocks in the economy. In any financial system
firm liabilities are mostly bank assets. Both firm liabilities and net worth will
depend on quality of firm assets. Any adverse shock deteriorating the value
of firm assets will affect both, the firm net worth and its ability to repay its

liabilities. Hence will affect bank assets and its financial health (net worth).
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In each column of table 2.3 I report an index ﬂ}afp. It is the 12-quarter
average forecast error variance decomposition of efp due to shock ‘i’, where ‘i’
stands for either firm net worth [nwF] or bank net worth [nwB]. In column (i) I
report the same S-VAR results shown in column [3] (lower panel) of tables 2.1

and 2.2 for the period 1998-2014°. In column (ii) I report the VAR results for

the same period but with Cholesky ordering.

As a final robustness check, in column (iii) I report the VAR results for
the same period but now with the reversed order of the variables as x{ =
[nwB¢, nWFy, efpi]. In what I name the reverse order VAR 1 switch the ordering
of variables where bank net worth is the first and firm net worth is the second
variable. This ordering assumes innovations on bank net worth are now allowed
to explain variations in firm net worth while both affect efp variable.

Table 2.3: The 12 lag average forecast error variance decomposition (FEVD) of efpBA
and efpB, ﬂiepr A and ﬂiepr respectively, due to innovations on net worth
i = nwF, nwB (US).

| Lags 1-12 | [i] S-VAR [ii] Cholesky VAR [iii] Reverse order VAR

efpBA | TIoNE A 11 10 11
efpBA | TIgRE A 72 71 69
efpB | TIohs 7 4 7
efpB | TIiHE 49 46 44

(*) Order: [i] SVAR: neither net worth affects the other, both affect efp variable;
[ii] Cholesky VAR: nwF, nwB, efp-variable; [iii] Reverse Cholesky VAR: nwB, nwF, efp-variable.
(**) IRFs in figures A.1 to A.3 of appendix A.

The results are very similar across the three columns. Columns (ii) and (iii)
suggests that innovations on bank net worth are important for the variations
in the efp variable, efpBA or efpB, and do not depend on ordering, S-VAR or

Cholesky VAR. The impulse responses from the VAR results of table 2.3 are

81 choose a shorter sample period for the robustness tests to match the period when bank net
worth becomes significant in the VAR results with efpB as a proxy for premium (column [ii] in
lower panel of table 2.2). Bank net worth has become important for external finance premium
proxy, efpB, only after this period

35



2.3. Empirical Results from a 3-variable VAR

shown in figures A.1 to A.3 of appendix A. Each figure shows the responses
of the two measures of external finance premium, efpBA and efpB, following

innovations on firm and bank net worth.

< Figures A.1 to A.3 here >

Is bank net worth more significant in UK?

The data for UK are of a shorter time span. I can collect data on net worth
based on stock indices from Datastream as proxy for net worth?. These data
are different from balance sheet data collected in the case of US as described

earlier in section 2.1.

In table 2.4 I report average forecast error variance decomposition (FEVD)
of one borrowing spread measure for UK, efp due to innovations on net worth
based on UK data.

Table 2.4: The 12 lag average forecast error variance decomposition (FEVD) of efp,

ﬂiefp, due to innovations on net worth i = nwF, nwB (UK).

| Lags 1-12 | [i] S-VAR [ii] Cholesky VAR [iii] Reverse order VAR

[A]
efp IT?]ZI‘;F 11 12 7
efp | TToh° 54 34 39
[B]
efp | TTopT 14 9 8
efp | TToHP 44 24 25

(*) Order: [i] SVAR: neither net worth affects the other, both affect efp variable;
[ii] Cholesky VAR: nwF, nwB, efp variable; [iii] Reverse Cholesky VAR: nwB, nwF, efp variable.
Bank net worth for UK is an equity index of banking sector in panel [A] and of financial sector in panel [B].

Source: Datastream 1985-2014.

9US and UK are two economies that have well developed financial markets that allow for a
considerable share of market based financing for corporate firms to take place and for equity
securities to be traded in the financial markets.
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I use two different series of bank net worth. One is an equity index of
banking sector in UK (panel [A]) and the other is an equity index of finan-
cial sector in UK (panel [B]). Data are obtained from Datastream for the period
1985-2014. The results are similar to those in US. Exogenous innovations of
bank net worth are significant for the variations in external finance premium. Im-
pulse response functions (IRFs) A.5 in appendix indicate that external finance

premium declines following a positive innovation on bank net worth.

< Figure A.5 here >

One possible argument to motivate these latter results is the largely de-
veloped market-based financial system in US and partially in UK. In market-
based financial systems firms can obtain financing by selling equity stakes to fi-
nancial institutions. While these equity securities can also be bought by house-
holds and other entities banks and other financial entities buy the majority of
them. The amount that may go to households and non-financial institutions is

negligibly small.

2.3.2 Do fluctuations in net worth have real effects?

In this part I explore whether the innovations on firm net worth and bank net
worth explain the variations in output gap. I run similar S-VARs as in previous
section but now instead of a series for the external finance premium I test how
the exogenous innovations on bank net worth and firm net worth affect the
fluctuations of per-capita-GDP. Y is per-capita-GDP deviations from the potential
GDP per capita (Y). The latter is approximated by the trend of the HP filter.
The rationale for replacing the external finance premium with output gap is
to check for robustness of the previous results. If the bank net worth effect on

external finance premium is strong and robust then it must have an impact,
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through credit flows, on output gap fluctuations as well. Results are reported

in table 2.5.

Table 2.5: The 12 lag average forecast error variance decomposition (FEVD) of GDP
per capita, ﬂiy, due to innovations on net worth i = nwF, nwB.

\ Lags 1-12 \ 1950-2014 1950-1984 1950-1997 1950-2001
[2] [3] (4]

Y (US) | TTwF 10 1 0
Y (US) ﬂ“WB 15 15 19

| | 1985-2014 1998-2014 2002-2014

Y (US) | mpwF 10 15 23
Y (US) ﬂ“WB 47 51 41

Structural VAR (S-VAR) with matrices A and B as in equation 2.6. VAR order: nwF, nwB, Y;

neither net worth affects the other, both affect the output.

The results resonate with the previous ones regarding the role of bank net
worth for the fluctuations of the efp. Innovations on bank net worth explain the
variations of output during the Great Moderation period. Results support the
hypothesis that the significance of bank net worth relative to firm net worth
on efp measures, as seen in previous tables, is strong and robust enough to

show up as an effect on the variations of output in the US economy.

For the sake of comparison I follow the same robustness tests with output
gap as with efp. Y; is the variable of interest (measured as GDP per capita less
potential output). Results are reported in table 2.6. In column (i) I list the
same S-VAR results shown in column [3] of tables 2.5. In columns (ii) and (iii)
I report the Cholesky VAR results for both cases when innovations of firm net
worth affect bank net worth and vice verse.

The results from these alternative VAR tests confirm the same findings from
the structural VAR. Bank net worth is more significant for the dynamics of US

business cycles. Impulse response functions (IRFs) in figure A.4 of appendix
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Table 2.6: The 12 lag average forecast error variance decomposition (FEVD) of Y, TT},,
due to innovations on net worth i = nwF, nwB (US).

| Lags 1-12 | [i] S-VAR [ii] Cholesky VAR [iii] Reverse order VAR

Y (US) | TTwF 15 6 15
Y (US) | B 51 46 51

(*) Order: [i] SVAR: neither net worth affects the other, both affect Y variable;
[ii] Cholesky VAR: nwF, nwB, Y variable; [iii] Reverse Cholesky VAR: nwB, nwF, Y variable.
(**) IRFs in figure A.4 of appendix A.

indicate that positive innovations on bank net worth give rise to higher output
gap'®. Occasionally, depending on the ordering of the variables, output gap
responds positively to innovations on firm net worth. The magnitude of their
impact measured by the forecast error variance decomposition shown here in
table 2.6 indicates that the impact of bank net worth is strong and robust for any

ordering in the VARSs.

< Figure A.4 here >

Is there any real effect of firm and bank net worth in UK?

I report the average forecast error variance decomposition (FEVD) of output
gap, Y, due to innovations on net worth based on UK data in table 2.7. Results
are similar to those in the case of US. It is exogenous innovations of bank net

worth that are significant for the variations in output in UK.

Impulse response functions (IRFs) in figure A.6 on page 54 of appendix
indicate that output goes up upon a positive innovation on bank net worth.
IRFs indicate a slightly positive impact of output due to innovations on firm

net worth as well. Output response to firm net worth is not strong as shown by

™n the IR graphs in appendix, innovations on bank net worth take the name ‘shock 2” in the S-VAR
and Cholesky VAR. With reverse ordering of variables in reversed Cholesky VAR, innovations
on bank net worth get the name ‘shock 1”.
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Table 2.7: The 12 lag average forecast error variance decomposition (FEVD) of Y, TT},,
due to innovations on net worth i = nwF, nwB (UK).

| Lags 1-12 | [i] S-VAR [ii] Cholesky VAR [iii] Reverse order VAR

[A]
Y (UK) ﬂ{}WF 17 14 10
Y (UK) IT{}WB 47 27 31
[B]
Y (UK) | TTgnF 25 11 16
Y (UK) | TIgwB 52 33 28

(*) Order: [i] SVAR: neither net worth affects the other, both affect Y variable;
[ii] Cholesky VAR: nwF, nwB, Y variable; [iii] Reverse Cholesky VAR: nwB, nwF, Y variable.
Bank net worth for UK is an equity index of banking sector in panel [A] and of financial sector in panel [B].

Source: Datastream 1985-2014.

FEVD results in table 2.7 above. The share of output variations explained by

innovations on firm net worth is less than 20%.

< Figure A.6 here >

Firm and bank net worth are endogenous variables in the economy driven by
technology innovations and possibly exogenous policy and other shocks. The
positive correlation of net worth series with output and investment (table A.1 in
appendix) is a potential signal that fundamental shocks have strong impact on
all these variables (table A.1 in appendix). To assess how productivity or policy
shocks affect fluctuations of the two net worth variables, in the next subsection

I add technology and policy shocks to the list of variables in the current VAR.

< Table A.1 here >
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2.4 What are the fundamental drivers of net worth

and the efp?

Fluctuations in bank net worth and firm net worth variables are not solely due
to exogenous innovations of their own. They also respond to key fundamen-
tal shocks. In this section I analyse how the results from the previous section
change when (proxy for) key technology or policy shocks are present in a VAR.
I ask “what fraction of the fluctuations of efp do innovations in fundamental
shocks and in both net worth variables explain in the VAR system?”. To do
so I add three additional variables to the previous 3-variable VAR system. I
add a proxy for total factor productivity (tfpy), one for investment specific technol-
ogy (ist¢) and one for the Fed’s nominal interest rate (R}'). This is a 6-variable
VAR system that identifies the extent to which technology or policy shocks are
critical for external finance premium and for net worth variables. Bank net worth
and firm net worth can still have an impact on the variations in external finance

premium.

I run the 6-variable vector-auto-regression (VAR) with data from the period
1985-2014. The selected sample is based on results in previous section that

bank net worth had become significant for efp in US.

.
Xt =+ Z Ojxij + Aet (2.9)
j=1

x{ = [tfpy, isty, RE, nwF, nwBy, efpy]

where x; is now a matrix of six variables. Tfp; is total factor produc-
tivity shock, ist; is investment technology shock and R} is Fed’s nominal
interest rate. The three variables from previous section are firm net worth,
bank net worth and a proxy for external finance premium. The matrix Ae; =

A[e;‘fp, eist, eRn emwk enwB eifp] is the set of observed residuals obtained from
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the unrestricted VAR and the remaining coefficients have the same meaning as

before. The number of lags is T = 4 again.

2.4.1 Definition of Structural VAR
Definition of S-VAR 1

A and B matrices for a structural VAR (S-VAR) are defined in equation 2.10.
ut is the vector of unobserved orthonormal structural innovation such that
[uy, u{] = I. Matrix B is defined as a 6-by-6 diagonal matrix. Its non-zero
(diagonal) elements, denoted 'NA’, imply that the size of the exogenous inno-
vations of each variable will be determined by the data. Definition of matrix B
will remain the same in all the 6-variable S-VAR tests of this section. For the

structural VAR (S-VAR 1) I will explain in detail the definition of A matrix.

Aer = Buy (2.10)

1 0 0 0 0 0
0 1 0 0 0 0
0 0 1 0 0 0

A=
NA NA NA 1 0 0
NA NA NA 0 1 0
NA NA NA NA NA 1
NA O 0 0 0 0
0 NA O 0 0 0
0 0 NA O 0 0

B =
0 0 0 NA 0 0
0 0 0 0 NA O
i 0 0 0 0 0 NA |
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All A(i,i) = 1 elements for i = 1 to 6 assume that each variable in the
vector of variables x{ responds to its own exogenous orthonormal innovation.
All non-diagonal elements of the first three rows of A are zero (all A(i,]j) ele-
ments for i # j and 1,j = 1,2,3). This definition assumes that tfp, isty and
RY respond only to their own exogenous innovations. The motivation is to
replicate the definition of these shocks in general equilibrium models**. The
current set-up gives an equal chance to the innovations on these fundamental

variables to affect the net worth and efp variables.

A non-zero element A(ij), for i # j and denoted 'NA’, assumes that the
innovation of the j' variable is allowed to have a contemporaneous impact
on the fluctuations of it" variable. In rows 4 to 5, 'NA’ elements imply that
innovations on tfpy, ist; and R are allowed to contemporaneously affect the
two net worth variables, nwF; and nwB;. In row 6 the 'NA" elements imply
that innovations on all the other 5 variables are allowed to contemporaneously
affect the last variable of x{, that is efp. Note that element A(4,5)=0 implies that

4th

innovations on the variable, firm net worth, has a zero contemporaneous

effect on the 5" variable, bank net worth.

Definition of S-VAR 2

I define a second structural VAR model which I name it S — VAR2. Matrix
B is the same. Here I do not restrict innovations on firm net worth to have a
zero contemporaneous effect on bank net worth. Instead I let element A(4,5) =

NA # 0 assuming that innovation on firm net worth have a contemporaneous

"Reporting results from VARs where the three shocks affect each other would overload this
section with results that do not add much and that goes beyond the scope of this analysis.
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effect on bank net worth (eq. 2.11). All the other elements of A matrix remain

unchanged.

Aey = Buy (2.11)

0
0 1 0 0
0 0 1 0

o o o o

NA NA NA 1

o O o o O

NA NA NA NA 1

NA NA NA NA NA 1

Definition of S-VAR 3

Finally I define a third structural VAR named S — VAR3 where matrices A and
B are the same as above but the order of variable changes such that nwF; and

nwB; switch places as shown in equation 2.12.

x{ = [tfpy, isty, RY, nwBy, nwFy, efpy] (2.12)

The definition of A matrix is the same as in equation 2.11. The re-ordering
of two net worth series assumes that innovations on bank net worth have a

contemporaneous effect on firm net worth.

Finally in each of these three S-VAR models I replace the external finance
premium proxy variable, efp, with the output gap variable, Y. The motivation
is to compare the impact of fundamental shocks in explaining external finance
premium to their impact on output. An impact that is similar in size would be

a robustness check for the role of external finance premium.
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2.4.2 Which fundamental shocks drives efp in a 6-variable S-

VAR?

I run the tests for the two measures of external finance premium, efpBA and
efpB, as defined earlier in section 2.1. I use the same index of 12 lag average

forecast error variance decomposition (FEVD) of an efp variable, ﬂ";fp, due to shock

i where i stands for either tfp, ist, Rn, firm net worth (nwF) or bank net worth
(nwB)*>.

Table 2.8: The 12 lag average forecast error variance decomposition (FEVD) of efp

(ﬂiepr A and ﬂ}apr respectively) due to innovations on i = tfp, ist, Rn, nwF

and nwB for the period 1985-2014.

| Lags 1-12 | [i] S-VAR 1 [ii] S-VAR 2 [iii] S-VAR 3

[A] : x{ = [tfp¢, isty, RY, nwFy, nwBy, efpBA¢]

f
efpBA ITE{;B A 55 61 61
efpBA | Ttk A 7 8 8
efpBA | TIEL 5 5 9 10 10
efpBA ﬂ'e‘}]‘;% A 10 4 8
efpBA | TINE A 12 10 6

[B] : x{ = [tfp¢, isty, R}, nwF, nwBy, efpBy¢]

f
efpB IT;{;B 25 27 27
efpB H%FB 6 7 7
efpB | TIghp 41 44 44
efpB | TIo: 10 5 10
efpB ﬁg}]‘j’g 13 12 7

(*) [i] SVAR 1: neither net worth affects the other, both affect efp variable; [ii] SVAR 2: Shocks on
firm net worth affect bank net worth; [iii] SVAR 2: bank net worth shocks affect firm net worth.
The numbers do not add up to 100 column-wise (for each panel) as I have not included the

percent of variations explained by own shocks of each variable.

In table 2.8 I report results with US data series for the period 1985-2014 for

the two different proxy series of external finance premium.

In panel [A] the vector of variables is x{ = [tfpy, isty, R, nwF, nwBy, efpBA4].

In panel [B] the vector of variables is x{ = [tfpy, istt, R}, nwF, nwBy, efpB4].

™ do not report FEVD due to exogenous ¢fp shock. Hence column-wise the sum of each column
is not 100.
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In each column I report the percentage of variations in efp variables ex-
plained by variations of the other 5 variables of vector x{. The results in panel
[A] indicate that ffp innovations explain around 55-60% of variations of the
variable, efpBA. The fraction of variations of efpBA explained by innovations in

other variables is negligibly small.

In panel [B] the VAR results with the second proxy series, efpB, indicate
that innovations on policy rate, Rn, and on tfp explain around 40% and 25%,
respectively, of fluctuations of efpB. The results do not depend on the ordering

of the two wealth variables, firm and bank net worth.

In a 3-variable VAR in previous section, bank net worth was explaining
both efp fluctuations. From these tests I learn that, as expected, tfp takes over
in explaining the variations in premium measures. Investment specific technol-
ogy shocks do not seem to matter for the efp while policy shocks have a strong

impact only on the second premium measure, efpB.

2.4.3 Impact of fundamental shocks for Output fluctuations

In a separate test I repeat the above exercise with the vector of variables
x{ = [tfpy, isty, RY, nwFy, nwBy, Yi] where Y; is the output variable replacing
the efp variable. I ask “what fraction of output fluctuations do these three exogenous
innovations explain?’. If the results from the previous two VARs are robust then,
given the strong counter-cyclical nature of external finance premium shown
earlier in table A.1 (see appendix), then the same policy shocks should have
similar impact on output variations. Therefore, the aim is to verify to what ex-
tent the above VAR results are consistent with this argument of counter-cyclical
external finance premium.

In table 2.9 I show that a fraction of around 20-25% of output fluctuations

are explained by innovations of policy rate and a similar share by tfp. While
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Table 2.9: The 12 lag average forecast error variance decomposition (FEVD) of Output
(ﬂ’; ) due to innovations on tfp, ist, Rn and net worth i = tfp, ist, Rn, nwF,
nwB for the period 1985-2014.

| Lags 1-12 | [i] S-VAR 1 [ii] S-VAR 2 [iii] S-VAR 3
[C] : x{ = [tfp¢, isty, RYY, nwFy, nwBy, Y]
Y ﬂ?cp 25 24 24
Y | Tt 6 7 7
Y | TI§n 23 22 22
Y | TTpnF 7 5 7
Y ITQWB 3 3 2

(*) [i] SVAR 1: neither net worth affects the other, both affect efp variable; [ii] SVAR 2: Shocks to
firm net worth affect bank net worth; [iii] SVAR 2: bank net worth shocks affect firm net worth.
The numbers do not add up to 100 column-wise (for each panel) as I have not included the

percent of variations explained by own shocks of each variable.

negligibly small fraction can be explained by other variables, the remaining
variations are explained by own shocks'3. The significance of policy and tfp
shocks for output and for efpB variations is consistent with a counter-cyclical

external finance premium.

2.4.4 What drives net worth?

What explains the variations in net worth of firm and bank in these same S-VARs? In
this subsection I report share of net worth fluctuations due to fundamental and

own shocks from the same S-VARs reported in section 2.4.2.

In tables 2.10 and 2.11 I report the share of fluctuations of net worth vari-
ables, firm net worth and bank net worth respectively, that are explained by vari-
ation in tfp, ist, Rn and in both net worth variables. These results are obtained
from the same S-VARs that delivered the results reported in table 2.8 with ma-

trices A and B defined in equations 2.10, 2.11 and 2.12. Note that in the upper

13The sum of numbers in each column do not add to 100. In these tables, I have not included the
fraction of output variations explained by own shocks. In table 2.9 exogenous output shock
explains around 30% of output fluctuations.
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panel the vector of variables is x{ = [tfpy, istt, R, nwF, nwBy, efpBA{] while

in lower panel I replace the proxy for the premium, efpBA;, with efpBs.

Table 2.10: The 12 lag average forecast error variance decomposition (FEVD) of firm

net worth, nwF, (ﬂ}in) due to innovations on tfp, ist, Rn and net worth i =

tfp, ist, Rn, nwF, nwB for the period 1985-2014.

| Lags 1-12 | [i] S-VAR 1 [ii] S-VAR 2 [iii] S-VAR 3

[A] : x{ = [tfp¢, isty, R}, nwFy, nwBy, efpBA¢]
tfp
nwF | TT 27 32 32
nwF | TS 9 10 10
Rn
nwF ﬂnwF 22 26 26
nwF l'[m"vE 33 24 28
nw
nwkF | TTTF 8 7 4
[B] : x{ = [tfp¢, isty, R}, nwF, nwBy, efpBy¢]
tfp
nwF | TT U 11 13 13
nwF | TS 9 10 10
Rn
nwkF | TTT - 26 29 29
nwF ﬂgxg 30 24 29
nw
nwEF | TITVE 23 23 18

(*) [il SVAR 1: neither net worth affects the other, both affect efp variable; [ii] SVAR 2: Shocks to
firm net worth affect bank net worth; [iii] SVAR 3: bank net worth shocks affect firm net worth.
The numbers do not add up to 100 column-wise (for each panel) as I have not included the

percent of variations explained by shocks to the last variable.

The result indicate that policy shock explains around 25-30% of firm net worth
fluctuations in both VAR tests, independent of whether efpBA; or efpB; is
included in VAR (panels [A] and [B] of table 2.10). Innovations on tfp; explain
around 27-32% of firm net worth fluctuations only when efpBA; is used in the

VAR system (panel [A])'4.

In table 2.11 I show the fraction of FEVD of bank net worth explained by each
shock. Innovations on tfp and policy rate each explain around 27-30% of bank
net worth fluctuations in the S-VAR with efpBA proxy for the premium (panel

[A] of table 2.11). In panel [B], with efpB as proxy for the premium, none of

™A large fraction of net worth variations in tables 2.10 is explained by own (net worth) shocks
as shown. Fraction of FECD explained by efp shock are not shown.
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the shocks is significant for the bank net worth. Its fluctuations are driven by

exogenous shocks of its own (75-80%).

Table 2.11: The 12 lag average forecast error variance decomposition (FEVD) of bank

net worth, nwB, (ﬂ;wB ) due to innovations on tfp, ist, Rn and net worth i

= tfp, ist, Rn, nwF, nwB for the period 1985-2014.

| Lags 1-12 | [i] S-VAR 1 [ii] S-VAR 2 [iii] S-VAR 3

[A] : x{ = [tfp¢, isty, R}, nwFy, nwBy, efpBA¢]
nwB ﬂng 29 30 30
nwB | TSt . 9 9 9
nwB WETV‘\,B 27 28 28
nwB T[Kxg 2 6 1
nwB T[Rxg 32 24 29
[B] : x{ = [tfp¢, isty, R}, nwF, nwBy, efpBy¢]

F
nwB | TT s 3 3 3
nwB | TSt . 2 2 2

R
nwB | TT 5 7 7 7
B | TR 4 5 f
nwB | T8 80 75 80

(*) [il SVAR 1: neither net worth affects the other, both affect efp variable; [ii] SVAR 2: Shocks to
firm net worth affect bank net worth; [iii] SVAR 2: bank net worth shocks affect firm net worth.
The numbers do not add up to 100 column-wise (for each panel) as I have not included the

percent of variations explained by shocks to the last variable, which are negligibly low.

Earlier in table 2.1 I reported strong and significant impact of bank net worth
on the borrowing premium starting from the end of ‘8os. To reconcile the cur-
rent results with those in table 2.1 I can argue that tfp and policy shocks are key
drivers of efp. Net worth fluctuations have potentially become critical transmit-

ters of these two shocks in US since the start of the Great Moderation period™>.

2.5 Conclusions

There are three main fundamental drivers of business cycles that I analyse in

this chapter, the total factor productivity (tfp), the investment specific technol-

™n one case, in panel [B] of table 2.11, the results indicate that shocks other than tfp and policy
rate may be affecting the bank net worth.
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ogy (ist) and monetary policy. The shocks on these variables are employed in a
horse-race to explain fluctuations of financial and output variables in a vector

autoregressive model. Two main results emerge from this analysis.

First, total factor productivity (tfp) shocks and monetary policy shocks are
key drivers of the external finance premium and output fluctuations. Invest-

ment specific technology shock is not important.

Second, the fluctuations in the financial sector net worth are also critical
factor for the dynamics of external finance premium. In the absence of fun-
damental shocks, it is the exogenous innovations to financial sector net worth,
rather than firm net worth, that explain a large share of e¢fp and business cycle

fluctuations.

In the next chapter I lay out a dsge model with two-sided financial frictions

that will shed light on the propagation of these fundamental shocks.
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Appendix A

A.1 Tables and Figures

Net Worth and volatility of EFP in US

Figure A.1: S-VAR: Impulse Responses (IR) of efpBA and efpB due to innovations on
firm net worth[=shock 1], bank net worth[=shock.2] and own (efp) [=shock.3]

(Us).

IRFfrom SWVAR 1998-2014: efpBA responsein upper graph, efpB response inlower graph.
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Figure A.2: Cholesky VAR: Impulse Responses (IR) of efpBA and efpB due to innova-
tions on firm net worth[=shock 1], bank net worth[=shock.2] and own (efp)

[=shock.3] (US).

IRF from Cholesky VAR 1998-2014: efpBAresponse in upper graph, efpB response in lower graph.
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Figure A.3: Reverse order Cholesky VAR: Impulse Responses (IR) of efpBA and efpB
due to innovations on bank net worth[=shock 1], firm net worth[=shock.2]
and own (efp) [=shock.3] (US).

IRF from reverse Cholesky VAR
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1998-2014: efpBAresponseinupper graph, efpB response inlower graph
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Figure A.4: S-VAR, Cholesky VAR & reverse order Cholesky VAR: Impulse Re-
sponses (IR) of Y due to innovations on firm net worth[=shock 1], bank

net worth[=shock.2] and own (Y) [=shock.3] (US).

utput IR due to shocks on firm net worth[shockl] and bank net worth[shock2], (US: 1998-2014 ): Row [i] 5-VAR, [iilCholesky, [iii] reversed order Cholesky™
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* In the IR graphs with reverse ordering of variables [ii

innovations on firm net worth get the name "shock 2°.

in reversed Cholesky VAR, innovations on bank net werth gets the name "shock 1" and

Figure A.5: S-VAR: Impulse Responses (IR) of efp due to innovations on firm net
worth[=shock 1] and bank net worth[=shock.2] and own (efp) [=shock.3]

(UK).

EFP Impulse response due to firm net worth shock [shockl] and bank net worth shock [shock2], S-VAR (UK: 1985-2014 ).
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[A] Upper graph: bonk net worth is an equity index of banking sector in UK;
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Figure A.6: S-VAR: Impulse Responses (IR) of ¥ due to innovations on firm net
worth[=shock 1], bank net worth[=shock.2] and own (efp) [=shock.3] (UK).

¥ _=ap Impulse response due to firm net worth shock [shockl] and bank net worth shock [shock2], S-WAR (UK: 1985-2014 ).

Response to Structural One S.D. Innovations+2 S.E.

Response of _YY to Shock1 Response of _YY to Shock2 Response of _Y Y to Shock3
Response to Structural One 5.D. Innovations £2 S.E.
Response of _YY to Shockil Response of _YY to Shock2 Response of _YY to Shock3
[&] Upper graph: bank net worth is an equity index of banking sector in UK; [B] Lower graph: bank net worth is an equity index of financial sector in UK;
Table A.1: Correlation with output (%py, ) data (*)
\ [a]’50-2014 [b]’80-2014 [c]'05-2014

Y 1 1 1

C 0.85 0.86 0.92
I 0.90 0.88 0.95
H 0.88 0.88 0.91
W 0.85 0.25 -0.08
TT 0.20 0.32 0.42
Rn 0.37 0.42 0.77
Moody’s BAA yield -0.30 -0.35 -0.61
Firm Net Worth (FoF) 0.33 0.34 0.93
Bank Net Worth (FoF) 0.46 0.45 0.73
Firm Net Worth (DS) 0.41 0.61 0.81
Bank Net Worth (DS) 0.40 0.42 0.82
efpBA -0.54 -0.40 -0.44
efpA -0.54 -0.55 -0.78
efpB -0.60 -0.57 -0.79

(*) Correlations (py; ) multiplied by 100 to express in % terms.
(**) All indicators are in real terms deflated by GDP deflator, except efp.
(***) (FoF): Flow of Funds Accounts; (DS) Datastream proxy series based on equity indices.

54



A.2. Data

A.2 Data

US Data

I use US data from NIPA-BEA, CPS-BLS, the FRED database, and the Flow
of Funds Accounts from the Federal Reserve Board. Though data for US are
available starting from 1947, the earliest, I use data for the period 1980-2015,

as the longest time span for which I can construct data for Euro area.

1. Non-financial sector net worth: Tangible Assets minus Credit Market
Liabilities. Tangible Assets obtained from the Flow of Funds Account
(FFA) of the Federal Reserve Board, sum of ‘Nonfinancial Assets of Non-
tinancial Corporate Business’, series ID FL102010005.Q from Table B.102
and ‘Nonfinancial Assets of Nonfinancial Corporate Business’, series ID
FL112010005.Q from Table B.103. Credit Market Liabilities obtained from
the Flow of Funds Account (FFA) of the Federal Reserve Board, sum of
‘Credit Market Instruments of Nonfinancial Noncorporate Business’, se-
ries ID FL114104005.Q from Table B.102 and ‘Credit Market Instruments
of Nonfinancial Corporate Business’, series ID FL114102005.Q from Ta-
ble B.103; I deflate the nominal net worth series using the GDP deflator
provided by NIPA Table 1.1.4.

2. Financial sector net worth: Financial business; corporate equities; liabil-
ity.. I use the series from the Financial Account of the Unites States (table
Z1) of the Federal Reserve Board to get a market value for the net worth
of Financial Sector. I obtain the series "Financial business; corporate equities
(liability)’, coded LM793164105.Q from table Z1/L108. (Before August
2015 the table was named Z1/L107 and the series name FL793164105.Q).
I deflate the nominal net worth series using the GDP deflator provided

by NIPA Table 1.1.4.
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3. External Finance Premium. Moody’s Baa-rated corporate bond yield mi-
nus the Aaa-rated corporate bond yield. Alternatively, the spread is
calculated as primary lending rate minus 3 months T-bill rate. Source:

Board of Governors of the Federal Reserve System (H15).

4. Total factor productivity (tfp). 1 obtain the total factor productivity se-
ries from Federal Reserve Bank of San Francisco website. The series is
provided in percent change at an annual rate (=400 * change in natural
log). To obtain the original series I convert the original series with base

1947Q1=100. (I use the reverse formula exp(dtfp/400) = tfp(—1)).

5. Investment specific technology (ist). (i) I replicate Pakko (2002) file repli-
cated into quarterly; (ii) alternatively, I obtain the series for investment

specific technology as a ratio of Investment deflator to GDP deflator.

To deflate level series (net worth) I use the GDP price deflator (Source: Bureau

of Economic Analysis).



Chapter 3

Financial Frictions and Monetary

Policy

3.1 Introduction

My focus in this chapter is to evaluate the propagation of shocks in a general
equilibrium model with two-sided financial frictions. The two frictions arise
as credit constraints on the financial intermediary and on the entrepreneur.
The main contribution in this framework is the interaction of the two fric-
tions in propagating basic fundamental technology and monetary policy shocks.
There are two questions I address in this chapter. First, what are the determinants
of the external finance premium in an economy with credit constraint borrower and
lender? Second, when do the dynamics of their net worth become so volatile that
amplified fundamental technology and policy shocks trigger large fluctuations in efp

and business cycles as observed in recent crisis?

The framework features two critical players, the entrepreneur who borrows
to finance wholesale production and the banker who collects deposits to fi-

nance the entrepreneur. Financial frictions in the framework arise due to con-
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straints on the capacity of both borrower and lender to expand their balance
sheets. To set up frictions at firm level I employ a financial accelerator (FA) as in
Bernanke et al. (1999). To introduce a bank friction mechanism I set up a moral
hazard problem as in Gertler and Kiyotaki (2010) that gives rise to lender risk
premia.

An additional feature of the framework is that banks hold in their assets
both loans and equity securities of the borrowing entrepreneur. This feature
is consistent with the increasing trend across financial businesses to expand
their assets through purchase of corporate equity securities. The motivations
is that the price of these equity securities fluctuates procyclically with the state
of the economy and is reflected immediately in the net worth value of financial
intermediaries. The rest of the players, households, capital producers, retailers
and government behave as in a simple new Keynesian framework. In the

remaining part of this chapter I name this framework FAGK.

Two single friction models are derived as special cases of the proposed
double friction framework, a simple financial accelerator (FA) model and a
bank friction model of Gertler and Kiyotaki (2010) (hereby GK). I calibrate the
parameters in the three models to match first moments of data during pre-
crisis period. The three models are driven by primary technology and policy
shocks of the same size.

To assess the propagation of technology and monetary policy shocks by
the two frictions, the impulse responses and second moments from the base-
line FAGK model are compared to those from FA and GK models. I also assess
how the severity of frictions and changes in monetary policy rule can exacer-
bate amplification of fundamental technology and monetary shocks. The last

section concludes.
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3.2 Model

The model in this section is a standard new Keynesian (NK) framework in
which I incorporate a financial accelerator block and a moral hazard problem
defining the relationship between the financial intermediary and the saving
household. In the framework there are two key players, banks and whole-
sale firms (entrepreneurs). The bank signs a financing contract with the en-
trepreneur whereby he issues standard debt loans to the entrepreneur and
purchases equity stakes of the firm for the same price the firm buys the phys-
ical capital. The wholesale entrepreneur endowed with his own net worth
obtains financing from the bank to finances the purchase of physical capital

and engage in wholesale production.

The above financial contract distinguishes my framework from the simple
financial accelerator FA model or from a simple GK model with bank friction.
To make this distinction clear I construct a simple stylized balance sheet of the
borrowing entrepreneur in table 3.1. The framework differs from the simple

FA model which has no role for equity securities, where QS = 0.

Table 3.1: Borrowing Entrepreneur’s Balance Sheet

Assets \ Liabilities

QK¢ Lt
QtSt

| Ni

The other difference from the FA framework is the presence of a credit con-
straint financial intermediary. The banker is a lender to the entrepreneur and
a borrower from the household. The credit constraint arises from the moral
hazard problem that the banker may abscond with some of the borrowed de-
posits. The household requires the banker first to maintain the value of the

bank above a certain threshold as a proportion of total funds (assets), and sec-
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ond to contribute his own net worth on total funds. In this regard the terms of
the relationship between household and the banker are borrowed from Gertler
and Kiyotaki (2010). The balance sheet of the financial intermediary in table

3.2 indicates that entrepreneurs liabilities become the banker’s assets.

Table 3.2: Bank Balance Sheet

Assets \ Liabilities and Net Worth
Lt B¢
Q+St

N2

The key difference from the GK model is that the bank finances the firm
project by issuing standard debt loans and by buying equity securities. In
the simple GK model the banker buys the physical capital Q{K; by issuing
equity securities Sy for the same price of capital Q. The banker in a GK model

literally owns the firm undertaking the investment project.

The remaining agents, households, capital producers, monopolistic retail-
ers and government are borrowed from a standard new Keynesian framework.
A simplified structure of the relationships between the agents is shown in fig-
ure 3.1. Note that the first financial friction arises in the relationship between
the banker and household, and the second in the relationship between banker

and entrepreneur.

sabor Sitgply Capital Producers !

Retail
Capital Goad
Deposits Loans Wholesale
Goods
Household "3 Bank Entrepreneur Retailer
Securities

Figure 3.1: A flowchart of agents.

Next follows a detailed description of each agent’s problem.
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3.2.1 Households

Household (i) chooses between working and spending leisure time. Let Hj,
be the proportion of time the household spends at work. Household’s single-

period utility is given by the equation:

(Cig —xCi1)' 0 H+e"
_ ,t t— h 1t u
U(Ci,t,Hi,t) - 1— o — &y T+ ph by (3.1)

where, 3 € (0,1) is the time discount parameter, 0 < o¢ is the coefficient of
relative risk aversion of households (the inverse of the intertemporal elasticity
of substitution) and x € (0,1) is a coefficient of external consumption habit
formation. 0 < p" is the inverse of the Frisch elasticity of labor (the inverse of
the elasticity of work effort with respect to the real wage). 8! is a labor supply
shifter and b}! is a preference parameter as in Smets and Wooters (2007) that

enriches the dynamics of the stochastic discount factor”.

The household utility is an increasing function of consumption Ci; rela-
tive to external habit, xC;_1, and a decreasing function of hours worked, H; .
Ci_ is average household consumption of previous period. Both internal (see
Christiano et al. (2005)) and external habit (Smets and Wooters (2003)) forma-
tion models are used in literature. Dennis (2009) shows that to a log-linear
approximation those differences make little difference for business cycle be-

havior. The utility function satisfies:

Ue, >0, Ul <0, Uf <0, Ufjy, <0, (3-2)

I allow also for a shock in labor supply affecting the intratemporal trade-off between consump-
tion and leisure to enrich the dynamics of the model in the absence of wage stickiness. In this
chapter I lay out the general form of the framework. As will be clear later, some of these
shocks will only be relevant for chapter 4. The processes for non-zero shocks relevant to this
chapter are summarized in section 3.2.8.
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At any time ¢, the working household saves on real deposits, B+, that are
RY
Meyq

expected to pay ex-post inflation-adjusted return, Rey1 = . He also pays

o W, .
taxes, T 1. The household earns a competitive wage wy = Plt't from his labour,

Hit, supplied in flexible labour market. He also earns profits, ﬂ{”ft, due to
ownership interests in banking business (B), wholesale production (E), capital
production (CP) and retail business (R) respectively (m € (B, E, CP,R)). His

budget constraint follows:

Cit+Bit —RiBit1+ Tyt = wiHi + ”Et + ﬂiE,t + ”Sf +TT% (3-3)

The household will optimize his consumption and savings in deposits to
maximize his utility U. The optimal path of consumption and optimal labor

supply are determined by equations (3.4) and (3.5).

Uc,

T = EtRe4 (ﬁu—m) (3-4)
1,Ct

U,

Wt = —E (3-5)
Uc.
where, B% = Ai,,,, is the real stochastic discount factor. The Eu-
it !

ler equation (3.4) describes household’s optimal consumption-saving decision.
Labor supply equation (3.5) implies that household will supply labor up to a
point where his real wage equates the marginal rate of substitution between

consumption and labor.

2 Government bonds paying risk free rate can be considered an alternative instrument, though
they make no difference here.
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3.2.2 Retailer

A continuum measure of retailing firms indexed by m operate in a monopo-
listic retail market. Retailer m purchases wholesale goods from entrepreneurs
at the nominal price P{". Each retailer differentiates them into retail goods
Ym,t and resells them at its own retail price Py . Individual retail goods are
transformed into aggregate output by means of a Dixit and Stiglitz (1977) ag-

gregator.

1 : T+A™
0

where, 1 +A™ = _%5 is the retailer’s steady state price mark-up and e denotes

the elasticity of substitution among differentiated goods.

Retailers face a two stage problem. In the first stage the representative
retailer chooses Yy, + to maximize revenues fg) Pm tYmtd(m). The maximization
problem of the representative retailing firm thus delivers the demand function

of the m™ good

14+AT

P AT
Yt = (Plt> Yi (3.7)
t

where P; is the average price in the economy. By substituting the demand
function equation in the composite goods aggregator (equation 3.6), I obtain

the aggregate price index, P;.

—_\m
T o1
0

Retailers face a pricing problem in a sticky price framework as in Calvo
(1983). Every period the retailer is allowed to re-optimize his price to P} ;
with a constant probability 1 — &, where &, € (0,1). This price remains for T

periods with probability 7. Retailers who do not re-optimize, instead adjust
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their prices for next period based on past inflation according to an indexation
rule, Pt = Py_17, 7. The parameter vy, captures the degree of partial price
indexation to past inflation for those retailers that adjust prices. This set up is
a general formulation that nests the less stringent case when no indexation to

past inflation takes place (v, = 0, and prices adjust to current inflation only)3.

The nominal marginal cost to retailer is MCy = P{’ = Pymc¢, where I define
the real marginal cost, mcy, as relative price of wholesale good to average
retail price mcy = %. When re-optimization is possible retailer m will choose

to re-set the price Py ; so that he maximizes his discounted stream of profits:

(o]

maxp:  Ey J , &5Dttit [(Pht — MCiic) Ymti] (3-9)

T
subject to the demand function equation (3.7). Dy 4+ is households nominal
stochastic discount factor over the interval (t,t + ). The solution delivers an

equation for the relative re-setting price of all retailers that re-optimize.

E¢ f ]Czozo qu; Dy ik (MerkZe ik Ym t4x)

otk Yp
Et [1lo E5Dy sk (Zt—1,t+k—1 Ym,t+k>

P*
pi =5 = (1T+A™)
Py

(3.10)

where mcy x = % and Zi ik = ﬂlf:]rttﬁ. Given the portion of firms that
re-set the price and those that index it following the same indexation rule, the
aggregate price index is a weighted average of the re-set price P{ and of the
indexed price.

—\m
Pe=|(1=&) P + & (Pm ™)) (3.11)

where Py_m)?

i stands for the price of the retailers who are not re-optimizing,

but indexing instead. v, € (0, 1) is a parameter of price indexation to previous

period inflation. Non-zero steady-state inflation and indexing of prices to cur-

3 It nests the case with zero steady-state inflation.



3.2. Model

rent and past inflation gives rise to price dispersion A, across all the price

setting retailing firms.

At—H = %qu é’pAt + (1 - E»p) pj;;]e (3'12)

~ o
where, 1 = -

t—1

3.2.3 Capital Producer

Capital producers are perfectly competitive firms. I borrow the framework
from Christiano et al. (2005). The nt" capital producer purchases final goods,
Int, and used capital (1 —6)Ky + from wholesale entrepreneurs to produce new
capital. I is the gross investment of the n' capital producer. The existing
(partially depreciated) capital is an input for the production of new capital,
Knt+1. Capital producer transforms the used capital into new capital for a
negligible rent, so that the marginal rate of transformation is one. Transfor-
mation of final good is subject to an adjustment cost that takes the functional

form S (Il—t1

L

2
) = @, ( I _ 1) . The representative capital producer chooses

the level of investment such that he maximizes the sum of the stream of dis-

CpP

counted future profits ﬂf{i. At any time t capital producers profits T are
defined as:
b _ PY
”n,t = P_th [1-S§ (In,t/In,t—1 )] Int—Int (3.13)
t

Profit equation of capital producer assumes that one unit of time ¢ invest-
ment delivers Yi¢(T — S )1y units of physical capital. Yy is the investment-
specific technology shock as defined by Greenwood et al. (1997). IST shock
introduces exogenous time variation in the price of capital through an AR(1)

process as in 3.83%. A positive IST shock is an exogenous boost to the marginal

4In section 3.2.8 I list the evolution of shocks that drive the model in this chapter.
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efficiency of investment (Justiniano et al. (2011)). Alternatively, an endogenous
source of time variation is introduced through investment adjustment costs
(IAC) in the production of capital. IAC has the advantage that it disciplines the
behaviour of investment in line with that observed in data independent of any
alternative shocks. Time variation contributes to the volatility of asset prices,
and through that transmitted into fluctuations in the net worth of banks and
entrepreneurs. A convenient property of this convex functional form of IAC is
that in the deterministic steady state they disappear (S(1) = S’(1) = 0).

The relative price of capital in terms of final good (retail) prices is Q¢ =
]2—{. The solution to capital producer’s problem delivers an equation for the

evolution of the price of capital Q.

1= Qth (1 - S(Xn,t) - Xn,tS/(Xn,t)) + E¢ [/\nt,tﬂ Qt+1Yt+1X$1,t+lS/(Xn,t+1)
(3-14)

Int

where Xy = = and Ay, is the household’s stochastic discount factor

in real terms. Equation 3.14 determines a supply schedule for capital. The
demand for capital is determined by the entrepreneur’s problem (eq. 3.18).
The new capital, Ky 1, is sold back to entrepreneurs at the same price, Q; that
the used capital was bought for to be used in the next production cycle. The
total capital employed in the following period is the partly depreciated capital
from the previous period, (1 — 8)K;, t—1, plus the newly produced investment
Iht. The newly produced investment is subject to adjustment costs and to an

exogenously evolving investment specific shock, Y.

I
Knt = (1—08)Kp 1+ {1 -3 (I ot )] Lt YVt (3.15)

n,t—1
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3.2.4 Wholesale Firms (Entrepreneurs)

At any time t only a small fraction of the households are entrepreneurs who
are involved in wholesale production. Entrepreneurs outsource the capital pro-
duction and accumulation process to a capital producer. At the end of period
t and beginning of period t+1 the j'" entrepreneur buys new physical capital
K¢ from capital producer for price Q. He hires labour H;,; from house-
holds and employs a constant returns to scale (CRS) production technology
subject to economy-wide productivity factor A, ; to produce the wholesale

good Y ;.

= (A Hyeen) K% (3.16)
) )/

At the end of period t+1 the entrepreneur sells the wholesale good to retail-

ers for a competitive price P, ;. He also sells the depleted capital (T — 8)K;;

back to capital producer at a new price Q1. He therefore derives two kinds

of revenues:

w
t+1

+
t+1

. P .
1. income from sale of produced wholesale goods --Y;'; to retailer, and

2. income from resale of depleted capital Q¢;1(1 —8)K; to capital producer.

PW

t11 is the nominal sale price of wholesale output to retailer. Therefore,

Py .
pot is the sale price in real terms.
t+1
The entrepreneur takes the evolution of technology A, as an exogenous

process. Given the price of capital, Q¢, the entrepreneur will demand factors

of production, labour H; ¢,y and capital K;;, up to the point where,

the marginal return on labor will equal the real wage, or the household’s
marginal rate of substitution between consumption and labor (3.5 of sec-

tion 3.2.1), and
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the marginal return on capital is equal to the expected required return,

F_tR]tc 1, determined in his financial contract.

W
Pt—H mﬂ

W] = X—— ———— (3.17)
o Pei1 Hye 317

Py
. (1= %+ Qui(1-8)
EtRiq = ’
Qt

Next, I will elaborate in detail the financial contract that determines the

(3.18)

return on capital, E{R¥ ;, that the entrepreneur is expected to earn in order to
remain in business. As it will be clear, the commitments of the entrepreneur
to his lender and the commitments of the banker to his depositors will drive,

EtR]t< 1, to be greater than the risk free return, Ry, of the household.

3.2.5 Financial Contract

In this section I will refer to the firm producing wholesale good with the terms
entrepreneur and firm interchangeably. For the firm to engage in wholesale
production a total amount of financial capital QK; is required, where K;; is
total physical capital investment and Q is its price.

I assume there are banks in this stylized environment that can provide
financing. Upon the request of the entrepreneur for additional financial en-

dowments the bank proposes a financing contract to the entrepreneur>.

1. The bank will offer a standard debt loan for the amount L;. The design

of debt contract will be detailed in a separate subsection.

2. The bank will also purchase equity securities S; that are equivalent to the

units of physical capital the firm (or entrepreneur) is going to buy with

5 The details how banks obtain funds and how they operate is delayed until the next section.
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this extra financing. As a result of arbitrage the price the banker pays
to purchase firm’s equity securities is Q. This is the same price that the

firm pays to purchase physical capital®.

With this financing contract the j'* entrepreneur’s own endowment at the

end of period t is net worth N]-Et and his balance sheet looks as in equation

3.19.

QuKje = Njp + Lje + QiSje = N + A (3.19)

where A]E,‘t = Ljt + Q1Sj¢ is the total amount of financing the bank invests
which make up for 100% of total bank assets (equation 3.38 in the next section).
I have assumed for simplicity that the shares of each instrument in the total
assets of the bank are kept constant, k = QTt}Sg;Lt and 1 —k = %!'%t, and are
exogenously determined. In aggregate this ass’urnption would bejrequivalent
to the case where the bank finances a constant k fraction of firms with equity
securities and the remaining 1 — k fraction of firms with standard debt loans.

Similar assumptions are made in other papers like Kiihl (2017) and Verona

et al. (2017).

For the sake of comparison, this framework would be equivalent to a simple
FA model in case §;; = 0 and the financial intermediary would not be credit
constraint, hence accumulate no net worth. Next I detail the design of the debt

contract between the bank and the firm.

The Debt Contract

Typical literature related to debt financing and agency costs build on the work

of Townsend (1979) and Gale and Hellwig (1985). The most relevant to this

® There is no frictions to drive the price of securities above or below Q.



3.2. Model

study are the papers by Bernanke et al. (1999) and Carlstrom and Fuerst (1997).
I follow the financial accelerator proposed by the former to set up a debt con-

tract between the bank and the entrepreneur.

The design of the standard debt contract assumes that the expected return

k

from the project investment, ER{ ;,

is subject to an aggregate productivity

j

shock (equation 3.18) and an i.i.d idiosyncratic shock ¥y ;.

The idiosyncratic
shock is drawn from a log-normal distribution with mean —O.SAI% and stan-

dard deviation A and expected value of one’.

By, =1 (3-20)

The i.i.d property of the idiosyncratic shock 11)1 .1 (zero covariance with

RE ;) guarantees that the expected gross capital return Etll)i 4RE,; of any j*"

k

entrepreneur is the same and equal to E+R{ ;

(equation 3.18) for any level of

total project cost, QK; ;. It is the actual ex-post return tl)jt . R, that is different

acCross entrepreneurs.

Next, I summarize the timing of the events as follows:
End of period t

1. The j*" entrepreneur obtains loan amount L;; to lever up the purchase of
physical capital K;; for production in the following period. In addition

to issuing a loan, the banker purchases firms” equity securities S; at the

price Q.
Beginning of period t+1
1. The idiosyncratic shock {1 realizes.

2. Aggregate shock to productivity realizes.

7 These values guarantee that expected value is unity.
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3. The entrepreneur either pays off the loan or declares default.

E

4. In case of no default, the firm’s net worth, N it

for the next period realizes

after paying all the financial obligations.

5. In case of default, the bank verifies the state of the gross capital invest-
ment, 1bj,t+1R]t<+1 QK of defaulting entrepreneurs. To do so the bank
incurs monitoring cost which amounts a percentage u of the gross capi-

tal investment and seizes them.

The terms of the debt contract assume the entrepreneur is required to pay
a contractual loan rate Zth to the bank. A threshold value ;_ of the idiosyn-
cratic shock exists such that actual income from production is just sufficient to

pay the loan amount, L;, and its interest Z).Lt.

ViR QiK e = Z5 Lt (3.21)

The entrepreneur declares default if the realized value is below threshold
11)1 1 < 1_|)]t +1- The realized tl)jt .1 can only be observed by the entrepreneur. The
bank will incur monitoring costs p, in percent of the seized gross assets, to
truly evaluate the state of the assets. The banks seizes the remaining assets
(1— u)tl)i JF]R‘;r1 QtK;j net of monitoring costs®. When the entrepreneur does
not claim default, he pays the loan and delivers the remaining revenues to
himself and to the owner of equity securities, which happen to be the bank.
When defaulting, the entrepreneur does not deliver any profits to the holder
of the securities S; ; and the payoff to the firm is zero. I summarize the payoffs
of the entrepreneur and lender in table 3.3 followed by detailed description for

each outcome of this payoff table.

8 Knowing the bank will make verification, there is zero probability that entrepreneur will lie
about the state of his assets being lower than Zth Lt when it is not. The reason is that the

banker will be seizing assets of value greater than Z)!-tL]-,t.
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Table 3.3: Payoff Table

State No Default: <1th e 2@1 +1> ‘ Default: (1])]t +1 <$]t +1>

Firm Payoff | (W], ; — Wiy ) R K Qu(1 o (zero)
Bank Payoff | (W} ; — Wiy ) RE, Kj 1 QeXSY +1|)t+1 QeKj R 1 | (T — by, QeKj(RY,

where, I denote by Xfﬂ the ratio of equity securities bought by the bank to

the sum of firm net worth and equity securities.

QSie k(b —1)

X84 — —
QS +NF k(O — 1)+

(3.22)

d) QtK ~-g is the ratio of total physical capital purchased by entrepreneur

to his own net worth.

The payoff structure implies that gross payoffs to the bank and the firm

both depend on the distribution of idiosyncratic shock [l])t +1]

e In case of no default, (1])1 > U}, 1) the entrepreneur pays first the loan
and its interest, E)t +1R]t‘+1 QK = Z].L,tLj,t. He then delivers the share
[1—X{9 of the remaining gross revenues, (1])]C n — +1) RE 1K;Qy, to

the equity security holding bank. X{4 is defined in equation 3.22.

o In case of no default, gross payoff to the entrepreneurs is the share [X{7]
times the remaining gross profits, <1|))t o EZ[ +l> RE 1K;,Q, after paying

the loan.

e In case of default, the debt-holding bank seizes all the assets following
the realization of idiosyncratic shock. The entrepreneur earns zero payoff.

So does the bank owning equity securities.

For comparison, note that for Xeq = 0 this payoff table becomes identical
to that in a simple financial accelerator model of Bernanke et al. (1999). The

opportunity cost of funds to the lender would be different from risk free rate
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even in the case when Xjeﬂ = 0. The latter, the lender’s opportunity cost, is
determined by whether the lender is credit constrained or not. If banker were
not credit constraint he would not need to accumulate net worth and hence

his opportunity cost would be the household’s deposit rate (risk free rate).

j

The payoffs refer to payments following one particular realization of ;.

I define the expected net payoff to the entrepreneur and bank across all states

j

of nature of idiosyncratic shock {1 ;.

1. Based on payoff table 3.3 on the previous page, the value of the firm,

VE

jt+1 ACross all states nature of 11)1 4 18

(o)

Vi et ([ (-t an) (1-x3)  0a

t+1

2. Summing across all states of tl)jt .1 the total payoff on equity portfolio will

deliver R}, ;Q:S;+, which is equivalent to the proportion, X;7, of total payoff

S

from project after paying the loan. R},

is the average return on the portfolio of

equity securities held by bank.

00 ) .
ERE, 1K Q (J] <1l)1+1 —11’1+1> quﬂ) X = RY41QiSt (3-24)

t+1

L

3. The total payoff on the loan portfolio will deliver Ri_;

Lt equivalent to the

fixed payoff from non-defaulting firms plus the payoff from sale of assets of

defaulting firms across all states of nature of V) RE,

t1 1 is the average return

on loan portfolio held by bank.

(0.¢]

Ee [ QK RY, J j

t+1

. T
)
DLy dFys + (1 — W QuK;R, L W, dFy | = RE L

(3-25)
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L

The returns R g

and R} .1 are endogenously determined as will be made
clear in the bank’s problem. Finally for reference in the following sections I

define three terms.

[

j
Wiy

holder across all states of

is the payoff in percent of gross return R¥, ; Q¢K; that goes to the debt

j

t+1- but before the accrual of the monitoring costs.

—J o ELL] ]
r =l Jj dF,; +L Wl dFy, (3.26)

Yitq

G@ y is the payoff in percent of gross return R¥,; Q¢K; that is seized from

defaulting firms, before monitoring costs are subtracted.

D1
G, —L W, dFy, (3.27)

;=
Wiy

Py is the probability of firm default.
t+1

I
Pl — L dFy; (5:28)

The three are related among them according the the following equation:
o= (1—p W »
T, = (=P, ) Wi+ 64 (3-29)

Finally, I make use of definitions 3.26 through 3.28 to write the expected
total return on bank assets, which are equity securities and loan portfolios.
The expected total income on bank assets at the end of time ¢+1 is the sum of

income in equations 3.24 and 3.25.

ERE, 1 QiKie (r@+1 - ”G@]) +HERY,  QiKit (1 - r%]) XE9 = ERE, 1L + R, QeSie

(3-30)
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A. Lender’s One-Period Participation Constraint

In a simple financial accelerator model the bank’s required return would
be equivalent to risk free rate. In this set up the required return on total assets
RP , is determined by the requirement on the bank to generate a minimum
value for the bank Vft. For a risk averse banker to agree to sign a contract to
tinance the entrepreneur the value of the bank from participating in financing

the firm, V&

1 should be greater than the alternative from not participating

in financing, but rather investing the funds in risk-free assets, denoted V.?

Therefore, I define a Minimum Bank Value Constraint,

B
Ve > VY (3.31)
where,

\%: i+ is the discounted stream of future gross returns when (i) bank total
assets are invested in loans and equity securities earning a gross return
(payoff) shown in equation 3.30, and (ii) deposits pays risk free rates on

deposits to households.

VBO is the discounted stream of future returns when bank total assets are
invested in risk free instruments, earning a gross return AithH in any

t+1, less the payments made to depositor

Proposition I.

For the Minimum Bank Value Constraint in equation 3.31 to hold the

following Lender One-Period Participation Constraint:

ERE Qi (T —1Gy ) +ERE Qi (1-Ty ) XTSERE AT,

(3-32)
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is an equivalent sufficient condition when these minimal restrictions are

satisfied:
the bank Incentive Constraint VEt>®BAEt,

the bank is endowed with a fixed initial net worth that does not depend

on whether he invests in risk free assets or finances the firm.
the constraint @BAF‘t > Nf’t holds for the value of Og,

where RP,; is the required return on bank assets, or alternatively, the op-

portunity cost of funds for the bank.

The full proof of Proposition I is postponed in section B.1.8 in appendix
B.1. A critical condition to the proof is that constraint @BAEt > NEt holds, as
the first two are satisfied by construction. This last condition is equivalent to
saying that the amount of assets the banker can abscond with should be greater
than the value of his own net worth @BAEt > NEt. Such a constraint holds
intuitively as there is no benefit for the banker to abscond with an amount

which is less than the value of net worth he already owns. Therefore such an

assumption is quite reasonable and easily satisfied.

Eventually, as will be shown later in section 3.2.6, R, ; will be greater then
the risk free rate, due to the moral hazard problem between the banker and de-
positors. Therefore, as long as R,]f’ 1> Reg the minimum bank value constraint

in equation 3.31 will always hold.
B. Entrepreneur’s Value Function
The lay out of the financial contract (payoff table 3.3) allows me to write the

Firm Value Function obtained in equation (3.23) in terms of FF- (equation
t+1

3.26).

Vi = ERE K Qe (1T ) (1= (3.33)

t+1
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Unlike in a financial accelerator model the entrepreneur shares the net
payoff (after the loan payment) with the holder of equity securities. The en-
trepreneur will choose the optimal level of physical capital, K;; that he em-
ploys into the project and the threshold level of idiosyncratic shock, 1._|)Jt 41, be-

low which he will declare default so that he optimizes his value function:

E

max (ﬂ » ,Kj,t> V)',t—H

subject to the lender’s one period participation constraint given by equa-

tion 3.32.

where Xje 1 is the share of revenues going to the bank after the firm pays

the the loan and depends critically on the parameter k = % Compared

to a simple BGG model the value function of the firm includes the extra term
(1— X).e’ 1). Also, the one period participation constraint (eq. 3.30) includes the

¢4 which is

extra term capturing the return on securities R¥ K Qe(T =Ty )XY

j
Wiy

-1, and therefore to the contract instrument parameter «.

linearly related to X;/,

For Xjej = 0 all the equations and the following optimal conditions converge

to BGG.

An increase in k lowers the share 1 — X; I of net profits (after the loan re-
payment) going to entrepreneur, while it raises the share of profits going to
the holder of equity securities (bank). The latter effect makes the participation
constraint of the bank (equation 3.30) less binding. The result is a weaker finan-
cial accelerator effect and a smaller feedback of borrower premium to adverse

shocks.

The first order condition with respect to 1}, ; delivers an equation relating

E

it+1+ to a schedule of threshold values E]t 41, for any

the Lagrange multiplier, A
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combination of shares of equity securities and loans the bank issues to the

entrepreneur.

B = Ee

. (1 _ x?q)
11)) jt
- - (3-34)

L (1-xd) - uG!,

t+1 t+1

When there is no equity purchase by banks, k = 0 but only loan financing
(Xf9 = 0) equation 3.34 becomes identical to the one in a simple financial
jt q 3-34 P

accelerator model.

The optimal condition with respect to the entrepreneur’s choice of the

amount of physical capital, K;;, maps a relationship between the borrower’s

RK .1 N
=&+ and the Lagrange multiplier, for any combination of shares
t+1

premium, E¢

of equity securities and loans (k) put into the project.

E. th<+1 —E, 7‘1E/t+1
RE eq E yed’ E eq E yed’
t+1 (1— FELF, ) (1 —Xjf — j,th)j't) A5t raitﬂ - ”Gﬂﬂ +0 - rﬂﬂ ) (Xi,t + d)i,txfbj,t)
(335)
where 7‘5Et 41 1s the Lagrange multiplier linked to the participation constraint
RE ., . . . . . . .
and E;-t is the premium the borrowing firm is charged on his financing.
RB

t+1
While the first order condition above is more difficult to interpret than in the

FA model, it is useful to think along two lines. The easiest way to interpret
the impact of X{{ in this equation is to start from the case when X! = 0. The
above expression collapses to the same first order condition as in the simple
FA model (see section 3.3.1 for a detailed representation of FA model). As one
starts to raise k the share of net profits, after paying the loan, that goes to the
lender, X;'{, increases. This increase in X;; makes the Lagrange multiplier less

binding and therefore weakens the financial accelerator mechanism®.

9 Higher Xf J raises the share of equity stake portfolio in bank balance sheet. By construction
the average return on equity stake portfolio that the bank will earn will be greater than the
average return on loan portfolio.
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Equation (3.35) relates the threshold level l_l)]t 41 to the borrower’s premium

Et

. In the simple FA model this first order condition holds with k = 0 and

t+1

Xi§=0.

Finally, the first order condition with respect to the Lagrange multiplier

Rk
delivers an equation that maps borrower’s premium Eioz= 81 on firm leverage

t+1
bf -

E

5% 630

)/ r—
q) — <1P]t+1 lbt+1

tK <-g* is the ratio of total physical capital purchased by entrepreneur

bf
‘t
to his own net worth. The equation sets a (positive) relationship between the

leverage of the entrepreneur, ¢Ff
k

B
Rt+1

financial capital to borrower’s own net worth, %, drives up the borrower’s
t

;1o and the premium on external borrowing,

, he is going to face everything else remaining the same. A higher ratio of

(firm) external finance premium. Also a higher share of equity financing rel-
ative to debt financing the bank decides to hold on its balance sheet lowers
the borrower’s premium in equilibrium (in steady state). The latter feature is

relevant to firms that are able to raise equity financing.
C. Aggregation of Entrepreneurs Value Function

To ensure entrepreneurs do not accumulate sufficient net worth to become
self-financed I assume each survives with a probability o < 1 and exits with
probability 1 — of. At the end of t a fraction 1 — ot of enrepreneurs exit. The
end of period aggergate value of those not exiting is O'EVE+]. The end of period

aggregate value of exiting entrepreneurs is (1 — oF)VE -

To keep the number of entrepreneurs constant I assume the same number of

entrepreneurs 1 — ot enter the market every period. The exiting entrepreneurs
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3.2. Model

transfer a fraction % of their own aggregate wealth (1 — ¢%)VE; to new

entrants. &F € (0,1) is an exogenous parameter. The aggregate value (or

net worth) of new entrepreneurs is now the transfer percentage 1EEE times
the aggregate net worth of the exiting entrepreneurs, (1 —o%)V{;, which is

equivalent to EEVtEH

The total aggregate net worth held by all the entrepreneurs that will operate

in the following period is the sum of new entrepreneurs’ net worth, &gVE, |,
plus that of existing entrepreneurs, 6-V{ ;.

NE, = (of + &) EVE, (3.37)

E

where the aggregate value of entrepreneurs before exiting, V-, ,, is given by

equation 3.33'°. The exiting entrepreneurs retire and consume the remaining

part of their wealth, ”E+1 =(1—0%) (1 — L >

[
3.2.6 Banks

Banks intermediate savings of households into production activity. In this
framework I adopt the framework of Gertler and Kiyotaki (2010) to introduce a
moral hazard problem between bankers and households. The key implication
is that the opportunity cost of financing the wholesale firm will be RE > Ry as
will be shown in this section. I summarize the banker’s problem and provide

the details in appendix B.1.

A small fraction of households are bankers who remain banker next period
with an exogenous probability og < 1. The banker i is endowed with net
worth NEt and collects deposits B+ from other households. He can invest
these funds into standard debt loan L; ; to wholesale producer. In addition, he

can purchase equity securities, S;, of the wholesale firm for the price of the

"Equation 3.33 after dropping the subscript ;.
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same price Q; that the firm buys physical capital K;. The bank balance sheet

equation in real terms is:

NEt + Bt = AEt =Lt + QtSit (3.38)

where AEt stands for the total assets of the banker. As a follow up, when
bank issues no loans (L;+ = 0) the bank balance sheet is identical to the one
in bank model with moral hazard of Gertler and Kiyotaki (2010). The banker
accrues income and expenses from his balance sheet. At the end of time f+1

the banker:

earns average return R} ; on his portfolio of equity securities;

L

earns average return Ri

on loan portfolio net of any costs associated

with potential entrepreneurial bankruptcy;

pays risk free rate R, to households” deposits from previous period.

B

I define the required return RY,

on bank assets is a weighted average of

the returns on the portfolio of loans and securities.

Lit Q+Sit

RtB+1 = R%ﬂ & + R ’
B t+1 B

Ait Ai,t

(3-39)

The household makes deposits only if the banker has no incentive to divert
assets. That ensures the bank never defaults and hence the deposits become
a risk free instrument paying only risk-free rate in equilibrium. Banker’s net
worth at the end of t+1 is gross return on his assets less the interest paid on

deposits to the households.

NP1 = RipiLin + RE 1 QiSit — RepiBig (3.40)
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The banker’s value function is the expected discounted terminal wealth

from financing activity:

Ve =E ) (1-08)0f 'AuticNPiio (3.41)

=1
where, Att4r is the real stochastic discount factor (SDF) of household, and
(1—op)of ' is the probability of surviving until the ™" — 1 period therefore
th

exiting in T

period.

The critical role of financial intermediary net worth arises from the agency
problem between the bankers and households (as borrowed by Gertler and
Kiyotaki (2010)). The banker can transfer a fraction ©® of funds, AEt supplied
by depositors to his own account. If he absconds the bank defaults. The banker
loses future stream of positive bank net worth while the households claim
the remaining share of assets (1 — @B)AEt. Households will limit the amount
of deposits they supply, and the expansion of banker’s assets, to ensure the
banker maintains the value of the bank, Vft, above the threshold value @BAEt.

This relationship determines the incentive constraint (IC) of the banker.

Vil?t = @BAEt (3-42)

As long as bank value is greater than this threshold value, the banker has the
incentive to keep the bank running rather than abscond with a fraction ©F
of funds. The constraint provides a one-to-one mapping of bank asset size
and the average excess return on assets, REH — R¢+1 that the banker should

enerate, for any ©B. The banker will aim to maximize his value function (eq.
g y 9

3.41) subject to the above constraint (eq. 3.42).

To solve the problem I conjecture that the value of the bank is homogenous

to degree one in net worth. Given the linear relationship in the balance sheet
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equation 3.38, then Vft should be homogenous of degree one in NEt and also

in Li + and S; . Then I can write the bank value function as:

V(Lo Nig Si) = miLie + 15 QeSie + Vi N (3-43)

where uiL,t, ui, and vEt are the marginal values of holding each asset''. The
banker’s problem is now to maximize the value function of the bank, VEt, in
equation 3.43 subject to the bank incentive equation Vgt > @BAEt (equation
3.42).

The solution to the banker’s problem delivers an equation relating the bank

B

Aly
B s

Nt

leverage, $°, = to the weighted average of the two excess returns on assets

L
My and piy.

B
it

o, = -
vt GB_(“ _K)p'iL,t_l_Kuislt)

(3.44)

where, v?t is the discounted value of marginal (risk free) return on banker’s
net worth, and uiLt and 1, are the discounted future excess returns on banker’s
assets relative to deposit rate, which after some derivation take the form given

in the next three equations'?.

Vi = Bt i1 Qi1 Reg (3.45)
kit = EeALer1 Qe (Riy — Repr) (3.46)
o= EtAen Qe (REg —R
it = Bt/ \er1 824041 | R t+1 (3-47)
"L ess the cost of financing them. Their functional form will be derived should the conjecture
be right.
IZK — Qtsi,t

QS 1, is the ratio of equity securities on total bank assets.
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where, Qi1 = (1 —o0p) + 0pOp (1)‘5t .1 is positively related to leverage and
inversely related to net worth. As banker’s constraint is tighter during reces-
sions, then a unit value of net worth is more valuable in bad times. Hence
Q141 is countercyclical. As household’s Atiy1 is also countercyclical, the
banker’s excess returns are discounted by an augmented discount factor which is
households stochastic discount factor, A7, multiplied by Q; 1. Gertler and
Kiyotaki (2010) coin the terms 'stochastic shadow marginal value” of net worth in
order to highlight the highly valued net worth by a highly leveraged banker.
The increased volatility of stochastic discount factor reduces the excess value

of the banker’s assets.

Why does the lender premium arise in this framework? The banker’s choice
of leverage is a choice made regarding the expected average required excess

return on his assets Et(RE .1 — Riy1). The latter is a weighted average of excess

S

returns on each particular financing instrument, Et(R% 11— Repr) and B4 (R, ; —

Ri+1). Equation 3.44 leads to two critical relationships.

the critical threshold parameter @ set by households is inversely related

to the banker’s leverage, d)Et.

The banker’s leverage, d)Et, is positively related to a weighted average of

the discounted future excess returns on banker’s assets, PHLt and uf,, as
shown in equations 3.46 and 3.47. Adverse shocks in the economy lower
bank’s net worth. Pro-cyclical bank leverage then drives the premiums

Et(RtLH —R¢y1) and Et(RfH — Rey1) up.

For a certain level of threshold parameter set by households, the banker
will have to deliver excess returns on his assets such that he maintains the

value of the bank, Vf , above that threshold.
Equations 3.44 and 3.45, 3.46, 3.47 determine (I)Et and uith, T vEt as a

function of Og, th —Riy1, RE 1 — Rey1 and Ryyg.
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Aggregation of Bank Value Function

As stated at the beginning of this section, a banker lives with probability
og < 1. The aggregate net worth of surviving bankers to be carried next period

is ogNP,.

Each period the fraction 1 — op of entrepreneurs exit the banking market
to eventually become households. To keep the number of bankers constant I
assume the same number of new bankers enter the market, which make up for

a fraction 1 — og of bankers that exited.

Exiting bankers (1 — o?) transfer an amount of net wealth to the new en-

&B

—0B

trants which is equal to an exogenous fraction ; of the aggregate gross

return before paying depositors, (1 — GB)RPHAE,[B. Therefore, the net wealth

transferred to the new entrepreneurs is now &g RtB +1A]i3t. The fraction 1 — 1}63

times their aggregate end-of-period gross return (1 — og)RP, ; AP, is consumed.

Evolution of aggregate bank net worth at the beginning of next period t+1

is the sum of the net worth of surviving bankers plus that of new bankers.

NP, = o8 <RtL+1 Lt + RE 1 QiSt — Repq Bt> + EgRY AP (3.48)

where, I have substituted equation 3.40 for Nf’t.

3.2.7 Government and Monetary Policy Rule

The government has a minimal role of collecting taxes T; and spending them

on public goods. It maintains a balanced budget.

Gt =T (3-49)

BAny assumption about the transfer to the new bankers that helps pinpoint the steady state
banker leverage ratio would work.
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The process for government spending G is given by G = gyY; with gov-
ernment spending-to-output ratio, gy, being constant. In addition, government
delegates to a monetary authority the task of running the monetary policy.
The latter does so following a Taylor type interest rate rule with the short-term
nominal interest rate responding to deviations of inflation and output from

steady state values.

Rut _ (RM—1>QR

(3)" (e )en] et (3:50

3.2.8 Aggregate Resource Constraint and Market Clearing Con-

dition

The goods market clearing condition gives an aggregate resource constraint

for the whole economy.

Yi=Ci+ L+ G+ HthRth—1 Ki—1 (3.51)

where uG;  R¥, Qi 1K(_; is the amount of agency costs incurred by banks
Vg 41 gency y

monitoring the entrepreneur.

Similarly, the consolidated credit market clearing condition implies that
the total physical capital purchased by the entrepreneur is financed by the
net worth of entrepreneur N, net worth of the bank NP and total deposits of

household B;.

QiK¢ = By + NP+ N| (3-52)
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To derive the economy-wide resource constraint equation 3.51 for the whole
economy I aggregate the budget constraint of household, the government bal-
anced budget as well as the profit equations of wholesale producer, bank, cap-
ital producer and retailer. I refer to section B.1.9 of appendix for a detailed
derivation the economy-wide resource constraint equation 3.51.

The credit market clearing equation 3.52 follows by the consolidation of the

balance sheet equations of entrepreneur (eq. 3.19) and the banker (eq.3.38).

3.2.9 Competitive Equilibrium

A competitive equilibrium of the model economy consists of sequences of allo-
cations
{HtIEtI }\E/ NE/ Y’:VI Kt/ VItBI H%/ Hi/ Qt/ NP/ Lt/ St/ It/ At/ T, IJt/ Itl Yt/ Ctl Bt}iozo Of

market prices {Rii1,RE,;, we,RP

E H,R,E,Rf,Qt}:O:O and of exogenous processes

{At, Gy, ef,Tt}:ozo such that the allocation solves the problem of household,
entrepreneur, banker, capital producer and of retailer at equilibrium prices

and that markets clear. The equilibrium conditions that must satisfy are:

Uc,
1T=E¢ <BU+]> R+ (3-53)
Cy
_ U,
T (3-54)
E R]t<+1 —E )\iE,tH
tREﬂ ! eq E yeqd’ E eq E veq’
(1 =Ty ) (1=X5 = O XG! ) + AL {rﬂﬂ —uGg =Ty ) (x5 +¢j,tx¢j’t)]
(3-55)
E{RE , = E(R¥ q’f(r —uGy  +(1-Tg )xeq) (3.56)
tRi41 = BeRig GF —1 Voot MO0, Ve Mt 3.5
r (1-x59)
Pigg t
EAfy 1 =Ei— o , (3.57)
G, =X = w6
NE = (0% + £ )EREQu 1K1 (1= T, ) (1= X5%)) (3.58)
Y = (Ath)aKl:{x (3-59)
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T T
Py Y
ULl R )
Qi—1
B
v
o7 = t

VE = Et/\t,t+1Qt+lRt+1
MJE =B At t11 Qe (RtL+1 - Rt+1)
He = EeAper1 Qe (Rijq - Rt+1)
Qi1 =1—0p +0pOpd},
Ng 1 =o0p (RE;1Le + RE QeS¢ —Res1By) + EBRY AL
RE =RL(1— k) + RSk
Rgﬂ = EtR]t<+1 %tt];[ (1 - FEH]) X*fq

Lt = (1 — k) (QeKy —NtE)

St = k(QeKe —N{)/Qx

I
1T=0Q¢Yt (1 —S(It/Tg—1) — I L S,(It/1t1)> +E¢ [Arer1 Q1 Va1 (Teg1/1e)?

t—1
K = (1—=08)Ke—1 4+ (1= S(It/It—1)) I V¢

€
i
] mceUe, Ve + & BEL (75/?) Je+1
t

T
YT 116

JJe = Uc,Ye + &p BT e

e—1 T1—e
(@) e
Yo=(1 —c)f:
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S"(Tes1/T4)]
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€
Use J ¢
Ar=| | EpA1+(1-¢ <> 78
t (n%) pAi—1+ (1 —&p) e (3.78)
Yi = Ce+ Lt + Gt + nGy REQe 1K (3.79)
QK¢ =By + NP +Nf (3-80)

The model is driven by four fundamental shocks:

InA; = (1 —pa)In(A) +palnA 1 +0c™eld (3.81)
NGy = (1 —pg)In(G) + pgInGy_1 + o™e® (3.82)

Inel = plnel | +ome™ (3-83)
Yy = (1—py)In(Y) + pyInY_; +o™e) (3.84)

Ay is total factor productivity, Gy is government expenditures and Yy is
investment specific technology and where o' is the size of exogenous shock
i eit N(0,1) and p' € (0,1) for i = A, G, m,Y. I allow for the persistence of

monetary shock parameter to be greater or equal to zero, 0 < pr, < 1.

The system has 13 macroeconomic variables, 15 financial variables and 4 ex-
ogenous shocks following an AR(1) process.

The set of macroeconomic variables, hours of work H;, wholesale output Y}",
capital stock Ky, investment I;, price dispersion Ay, inflation 7, two auxiliary
variables JJ; and J; determining the price set by retailers p{ = {f—t, final output

Y;, consumption Ci, risk free rate Ry, real wage w; and asset prices Q; is
determined by the 13 equations (3.53, 3.54, 3.59, 3.60 , 3.61, 3.72, 3.73, 3.74,
3.75, 3.76, 3.77, 378, 3.79).

The set of financial variables, the threshold level of idiosyncratic shock ,

k

¥ ,, Lagrangean multiplier A}, firm net worth N[,

return on firm project R
B

required return on bank assets RY, 4,

the discounted value of marginal (risk

free) return on banker’s net worth vE, the discounted future excess returns
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on banker’s assets relative to deposit rate u- and pf, shadow marginal value
of net worth Q, bank net worth NP, bank loans L, equity securities held on
bank balance sheets St, bank deposits By, average return on securities portfo-
lio R{ and average return on loan portfolio R} is determined by the other 15
equations (3.55, 3.56, 3.57, 3.58 , 3.62, 3.63, 3.64, 3.65, 3.66, 3.67, 3.68, 3.69, 3.70,
3.71 and 3.80).

The evolution of the exogenous shocks is shown by the last 4 equations (3.81,

3.82, 3.83 and 3.84)

3.3 Two special cases of FAGK Model

In this section, I lay out two special cases of my baseline FAGK model, a bank
friction (GK) model as in Gertler and Kiyotaki (2010) and a simple financial

accelerator (FA) model as in Bernanke et al. (1999).

The bank friction, GK, model is a special case of my baseline framework,
FAGK. The key difference GK model from my baseline framework (FAGK) is
the absence of standard debt loans. In the absence of the debt loan, banks
finance the purchase of physical capital Q{K; via his own net worth and the
households deposits by purchasing of 100 % of firm equity stakes. The en-

trepreneur does not accumulate any net worth.

In the FA model, I rule out moral hazard risk on the side of banks and let
tirms obtain only loans besides their own net worth. The standard debt loans

allow for introduction of the financial accelerator of Bernanke et al. (1999).

In the absence of both, the financial accelerator mechanism and the banker
moral hazard, neither bank nor firm accumulate net worth. The purchase

of physical capital, Q¢Ky, is financed 100% by household deposits. There is

k

no financial constraint on any agent to drive the premium Rf,,

— R¢11 above
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zero. The expected return from investing in production of wholesale goods is

equivalent to risk free rate, hence the new Keynesian arbitrage condition.

Uc
1 =ERE, (Bﬁ) (3.85)

t
In the next section, I describe the two special cases of my framework, the
tinancial accelerator (FA) model and the bank friction (GK) model and provide

relevant key equations.

3.3.1 Financial Accelerator Model

In this model, the banker offers short term deposit opportunities to households
and pools them into loans to firm. There is no moral hazard problem between
him and depositors. The banker does not need to accumulate any net worth
and does not purchase any firm equity stakes. The model simplifies into a

financial accelerator model identical to that of Bernanke et al. (1999).

The banker monitors the entrepreneurs that declare default and seizes their
assets upon default. The entrepreneur finances the purchase of physical capital

QK¢ through his net worth and the loan.

QiKje = N + Ly (3.86)

The firm value function is simply the return from investment less the payoff

portion (I, ) paid to the bank to cover the cost of standard debt loan.

+1

Vi = ERE (1-T ) Qi (3:87)

t+1

The banker earns payoff share from the loan contract (I ) less the cost

of monitoring (nGy, ., ). The contract he signs with the entrepreneurs requires
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only that the opportunity cost of funds lent to entrepreneurs is equal no less

than risk free rate.

—uG ) ZE¢Lj 1Rt (3.88)

j
Wig1

ERY, 1 QeKj e <F$

i

In the simple financial accelerator model, there is no equity securities pur-
chased by the banker. The total assets are now equal to Ly = AP. In addition, as
bankers are not credit constrained, they accumulate no equity hence deposits,
Dy, are equal to total assets, L;. Second, the opportunity cost of funds is not
a required return on bank assets, EtR'fH but instead the households risk free

interest rate, Ry, 1.

The only external finance premium relevant in this framework is the bor-

k

t11 — Riy1), that banker will charge on loans to cover

rower premium, E¢(R
the agency costs. Entrepreneur optimizes the employed capital, hence loan
amount, and obtains a one-to-one relationship between borrower premium

and threshold value of the idiosyncratic shock.

RE AE
& Rzﬂ T AF J’Hr G 559
+ — T . 5 —uG
( lbzcﬂ ) + Aad lb]tﬂ H u’)tﬂ
where, AjE’t . (I_I)Jt 41) is a one-to-one mapping of I_I)Jt +1- Equation 3.89 relates

the financing premium with the level of idiosyncratic shock 1_|))t +1- An adverse
shock pushes up the threshold level of ‘LT)]E 41 that borrowers choose to default.

As a result more borrowers default for everything else the same.

Optimizing with respect to the multiplier delivers an inverse relationship

between the premium and firm leverage.

k E
1Pt (r;

,—uGy ) .
Rit1 d))Et —1 \ i H Pl (3:90)
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In this equation the borrower budget constraint sets up a critical relation-
ship between the procyclical firm leverage and the borrowing premium over
. . . E _ Q‘tKj,t .
the risk free rate. Firm leverage is d)].,t = QK An adverse shock will
lower bank net worth, QK —L;; and therefore drive up leverage. Higher
E
leverage, hence a lower ratio d>_dE)L1’ will drive up the borrower premium
j’t_

R : . . . o
Etﬁ“‘. Equations 3.90 and 3.89 are identical to the first order conditions
3.36 and 3.35 in baseline model with Xjeil =0,Lj = A]Bt and EtRP+] = Ry

Finally the aggregate resource constraint is the same as in the baseline

model, FAGK.

3.3.2 Bank Friction (GK) Model

In the special case with only a bank friction (GK), banks own the firms by
financing 100 % of entrepreneurs project with equity securities, Sy = K;. This
model is the same as the Gertler and Kiyotaki (2010) model. The banker invests

his net worth and deposits into the project (equivalent of equation 3.38).

NP; +Bit = QiSit = QiKiy (3.91)

The banker still has the incentive to accumulate net worth and keep the
value of bank above a certain threshold. Doing so, he alleviates the moral
hazard problem by ensuring depositors he has no incentive to run away with
their money. The bank’s net income is return from project less cost of deposits
on which the bank pays a risk free rate. The analogue of equation 3.40 from

baseline FAGK model is now:

NP1 = REQiSit — RepiBig (3.92)

E
"The decline of the ratio be’i 7 dominates the dynamics of the right hand in equation 3.90.
it
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The banks value function is the same discounted stream of future bank net

worths.
VE’E = E Z“ o O-B)O-Ei]/\it,thrNEtJrT (3.93)
T=1
where, Ay, . is the real stochastic discount factor (SDF) of household, and

(1— GB)GTBq is the probability of surviving until the T — 1 period therefore

th period. The banker is under pressure from depositors to keep

exiting in T
the value of the bank above a similar threshold ratio in terms of its assets as in

equation 3.42.

VE > @pAP, (3.94)

Given the investment opportunity by owning 100 % of firm’s securities, the
banker’s strategy is to maximize the value of his bank subject to incentive

constraint set by the depositors.

3.4 Parameter Calibration

3.4.1 Data Set

I use US data from NIPA-BEA, the Bureau of Labour Statistics (BLS) for real
sector and from Flow of Funds Accounts of the Federal Reserve Board'>. I
construct the seven key macroeconomic variables used in Smets and Wooters
(2007) following their guidelines. Construction of these key macroeconomic
variables is similar across the literature. I provide the details in appendix. My
particular interest is on measures of external finance premium and net worth

of bank and of entrepreneur. I focus only on these variables here.

NIPA-BEA are the National Income and Product Accounts of Bureau of Economic Analysis.
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In my theoretical framework I define two measures of external finance pre-

mium and their total sum as follows.

The lender premium is the difference RP — Ry where RP is the average re-

quired return on bank assets and R; is risk free rate.

The borrower premium is the difference R — RP where R¥ is return on

capital.

The total premium is the sum of the two spreads above, that is Rf — Ry .

Proxy for external finance premium

To get empirical counterparts to total external finance premium and its two
components I look at Moody’s corporate bond yields relative to risk free rate.
Moody’s BAA and AAA rated corporate bonds provide measures of return to
two types of borrowers.

AAA rated borrowers are the ones with very low or no borrower risk.
The spread they are charged relative to risk free rate takes into account the
lenders cost of transforming its liabilities into longer term assets. I interpret
that spread as the lender premium required by lenders to meet their net worth
targets.

The additional spread charged to BAA-rated corporate borrowers on top
of AAA yield is only due to higher borrower risk, hence borrower premium.
The rationale for such a definition is that any premium that is due to other
factors, not related to the borrower ability to repay, would raise the yield of
the AAA rated borrowers as well °. The definition for the three premiums is

summarized.

1A natural question would then arise whether the the additional higher effect on BAA borrow-
ers is due to liquidity or due to borrower quality. One can still reconcile the greater effect
of absence of liquidity in interbank market on BAA rated borrowers with their lower ability
to pay. I abstract from those considerations as I do not have an interbank market in this
framework.
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1. efpB, the difference between Moody’s BAA rated corporate bond yield
and Fed rate as a proxy for the total premium (or total spread R¥ — Ry in the

model).

2. efpA, the difference between Moody’s AAA rated corporate bond yield
and Fed rate, a proxy for the lender risk premium (lender spread RE — Ry in

the model).

3. efpBA, the difference between Moody’s BAA and AAA rated corporate
bond yields as a proxy for the borrower risk premium (borrower spread RY —

RP in the model).

Finally a statistical motivation for the definition of efpBA as the borrower
premium is that the standard deviation of this spread and of firm net worth
(based on Flow of Funds data) during the last recession jump up by a similar

magnitude when compared to the more tranquil period before the recession'”.

One particular concern with these measures is that their difference relative
to Fed rate may contain noise due to other risks. Liquidity risk premium re-
lated to short term instruments is a particular concern raised in the literature.
To address such concern, I consider the spreads of Moody’s BAA and AAA
rated bond yields relative to Government 10 year constant maturity bond yield,
named efpBG total and efpAG respectively. The latter two series are alterna-
tive proxy variables for the total premium and lender premium, respectively. I list
the second moments of both sets of measures when comparing with second
moments.

Net Worth

Data for the net worth of entrepreneur can be found in the Flow of Funds

account of Federal Reserve. I define non-financial sector net worth as tangible

"] show in table B.10 on page 171 of appendix B that the ratio of standard deviation for both
these two indicators during the recession period jumps by 2.8 times (column[d] of the table).

96



3.4. Parameter Calibration

assets minus credit market liabilities of non-farm corporate and non-corporate
businesses in US. This measure matches the definition of firm net worth in the
theoretical model. I exclude non-tangible assets from calculating net worth as

they are not accounted for in the model.

To obtain a series for bank net worth I use the market value of corporate eq-
uities on liability side of financial businesses from the the US financial account

(table Z1) of the FRB 5.

An alternative measure of financial and non-financial sector wealth is pro-
vided by the stock index measure for each sector. Christiano et al. (2010) in-
clude stock market index as a proxy for net worth of banks. Datastream pro-
vides stock index measures of financial sector and non-financial sector. Volatil-
ity of these series is of a similar scale as the volatility of the series obtained
from the Flow of Funds tables. For comparative purposes, I report moments
from both sets of data, the Flow of Funds and Datastream. For the sake of space

I describe all the series in detail in Appendix B.1.11.

3.4.2 Baseline FAGK Model

I calibrate the baseline model to match first moments of key US data variables
for the period 1985-2005. The second moments of key indicators for the sam-
ples 1970-2005 and the sample 1955-2005, nesting the first one, are significantly
higher than in 1985-2005. I focus on the latter period of low macroeconomic
volatility, named the Great Moderation. I split the parameters in two groups.
I refer to all the parameters that are relevant only to a simple new Keynesian

framework without any financial frictions with the term NK parameters. 1 refer

" do not use the data from Federal Deposit Insurance Corporation (FDIC) balance sheets of
commercial banks in US. They are a small fraction of the financial sector that was hit by the
recent crisis in US. In addition, the model definition of a bank takes into account that bank
also buy firm securities, which commercial banks do not.
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with the term financial friction parameters to all those parameters that are only
in the financial accelerator model and in the bank friction model, but not in a

simple NK model.
New Keynesian Parameters

The first group is the set of parameters typical to standard New Keynesian
(NK) features of the model, namely B, 5, «, gy and &, €, yp. I report the NK

parameters in table B.5 in appendix B.

< Table B.5 here >

Some of the remaining parameters are set to match data first moments.
The value for the household discount parameter, 3, is set at 0.9966 so that
nominal risk free interest rate in annual terms matches the observed average
after the 1980s. The real yield is in the range 1.4-1.7 %. I pick a value close
to the lower end of this range as this is more relevant for the most recent
recession I am focusing on. Depreciation rate, 9, is set at 0.025 implying an
annual depreciation rate of 10 %. The exogenous government spending to
gross output ratio is set close to historical average of gy = 0.2. The steady state

inflation rate is set to match 2.4 percent on annual basis.

I set the values for the remaining NK parameters following the works of
Christiano et al. (2005), Smets and Wooters (2007), with minor changes to
match some of the second moments of the data. Share of capital stock on
output 1 — « is set at 0.3, considering a steady state share of capital income of
roughly 1/3. The inter-temporal elasticity of substitution 1/0. is set at 1/1.4,
similar to the mode estimate of 1.39 reported by Smets and Wooters (2007).
I have to set two parameters, labor supply shifter 8 and the inverse of the
Frisch elasticity of labor p", to obtain a target for steady state hours of work.

I set the inverse of the Frisch elasticity of labor p" at 0.5. Smets and Wooters
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(2007) estimate of inverse of the Frisch elasticity of labor at 1.92 when wages
are sticky, but at 0.25 when he allows for flexible wage.Then I set the steady
state hours of work, H to 0.35 and let the labor supply shifter set to match this

target. I obtain a value for the labor supply shifter 5! equal to 36.65.

The Calvo parameter, &;,, and the coefficient on price indexation, vy, are set
at 0.75 and o.5 respectively. The Calvo parameter implies an average contract
duration of 3.3 quarters (Smets and Wooters (2007) and Levine et al. (2005)) *°.
This is the average of the interval in literature and is close to the estimate of
Smets and Wooters (2007)*'. The parameter for the elasticity of substitution

among varieties, €, is set at 7.

I have added two standard frictions to the NK set up. Both the invest-
ment adjustment cost (IAC), S” = ¢y, and the consumption habit formation
parameter, ¥, introduce hump-shaped response functions to investment and
consumption respectively. I choose a value of 0.65 for the habit parameter and
a value of 2 for the IAC parameter. These values are in the range of those
estimates reported by Smets and Wooters (2007) and Christiano et al. (2005) 2.
The latter suggests a slow response of investment to changes in the value of

capital.

I set the parameters of the Taylor rule close to values initially proposed by
Taylor (1999) and generally applied in this literature. The smoothing parame-
ter, pg, is set at 0.8. Inflation and output feedback parameters, 07 and Oy are

set at 1.5 and 0.5/4 respectively, given the quarterly frequency of the model.

Model results are not sensitive to small changes in the value of inverse of Frisch elasticity of
labor p™.

*Relevant cited studies that make empirical estimates are Bils and Klenow (2004) and Naka-
mura and Steinsson (2008). The former finds a low value based on evidence on micro data,
while the more recent study reports a value closer to the estimate of the macro econometric
models referred to in this study.

*The literature offers a wide range of values for the parameter for price indexation going as
low as o0.11 (see Levine et al. (2005)).

*Smets and Wooters (2007) report a slightly higher estimated mean of 5.7 for the investment
adjustment costs parameter
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These values are very close to estimates pr = 0.80, 6y = 0.1, and 0p = 1.5 by

Clarida et al. (1998) for the post-1979 period.

Finally, I calibrate the standard errors of the shocks. Initially I set the size
of neutral technology shock, public expenditure shock and investment specific
shock plainly at 1%. The size of monetary shock relative to technology shock
is set at around 0.15% based on estimated (approximate) relative values from
several papers papers (Smets and Wooters (2007) and Christiano et al. (2010)).
Then I slightly adjusted the size of neutral technology shock so that, with
minor changes of its ratio to the size of monetary shock, it leads to a standard
deviation of output similar to that observed in the data during the period of
interest (1985-2005).

I set the persistence of all shocks at 0.9 except for the persistence of exoge-
nous monetary shock, p,, set at 0. Taylor rule persistence parameter, pg, set at

0.8 introduces persistence of monetary.

The set of parameters relevant to the New Keynesian block of the frame-
work are kept the same in the simple NK, in GK, in FA and in this baseline
framework FAGK with both frictions (table B.5 on page 168).

Financial Friction Parameters

The remaining parameters are related to financial frictions. I first set firm
and bank survival probabilities, ot and ¢®, at 0.985 and 0.977 implying average
tenure of 16.6 years and 10.8 years respectively. The former is similar to values
used by Bernanke et al. (1999) and implies survival of firms similar to the
median tenure of 16 years reported by Levin et al. (2004). The lower bank
survival rate is similar the tenure of around 10.8 years in Gertler and Karadi

(2011). I report in table B.6 of appendix the steady state values of financial
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variables that I use as a target to calibrate financial friction parameters. For each

financial variable I report the respective calibrated parameter>3.

< Table B.6 here >

Remaining financial friction parameters are calibrated so that I match as
close as possible the premium and leverage targets of the firm and banks.
The standard deviation of the idiosyncratic shock is calibrated at 0.306 and is
slightly higher than the value 0.28 set by Bernanke et al. (1999). This value was
conditioned by the target for the firm leverage. I targeted the ratio of total firm
assets to total assets less loans at 1.84, matching the respective ratio of tangible
assets over tangible assets less credit market liabilities (hereby CML) of non-
tinancial businesses from Flow of Funds table of FRB. I report the calibrated

values of financial friction parameters in table B.7 in appendix B.

< Table B.7 here >

The bank friction parameter, that is the fraction of bank assets that can
be diverted, ®8, is set at 0.76, which is a higher value than the calibrated
value of Gertler and Karadi (2011). The parameters ©F and the bank exit
rate £P = 0.00023 were calibrated to meet specific equilibrium targets for bank

leverage and lender premium, that is steady state values of ¢pB and RE —R.

Equilibrium level for bank leverage, which is steady state value of ¢ is set
at 6.4. This is the ratio of total bank assets to net worth. Potential measure
of this ratio for financial businesses comes from the Financial Accounts of
Federal Reserve Board (Tables Z.1). Total assets over equity liabilities ratio for
financial businesses is above 20. Such a measure includes liabilities other than
credit market debt which are not accounted for in the model. An alternative

measure is the ratio of the sum of ‘credit market liabilities” and ‘equity liabilities’

*In some cases two parameters may be involved simultaneously in setting two parameters.
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to the latter which is around 4.4 for the period 1985-2014°4.Given different
results, I tend to set a target of 6.4 which is above 4 as considered by Gertler
and Karadi (2011). I settle with this target as the results are not sensitive to

different values of steady state leverage in a similar interval®>.

To set a target for lender premium RP — R at equilibrium 1 target the differ-
ence between Moody’s AAA corporate bond yields relative to Government 10
year Treasury bond yield of 1.2 % (table 3.4) °. I motivate the use of Moody’s
AAA rated corporate bond yield to obtain lender risk premium since this yield

has very low borrower risk.

Table 3.4: Actual external finance premium measures based on US data.

1985 -'06  1985-"14
Total premium BAA yield (less) Fed rate 3.5 % 3.9 %
Lender premium AAA yield (less) Fed rate 2.6 % 2.9 %
Total premium BAA vyield (less) 10-y Gov.B rate 2.1 % 2.3 %
Lender premium AAA yield (less) 10-y Gov.B rate 1.2 % 1.3 %
Borrower premium | BAA yield (less) AAA yield 0.9 % 1.0 %

I target a steady state of 0.81 % for the borrower premium to proxy the aver-
age difference between BAA and AAA corporate bond yields. I calibrate the
monitoring cost at 0.11 to achieve that target. The monitoring cost parameter
is close to value in Bernanke et al. (1999) and well within the mid-range of
calibration values suggested in literature. Empirical estimates are in the range

0-0.45 (Alderson and Betker (1995), Levin et al. (2004) ).

The value for the average quarterly rate of firm default is set 0.75% as in

Bernanke et al. (1999) and in line with empirical evidence for default rates of

*4Asset to net worth ratio of commercial bank balance sheet data of Federal Deposit and Insurance
Scheme (FDIC) is around 10. Such a measure may not correspond to the leverage measured in
the model since the latter includes all financial institutions that are able to purchase securities
of the corporate business.

2The bank leverage steady state value of 6.4 allows me some flexibility to also achieve the other
targets.

2Bpreads of BAA and AAA corporate bond yields relative to Fed rate for the period 1985-2006
are 3.5 % and 2.6 % respectively. I choose a total premium of around 2% commonly chosen in
literature. I check that my results are not sensitive to the steady state premium.
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US bonds that claim an average of 3 % for the period 1971 - 2005(Altman and
Pasternack (2006)). Following this calibration, the implied fraction of aggregate

output lost in monitoring costs is 0.23% *7.

To get a rough measure of the share of equity finance on banks assets,
S350 T ook at the ratio of corporate equities plus debt securities over debt
QeSe+Lt

securities held on the asset side of the balance sheet of financial businesses.

corporate.equities(+)debt.securities
debt.securities

share of equitiy finance by banks =

The data are collected from the Financial Account of the US (Z.1, table
L108). The share of firm equity security purchases on financial businesses

assets is on an upward trend in US (see figure B.1 in appendix).

< Figure B.1 here >

The ratio fluctuates in the range of 30-45 % during the period 1985-2005,
with an average of 34% (table 3.5). I consider an average of 0.33 as a baseline

measure, which fits better in the financial businesses balance sheet.

Table 3.5: Financing Structure of non financial businesses based on data from Finan-
cial Accounts in US(*).

Firm or Bank | Ratio | 1970 -1985  1986-2014 |
Financial equity / (equity + debt (A) ) 23% 34%
Nonfinancial | equity / (equity + debt (L)) 22% 48%

(*) Source: Federal Reserve Board Financial Accounts, Table Z1.L108, Domestic Financial Sectors.
Equity stands for corporate equity on the asset side of financial businesses balance sheet,

while (A) and (L) show from which side of the balance sheet of that entity it comes from.

Following this calibration, the steady state ratios of consumption and in-
vestment to output are 0.55 and 0.25 respectively.The great ratios are different

for the new Keynesian model. The reason is that capital to wholesale output

*7A table relating financial targets and the relevant parameters is provided in table B.6 of ap-
pendix B.
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ratio, v, that is consistent with zero external finance premium at equilibrium
is higher compared to the same ratio when total premium is 2%. This ratio
turther determines the ratio of investment, consumption and capital stock to
final output. Across models with steady state total efp = 2% these ratios are

the same. They are different in NK model.

Table 3.6: Steady States of Macro variables.

| Variable | Description | NK 1.GK 2FA 3FA-CK |
% Average Consumption to GDP ratio | 0.51  0.57 0.57 0.57
\—I( Average Investment to GDP ratio 0.29 0.23 0.22 0.22
$ Average Capital Stock to GDP ratio | 11.8 9.00 9.00 9.00
T Average inflation rate 24% 2.4% 2.4% 2.4%
R Average real interest rate 1.4% 1.4% 1.4% 1.4%
Hi Working hours 0.35 0.35 0.35 0.35

3.4.3 Financial Accelerator (FA) Model

I keep most of the parameters from my baseline FAGK model. I report only
the ones I have changed in the FA model. By construction this model has no
equity finance, hence k = 0. The focus of re-calibrating parameters relevant
to firm problem is the external finance premium and firm leverage (asset to
net worth ratio). The firm ratio of physical capital to net worth is targeted at
1.83, very close to the ratio in baseline model. The total efp is targeted at 2.0%
which is very close to the target for the total spread in baseline FAGK model.
To obtain these targets I calibrate monitoring cost, u = 0.12 compared to 0.11 in
FAGK. I also recalibrate & = 0.0033 to a slightly different value (see table B.7

in appendix for a comparison of calibrated parameters in different models).
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3.4.4 Bank Friction (GK) Model

I keep the bank incentive parameter, @8, at 0.75, very close to the value of 0.76
set in the baseline FAGK framework (table B.7 in appendix). This is the share
of assets the banker can run away with. The main change is to raise the lender
premium to 2% in equilibrium, similar to the target for the overall premium
in my baseline FAGK model. For that I set the bank survival probability, o®
to 0.971. I also adjust the share of wealth transferred to new bankers, £B to
0.0016 so that banker leverage in equilibrium is in a reasonable interval. With
these changes bank leverage is around 4.1 and matches the same leverage that
is common to the value as in Gertler and Karadi (2011). Bank tenure is around
8.6 years, slightly less than the tenure of 10.8 years assumed in my baseline
model. The equilibrium targets of leverage and tenure of bank are the closest

values I can get after having to raise the lender premium .

The dynamics of the models are driven by the same four shocks, neutral
technology shock (tfp), monetary shock (MP), public expenditures shock (G)
and investment specific technology shock (IST). The magnitude of exogenous

shocks and the persistence are the same across the models.

3.5 Moment Comparison

In this section I study the quantitative predictions of the baseline model by
examining the results obtained from a numerical simulation of the model econ-
omy calibrated to US data. I evaluate the propagation of shocks in the baseline

model FAGK with double moral hazard and compare them to the two one-

2Gertler and Karadi (2011) set a steady state a target of 1% (annualized) for the total efp while
I set a target of 2% in order to keep it at the same value as in the FAGK model.
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sided financial friction models, FA and GK. The second moments are obtained

from the three calibrated models following stochastic simulation at order 1.

3.5.1 The Propagation of Shocks in a Double Friction Frame-

work

To assess the propagation power of the models I compare the impulse response
functions (IRFs) following the tfp and the monetary shock for the three friction
models in graph 3.2 (page 107). Impulse responses are obtained from the
nonlinear (exact) model and show the deviation of any variable X; following
a tfp or monetary policy shock. X is calculated as percentage changes of

th_ X where X is the steady state of

that variable from the steady state X; =
variable X;. Compared to FA or GK, FAGK model with both frictions yields
a stronger response of price of capital, Q, following a negative tfp shock or a
positive monetary shock (panels (a) and (b) of figure 3.2 respectively). As a
result both, firm and bank net worth, and hence leverage, respond by a greater

magnitude’®.

I motivate the stronger response in FAGK model with the tightening of both
constraints at the same time upon a decline in price of capital. Total spread
(efp) responds much stronger following either a tfp or a monetary shock. The
greater response of total spread and of Tobin’s Q trigger a stronger response

of investment and output.

A second observation is that impulse response of total spread efp is dom-

inated by the response of lender spread in FAGK model. Upon a 1.1 % tfp

*Up to order 1, the exact model and the log-linearized one yield the same second moments and
impulse responses.

39RFs of firm related variables, like firm leverage and borrower spread are zero in the GK model.
Similarly, IRFs of bank related variables, like bank leverage and lender spread are zero in the FA
model. Monetary policy rule reacts to deviations of output from flexible price output.
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Figure 3.2: IRFs due to (-1.1%) TFP and to (+0.15%) MP shock: GK, FA and FAGK

models.
(a) IRFs upon neutral productivity (#fp) shock.
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shock the lender’s premium goes up by around o.1 percentage points, while
borrower’s premium only by a negligible 0.01 percentage points. Total spread
goes up by a similar magnitude of 0.1%. Similarly, the response of lender pre-
mium dominates the behavior of total premium following a (+0.15%) monetary

shock.

Fluctuations in financial variables are driven by neutral technology (tfp)
and monetary policy (MP). Variations in real variables are mainly driven by
tfp shock. Both shocks explain 9o% of fluctuations in the baseline FAGK model
(table B.g, page 170). This result is also consistent with empirical results that

monetary policy had some effect on financial variable but not on real ones3'.

< Table B.g here >

To quantify the differences in propagation power of each model I com-
pare the business cycle properties of model-implied variables generated by
stochastic simulation to the moments of data. I compare moments of Hodrick-
Prescott (HP) filtered model-implied variables to the moments of one-sided
HP filtered data series for the period 1985-20043?. Moments from the new Key-
nesian framework with no financial friction are listed as a benchmark for key

macroeconomic variables (tables B.10 and B.11, page 172).
< Table B.10 here >

< Table B.11 here >

Comparison of second moment and of impulse responses leads to similar

conclusions. First, the model with both frictions FAGK is able to produce

3Public expenditure and investment specific technology (IST) shock account for less than 10 %
of fluctuations. Impulse responses shown in graph B.2 of appendix.

3Moments of two-sided HP filtered and one-sided HP filtered data series are almost the same.
For estimation purposes later, one-sided filtered data are preferable so I use the same series
throughout the thesis.
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significantly greater volatility of model-implied variables relative to models
with single financial friction, FA and GK. The standard deviations 1.74 and
3.69 of price of capital, Q¢, and of investment, I;, respectively, are significantly
higher in FAGK model than the 3.10 and 1.43 obtained in GK model. The
FA model delivers even lower standard deviations for most variables. The
standard deviations of firm and bank net worth and of total spread (EFP) are

also higher in the FAGK model.

Second, lender’s constraint leads to larger fluctuations on his own premium
(spread EPFa), relative to that of borrower (spread EFPba). The standard devi-
ation of borrower and lender spreads are 0.01 and 0.18, respectively, compared
to standard deviation of 0.19 for total spread (table B.10). The bank friction
is clearly dominating the effect of the financial accelerator in the model with

both frictions, FAGK.

I can motivate the greater volatility of efp in the baseline FAGK model with
the procyclical behaviour of the two net worth variables. Positive correlation
of constraints delivers positive covariance of borrower and lender spread. The
second round effects are stronger as a result, propagating the initial shocks by

a greater magnitude as seen in impulse responses in figure 3.2.

To illustrate the positive correlation of the two constraints I check the
variance-covariance matrix of total spread with the borrower and lender spread
(table B.12). It shows covariance between borrower and lender spreads is

0.12/10° compared to the variance of total spread around 3.51/10°.

< Tables B.12 here >

For convenience I normalize these numbers by the variance of total efp (ta-
ble B.13). Around 92% of the volatility of total spread EFP is due to variance
of lender’s spread. The remaining volatility of total spread is due to the covari-

ance between the spreads of the two agents, firm and bank. This observation
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supports also the second result that bank constraint dominates the behaviour

of total premium.

< Tables B.13 here >

Finally, all the three models with friction deliver correlations with output
consistent with the data. While difficult to compare the magnitudes, the only
observation is that FAGK model with two leverage constraints and the GK
model mimic much better the positive correlation of net worth with output.

They replicate better the counter-cyclical behavior of the total spread.

3.5.2 Simulating the Financial Crisis

In this section I assess how shifts in certain parameters have the potential to
propagate shocks to an extent that I can mimic the increases in volatility of efp
and other key variables during the recent recession. To this end I select few
model parameters that are best related to characteristic features that marked
the recent financial episode. In addition, I assess the implications of shifts in

policy rule parameters.

Motivation for Shifts in Parameters

Two typical features of recent crisis are the large spike in external finance
premium and the drastic fall in asset prices. I analyze the propagation of
shocks subject to shifts in parameters that define the model-implied dynamics
of efp and of asset prices, Q. The candidate parameters for this exercise are
the financial friction parameters, p and OB, and investment adjustment cost

parameter (IAC). These parameters are related to the dynamics of variables that
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jumped during the recession. It is not unusual to think that these parameters

may change overtime, as I will briefly motivate.

The second set of parameters I investigate are the ones in the policy rule.
Analyzing the change in the dynamics of efp and of key macro variables subject

to shifts in policy parameters is of interest to any policymaker.

The motivation for an upward shift in monitoring costs, p, is that several
studies rely on shocks on monitoring cost to explain the variation in the ex-
ternal financing premium (Nolan and Thoenissen (2009) and Fuentes-Albero
(2014)). There is also some empirical evidence for time varying monitoring

costs (Levin et al. (2004)).

I motivate the reduction in ©p with a more deregulated financial activ-
ity and less stringent regulatory framework on banking in US. Deregulation
implies that banks have lower criteria to satisfy in terms of their capital re-
quirements. The immediate implication of lower bank incentive constraint is

that banks increase their leverage, which is consistent with lower ®5.

A shift in JAC parameter can be motivated by the unusual circumstances
of the failure of a banks in August 200733. Following the crash of major invest-
ment banks in US, firms may review their practices of doing business. That
may include how quickly they respond to adverse shocks by adjusting the
decision-making process of cutting down or delaying investments. The IAC
parameter is one of the few parameters added in an ad-hoc manner to obtain
hump-shaped impulse responses of investment to monetary policy shocks that
fit with impulse responses based on empirical analysis. The rationale is that
firms take time to make decisions whether to invest or not and to implement
the decision. I motivate the change in IAC parameter by assuming that these

time lags may change in unusual circumstances.

33The failure of two Bear Stearns hedge funds.
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3.5. Moment Comparison

The motivation for an upward shift in the policy response to inflation, Op,
is the increased trend by Fed emphasizing the focus on inflation. A stronger
response to inflation or a weaker response to output, 6y, follows when pol-
icy maker becomes more inflation-target oriented. This scenario would corre-
spond to a case when newly appointed board members care more for infla-
tion. Decision making process would be tilted to reflect their positions. The
weaker feedback to output is consistent with market concerns towards the end
of Greenspan term. I assume increased persistence of policy rate at the same

time that I lower the response to output.

Episodes of Fed changing the way it reacts to inflation and to output gap
not unheard. The most well-known case is the looser reaction to inflation in
the 1970s (Burns-Miller) and the tightening in the response to inflation after
1985 (Volcker’s era). In more recent case, there has been a concern regarding
the Fed’s less aggressive stance on (positive) output gaps prior to the crisis and

towards the end of Greenspan era (Taylor (2007)).

Shift in Friction parameters

I raise the monitoring cost parameter p by 50% in FAGK and FA models34. The
upward shift raises the volatility of the borrower’s premium in the FA and
FAGK models by 1.62 and 1.64 respectively (table B.14). In either model there
is no significant increase in standard deviation of macroeconomic variables.
IRFs also show that upon an increase in monitoring cost, there is little differ-
ence in the behavior of other indicators, except for a greater response by the
borrower’s premium (figure B.3). In the baseline FAGK model, the impulse
response of total spread is dominated by the response of lender’s spread as

shown earlier. The latter does not change, so the impact on other macro vari-

34n FAGK model monitoring cost goes up from p’ = 0.113 to p’ = 0.17. In FA model it goes up
from p’ =0.12to u’ = 0.18.
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3.5. Moment Comparison

ables is not significant as well. In FA model only with firm friction, shift in u
has a significant impact on efp but no implications for key macro variables.
I can infer that shift in the size of monitoring costs alone can hardly explain

the jump in fluctuations observed recently in the data across most indicators.
< Table B.14 here >

< Figure B.3 here >

Next, I evaluate the impact of a decline in o8 by 50%?35. Volatility of lender
net worth goes up by 13% and 14% in the FAGK and GK models, respectively
(table B.15 in appendix). Similarly, volatility of lender’s spread goes up by
around 26 % and 38% in FAGK and GK models, respectively. IRFs in figure
B.4 in appendix show that the increase in volatility is due to the stronger re-
sponse of bank leverage following an exogenous monetary shock. The stronger
response of the total spread triggers slightly stronger responses of investment
and output. Comparison of standard deviations with the new parameter value
shows the change in volatility of macro variables is negligible (table B.15). Im-
pulse responses following a #p shock are not different with the new ©F param-
eter.

I conclude that I can reproduce the increase in volatility of total spread efp
by lowering the bank friction parameter. Impulse responses of investment and
output also decline further. There is no change in the response of asset prices
and on the volatility of other macroeconomic variables, which is a feature of

the recent financial crisis.

3n FAGK @B = 0.76 goes does to ©®'B = 0.38. In the GK model ®® = 0.75 goes down to
©’B = 0.375. I re-calibrate the model so that no change in bank leverage takes place in steady
state. In the case when bank leverage is allowed to go up, the results are similar. The difference
is the size of change in volatility of lender and borrower spread is twice as high. But there is no
significant change in the volatility of other key variables. The shift in leverage implies that for
the same one unit of net worth, banker incurs more liabilities and levers up his balance sheet.
The downside of high leverage is that a unit decline of asset value bites a larger amount of
banker net worth. For the same elasticity of the external finance premium to leverage, greater
steady state leverage implies stronger reaction by efp upon the same shock size.
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< Table B.15 here >

< Figure B.4 here >

I assess the impact of lowering investment adjustment cost (IAC) from
dx = 2 to d§ = 1 on efp and output. By construction, the investment adjust-
ment cost function is introduced to get hump shaped responses of investment
to monetary and neutral productivity shocks. For the same decline in asset
prices, Q¢, upon a positive monetary shock or a negative neutral productivity
shock the response of investment, and consequently of output, will be stronger
(figure B.5). As a result, the standard deviation of investment and output will
go up in the FAGK model by 32% and 22% respectively (table B.16). I obtain
similar values in the GK and FA models. The total spread and other financial
and macroeconomic variables do not seem to change their response upon such

a shift.
< Table B.16 here >

< Figure B.5 here >

Impact of Weaker Policy

I assume a stronger feedback to inflation by changing 6p = 1.5 to 8}, = 1.8. The
change in volatility of all variables is negligible (table B.17). Impulse responses

of all variables are the same with the new parameter value (figure B.6)3°.
< Table B.17 here >

< Figure B.6 here >

3The shift in feedback to inflation and a greater interest rate persistence has a small upward
impact on the volatility of key variables.
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3.5. Moment Comparison

I analyze how the volatility of efp and other variables changes upon a shift
in policy feedback to output gap from 6y = 0.125 to 6}, = 0.025. Volatility of all
measures of external finance premium and most key variables goes up by by
around 5-10% in the FAGK model (table B.18). In all three other models, GK,
FA and NK models, the impact of weaker policy feedback to output alone is

negligible for most variables, except for inflation.

< Table B.18 here >

I assess the impact of the same shift in feedback to output and a slightly
more persistent policy rule at the same time. I choose to slightly raise the
persistence parameter from pg = 0.8 to pp = 0.88 with 8y = 0.025. The sim-
ulation corresponds to a situation when monetary policy makers care about
over-reactive policy and target only inflation. In the baseline FAGK model,
standard deviation of efp goes up by around 35% (table B.19). The surge in the
volatility of other financial and macroeconomic indicators is on average in the
range of 20-70%37. The propagation effect comes from the bank friction. The
GK model delivers higher volatility following a monetary shock. The ratios of

volatility to the baseline GK parametrization are slightly smaller.

< Table B.19 here >

When policy feedback to output gap is low there is slightly greater fall in
price of capital, Q¢, following an exogenous monetary shock (figures B.7 and
B.8). Decline in Q¢ erodes some of the net worth of lenders and borrowers,
which exercises further effect on investment and asset prices. The propagation
that both constraints set on borrower’s capacity to purchase capital exercises
greater second round effects on price of capital and on investment. The miss-

ing countercyclical policy response to output gap, due to low 0y, allows second

3ZExcept standard deviation of inflation which increases by 127 %.
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round effect to take place. Again lender friction dominates the behaviour of

total efp.

< Figure B.7 and B.8 here >

Volatility of financial and macroeconomic variables in single friction models
does increase as well. The magnitude is on average about half of that delivered
by the double moral hazard framework FAGK. In the absence of counter cycli-
cal policy, financial health of lenders and borrowers deteriorates (improves)
faster upon an adverse (positive) shock. In the FAGK, the demand as well as
supply for funds shrink at the same time. This eventually limits the amount
of capital the entrepreneur can purchase. The second round effects that kick
in are amplified by a greater magnitude. Each constraint amplifies further the
already propagated shock by the constraint of the other agent.

These results are robust for any reasonable change in friction parameters

leading to different steady state values of the external finance premium.

There is some anecdotal evidence that might lend support to these simu-
lations. Several economists have argued that Fed might have contributed to
the recent housing bubble by keeping the interest rates too low for a long time
before the financial crisis (Taylor (2007), Kahn (2008)). This period would cor-
respond to the end of Greenspan era, 2000-2006, when there was a boom in
housing market associated with mild consumer price inflation. The criticism
referred to Feds unwillingness to respond to output gaps driven by housing
bubble. With low feedback to output, absence of high inflation would corre-
spond to more persistent monetary policy instrument. In such an environment
the presence of frictions would propagate immediately any exogenous policy

shocks on both macro and financial variables.
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3.6 Conclusions

A key indicator of the recent crisis has been the sharp increase in yields of
most credit instruments, raising the cost of external finance. To assess the
propagation effect of the borrower and lender financial health I employed a
financial accelerator mechanism and a moral hazard problem between bank
and depositor in the new Keynesian framework. The aim was to evaluate the
propagation strength of financial frictions when both lender and borrower are

constrained following technology and monetary shocks.

Two main results emerged from calibration exercise. First, relative to fi-
nancial accelerator and bank friction models, the model with double frictions
delivers significantly greater fluctuations of external finance premium. As both
constraints tighten at the same time, both supply and demand for funds face
constraints during a downturn. For the same magnitude of shocks, fluctua-
tions of total external finance premium (efp) are significantly larger than in
either FA or GK model. The stronger impact that the two constraints have
on the price of capital delivers significantly greater fluctuations on investment

and output.

Second, in the model with both frictions it is the bank friction that domi-
nates in driving the external finance premium. It is the lender’s constraint that
has a greater impact on propagating fundamental technology and monetary
policy shocks. The additional effect of the borrower constraint amplifies the re-
sponse of asset prices leading to stronger second round effects on both agents’

financial health.

In a framework with both firm and bank constraints binding, simulation re-
sults showed that shifts in monitoring cost or bank friction parameter, do lead

to slightly greater volatility of borrower or lender risk premia, respectively.
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3.6. Conclusions

Also, shifts in investment adjustment costs parameter may raise the volatility
of investment and output only. Reasonable changes in the magnitudes of each
friction parameter can deliver higher volatility only on a few variables. Indi-
vidual friction parameters have limited impact on the dynamics of the model

as a whole.

Finally, I find that evolution in the conduct of monetary policy can con-
tribute to greater volatility of external financing premium and of other finan-
cial and real variables. Absence of countercyclical monetary policy can rein-
force the propagation of exogenous monetary shocks at a much greater scale
when policy maker is sluggish to respond. The same shocks lead to signifi-

cantly larger fluctuations in financial and real variables.
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Appendix B

B.1 Model Derivation

B.1.1 Households

The household maximizes the utility function ':

_ T4pn
u | (CexCyq)' 0 . th+p pu
(CeHe) — T—o¢ T+ph t

subject to his budget constraint:
WiH + T2 +TTE+ TP + TIR = Cy+ By —R 1By 1+ Tt
where 1 — Hy is the amount of labour he supplies in labour market.

The shock b represents a general shock to preferences that affects the
intertemporal rate substitution of households (preference shock) (Smets and
Wooters (2003)).

In this current chapter bi! = 1.

The Lagrange is:

CurltBe B 270 B* [W(Crrs Lews) + Al (Wi s Hews + TR — Cops — (Boys — RuvsBrasm1) — Tews)]

where TV = TIR, 4+ T1B  + ﬂEt + TIEP is revenue from ownership on respective firms.

The FOCs of the household problem are:

! In the next subsections, the subscript ’j’ refers to the agent in the respective section. This way
I save the usage of different subscripts which given the burden of different symbol can make
the reading difficult. In the description of the model in chapter 3 I use different subscripts for
each agent.
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B.1. Model Derivation

Ce  0=UL +AM-T)
Htl 0= U,qt + }\?Wt

By: 0 =—Al+ BEAN R

Use the first two FOCs to get a labor supply equation (MRS equals the real

wage), and Euler equation:

Labor supply Equation:
Uy, Uy,
W =——=+ = —+ B.1
STl T U (B.1)
Consumption Euler Equation:
1 =E¢ (ReAr 1) (B.2)

I am solving the household problem in real terms. It is straightforward to
see that budget constraint is the equivalent of the budget constraint expressed

in nominal terms:
PiCe+ Bt = Rut1Bnt—1 + PowiHe + PUITR + PP — PeTy

Bnt _ Rut—1 Bnid R B _
Cet Pe 7 Pe/Per P twiHe T+ 1T — Ty

Ci+Bi= RT‘;{%’th +wHg + prof} +profk  — T

Functional Forms

e C=xCee G 5
(Ce,Hy) — 1— o, - 1+ ph t (B.3)
Ug, = by (Ce —xC1) ™% — BOXEib 1 (Cyr —xC) % (B.4)
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B.1. Model Derivation

h
Ufy, = Ui, =~ [s"H¢" | of (B.5)
where 1I' =1 —H;
h
Wy, =—Upy = - [6hH§ } pY (B.6)

The utility function satisfies :

Ug, > 0, Uy < 0,Ude < 0,Uffy <0 (B.7)

B.1.2 Retailer’s Problem

Retailer faces a two stage problem. In the first stage, the j'" retailer produces

the final retail good Y}, using wholesale good Yj, and the production technol-

1 : THA™
Y, = (J Yo dj) (B.8)

0

ogy:

where, A\™ = e]T1 is the retailers mark up and e is the elasticity of substitution
between any two varieties.

The retailer buys inputs Yj; and produces the final good in order to maxi-
mize profits subject to constraint B.8. Alternatively, the firm tries to minimize
expenditure given the production constraint. I can write the Lagrangean of the

retailer as:

1 : T+A™ 1

0

after making use of equation B.8. Optimal choice of Yj; solves first order

condition ?(—,Lt =0, that is:
)/
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B.1. Model Derivation

Obtain the ratio

1 ATH

AESY THAT
PitYie = (Vi) A PiYyy

Integrate

1 . 1 N me
JoPiaYiedi = [o (Vj0) 2T djPy oYy
Zero-profit condition fg) Pi+Yjrdj = PYy

1 - ?\mm
_ T+A T+A
PeYe = Y TP Y

AT AT
_ v T+AMp, T+A™
Py =Y, Pl,tYi,t

Obtain a demand function for Yj;. The retailer will produce:

1+A™

Pig\ AT
Yit = (%) Yi (B.10)
t

Plug the demand function for Yj; (eq. B.10) into production technology

equation (eq. B.8)

1 THA™

Yy = L <%>_ . Yi d(j) (B.11)

1 p }\%11 14
Yi =Y (J { PJt] dj) (B.12)
0 t

to obtain an equation for aggregate price index P; (Y; on both sides drops):

—\m
T
P, = (Jo Pji‘;” dj) (B.13)
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B.1. Model Derivation

I. Price Setting

Following Calvo (1983) every firm faces a constant probability, 1 — &, of
re-optimizing its price to P/, any given period, whereas the non-reoptimizing
tirms index their prices for next period to past inflation 7;_; according to
indexation rule Pj; = Py, p1 For zero steady state inflation, 1 = 1 or no
indexation v, = 0 price are held fixed P;; = P;_;. Aggregate price evolve as:

}\m
(1—&,)P; x + & (Prgm? ])A‘“ (B.14)

where Pj; = P 107, stands for the price of the retailers who are not re-

t— 1

optimizing, but indexing instead.

A share 1 — &, of retailers choose their price P{ at time ¢ that maximizes
the present value of future expected nominal profits while the rest of retailers
index their price. After re-optimization with probability 1 — &, the retailer will
not re-optimize next period and with probability (1 — &,)" the retailer will not
re-optimize for T period from now. The real marginal cost to retailer is the
price of wholesale good relative to retail price mcy = % while the nominal
marginal cost is MCy = Pymcy = P{’. For each retailer j the objective is to

choose the re-set price P}’ that maximizes his discounted stream of profits:

o0
maXP;tEtJ ith vk (P = MCiix) Vi e4k] (B.15)
Pa. 1Al
subject to demand function eq.B.10: Y4k = (PZD * Yiik,

where MCy iy = Piygmeiqk is the nominal marginal cost and Dy =
ka t;‘;t is the marginal value of a dollar to the household, i.e. the nominal

stochastic discount factor over the interval (t, t + k).
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B.1. Model Derivation

With prices being indexed thereafter the demand function at any time t +k

becomes:

Yo — 1+A™
Pire1)\'P AT Y.
Piq t+k

P*j,t
|

(

Y)',t+k = <

or otherwise

1AM

P TTaAm
g _ it 7Yp
Ytk = (Pwk tf1,t+kf1> Yk
where I denote
z _ P = TT¥ B.16
t—1,t+k—1 = P =TT - Thpk—1 = i Thpi1 (B.16)
t_

All firms that re-optimize their price at time ¢ choose the same price P;; = P{

to maximize (after substituting the demand function and re-arranging):

i 1+A™
Y . Yp\ — Am
0k Piyk1\'? Pt (Pk—1)'P A
maxps By Jreo EpDi ek <P;‘ ( E_l ) — MCHk) (Ptj—k ( ]t{_] \2
i b _1gAm 1
0 k x7Yp *j,t 7Yp A
maxp; £y Jizo Ep Dtk (Pt Lo e — MCt+k) <Pt+k thl,tJrk—l) Yk
i > EED i
o ¢k Yp t 7Y A
maxp; Ee [ 2o & Dt (Pi 8 — MCt+k> (ﬁzt—qu) Yirx
P¥ vy 7\77”]1 P¥ vy _1%;1\1111
0 k t P t P
maxpiEe 10 Eg Dt | Prik (mzt_1,t+k_1) —MCx (mzt_1,t+k_1> Yerk
This is a result of the indexing of prices by Pnont+1 = Ptﬂ}[/p each consec-

utive period where Ppon 41 is the price next period of those retailers who do
not re-optimize. Price re-optimized at time t and indexed for k period (at time

v
t + k) becomes Py (Ptpt—i”) " The FOC is:

0—

(ZZB],tJrk_] —(1 +)\m)PlfMCt+k) ( p

1+A™

)— K

Yy

00 ¢k :
Et ,_rk:() Ev‘p Dt,t-i—k Tik Zt—1,t+k—1 Yt-l—k]
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0= Et J‘]to:O E]SD’(,’[—H(. [(ZZB],’EHQ*] - (] +A™ )P* mCt+th+k> Yj,t+k]

where small letter mcyy is marginal cost in real terms. It follows that:

P = (1 +7\m)Et Joro EpDitrk (mee P eai)
E¢ fk 0 ﬁth t+k(ztp1 SAk— IY) t+k)

After dividing both sides by Px.

P
00 k t+k
E¢ Ik:o E'p Dtk (mCt+k Pe Yj,t+k)
00 k Yp .
Ee S0 &8Dn ek (Z{%1 ¢ i 1Y ek)

pi =pt = (1+A™)

p p
Recall from B.16 that },—*tk = H K — T 1T ok = ﬂ]i(:]ﬂt_i_i = Zi 14k

*

Pt

Ei [° EXD meekZe e Y
— (1A tszo & t,t+k< tk Lt trk ],t+k) — (1 am e Jt (B.17)

- _t
Pe B 120:0 5]5 Dt <Z?c/f1,t+kf1 Yi,t+k> e

II. Recursive Derivation

Denote with J; the numerator and JJ; the denominator in equation B.17.

. 1 P
Denote: Zt,t+k = = g't_k = TC41...Thik = ﬂ];:]ﬂt%*i vk > 0, &

Xt,t+k
Xee = 1.

(a) Recursive derivation for the numerator
_ S
Jt = Jreo & Dtk Y erkmer itk
. Pi/Pt Yp —€ : g
Plug: Yt+k(mzt4/t 1) € instead of Yj ¢y
o Pt 7Yp —e : g
or otherwise: Yiak( Zon 27 e ) instead of Yj 4

7Y
Je = [0 &th t+k [Yt—kk(zt L) emct+kzt,t+k]

T o — 00k Pi 2% —
Jo = Ye(p)~*mee + [ EDierk [Yt+k(mztf1,t+k_1) ‘meg itk
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_ * 2% _
where (p}) ¢ = ( —Zt},jttJrO ZF01)¢

VATEE'

_ P\ "€
Ji = Yi(py) *mey + £ Dy i ( t_1’t> Litiqe...

00 k—1 Py Yp —€
o et &7 Dt 14k [Yt+1+kfl (Zoo o Lot t) Met e Lot (k-1)
At tr1
Plug s=k—=1=0,Zi11 =", 0r Zygp1 = Tep1, Dr = 70
Yp —€
T - Agerr [ T
=Y,(p)¢ —rul gt TCig]eeee
Ji = Yi(pf) " mey + & T\ 7t t+1
—_—
T4

* —€
* —€ p
P 0 t+1 Yp
(*_t> fs:o EpDtttti+s [ Yeri+s | 57— Ly tus MC 145 Zt41,t41+s
Pret Zi1t4+1+4s B
Yj 4145

Je = Ye(pi) emee +

% —€ (0.0

~ P

EpAtt+17 4 (ptL) J O&%Dt+1,t+1+s [V, t01sMCt 145 Zer 1t 145
S—

Tee

B Ucy iy

Replace Ue, = At t4+1

_ _ uC 1 =~ p* —€ _
Jo = Vi) emen + £ Bt (1) T

Je(pi)Uc, = Yele,mey + £, 4B yctﬂ (Pes1) Tem

J Je+
Jo = meele, Ve + & BETTE T (B.18)
~1+T>;1m
Jt = meeUce, Y+ & BEtﬁt_m Je+1 (B.19)

(b) Recursive derivation for the denominator
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Tt = [izo EpDutekZ{Fy (1 Ytk

Pi/P Y —€ ;
Plug;: Yt+k(ﬁ/k/tpt 1 e 1) € instead of Yj 4
or otherwise: Yk (p5/ Zt,t+kZZf1lt+k_1 )€ instead of Yj 4«
'Y — .
Plug: Yerk(Pt/ZeikZ Dy gy 1) ¢ instead of Yj ik

Y _
e = '53Dt,t+o Yjer0 + iy %Dt,t+kzzf1,t+k—1 [Yt+k(pt [l )
1

VA

I7T — V. D Yp ZZBLt -
JJe=Yjt+ & t,t+1Zt—1,t

AL —€
00 k—1 Yp * tt+k—1

Plug:

Agi41

D1 = oo

7

Zi 11 =14 ) Lir1 = T,

s=k—1=0.

Multiply and divide by : Pisr-

JJe=Yjx +
At t+1, Yp 7'[y~p € p* —€ oo S Yp p:+1 ZZFL)—FS €
’ t t —tr! LTS\
EP T4 (L T 41 (Piﬁ ) ISZO ;WDH']'H']"'SZ’E/PFS Yt+1+8(zt+1,t+1+s )
Plug back: Vi Vg7 e
g : jttls = TtHl+s Z 0 s Tttds)

1—e —e [0
_ P Py \ ¢ sD Z7 Y
Tt = Yju + EpAi EpDiat it 145 Lt it 1+s

*
T+1 Pt s—0

T

Yp

~ s
Replace: 741 = T[:H
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Ucy,
Uc,

o u - . * —€ __
o= Yip s +pBget (Fon) ™ () T

t+1

B

—e
L= Ay Yit =Yt ( i Z}:Lo) = Yip*, ©

_ . ne—

JTilc, pxf = Yile, + & 1 B Uc,, (Piﬁ) JJt1
T+ JTe4

JJt = Yilc, + Epﬁlﬁﬁﬂtﬂ

Jo _ Je/Ucpi® 1o

FlnaIIYI p)ik,t — ﬁt = _Ut/uctpte - Ht

since, Tt = U_c% and Jo = e
JJe = Yllc, + Ep B Tt (B.20)
JJt = Yilc, + & B, Ht+] (B.21)

III. Evolution of Aggregate Prices

In a continuum of firms or goods the general aggregation for the price

index is :

(i)

Since the probability of re-optimizing is 1 — &, it implies that:

_}\m
£ — . 1 N i
o (15 ) a1 () ")
At any time period 1 — &, share of firms re-optimize their price Pregett = P§

while &, portion of firms index their price it to past inflation Pipgext = Pi—1 711/31 .

The above equation can be further written as:

—_Am
w1 1

(1—&p)Py M+ & (Prgm®y) 2 (B.22)
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where Pindexert = Pt_ml/f] stands for the price of the retailers who are not

re-optimizing, but indexing instead. After dividing by Py it is re-written as:
1

HV]J AT o 1
1=ap< “) £ (1= gp)p (B.23)

Tl

Making use of equation ??, the above equation relates inflation rate to aggre-

gate variables only:

m

. =g @] T
TS\ — (14+Aam)2L B.
Pt [ 1—& ] 0 )Ht (B-24)
where 1 = 54
T 1
w=l
1= & (F)™ 4+ (1= Ep)py (B.25)

IV. Inefficiency of Price Dispersion

Given three equations:

1AM
P

a) eq. B.10: Y = (—%)7 v

1—x

_ Kit—1 o0
b) eq. 3.16: Vi = (AH ) K% = /l‘tHj,t—’Yf];/vt !

c) eq.: Y= (1— C)YjV,YL where ¢ = %
Show that : Yy = 1A;tCY{V
Proof:

Start by integrating eq. B.10 across all retailers:

: 1 P —1 J{%\tm
. it .
a: [y Yiudj = YtJ (PL) dj
0 t

denote:A¢

and integrate over j.

Plug c): fé(] —c)¥jidj = YiA:
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1-«
Plug b): (1—c)A¢ [ Hj,tfgj%’ T dj = YA

1—x
1 x 1 .
(1 - C)At Kytjtzv1 J‘O H)/td] = YtAt

Note that: Lt = o Vj and | (]) H;tdj = Hy

1—

(T— AR © He=YiA

Y, = YV (B.26)

V. Deriving Expression for Evolution of Price Dispersion A

From integration over j of retailers demand equation eq. B.10:

1 P —1 J{T)w\xm
1 . j, .
a: [y Yiudj = YtJ <Pl) dj
0 t
denote:A¢

I obtained (shifted now at time t+1):

R e
Apy1 = fo (%)
(Pt (m)\ " (Pepsy(m)) R
m m * m m
Appr = 0p< tP+t1+1 > +I€p< ]t;:] >
Y _1;:)\”1
3 P Pp m _ 1A
Avir = Jo° <%) + (1= &) (preg1) 2™
PP\l (Pom)\ TR _1pm
Avpr = o7 0 ( P ) + (1= &) (prepr) A™
1%)1\1“1
_1gAm
Apyy = <7;:v"}1) EpAi + (1 — &) (p*er1) A
t
~ 1AM _14eAm
A1 = (Fen) 3 EpAp + (1= &) (preg) AT
Plug eq. B.17
1™
- T4A™ ma Jt ATE
A1 = (1) 2™ EpAr+(1—-&) [ (T+A )m (B.27)
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B.1. Model Derivation

This is the end of derivations related to Retailer’s Problem.

B.1.3 Capital Producer Problem

Capital producers are perfectly competitive firms. The capital producer en-

gages in two activities:

produces new investment goods using retail consumption goods I; as an
input and purchased at unit price. The new investment good is sold back

to wholesale producer for the relative price Qt,

replenishes the depreciated capital stock of wholesale firms purchased at

price Q¢ and reselling it for Q.
Production of investment good is subject to:

IAC (Investment adjustment costs) as a function of the growth rate of
investment (1 —Sx,)). CEE emphasize that this functional form can gen-
erate a hump-shaped response of aggregate investment to MP shock con-

sistent with implications of a VAR.

investment specific technology shock V.

Capital producers problem:

Max, Z Attt [Qigr Vigr (1= S(Tipr/Te—144)) Tigr — Liadd (B.28)
=0

where Ay i1+ is the real SDF. Profit maximizing conditions imply:

0S(Xt)
ol

35 (X¢:1)
ol;

-0

(B.29)

0= QY <1 —S(Xy) +0—-1 ) —1+E {/\t,tJrthJHTtJrl
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B.1. Model Derivation

where X; = . The capital accumulation process is:
1 p p

1= Qe (1—S(Xe) —XeS'(Xp)) + Ey [At,tJrl Qt+1Yt+]X%+]S/(Xt+1) (B.30)

Certain functional forms of adjustment costs allow for these costs to disappear
in the long run Smets and Wooters (2007). An adjustment cost function of the

form:

S(Xt) = bx(Xe —1)? (B.31)

results in no adjustment costs along the balanced growth path implying X; =1,

S(1) = S’(1) = 0. The property leaves the steady state of the model unchanged.

B.1.4 Wholesale Firm Problem

Representative wholesale firm will aim to maximize:

Et Z /\t S < tJdY]Mj[—H + Qt—i—i” - 6)Kj,t—1+i _Wt—H it Qt 1+1 t—H )t H—i)
s1=0
(B.32)
(Aj,t11Hj 041 )‘XK]?X

s.t. production technology eq.(3.16): Vi 4 =

where wy and are real wage and the selling price of wholesale output

in real terms at time ¢ respectlvely.

Labor demand:

w
Pt—H Y]'VYEH

Wil = X5
Piy1 Hje

(B.33)
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Capital demand:

pw YW
(1 — &)=t + Qe (1—6)
R = — ”ét (B.34)
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B.1.5 Financial Contract

A. Borrower’s Financial Contract:
I have denoted by X{? the ratio of equity securities to the sum of firm net

worth and equity securities.

QtSjrt _ Kt((bj,t —1)
QeSie+ N)-E,t Ke(Pjr—1)+1

Xj¢ = (B.35)

S; . . .
where ki = Kk = %%t since K¢ is assumed a fixed parameter.
)/

The cut-off point of the idiosyncratic shock should satisfy equation: (3.21).

Following that the payoff matrix from the

. ZL 1.
P ],t
Vi1 = o (B-36)
R]t<+1 QtKJ’,t
Table B.1: Payoff Table
State No Default: (1!))t “ > +1> Default: <1|)]t +1 <P +1>

Firm Payoff (1), — Pr.1) RS, K, Qu(1 = X{%) 0
Bank Payoff E)tHQtK)}tREH + <1|)][+1 _1_|)]t+1) R‘t<+1KJ',tQtX‘fq (1— FLN)JH-] QtKi/tR]tarl

The payoff structure implies that
Following this pay-off table the gross payoffs to the bank and the firm both

depend on the distribution of idiosyncratic shock [11)1 +1} .

e In case of no default, the firm pays first the loan and the remaining profit
is shared between the firm and the holder of equity securities based on

shares [1 — X;ﬂ] and [Xje"g] respectively.
e In case of no default, the bank earns a fixed payoff based on the loan

contract and the share of remaining profits as a security holder.
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B.1. Model Derivation

In case of default, the firm earns zero payoff while the debt-holding bank
seizes all the assets following the realization of idiosyncratic shock. Bank

as a security-holder earns zero payoff as well.

Now I define the payoffs to the entrepreneur, to security holder (bank) and
to debt-holder (bank again).

1. The bank payoff on equity securities will deliver an average return R} .

on equity portfolio QSi:

0 ) .
et ([ (o) arg ) ~rbags. @
t+1

2. The bank payoff on loan portfolio will deliver an average return R i

on loan portfolio L; :

. chﬂ .
E¢ [QtKi,tR1n<+l Jj 1~|)]t+1 dei +(1—u) QtKj,tth<+1 Jo 1I’LA dei = Rbﬂ—t
t+1

(B.38)

3. The entrepreneurs payoff from the contract (from table B.1 on the

preceding page) is:

0 . .
Vj%t+1 = EtR]t<+1K]',tQt (1 - Xf?) <L),- <¢1+1 _1b2£+1> quﬂ) (B.39)
t+1

. i Drot ]
Given E¢ <‘th+1> =1=["" ‘MHquﬂ + IEH ‘thHdFdﬂ

I define FW- , G—j and probability of default on loan Py

j
1 Wi t1

—j
N A wt”qﬂ' dF... (B.40)
R A I A 1y 40

I’
t+1
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Vi
G :L ¥l dFy (B.41)

=7
L

Wiy .
Pl :L dFy; (B42)

The three are related as in following equation:

1\ |
T, = (1 —pg, ) Bta + 65 (B-43)

j p—
Wig1

B. Lender’s One-Period Participation Constraint
Making use of the notations above I rewrite equations B.37 and B.38 :

The average return on loan portfolio R}, ;L will be equal to the payoff

to bank from loan contract (equation B.44);

The average return on securities R} . 1Q+Syt will be equal to the payoff

earned from securities for all possible realizations of 11)1 .1 (equation B.45).

L Kk
EtRiqLje = Bt |:r$jt+1 - HGﬂH] QtKjtRt (B.44)
ERE QK (1T ) XE =RY,,Q4S; (B.45)
1t V) it 19t 45

Bank payoff should satisfy the one period participation constraint (eq. ??

on page ??):

Ee |RipLje+ Ry Qtsj,t] >EAPRY (B.46)
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B.1. Model Derivation

where RL, ;L and R} .1Q1S; ¢ are given by equations B.44 and B.45 respec-

t+1

tively. I plug the latter and obtain

Ey [ t+1QtK] t ( Wy “G@H> + th<4—1KJ',’tQ‘che,fcJl (1 - rﬂﬂ)} >EtA]B,tR]tg+1
(B.47)

In terms of entrepreneurs leverage Cl)]-Et the bank one period constraint con-

straint is:

B [REq 0 (1) |~y >+Rt+] x]t(1—r 1)}>1:_th+](<|> 1)

(B.43)

Qt ]t

where (I) is firm leverage .

C. Firm’s Value Function

I re-write the Firm Value Function (equation B.39) in terms of definitions

in equations B.40 through B.43.

Vj%t+1 = EtR]er]Ki,tQt <1 _X;D (1 rﬂ,tﬂ) (B.49)

In terms of firm leverage d)jEt the entrepreneur maximizes his value function

E LT [0 LS

subject to bank one period constraint constraint equation B.48 2.

VvE
2 Since NEt is the net worth from the previous period, maximization of VJ o T’\j}“ is
equivalent. Alternatively I can write the Lagrangean in terms of QK; and then divide both

the firm value function and the bank participation constraint by net worth of firm.

; and
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B.1. Model Derivation

The Lagrangean and FOC

I write the Lagrangian equation :
— k . _ veq
E=E¢ R K5Qu (1-X59) (1 Mo )]+
e R0k () R Q02 (1 ) AR
After dividing the value function and the bank one period constraint by N and

writing in terms of d)jE,t I get:

=B RE0F (1= ) 0-X00)] +
N [REf (T, —w0gy, )+ RO (1= F, ) — (@ —DRE,

The FOCs are:

foc 1: Py, q:

s (5, ) o, )+ ()

r. (1 _ x?q)
Pt )t

., (1=X{% —nG/,
t+1 t+1

Et)\) t+1 = Et (B51)

foc 2: (1)J 1

_r. _ eq_ E veq’
0=E {Rm (1 WO X; ¢~,tx¢j,t>}+
i (B (g, 1 )+ R (1T, ) (50 0E01,) — R

)
t+1

Given the AF, | | the second FOC gives a relationships between the premium

it

and the threshold level of idosyncratic shock.

E
E: th<+1 —E, )\i t+1
RY q E q’ E q E q’
1 (17r$1+])(17x€ —oEX§ )*M,m . qu)er(lfrmH)(xe +dEXE! )
(B.52)
focs: )\t+1'
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0= [REadf (T, —wGg ) +REadf (1T ) X0 = (of — IRE, |

and after rearranging I obtain:

E

B _ p pk it (r ol . eq)
EeRi = R OF, —1 (Fgr,, —1Gqy,, + (=T X (B53)

Aggregation involves the assumption that entrepreneurs exit with proba-
bility 1 — o®3. They transfer a proportion £8/(1 — of) to new entrants and
consume the rest of their accumulated wealth. Aggregate net worth will be
net worth of surviving entrepreneurs ¢V ; plus the fraction £F/(1 — o%) of

the wealth of exiting ones (1 — oF)VE . transferred to new entrants.

t+1

NE = (oF +&p)VE (B.54)

The remaining equity value of exiting firms is consumed:

ME=(1—o" —&)VE (B.55)

Aggregating across wholesale producers yields the output function:

Yy = (AgH) “ K (B.56)

From foc3 I can obtain an expression for the average return RE.

E
by

EtR]t3+1 = BeRey HE — 1
t

- _ T eq
<r¢t+1 o qut+1 +(1— rll’tﬂ IXy ) (B.57)

3 Such assumption avoids accumulation of capital by firms so they become self financed.
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B.1. Model Derivation

Finally, a small share of the rent on capital is lost on monitoring of the

wholesale firms business by the bank:

Monitoring Cost = Ey “G$t+1 R‘t‘ 11 QtKy (B.58)

B.1.6 Bank Problem

This section is similar to Gertler and Karadi (2011) (hereby GK2o011). Having

one more financing instrument makes up for few differences.In this Appendix

I will:

(a) set up a one-to-one relationship between leverage and excess return on
assets for any fixed moral hazard parameter Og,

(b) derive expression for these excess returns, and

(c) show that banks’ choice on leverage and excess returns does not depend

on bank sepcific factors, therefore allowing for aggregation.

The value of the bank is homogenous to degree one in net worth and given
the linear relationship in the balance sheet equation 3.40, then VEt should be

homogenous of degree one in Biy, AEt as well as L and S;.

Vil?t (Lit, Bit, Sit) = ViL,tI—i,t + Vf,t QtSit— VEtBi,t (B.59)

where QSi+ = kAt and Liy = (1 — K)A?t. vtL, v{ and V]E are the marginal
values of respective asset as of end of period. Using balance sheet equation

3.38 the value function is:

VEt(Li,t, Nit, Sit) = H{_,tl—i,t + 1 QiSie + VEtNEt (B.60)

Banker maximizes VEtU—i,t/ Bi+, Sit) subject to:
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B.1. Model Derivation

- the incentive constraint eq. 3.42: VPt > OA; ¢

- equation B.6o: Vft = uiL,tLi,t + ”is,t QtSit + VEtNEt

The Lagrangean { = V{, + AP (V¥ — ©p(AP,)) becomes:

0= (b (1 =) + 1 OBk + v ) (T4 A%) AP Oy 0P, (B.61)

?\Et > (0 if the constraint (IC) binds, or 7\5,[ = 0 if it does not.

First order conditions with respect (i, k and A;  KT1 and KT2) when IC

constraint binds are:

foc 1. ¢P:
0= (T+ AP (i (1= K) + (ufyk)) — AT, Os (B.62)
foc 2. Aiq:
0 = i dpe(1— k) + 5 Pk + v — Opdiy (B.63)
KT2:
AP>0 (B.64)

My interest is when the IC binds AEt > 0, the KT1 condition B.63 leads to

an expression relating leverage to bank premium:

VB

1,t
4 (B.65)
O — b, (11— k) — Kk,

B _
by =
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B.1. Model Derivation

B

where ¢P, = At For non-binding IC, i.e. AP, = 0, then the 175 FOC

B
Ni,t

implies u%t = 0. Hence,

VB
5= K (B.66)

it

0,0 —

(1— K)uiL,t = max

Now I need to relate the uiL’t and F‘is,t to respective returns of L and S;.

financing instruments. In terms of leverage equation B.6o is:

vi]?t = (}’Li{_,t(] - K)d)Et + Kuf,ttb?,t + VEt) NEt (B.67)

L B

where uiL’t = Vi~ Vi 1S the excess value of all loans over cost of deposits R

us . =v$ —vB is the excess value of S-type financing above risk free return

Retr.

Rewrite equation 3.41:
Vi =B X2 (1= 08) 0 AeiaNPy

in recursive form (shown in subsection B.1.7)

VE = BAue (1= op)NE + op Ve (B.68)
where NEt 1 is defined as in the income statement equation 3.40.

Plug equation B.67 shifted at t+1 into equation B.68 to get:
Vir = B/ G QN (B.69)

where,

Qip1 = (1—o0p) +0p (“ - K)“iL,tHd)EtH + K“is,t+1¢]5t+1 +V]ig,t+1>
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is the shadow value of a unit of net worth and can be re-written making

use of equation (B.65) (when IC binds):
Qiri1 = (1—0p) + 0pOp Ly (B.70)

or equivalently :
Vi]?t = B g [(1 —op) + 0B <(1 - K)”{_,tﬂ d)]ig,t-i-] + Kp’f,tﬂcb?,tﬂ + VEtH)] NEH]

Plug equation 3.40: NBH] = (R%+1 —Rep1)Lit + (RE — Reg1)QiSit +

1,

Rt NEt into equation B.69 above yields:

VP = EAur Qi [(REy = Rut) L (REyy = Rust) QiSi + ReaNE

Finally, plugging Equation B.60; (V8 = ul Li: + 1, QeSie + vE N B79
into equation (B.71) leads to three expressions for uiL,t, i, and vEt:

UiL,t = (ViL,t - V]ig,t) = BEeAptr1Q4 41 (Rb_] — Rt+1> (B.72)

W = (Vi —vP) = EA1 Querr (RE — Reyr) (B.73)

VEt = BEtAtt+1Q4 141 R4 (B.74)

Equations B.65 and B.72, B.73, B.74 complete the banker’s solution and de-

termine d)]ft and uiLt, Uiy, ‘VPt as a function of Og, RtB’Jr1 —Riy1, RE, 1 — Ryy1 and
Rt+1, which do not depend on bank specific factors. They are either exogenous
to banks or depend on economy wide variables. Therefore, they are common

across all banks.
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Since all banks chose the same leverage ratio and observe the same excess
returns on their assets ¢° and ul, 1§, vB, the bank balance sheet and leverage

can be aggregated across banks.

N+ B =AP =1+ QS (B.75)

B At QiK¢—NE

=—= = B.76

where NE is firms’ net worth and QK total project cost. Aggregate bank net

worth NP evolves as the sum of:

- net worth of old banks surviving from last period, N¥, ; = ogNP ,,
- and the net worth of new ones NB_ = EgAPRE .1, Since on aggregate new
banks receive a transfer of 15‘33 from absconding ones*.

Aggregate net worth of banks is:

NB

B
N new,t-+1 + No,t+l

B _
t+1
where o3 is the probability of the bank not absconding (surviving) next period.

Evolution of net worth of banks not absconding at time "t+1” is obtained using

equation B.88:
NE,’:H = 05 (RgyqLe + RE, QiSt — Rev1By)

&b

In addition a transfer =g of those 1 — 0}, absconding transfer some net

worth to new banks:

4 After canceling out 1 — o portion of exiting banks
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B _ B B
Nnew,t—H - E'B Rt—HAt

Then aggregate net worth is:

NP =og <RtL+1 Lt +R{ 1 QtSt — Rey Bt) + EgRE AL (B.77)

Intuitively, aggregate consumption of exiting banks is>:
M1 = (1—08) (RE AL — RipiBy) — EpRYAY (B.78)

For the sake of reference, the average return on securities R}, ; is defined

as:

RY11QiSt = ERY 1 QiKy (1 - r$t+]> X (B.79)

B

ty] on total bank

For the sake of reference I define the average return R

assets AP as:

I s QiSt

RPq =R —p +R = (B.80)

5 Since ﬁ portion of net worth is transferred by a fraction 1 — op of exiting bankers to new

&

ones, then T — 1= 55

of the fraction 1 — o of exiting bankers’ net worth is consumed.

145



B.1. Model Derivation

B.1.7 Banker’s Value Recursion

This subsection is the recursive derivation of equation B.68 starting with 3.41:

(0.¢]

VEt =E Z (1—o3) GTB_1/\t,t+TNEt+T (B.81)

=1

B 1—1 B —1 /\t/t+2 B 3—1 /\tlt+3 B
Viy = (1—o0B) [UB At NT e + At (Gza A Nippatop =Nyt
t,t-i—] t,t+1

(B.82)

VE = (1= 08) A NPy + 08 AGe (1= 08) (AcaNEo + 0hAc esNE s+ )

(B.83)

o0
VEt = (1—o3) /\t,t+1NEt+1 + 0B Ay t41 (Et Z (1—op) GTB_]/\t+1,t+1+TNEt+1+T>

=1 ,
\4
(B.84)
VB — (1 —op) A NB Ag a1 VE B.8
it = ( oB) At 41 T+l T OB/ \t4+1 Vi 41 (B.85)

which is eq. B.68
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B.1.8 Bank Participation Constraint

For a risk averse banker to agree to sign a contract with the entrepreneur in
financing the wholesale firm as in section 3.2.4 the following Participation

Constraint should be satisfied.

VE > Vi (B.86)

where,
VB : is the value of the bank when the bank finances the entrepreneur and

earn a gross return AEthB .1 defined by eq. 3.39:

RB

t+1AEt =R} Lit+ Rfﬂ QtSit

t+1
and

VP to : is the value of the bank when bank total assets are invested in risk

free instruments and earn a gross return a gross return AEth“'
The equation for the value of the bank is eq. 3.41:
0

VEt =E¢ ZU - O-B)O-Eil/\t,t-i-TNEt+T (B.8y)

=1

where N‘ft Iy is defined as:

NP =REGAD —ReniBis = (RE — R Lo+ (REy; — Rjes1) QuSje+ Rera NP,
(B.88)
while

B
Nty = RtHAEt — R Big = Rt+1NEf (B.89)

Assumption 1.
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No matter what strategy the banker follows, whether
(a) issuing standard debt loans and buying equity stakes or (b) investing
assets into risk free instruments,
will not make any difference regarding the initial net worth the banker is
endowed with, that is:
NP, = NP (B.90)

where N?fg is the net worth when the banker invests all assets in risk free

instruments.

Proposition 1. Given that the the following constraints are satisfied:

o the bank Incentive Constraint V§t>®BAEt in Bank’s problem (eq. 3.42, sub-

section 3.2.6),

o the constraint ©p > ¢1B for the value of Og,
it

o the Assumption 1 about initial net worth,

then the one-period bank Participation Constraint in Wholesale Firms problem
(eq. ??, subsection 3.2.4)
EeRE1QuKj e (r@im —HGg, )) +RE (01— S QS ZBANRE
is an equivalent sufficient condition that guarantee that the constraint B.86 is fulfilled.
Proof:

ViB ¢ is the value of the bank when all assets are invested in risk free assets,

therefore R,E 1 = Ryy1and R} ; = Ryq

Then eq. B.88 becomes:

NBo

B
Lt T | Ni 0 (B.91)

i
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Solving eq. B.g1 forward

1 t+T H Rt+hN (B-92)

Then to obtain the value of bank when all assets are invested in risk free in-

struments Vs . plug eq. B.g2 into eq. B.87:

VBO =kt Z (1—oB)og "A e H Rt+hN (B.93)
=1 h=1
NDO

it+t

Note that once (1 — o) and N?f come in front of the summation, eq. B.93 in

expanded form becomes:

B B 0 1 2
Vit = (1=0g)N;} |08 At t+1Re1 + 0pAL 2R 1Re12 + 08 AL 43R+ 1Re12R 3.

(B.94)
Noting that as Aty = AgtriAveter2--Atyj—1,t+j, the above equation con-
denses into:
B
Vie = (1—0p)N Z (B.95)
H/—/
1/(1—0B)
which implies
B B
Vit = Ni¢ (B.96)

I have shown that the value of the bank i when assets are invested in risk free

instruments ViB ¢ is the initial net worth N?f.

Now, I discuss the value of the bank when banker finances the wholesale
firm VEt. Note that the Banks’ Problem in section 3.2 is built under the as-

sumption that the bank Incentive Constraint 3.42
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B B
Vi,t 2 @)BAi,t

imposed by the depositors binds with equality as shown in Appendix C.1.
That is

VEt = O AEt (B.97)

where AEt = d)EtNEt with d)Et denoting bank leverage. By plugging B.g7 and

the bank leverage definition into eq. B.86, the proof of the bank Participation

Constraint eq. B.86 boils down to showing that

OppP N, > N (B.98)

Making use of Assumption 1 (eq. B.9o) above that NEt = NES, simplifies the

participation constraint B.98 into:

1

O >
B
bt

(B.99)

or alternatively, plugging back the leverage definition AEt = d)EtNEt, I obtain

QBAEt > NEt (B.100)

which is quite a rational constraint. Such a constraint will already hold
under the bank Incentive Constraint in the Bank’s Problem that depositors
impose by setting a value for @ that already satisfies eq. B.g9, since depositors
can NOT accept a value of Op that implies bank assets @BAE,[ be less than the
value of net worth NEt at any time. Assume they do. Then some depositors
would be losing their deposits since the bank would not be able to pay back
some of the deposits given that bank value less than net worth is too small to

reimburse all deposits. The point behind such a bank Incentive Constraint is

to guaranteed that the value of the bank is kept above that minimal threshold.
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Hence that constraint in eq. B.99 holds is guaranteed by the Bank Incentive
Constraint already imposed by depositors in the Bank’s Problem, for values of

Op satisfying that particular constraint. The value of O has to be calibrated
1

B
it

finance premiums R% 1 — Repr and R ; — R

at a value greater than should one expect to hit targets of positive external

Finally, the value of the bank when it invests its assets into loans and equity
stake VEt is given by plugging equation B.88 into B.87, which say that the value
of the bank is a discounted stream of the sum of future of excess returns on assets
and marginal return on net worth. That each of these streams of future returns
is equal to the payoff the bank receives from participating in the financing
contract with the wholesale firm (under the Wholesale Firm’s Problem) in
each single period is guaranteed by: (i) the one-period bank Participation

Constraint in Wholesale Firms Problem (eq. ??, subsection 3.2.4):
K K B pB
ERE, QuKye (T =G g ) TR (1=G g )QuS;,>EARRE,

that already holds with equality under the wholesale producer’s optimal

B

o . B
conditions, where Ai/th 1

is defined by eq. 3.39:
REH A]is,t = R*EH Lit+ R’§+1 QiSit

Therefore, given that the three conditions (a,b,c) in Proposition 1 hold:
then the one-period bank Participation Constraint in equation ?? in Whole-

sale Firms problem (subsection 3.2.4)
k K B RB
EeRip1Qekie (r@im i )) FREA T =6, QiSZBAT R,
is an equivalent sufficient condition that guarantees that the constraint B.86
B B
Vir > iy

is satisfied with strict inequality.
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B.1.9 Aggregate Resource Constraint
To aggregate the balance sheet of agents and their flow of funds into consoli-
dated national accounts I use the following equations:

Household budget constraint:

1. eq. 3.3: Ct + By — RiBi_1 + Ty = wiH +TTE 4+ T1E 4 T1EP - TR

Bank: The bank balance sheet is given by eq. 3.38: NP+ By = AP =
L¢ + Q¢Sy, also provided in table B.2 below.

Table B.2: Bank Balance Sheet

Assets | Liabilities and Net Worth
Lt B¢
QtS¢

NP

To obtain the funds flow I make use of the following equations from the

section on banks.
eq. B.77: NEH = O (RE’HAE’ — Rt+]Bt) + 5BRE+1AE
eq. B78:  TIB, =(1—0p)(RE AP —R(;1By) — E5RP, | AP

Adding up eq. B.77 and B.78 I obtain the the flow of funds equation for the
banker (shifted 1 period backwards):

TP + NP =RPAP | —RBy_; (B.101)

Wholesale Firm : The balance sheet of the wholesale firm is given by equa-

tion 3.19:

QtKjt = NE, + L + QiS¢ (table B.3).
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Table B.3: Wholesale Firm Balance Sheet

Assets | Liabilities and Net Worth
QK¢ Lt

Q+St

Ni

I obtain an equation for the rental income of wholesale firm after paying

for wages from equations B.32, B.33 and B.34 in Appendix ?? :

w

REQt—1Kt—1 = P—ttYZ" + (1 —08)QtKi—1 —wiHy¢ (B.102)

Table B.1 in subsection B.1.4 shows how this income is split into payoffs to

agents involved in the contract and into deadweight monitoring costs.

The Entrepreneurs Flow of Funds

E(RF,; QK = E¢ [RE; QK (rﬁm —uGy, | ) +RY, 1 QeSt +RE 1 QeKe (1 =Ty IX{I+ G, RE QK

BRI Wby

Bank—share vtE Monitoring—Cost

I make use of (a) the binding bank participation constraint equation hold-
ing with equality B.46, (b) the wholesale firm net worth equation B.54 and
(c) consumption equation B.55 : (a) eq. B.46 EtR]fH QK¢ <F$t+1 — uG$t+1> +
R, 1QiSt = E(APRY,,  where APRP, = LiRE,; + QiSiR,

(b) eq. B.54: NE = (0 + £)ERYy, [Qikel1 =T, XS]

(c) eq. B.55: TTE = (1 — o — £¢)E(RE,, [QthU ~T3,., )qu]

Equations (b) + (c) give the value function Vf = TTF + Nf

I substitute the equation (a), (b),(c) above in the Flow of Funds. Shifting
one period backwards, the aggregate flow of funds equation of wholesale firm

becomes:

RFQe1Ke1 = RPAP ; + 1T} + Np + MG(gt)REthKtq (B.103)
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where Monitoring Cost = uG g, )Rthq K;_7 is deadweight cost of eq. B.58.

Finally I re-write equation B.103 by plugging AE] +NE = Q1K 1:

M = RY(AL + Np) = RYAY ) — Ny — 1G5 REQe 1K (B.104)

Total revenues of the firm from sales of output and resale of capital (equa-

tion B.32) are equal to RFQ{K; = Rf(AE_1 + N'ti_1 ):

w
_ _t

P
REAL) +NLy) = 5V 4 (1-8)QuKir —wity (B.105)

Capital Producer: To obtain e cash flow for capital producer I make use of

equations:
eq. 3.13: HEP = Qth (1 — S(Xt)) It — It
€qg. 3.15: Kt = (1 —6)Kt,] + (1 —S(Xt))Ith

I subtract eq.3.15 multiplied with Q; from eq. 3.13, that is TP — QKy
to obtain the resource equation for capital producer (after re-arranging the

terms):

" = QeKe — Qe(1T—8)K 1 — It (B.106)

Retailer profits.: The retailer buys wholesale output Y} for (nominal) whole-
sale price P}* and sells final output Y; at selling price P;. Net profits of retailer

in real terms are:

PW
TR =Y, — =YW (B.107)
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Government Resource Constraint. eq. 3.49

0=Ti— Gy

Aggregate Resource Constraint:

I aggregate the balance sheets of wholesale firms and banks to get a consol-

idated balance sheet equations of both agents as shown in table B.4.

Table B.4: Consolidated Balance Sheet of Bank and Wholesale Firm

Assets \ Liabilities and Net Worth
QiK¢ | Bt

NP

NE

Finally, I sum up across equations B.101, B.105, B.104, B.106, B.107, 3.49
and 3.3, and make use of consolidated balance sheet in table B.4 to obtain the
national accounting identity. For the sake of space I denote bank monitoring

costs with ppc:

HMC = HG@t)Rlﬁth Ki—1 (B.108)

Given the
» household budget constraint (eq. 3.3) Ct = Yy — I; — G — uGy, tRth,1 Ki_1,

o the entrepreneurs profit flow (eq. B.1o4) Tt = RF(AP | + NF) —RPAP | —

N — HG($t)R]t<Qt—1 K1,

o the balance sheet equation that return from project should equal the total
return shared between entrepreneur and the bank (eq. B.105) RE(AP | +
NE ) = 5V + (1 - 8) QK1 — wiHy,

o the bank profit flow (dividend to his household eq. B.101) TT¥ + NP =
RE’AE_1 —RiBi1 = RILi1 + RP Q1511 — R¢By_;
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e the capital producer profit flow (B.106) ﬂtcp = QK¢ — Q¢ (1 —98)Ky1 — L,

e retailer real profit flow (B.107) ﬂf =Y — %Yt“’,

e government balanced budget (eq. 3.49) 0 = Gy — T,

the markets will clear to yield the aggregate resource constraint.

——Agg.Uses — —
me

RF(AD; +Ng )

————Agg.Resources — — — —

REAE | —RB_; —NP
Py

P Y%/v + (1 — 6)Qth,] —Wth
t

Ty RE(AP ;4 Np) —RPAP | — Nf — e
meP = QiKe— Qi(1—8)Ke1 — I

PW

R Y, — LYW
Pt

0 T, — Gt
Cy WiH + T8+ TTE 4+ TP + TR — By + RB 1 — i
——Agg.Uses — — ————Agg.Resources — — — —
Ct = Ye—pme—Ie—Ge+QKe — NP — Nf — By

Ct = Vi1—L—G¢— HthREQt—1Kt—1

where I have denoted uG@t)Rthth,] = umc. To obtain the final na-
tional accounting identity line above I make use of bank balance sheet table

B.2 and the bank and wholesale firm consolidated balance sheet table B.4.
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Legend of Variables.

taxy

St

Qt

R

Rt

N?

Nt

- rﬂ)t

Ry, — HGy,
MGy,

It

S(Xt)

Gt

Real wage

Hours worked

Retailer profits (real)

Banker profit (consumption)

Entrepreneur profit (consumption)

Household consumption

Current period stock of deposits

Risk free real return

Household taxes paid to Government

Standard debt loan to wholesale firm

Equity stakes of wholesale firm bought by the bank
Price of one unit of equity or physical capital
Expected return on wholesale producing firm investment
Expected return on equity stake

Average return on standard loans

Weighted average return on bank assets (L and S)
Accumulated Bank net worth

Accumulated Entrepreneur net worth

Physical capital invested in project by Entrepreneur

Share of project return paid to owner of each unit of physical capital

Banker’s pay-off from loan contract net of monitoring cost

Portion of project return spent for monitoring costs (deadweight cost)

Investment

Investment Specific Technology affecting investment production

Iy
X1

Investment Adjustment Costs, where X; =
Government expendi{g&e

Share of equity stake finance on total assets of the bank.
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B.1.10 Steady State Equations

A. Steady State of LogNormal Distribution Equations

Fy = 0.75% (B.109)
Zy = Nedf™! (Fy) (B.110)
By = ezwcfoscz (B.111)
Gy = Ncdf(Zy, —0) =1—Ncdf(o—Zy) (B.112)
Fw :11)(1 —Flp)-f—Gljf, (B.113)
Gy = - = e =VFy, (B.114)
since W = Npdf(Zy,)
ry =1-Fy (B.115)
B. Steady State of Model Equation
Steady State hours of work
H = 0.35;
Steady State total external finance premium
efps® = 2%
Steady State public expenditures to final output ratio
g’ =02;
1. Risk free discount rate : ]
2. Definition
T=m"Yr (B.117)
3. The price that retailing firms reset in next period
1/(1—e)
. ] 1 —Epﬂ“_yp)(e_”
]J 1— E,‘p
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4. Real marginal cost to Retailer

1 _5p[37r(1—vp)€

me = {1=1/e)5 g, pr eI (e P

* (B.119)

5. Wholesale price in real terms

5 = me (B.120)
6. Price Dispersion
1— Erp *—
A= ]7%71(]_%)61) € (B.121)
7. Return on Capital
R¥ = (efpss +1)1/4 xR (B.122)

8. Capital to wholesale output Ratio

K " pw
9. Investment to output ratio
I K A
== B.
Y = YWwis1/e (B-124)
10. Agency coasts to output ratio
K A
Y _ k™
W =uGyRY ST — 1/e (B.125)
10. Consumption to output ratio
_C_ I Y_ Y
CYy = v =1 v g u (B.126)
12. Wholesale Production
ﬂ
Y= (AH) (o) " B
= (AH) yw (B.127)
13. Real wage
PW YW
14. Final (retail) output
yw
Y= (1- ]/E)X (B.129)
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15

16

17

18

19

20

21

22

23

24

25

. Capital Stock
K 4%

. Investment I
. Government expenditure

G=g"YxY
. Consumption

C= % *Y
. Labor supply shifter

sh — ocﬂ A 1-prx C'°° H1-°
P 1—1/e(1—-x)°° CY

Household Utility Function

h

(C—xC)'—o¢ 76hH”P
1—o0¢ 1+ph

Uien) =

. Marginal Utility w.r.t consumption

. Marginal Utility w.r.t hours worked

Ufy = —Uf = —s"HP"

. Wholesale Firm Net Worth Evolution

(oF + ££)RFQK (1 _ rﬁ) — % QK

NE =
1—«x

. Wholesale Firm Asset to Net Worth Ratio

_ QK

E
$TENE

. The Ratio of equity securities to total capital less loans

QS
Xed =
QK—L
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(B.133)

(B.134)
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26. Wholesale Firm: FOC w.r.t \

" (1 —Xed
F¢(1X)

AE
IL —_ eq) — L

27. Borrower premium: FOC w.r.t choice of Capital Stock K

AE

A (1 - rﬁ) (] - X = ‘bEbeq/) +AE [rﬁ— nGy + (1 — %) (Xeq + d)EXchq/)]
28. Return on equity securities to the bank

RS — Rk% (1 _ r@ Xxed

(B.141)

(B.142)

(B.143)

29. Opportunity cost of Bank Funds (Required return on Bank Assets)

e R
Py
30. Contractual Loan Rate
ZL — ERK QK

(1—x)(QK—NF)

31. Bank Assets
AB = QK—NE

31. Bank Asset: Loans

L=(1—«k)(QK—NH

32. Bank Asset: Equity Securities

S =«xA%/Q

33. Average return on Loan Portfolio

ol _ REAP —R*QS
B L

34. Bank Net Worth Evolution

(o8 + &) (RML+R°QS) — 0gR(QK — NF)

NB =
1—0‘BR
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35. Bank Asset to Net Worth Ratio

¢B=§§ (B.151)
36. Shadow value of a unit of bank net worth
Q =1—o0g+ 0p@pd® (B.152)
37. Excess marginal value to bank of an extra unit of loan
ub = Q(%L —1) (B.153)

38. Excess marginal value to bank of an extra unit of equity security

W =0 1) (B.154)

39. Marginal value of a unit of bank net worth

vB=0 (B.155)

40. Household deposits
B=AP_NP (B.156)

163



B.1. Model Derivation

B.1.11 Data

I use US data from NIPA-BEA, CPS-BLS, the FRED database, and the Flow
of Funds Accounts from the Federal Reserve Board. Though data for US are
available starting from 1947, the earliest, I use data for the period 1980-2015,

as the longest time span for which I can construct data for Euro area.

Non-financial sector net worth: Tangible Assets minus Credit Market
Liabilities. Tangible Assets obtained from the Flow of Funds Account
(FFA) of the Federal Reserve Board, sum of ‘Nonfinancial Assets of Non-
tinancial Corporate Business’, series ID FL102010005.Q from Table B.102
and ‘Nonfinancial Assets of Nonfinancial NonCorporate Business’, series
ID FL112010005.Q from Table B.103. Credit Market Liabilities obtained
from the Flow of Funds Account (FFA) of the Federal Reserve Board,
sum of ‘Credit Market Instruments of Nonfinancial Noncorporate Busi-
ness’, series ID FL114104005.Q from Table B.102 and ‘Credit Market In-
struments of Nonfinancial Corporate Business’, series ID FL114102005.Q
from Table B.103; I deflate the nominal net worth series using the GDP

deflator provided by NIPA Table 1.1.4.

Financial sector net worth: Financial business; corporate equities; liabil-
ity.. I use the series from the Financial Account of the Unites States (table
Z1) of the Federal Reserve Board to get a market value for the net worth
of Financial Sector. I obtain the series "Financial business; corporate equities
(liability)’, coded LM793164105.Q from table Z1/L108. (Before August
2015 the table was named Z1/L107 and the series name FL793164105.Q).
I deflate the nominal net worth series using the GDP deflator provided
by NIPA Table 1.1.4.

External Finance Premium. Moody’s Baa-rated corporate bond yield mi-

nus the Aaa-rated corporate bond yield. Alternatively, the spread is
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calculated as primary lending rate minus 3 months T-bill rate. Source:

Board of Governors of the Federal Reserve System (H15).
Real per capita GDP

Real per capita consumption, defined as nondurable consumption and

services
Real per capita gross private investment

Hours worked. The (log of) average weekly hours worked (BLS series
PRS85006023) divided by 100 and multiplied by the ratio of civilian pop-
ulation over 16 (CE160V) to a population index. As the hours worked is
an index with 1992=100, the population index is the ratio of population

each quarter divided by the population in the third quarter of 1992.

Labor share. Labor share is defined as the ratio of total compensation of
employees (NIPA Table 2.1) corrected by the size of the non-farm busi-

ness sector to the gross value added by the non-farm business sector.

for gross value added by the nonfarm business sector (NIPA Table 1.3.4)).
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External Finance Premium

To get an approximate measure of increase in volatility of external finance

premium I look at the following spreads.

1. External Finance Premium EFPD, the overall premium, as the difference

between Moody’s BAA rated corporate bond yield and Fed rate,

2. EFPa, the difference between Moody’s AAA rated corporate bond yield

and Fed rate,

3. EFPba, Moody’s Baa-rated corporate bond yield minus the Aaa-rated cor-
porate bond yield. Alternatively, the spread is calculated as primary

lending rate minus 3 months T-bill rate.

The first one is an approximate for the overall external finance premium.
The second one is an approximate for the premium not related to the quality
of borrower, therefore pertaining to lenders moral hazard premium. The third
one, their difference is considered a proxy for borrower quality premium. Since
the difference relative to Fed rate may include, liquidity risk premium related
to short term instruments, I calculated the first and second spreads relative to
Government 10 year Treasury constant maturity bond return, and name them

EFPbg and EFPag.

1. EFPbg, the overall premium, as the difference between Moody’s BAA
rated corporate bond yield and Government 10 year Treasury constant

maturity bond yield,

2. EFPag, the difference between Moody’s AAA rated corporate bond yield

and Government 10 year Treasury constant maturity bond yield.

The borrower quality premium is the same. The ratios of volatilities during

crisis relative to before 2006 are similar whichever set of data I use.
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Source: Board of Governors of the Federal Reserve System (Hz15).
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B.2 Tables and Figures

Table B.5: Parameters relevant to NK equations in all Models, GK, FA and FAGK.

Variable | Description

| Target Value |

PA
PG
Pm
P1s
OA
0G

O1s

Discount rate
Depreciation rate
Labor share on output
Degree of habit formation
Investment adjustment cost
Calvo parameter (1 - prob of re-optimizing)
Elasticity of substitution among differentiated goods
Degree of price indexation to past inflation
Inverse of inter-temporal elasticity of substitution
Inverse of the Frisch elasticity of labor
Policy rate smoothing parameter
MP reaction to inflation expectation
MP reaction to output gap
MP reaction to changes in inflation

Shocks
Persistence of neutral productivity shock
Persistence of public spending shock
Persistence of MP shock
Persistence of IST shock
St.deviation of productivity shock
St.deviation of public spending shock
St.deviation of MP shock
St.deviation of IST shock

0.9966
0.025
0.7
0.65
2
0.75
7
0.5
1.4
0.5
0.8
1.5
0.5/4

0.90
0.90

0.90
1.1 *1072
1.0 *1072
1.0 *1072
0.15%*1072
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Table B.6: Steady State Targets of non-financial and financial sector and the relevant
parameters calibrated to match the respective target

Target Variable | GK FA FA-GK | Parameter*
Firm tenure - 16.6yrs 16.6 yrs ot
Firm Asset/(N.Worth+Equity) NAE)% - 1.843 1.841 Ay
Bank tenure 8.6 yrs = 10.8 yrs 0B
Bank Asset/N.Worth 9&% 4.1 - 6.4 B
Borrower risk premia RK —RB 2.0 % - 0.81 % U8
Lender risk premia RE —R - 2.0% 1.18 % B
Overall premium RK—R 2.0% 2.0% 2.0% 08, u
RE—R,RS—R| - -~ 0.0047 gt

*Values of calibrated parameters are reported in the following table B.7

Table B.7: Calibrated values of firm and bank friction parameters.

| Description | GK FA  FA-GK |
ot Survival probability of entrepreneur - 0.985  0.985
Ay Standard deviation of the idiosyncratic shock - 0.30 0.30
0B Survival probability of banks 0.971 - 0.977
£B Wealth share transferred to new banks 0.0016 - 0.00023
i Monitoring costs parameter - 0.12 0.11
©P  Share of bank assets bankers can run away with 0.75 - 0.76
¢F Wealth share transferred to new entrepreneurs - 0.0033  0.0047
Fy  Probability of default in any quarter - 0.75%  0.75%
ny Deadweight cost due to monitoring in % of GDP - 0.25 % 0.23 %

Table B.8: Steady State Targets of Macro variables.

| Variable | Description | NK 1.GK 2FA 3FA-CK |
s Average Consumption to GDP ratio | 0.51  0.57 0.57 0.57
\l: Average Investment to GDP ratio 0.29 0.23 0.22 0.22
$ Average Capital Stock to GDP ratio | 11.8 9.00 9.00 9.00
U Average inflation rate 2.4% 2.4% 2.4% 2.4%
R Average real interest rate 1.4% 1.4% 1.4% 1.4%
Hy Working hours 0.35 0.35 0.35 0.35
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Table B.9: Variance Decomposition of FA-GK model: neutral technology (TFP), gov-
ernment expenditures (G), monetary policy (MP), investment-specific tech-

nology (IST) shocks.

Variance Decomposition

\ \ TFP G MP IST \
Y 81 3 10 5
C 71 2 18 9
I 60 1 18 12
H 6g 5 18 8
W 60 0 29 1
ul 44 o0 53 3
Q 52 1 30 16
R 22 0 75 3
Rn 22 o 72 6
BAA[RK, ;] 28 2 68 2
NW 46 1 38 15
NB 36 1 50 13
NW (FoF) - - = -
NB (FoF) - - = -
efpBA [spreadKB] | 29 1 48 15
efpA [spreadRB] 69 3 26 2
efpB [spread] 36 3 27 2

Figure B.1: Trend in share of corporate equities held by US banks on their assets.
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Table B.10: Standard deviation (%0y,) of key variables: data and calibrated models(*).

'75-2004 '85-2004 '05-2014 NK GK FA FA-GK
[a] [b] [c] | [d]
O/OGdata % O/OGcalibrated.model

Y 1.37 0.98 1.16 1.2 | 0.84 089 o0.77 0.98
C 0.84 0.73 0.93 1.3 | 0.53 0.47 0.52  0.44
I 4.18 3.22 4.17 1.3 | 256 3.10 233  3.69
H 1.17 0.92 1.34 1.5 | 1.15 1.10 1.09  1.14
W 1.00 1.11 0.71 0.6 | 090 085 0.87 0.81
T 0.21 0.12 0.17 1.4 | 0.19 0.18 0.18 0.18
Q - - - - | 1.02 143 120 1.74
R 0.23 0.20 0.27 1.4 | 0.30 0.29 0.29  0.29
Rn 0.29 0.24 0.28 1.2 | 0.16 0.16 0.16  0.16
BAA[RK, ;1| o077 0.49 084 |17| - 033 029 038
NW (FoF) 2.21 2.48 6.92 28| - - 196 281
NB (FoF) 10.8 11.6 12.8 1.1| - 525 - 10.4
NW (DS) 9.77 10.3 11.4 1.1 | — - - -
NB (DS) 10.74 11.4 15.2 1.3 | - - - -
efpBA 0.06 0.04 o010 |[28]| - - 0.01
efpA 0.23 0.20 1.17 59| — - 0.18
efpB 0.25 0.21 0.71 33| — 012 0.04 0.19
efpBA 0.06 0.04 010 | 28| - -

efpAG 0.05 0.05 0.17 3.4 | - -

efpBG 0.09 0.07 0.22 3.1 — -

(*) Except for ratios, the values are standard deviations (oy,) multiplied by 100.
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Table B.11: Correlation with output (%px;,y) : data and calibrated models(*)

'75-2004 '85-2004 '05-2014 NK GK FA FA-GK
[a] [b] [c]
%oPdata YoPcalibrated.model

Y 1 1 1 1 1 1 1
C 0.85 0.91 0.93 0.59 0.70 0.77 0.64
I 0.95 0.94 0.96 091 0.93 0.92 0.95
H 0.93 0.86 0.91 0.30 0.32 0.19 0.42
\%Y 0.21 0.24 -0.30 0.69 0.77 0.77 0.77
TT 0.27 0.29 0.59 0.10 0.18 0.14 0.20
Q - - - 0.16 031 0.20 0.35
R 0.22 0.25 0.50 -0.34 -0.34 -0.37 -0.32
Rn 0.36 0.42 0.77 -0.41 -0.32 -0.41 -0.22
BAA[RE, 1| -0.30 -0.35 -0.61 - -048 -0.36 -0.52
NW (FoF) 0.08 0.51 0.87 - - 0.23 0.47
NB (FoF) 0.38 0.38 0.58 - 0.33 - 0.39
NW (DS) 0.50 0.57 0.93 - - 0.23 0.47
NB (DS) 0.36 0.31 0.90 - 0.33 - 0.39
efpBA -0.74 -0.68 -0.47 - -0.48
efpA -0.55 -0.45 -0.76 - -0.68
efpB -0.68 -0.53 -0.76 - -0.63 -0.14 -0.67
efpBA -0.74 -0.68 -0.47 - - -

efpAG -0.45 -0.29 -0.39 - - -

efpBG -0.73 -0.54 -0.45 - - -

(*) Except for ratios, the values are correlations (py, ) multiplied by 100 to express in % terms.

Table B.12: Variance-Covariance Matrix for External Finance Premium (x10°).

Data Cov. matrix
| | efpB  efpA efpBA |
efpB [spread] 4.5 - -

efpA [spreadRB] 41 3.9 -
efpBA [spreadKB] | 0.35 0.22  0.13

Model Cov. matrix
| | efpB  efpA efpBA |
efpB [spread] 3.51 - -

efpA [spreadRB] | 3.38 3.26 -
efpBA [spreadKB] | 0.13 0.12  0.01

(*) All numbers multiplied by 10°.
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Table B.13: Variance-Covariance Matrix for External Finance Premium (x10°).

Data Cov. matrix (in % of VAR(spread) )

efpB [spread] 100 - -
efpA [spreadRB] 92 76 -
efpBA [spreadKB] | 8 5 3
Model Cov matrix (in % of VAR(spread) )
efpB [spread] 100 - -
efpA [spreadRB] 96 93 -
efpBA [spreadKB] | 4 3 0.2

Table B.14: Change in volatility relative to the baseline model due to shift in monitor-
ing costs p by 50 %.

Standard Deviations

| | [b]'85-2005 | [c]'06-2014 | £ | NK GK FA FA-GK |

0/00'7/(,
i

O/OGdata m(model)

Y 0.98 1.16 1.2 | — - 099 1.02
C 0.73 0.93 1.3 | - - 100 0.98
I 3.22 4.17 1.3 | — - 0.98 1.05
H 0.92 1.34 1.5 | — -  1.00 1.02
W 1.11 0.71 0.6 | — - 100 098
T 0.12 0.17 1.4 | - - 1.00 1.01
Q - - - - - 1.08 1.10
R 0.20 0.27 1.4 | - - 1.00 1.01
Rn 0.24 0.28 1.2 | - - 1.00 1.01
BAA[REF]] 0.49 0.84 1.7 | - -  1.06 1.10
NW (FoF) 2.48 6.92 28| - - 1.10 1.11
NB (FoF) 11.6 12.8 1.1 | - - - 1.64
NW (DS) 10.3 11.4 1.1 | - -  1.10 1.11
NB (DS) 11.4 15.2 1.3 | — — - 1.64
efpBA 0.04 0.10 28| - - - 1.64
efpA 0.20 1.17 59| - - - 1.16
efpB 0.21 0.71 3.3 - - 162 1.18
efpBA 0.04 0.10 28| - - - -

efpAG 0.05 0.17 34| - - - -

efpBG 0.07 0.22 31| - - - -
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Table B.15: Change in volatility relative to the baseline model due to downward shift
in bank incentive constraint @8 by 50 %.

Standard Deviations
| | [b]'85-2005 | [c]'06-2014 | £ | NK GK FA FA-CK |

O/‘)o‘data %(model)

Y 0.98 1.16 12| - 1.00 - 1.01
C 0.73 0.93 13| - 099 - 1.00
I 3.22 4.17 13| — 099 - 1.01
H 0.92 1.34 1.5 - 1.00 -— 1.01
\%Y 1.11 0.71 06| — 1.00 -— 1.00
T 0.12 0.17 14| - 101 - 1.01
Q - - - - 111 - 1.11
R 0.20 0.27 14| — 101 - 1.01
Rn 0.24 0.28 12| - 099 - 1.00
BAA[R‘fH ] 0.49 0.84 17| - 106 -— 1.14
NW (FoF) 2.48 6.92 28| - - - 1.13
NB (FoF) 11.6 12.8 1.1 | — 114 -— 1.12
NW (DS) 10.3 11.4 1.1 | - - - 1.13
NB (DS) 11.4 15.2 13| - 114 - 1.12
efpBA 0.04 0.10 28| - - - 1.14
efpA 0.20 1.17 59 | - - - 1.26
efpB 0.21 0.71 33| - 138 - 1.26
efpBA 0.04 0.10 28| - - - -

efpAG 0.05 0.17 34| — - - -

efpBG 0.07 0.22 31| - - - —
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Table B.16: Change in volatility relative to the baseline model due to a decline in
investment adjustment cost (IAC) from ¢x =2 to dpx = 1.

Standard Deviations
| | [b]'85-2005 | [c]'06-2014 | £ | NK GK FA FA-GK |

0/‘)o‘da’ca %(model)

Y 0.98 1.16 1.2 | 1.13 1.21 1.17  1.22
C 0.73 0.93 1.3 | 1.07 0.93 0.94 0.93
I 3.22 4.17 1.3 | 1.09 1.34 1.32  1.32
H 0.92 1.34 1.5 | 1.08 1.03 0.99 1.06
W 1.11 0.71 0.6 | 1.09 1.03 1.02  1.04
T 0.12 0.17 1.4 | 1.00 0.97 0.95 0.99
Q - - - | 073 096 0.99 0.93
R 0.20 0.27 1.4 | 0.99 0.99 0.98  1.00
Rn 0.24 0.28 1.2 | 0.96 0.95 0.94 0.96
BAA[R‘fH] 0.49 0.84 17| - 1.02 0.99 1.03
NW (FoF) 2.48 6.92 28| - - 099 0.93
NB (FoF) 11.6 12.8 11| - 097 - 0.95
NW (DS) 10.3 11.4 1.1 | - -  0.99 093
NB (DS) 11.4 15.2 13| - 097 - 0.95
efpBA 0.04 0.10 28| - - - 0.95
efpA 0.20 1.17 59 | - - - 1.07
efpB 0.21 0.71 33| - 1.06 1.00 1.06
efpBA 0.04 0.10 28| - - - -

efpAG 0.05 0.17 34| - - - -

efpBG 0.07 0.22 31| - - - —
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Table B.17: Change in volatility due to shift in policy feedback to inflation: the ratio
of standard deviation (STD) of variable X; + when 0p = 1.80 to the STD
of the same X; + when 0p = 1.5.

Standard Deviations

| | [b]'85-2005 | [c]'06-2014 | € | NK GK FA FA-CK |

%0 data (ZZ: (model)

Y 0.98 1.16 1.2 | 095 1.01 1.01  1.01
C 0.73 0.93 1.3 | 1.12 0.99 1.00 0.98
I 3.22 4.17 1.3 | 0.83 1.00 1.01  1.00
H 0.92 1.34 1.5 | 1.03 0.98 0.98 0.98
W 1.11 0.71 0.6 | 1.03 0.97 0.98 0.98
T 0.12 0.17 1.4 | 0.95 0.90 0.90  0.91
Q - - - |ow71 1.00 1.00 1.00
R 0.20 0.27 1.4 | 0.96 0.95 0.95 0.95
Rn 0.24 0.28 1.2 | 1.05 1.03 1.02 1.03
BAA[RE, ;] 0.49 0.84 17| — 096 0.95 0.98
NW (FoF) 2.48 6.92 28| - -  1.00 1.00
NB (FoF) 11.6 12.8 11| - 098 - 0.99
NW (DS) 10.3 11.4 1.1 | - -  1.00  1.00
NB (DS) 11.4 15.2 13| - 098 - 0.99
efpBA 0.04 0.10 28| - - - 1.00
efpA 0.20 1.17 59 | - - - 1.01
efpB 0.21 0.71 33| - 1.00 0.98 1.01
efpBA 0.04 0.10 28| - - - -

efpAG 0.05 0.17 3.4 | - - - -

efpBG 0.07 0.22 31| - - - -
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Table B.18: Change in volatility due to shift in policy feedback to output: The ratio of
standard deviation (STD) of variable X;  when 65, = 0.025 to STD of the
same Xji+ when 6y = 0.125.

Standard Deviations

| | [b]'85-2005 | [c]'06-2014 | € | NK GK FA FA-CK |

%0 data (ZZ: (model)

Y 0.98 1.16 1.2 | 0.95 1.01 1.00 1.03
C 0.73 0.93 1.3 | 1.08 1.02 1.00 1.06
I 3.22 4.17 1.3 | 0.83 1.02 0.99  1.05
H 0.92 1.34 1.5 | 1.10 1.08 1.06  1.09
W 1.11 0.71 0.6 | 1.06 1.05 1.02 1.08
T 0.12 0.17 1.4 | 1.28 1.32 1.28 1.37
Q - - - | 068 099 0.97 1.04
R 0.20 0.27 1.4 | 1.12 1.17 1.14  1.21
Rn 0.24 0.28 1.2 | 1.12 1.09 1.08  1.09
BAA[R];L]] 0.49 0.84 17| - 112 1.10 1.16
NW (FoF) 2.48 6.92 28| - - 095 1.05
NB (FoF) 11.6 12.8 1.1| — 1.01 — 1.09
NW (DS) 10.3 11.4 1.1 | - - 095 1.05
NB (DS) 11.4 15.2 13| - 101 - 1.09
efpBA 0.04 0.10 28| - - - 1.07
efpA 0.20 1.17 59 | - - - 1.05
efpB 0.21 0.71 33| - 1.02 0.97 1.05
efpBA 0.04 0.10 28| - - - -

efpAG 0.05 0.17 3.4 | - - - -

efpBG 0.07 0.22 31| - - - -
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Table B.19: Change in volatility relative to the baseline model due to shift in policy
feedback to output from 8y = 0.125 to 64, = 0.025 with higher persistence
up from pr = 0.80 to pj = 0.88.

Standard Deviations

| | [b]'85-2005 | [c]'06-2014 | € | NK GK FA FA-CK |

%0 data (ZZ: (model)

Y 0.98 1.16 1.2 | 1.00 1.12 1.05 1.18
C 0.73 0.93 1.3 | 1.17 1.17 1.09  1.29
I 3.22 4.17 1.3 /086 1.16 1.07 1.28
H 0.92 1.34 1.5 | 1.19 1.29 1.18 1.39
W 1.11 0.71 0.6 | 1.39 1.40 1.34 1.46
T 0.12 0.17 1.4 | 1.83 207 1.92 227
Q - - - 080 130 1.20 140
R 0.20 0.27 1.4 | 1.49 1.66 157 1.79
Rn 0.24 0.28 1.2 | 0.97 1.00 0.97 1.03
BAA[R];L]] 0.49 0.84 17| - 163 157 1.69
NW (FoF) 2.48 6.92 28| - - 1.24  1.46
NB (FoF) 11.6 12.8 11| - 150 - 1.63
NW (DS) 10.3 11.4 1.1 | - - 1.24 1.46
NB (DS) 11.4 15.2 13| - 150 - 1.63
efpBA 0.04 0.10 28| - - - 1.56
efpA 0.20 1.17 59 | - - - 1.34
efpB 0.21 0.71 33| - 133 131 1.35
efpBA 0.04 0.10 28| - - - -

efpAG 0.05 0.17 3.4 | - - - -

efpBG 0.07 0.22 31| - - - -
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Figure B.2: IRFs due to (-1.0%) IST and (+1.0%) G shock: GK, FA and FAGK models.

(a) IRFs upon Government Spending (G) shock.
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(b) IRFs upon Investment Specific Technology (IST) shock.
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Figure B.3: IRFs after a shift in monitoring cost p: Baseline p = 0.11, higher p’ = 0.17.

FAGK model only.
(a) IRFs upon TFP shock.
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Figure B.4: IRFs after a shift in bank friction parameter ©g: Baseline Og = 0.76, lower
i = 0.54. FAGK model only.

(a) IRFs upon TFP shock.
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Figure B.5: IRFs after a decline in investment adjustment cost (IAC) from ¢x = 2 to

bx =1.

(a) IRFs upon TFP shock.
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Figure B.6: IRFs after a shift in policy feedback to inflation 0p: Baseline 6p
higher 6/, = 1.8.

(a) IRFs upon TFP shock.
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Figure B.7: IRFs after a shift in policy feedback to output 6y: Baseline 6y = 0.125,
lower 67 = 0.025.

(a) IRFs upon TFP shock.
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Figure B.8: IRFs after a shift in policy feedback to output 6y: Baseline 8y = 0.125 and
pr = 0.80, lower 0{, = 0.025 and pr = 0.88.

(a) IRFs upon TFP shock.
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Chapter 4

Assessing the Propagation Dynamics

during the US Recession

4.1 Introduction

In this chapter I assess how the propagation of shocks changed during the
recent financial crisis in US. To highlight the recession I compare the business
cycle properties of actual financial and macroeconomic data during recession
relative to the properties of the sample data before the year 2005. Then, the
strategy is to estimate the deep parameters of the model during each subsam-
ple and assess the implications for the propagation of shocks. The objective is
to shed light on the underlying factors that might have changed and led to the
greater volatility of cost of external financing and of macro-financial indicators

during the last recession.

The chapter will proceed with a summary of business cycle properties of
each sample period, the Great Moderation and the Great Recession. In the fol-
lowing section, I describe the methodology of estimation, the data and the
exogenous shocks driving the competing models at hand. I make a horse race

of the financial accelerator model (FA), the bank friction model (GK) and of
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my two sided-friction baseline model (FAGK). My aim is to assess the busi-
ness cycle properties of the model-implied economy that each of three models
yields based on estimated parameters. I conclude that my baseline model can
outperform the other two models, FA and GK, in describing the economy for

the full period of available data, 1955-2014.

In the following section I evaluate the stability of parameters for the base-
line model FAGK in the two selected sub-samples of interest, 1985-2004 and
2005-2014. The Great Moderation period 1985-2004 is selected as a tranquil
period of reference. The results suggest that the posterior estimates of several
parameters change from the tranquil period to the recession period.

To quantitatively assess the implications of the change in posterior esti-
mates of parameters for the business cycle properties of the model-implied
economy I run counterfactual exercises. The exercises help identify the extent
to which changes in the parameters shape the business cycle properties of the

model variables.

From this assessment I conclude that the changes in two parameters, the
decline in investment adjustment costs JAC parameter and the increase in dis-
persion of returns across borrowing firms are critical for the propagation of
shocks during the Great Recession. I motivate why slight changes in estimates
of some of the parameters are not significant for the business cycle features of
the model economy during the recession. In the last section of the chapter I

conclude.

4.2 Stylized Facts

In this section I summarize the business cycle statistics for the recession period

and compare them to the preceding Great Moderation period.
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I select the sub-period 1985-2004 as the sample that represents the tran-
quil period for the business cycle properties of the US economy. I motivate
the choice of the starting point of the tranquil period based on reference from
Stock and Watson (2002). The tranquil period ends with the start of the recent
recession. This selection is also motivated by the higher volatility of macroeco-
nomic and financial variables for the US economy. Then I define the recession
period, 2005-2014, as the period when the volatility of key macroeconomic and

tinancial data spiked".

The Great Moderation is the best time period for the post-war US economy
in terms of the stability of macroeconomic indicators. To emphasize the change
in business cycle statistics during the recession period I compare the standard
deviations of data series in the recession period to the second moments of
the Great Moderation period. In columns [1] and [2] of table C.1 I show the
standard deviations of macro-financial variables for the two respective sub-
samples. In column [3] I show the ratio of the standard deviation in recession

period relative to that in the tranquil period.

< Table C.1 here >

The volatility of most series went up significantly during recession. The
standard deviation of macroeconomic indicators like output, consumption, in-
flation and nominal interest rate (Y, C, IT, R™) went up by around 20-25% higher
during the recession period. Investment, I, and of hours of work, H, became
even more volatile. Their standard deviation went up by 69% and 54% respec-

tively.

' For the sake of business cycle statistics of data series the choice of the year 2005 as the start
of the recession sample period does not make much difference. Choosing the year 2006 I
obtain almost the same business cycle statistics (or slightly higher volatility). The motivation
for the longer sub-sample to define the recession period is that any shorter period makes the
observable series included in estimation less stationary. The large V-shape in macro variables
and the sharp spike in financial variables during the recession sub-sample makes these series
less stationary when the series are short.
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The increase in the volatility of financial variables is similar in magnitude
to the increase in volatility of investment. Standard deviations of Moody’s
BAA corporate bond yield deflated by GDP deflator, BAAreal, of total exter-
nal finance premium (hereby efpB) and of lender premium (hereby efpA), went
up by around 40-50%. An exception is the standard deviation of borrower pre-
mium (hereby efpBA). The standard deviation of this spread and that of firm
net worth spike by more than three times the standard deviation in tranquil pe-
riod. Such a high correlation in these two variables motivates why I relate the

observable efpBA spread to the "borrower premium’ in the model framework.

In the same table C.1, in column [6], I show how the correlation with out-
put of each variable changed during the recession period®. The main picture
is that for those variables that already had a strong correlation with output,
mainly macro variables, the change (in correlation) is small. For those vari-
ables that had a weaker (positive or negative) correlation with output, mainly
tinancial variables, that correlation became much stronger during recession.
The countercyclical (procyclical) variables became more countercyclical (pro-

cyclical) during the recession?.

4.3 Bayesian Estimation

I use standard Bayesian estimation techniques to estimate the deep parameters
of the models. The estimation procedure for all the models went through two
steps. The first step is maximization of the posterior distribution in order to
maximize the posterior mode. The process combines the prior distribution of
structural parameters that I estimate with the likelihood of the data. To eval-

uate the likelihood function I employ the Kalman filter by assuming normally

2 Column [6] has the difference in correlation between the two periods.
3 One reason for the ”stronger correlation” during recession is also the short number of observa-
tions included in the recession period compared to the tranquil period.
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distributed i.i.d errors. To do so I employ at least two optimization algorithms

to compute the mode of the posterior+.

In the second step, I use random walk Metropolis-Hastings (MH) algorithm
to obtain draws from the posterior distribution. I run two Markov chains of
300,000 replications each to obtain diagnostic statistics regarding the conver-
gence within and between chains (Brooks and Gelman (1998)). 25% of draws
are discarded in order to minimize dependence (of the chain) on starting val-
ues. The data series are filtered through a one-sided HP filter to obtain busi-
ness cycle properties (Pfeifer (2013)). I exclude the initial 16 data points of
each observable series from the estimation of the likelihood function. Ideally,
the likelihood function will not depend on the erratic behaviour of initial data

points of filtered series.

4.3.1 Data

In this subsection I discuss the observable series used in estimation. In all the
models I include the same seven macroeconomic time series which are similar
to the data set in Smets and Wooters (2007). In addition, I include 2 financial
time series in the baseline, FAGK, model but only 1 financial time series in
the one-sided friction models, FA and GK. The total number of time series
(and exogenous shocks) used in estimation of the FAGK model is 9. The total

number of time series used in FA and GK estimation is 8.

The set of 7 macroeconomic quarterly US time series I construct for the

time period 1955-2014 is listed below>:

4 Due to the large number of equations simple algorithms like the the Chris Sims algorithm can
not find the mode of the posterior. Instead I employ algorithms 8 and 9 of Dynare. These
algorithms are (informally) widely suggested by Dynare authors for models with potentially
more than one local mode.

5 While some data series can be observed for longer time periods, starting from 1947, the time
period for which I can observe all the time series used is 1955-2014. In addition it is a common
practice in literature to skip some of the data points at the beginning of the series as they are
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¢ log of real per capita GDP,

¢ log of real per capita consumption, defined as non-durable consumption
and services,

e log of real per capita gross private investment,
¢ log of weekly hours worked,

e log of labor share,

e log of GDP deflator,

e federal funds rate,

e borrower’s premium: Moody’s Baa-rated corporate bond yield minus the
Aaa-rated corporate bond yield,

e lender’s premium: Moody’s Aaa-rated corporate bond yield minus the
Fed rate.

The construction of these time series follows the same definitions as in
Smets and Wooters (2007) and are common across the literature. For a detailed
description I refer to appendix B.1.11 (appendix of chapter 3). I save the space
in this section to motivate the inclusion of financial variables that are the focus

of this work.

The rationale for the inclusion of two financial observables (and exogenous
shocks) in FAGK is twofold. First, I can track the dynamics of two external fi-
nance premiums, borrower and lender premium. I have two observable series,
one for each premium, and two model counterparts that match them. By in-
cluding the observable series for each premium I can identify the propagation
of shocks due to financial health of the borrowing firms and of the lending

bank.

Bayesian estimation requires that the number of shocks match at least the
number of observables. This brings me to the the second argument why I

include 2 additional observables and shocks in FAGK. In the baseline model |

not considered as good representatives of the full series (see for example Smets and Wooters
(2007) or Christiano et al. (2010)).
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bring two shocks on the financial friction parameters, monitoring cost (i) and
bank incentive constraint (©%). By including two premiums, I can match the

shock on friction parameters with the respective observable premium.

8th observable series included

As will be clear later in subsection 4.3.3, the
in estimation of FA and GK models is the total premium efpB. By construction,
I have one friction parameter on which I can introduce the 8" shock in these

models, either u or ®® but not both. I dwell more on single-friction models in

subsection 4.3.3.

Next, I define the 8" and the 9t" variables that I include in estimation of

FAGK. The two financial premiums are:

efpBA, the spread between Moody’s BAA-rated corporate bond yields

relative to Aaa-rated yields, and

efpA, the spread between Moody’s Aaa-rated corporate bond yield and

the Fed’s risk free rate.

The first spread, efpBA, is assumed to vary only due to the financial health
of the firms with a lower rating, therefore with a worse financial health. In
the theoretical framework this spread captures the borrowing entrepreneur’s
premium.

The model counterpart of the series efpBA is the difference between the

K

expected return of entrepreneur’s project, EtR{ ¢,

less the expected required

B

return on bank assets, EtR¢ ;.

It is the extra return a bank will charge on
a borrower accounting for the agency costs on lender-borrower relationship
provided that the borrower may default with a certain nonzero probability.

This premium accounts only for the additional risk related to the quality of

the borrower to whom the lender agrees to lend.
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The second financial variable, efpA, is much closely related to the premium
charged by the lenders on firms with very good financial health and negligible
or no risk of default. AAA-rated firms have a sound financial health, hence
fluctuations of the premium firms pay to raise debt is closely related to turbu-
lence in the financial markets. That is a higher premium on firms rated AAA
could be due to a higher required return on assets of all the lenders across the
market. In practice this is the premium lenders require on top of what they
pay on liabilities in order to transform their short term liabilities into long term
assets. Therefore, in my theoretical framework, this spread can best capture
the minimum premium that the lenders require from a typical healthy firm

that has negligible or no risk of default.

The matching premium in the model that corresponds to the observable

B

t1, and

series efpA is the spread between bank’s required return on assets, E{R
risk free rate, R;. This spread is the average return a financial intermediary is
required to earn on its assets to keep the net worth at a certain level that it
convinces its depositors not to withdraw their funds (deposits). With higher
net worth the lender will build net worth to a level that it can address its moral
hazard problem. Intuitively, it is net of any extra returns it needs to generate

on its assets to cover for the losses due to borrower default or the monitoring

costs.

The premium efpA would be equivalent to the premium charged on a safe
government bond. Interestingly the premium on corporate bonds rated AAA
based on Moody’s rating system and long-term government bond is higly cor-

related (98 %).

Ultimately, no proxy for the unobservable external finance premium is per-
fect. Alternative measures through literature do not serve the scope of my

study. During the last recession the spread between prime lending rate and
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the 6-month Treasury bill rate used by Bernanke et al. (1999) did not show any
volatility. Constructing a corporate credit spread like in Gilchrist et al. (2009b)

goes beyond the scope of this thesis®

. The advantage of using the spreads
based on Moody’s rating is that they match as closely as possible the borrower

and lender premium and are updated and can be replicated over time.

Finally, I track the business cycle properties of two net worth series, lender
and borrower net worth. I construct two sets of net worth series. The first
set of firm and bank net worth series is constructed based on Flow of Funds
data. The second set is constructed based on two stock price indices from
Datastream”. Net worth series are not included as observables in estimation, so

I refer these series in appendix C.2.

I use one-sided filtered Hodrick-Prescott (HP) filtered data as suggested by
Pfeifer (2013) to filter the series. I make use of the one-sided HP filter code

provided online by Meyer-Gohde (2010) to filter the series.

4.3.2 Exogenous Shocks

The number of exogenous shock processes that drive the models is the same
with the number of observable series I use in each model.

I have 9 observables in my estimation, of which 7 are macroeconomic vari-
ables and 2 are financial variables. Estimation requires that I have (at least) as
many shocks as the number of observables included in estimation. To match
the 7 macroeconomic observables I define shocks on the new Keynesian equa-

tions of the model that introduce exogenous process in the following variables:

1. total factor productivity, Ay,

2. government expenditures, Gy,

® The authors construct a corporate credit spread index using security-level data for individual
firms.
7 Similar approach with stock price index is followed Christiano et al. (2010).
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3. monetary policy, €F,
4. investment specific technology, Y,

. retail price mark-up, AM,

Ul

6. labor supply shift, 51",

N

. household preferences, by},

The two financial variables are related to two key financial frictions inherent
in the theoretical framework. The steady state values of the firm and bank
friction parameters, p and ©B, determine the steady state borrower and lender
premium, efpBA and efpA, respectively. I introduce two shocks on these two

friction parameters.

A shock in the cost accrued by the banks in monitoring the borrowing

firms, yu, and

a shock in the bank friction parameter determining the minimum bank

value relative to total assets that depositors impose on the banks, ©F.

I assume the fluctuations in the cost of monitoring can trigger fluctuations
of the borrower risk premium captured by the spread between Moody’s BAA
and AAA rated corporate bond yields as a proxy (efpBA). At times of distress
the cost banks incur to monitor firms may deteriorate and therefore drive up

the financial premium on lending.

In equilibrium, the premium banks will charge on any borrower with zero
probability of default is a function of steady state value of ®®. An exogenous
shock on ©F drives up the lender premium. A clear motivation for varying
@B is the varying attitude of depositors towards the lenders. Fluctuations in

bank friction, ®, will imply higher volatility of the premium that the bank
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expects on its assets to accumulate sufficient net worth for the supplier of

funds (households) not to liquidate the bank.

Normalization of Shocks.

I follow Justiniano et al. (2011) to normalize some of the exogenous shocks.
I normalize the price mark-up shock AM, the labor supply shock &, the firm
friction (monitoring cost) shock 1 and the bank friction shock ®2. Normaliza-
tion consists in writing the variables as a product of the steady state value of
that variable and a variable with mean unity in steady state but which follows

an autoregressive process AR(1). For any normalized variable X; 1 re-write:

X¢ = X # Xy (4.1)

In writing the exogenous process I only use the normalized variable with
unit steady state X;. This process simplifies the choice of priors for the size of
the shock o' for each exogenous process. I summarize the processes for the

exogenous shocks in a list of equations.

Ar = paAAi1 + o’eft (4.2)

ét = pgét_1 + GGGtG (4-3)
€Mt = PmeM_1 + oMef” (4.4)
?t = py\?t_1 + GY(—:Er (4.5)
Kﬁt = p/\//\ﬁtq + Al e{\M (4.6)
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gﬁt = pHgﬁtq + " efh (4.7)
bUy = ppbly_; + o®" et” (4.8)
i = pufler + ote! (49)
égt = P@B@/)]\?’t—l +0°” €t®B (4.10)

el is normally distributed i.i.d with N(o,1) while o' is the size of the exoge-
nous shock for i = A, G, M, Y, AM, ", bY, 1, ©B. Here I assume p = 0. The
persistence of policy rate is captured by pr # 0 in the Taylor rule in equation

3.50 in section 3.2.7°.

4.3.3 Estimation of the FA and the GK Model

I estimate two single-friction models, the financial accelerator model (FA) and
the bank friction model (GK), separately in this section. For each model esti-
mation I use 8 observables and 8 shocks. The 7 macroeconomic time series and
the relevant 7 shock processes are the same as in the baseline model. Here I

define the 8" observable series.

The 8™ observable in both single-friction models is the total spread between
Moody’s BAA-rated corporate bond yield and the Fed’s risk free rate (efpB). I use
the same set of 8 observables in each single-friction model. The only few

differences during the estimation of each single-friction model are listed below.

81 allow a more general form with 1 > ppr>0. The odds ratio rejected 0 < ppq. Results are not
shown.
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In the FA model there is no steady state of the bank friction parameter ©F
as well as no persistence and standard deviation parameters of an exoge-
nous shock, pgs and 0, on this friction. The exogenous processes are
the set of equations 4.2 through 4.8 (page 196) related to seven macroeco-
nomic observables, plus the 8™ equation (eq. 4.9) which is an exogenous

process for the monitoring cost .

Similarly, in the GK model the steady state of monitoring cost p and the
relevant AR parameters p, and o* are also absent. The shock processes
for the GK model are equations 4.2 through 4.8 (page 196) and the exoge-

nous process for the bank friction parameter, which is equation 4.10.

The quarterly observable time series have the same length as in the baseline
scenario, 1955q1-2014q4, in both models. The priors for the common parame-

ters are the same as in the baseline model (table C.2 in appendix C.1).

4.4 Parameter Estimates

For the sake of reference throughout this section I refer to my framework FAGK
model with both frictions as the baseline model. The two terms, FAGK and the
baseline model are used interchangeably. These terms distinguish my frame-

work from the two single friction models, FA and GK.

4.4.1 Prior distribution

In this section I discuss the choice of priors. I will refer with the term NK pa-
rameters to all the parameters that are relevant only to a simple new Keynesian

framework without any financial frictions. I refer with the term Financial Fric-
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tion parameters to all those parameters that are only in the financial accelerator
model and in the bank friction model, but not in a simple NK model.

I give more space to parameters on financial frictions block and the litera-
ture related to them and mention very briefly the priors of parameters related
to new Keynesian framework. The priors are the same for all the three mod-
els estimated, FA, GK and FAGK (with exceptions on FA and GK mentioned
in 4.3.3). I report the prior means and standard errors of all the estimated

parameters in table C.2 in appendix C.

< Table C.2 here >

Priors on Parameters relevant to new Keynesian block

Fixed NK Parameters

It is common in literature to fix some parameters that are not identified
in the model (see for example Smets and Wooters (2007)). The argument is
that these parameters are either not identified in the model or they determine
the steady-state values of either macroeconomic or financial ratios. The pub-
lic spending ratio, %, and weekly hours of work, H are not identified in the
model. I fix them at 0.20 and 0.35 respectively. The parameter TTgis fixed at
1.0084 which implies an average steady state inflation rate of 3.4% on annual
basis. This is the average inflation for the full period 1955-2014. The household
discount rate is fixed at 0.99 implying a risk free rate of 4% annually in real
terms. The public spending ratio, and the discount rate are common values
across the literature and consistent with the actual data for the US economy:.

Inflation rate is calculated on basis of data for the period 1955-2014.

I fix the Calvo parameter at 0.75. This value implies a contract duration

of 3.3 quarters. This is a well documented parameter value across models of
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general equilibrium and empirical ones. For estimates in general equilibrium
models I refer to Smets and Wooters (2007) and Levine et al. (2005). For em-
pirical studies that estimate a Calvo parameter value based on empirical data
I refer to Nakamura and Steinsson (2008). Nakamura and Steinsson (2008) re-
port a value closer to the estimate of the macro econometric models referred

to in this study based on evidence on micro data®.

o Priors for NK Parameters

To estimate the posterior mode, I draw on standard values from the existing
studies of Smets and Wooters (2007) and Christiano et al. (2010) as a rough
guide. In general, the priors were set slightly looser initially to allow for the
data to speak freely. Eventually, I modify most priors along the estimation
process until I get reasonable likelihood functions. The prior values that I
describe here (see table C.2) are the final prior values with which I ultimately

draw from the posterior distribution.

I assume a beta distribution for the prior mean of the labor share in the
production function and the habit formation of household. For both these
parameters, the prior mean is 0.7 with standard error o.1. The prior for invest-
ment adjustment cost parameter follows a Gaussian distribution with mean
4 and standard error 1.5. I choose a gamma distribution for the elasticity of
substitution among goods with mean 7 and standard error 1. The prior mean
implies a price markup at the steady state of around 0.167. The intertemporal
elasticity of substitution parameter is normally distributed with mean 1 and
standard deviation 0.375. The prior for the inverse of labor Frisch-elasticity is

set at 1 with standard deviation of 2'°.

9 For empirical studies who report lower values of Calvo parameter see Bils and Klenow (2004).
Labor supply shifter is calculated as function of the inverse of labor Frisch-elasticity, p", and
the steady state hours of work.
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The degree of price indexation follow a beta distribution located at a mean
0.4 with standard errors of 0.2. This value is slightly lower than the value
of 0.5 with standard error 0.1 set in Smets and Wooters (2007) following the
findings of Bils and Klenow (2004). The values for price indexation in the
exiting studies vary in a wide range going as low as o.11 (see Levine et al.
(2005)). The wide standard deviation of this prior in my estimation allows for

the data to determine the likelihood function within a reasonably wide range.

The response of monetary policy rate to inflation deviations, 07, is nor-
mally distributed with mean 1.5 and standard error 0.15. I choose a gamma
distribution for the feedback to output gap, 0Y, to ensure that the estimated
mean is positive. I set a diffuse prior mean of 0.125 close to the zero boundary
with standard error of o.10. This type of distribution avoids estimates below
zero. Christiano et al. (2010) set these priors at 1.75 and 0.25 respectively with
same standard error of 0.1. Smets and Wooters (2007) set prior means at 1.5
and o.125, and standard errors 0.25 and 0.05 respectively. My priors are in
the same range with priors from these studies and close to values initially

proposed by Taylor (1999).

I set a Beta prior mean of 0.75 with standard error o.2 for the persistence
of monetary policy, pr. This is a looser prior compared to o0.75 with standard

error 0.10 in Smets and Wooters (2007).

Priors on Financial Friction Parameters

e Fixed Financial Friction Parameters

There are few parameters from the block of financial frictions that can not

be identified in estimation. I fix the survival probability of firms and banks,
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o and op at 0.985 and 0.977'". The firm survival probability parameter is
pinned down so that in steady state firms survive for a period of around 17
years. Firm survival time is in the same range of 15-17 years assumed in the
literature (Bernanke et al. (1999), Christiano et al. (2010)) and consistent with
empirical estimates of Levin et al. (2004)">. The tenure of 10.8 for banks is

similar to the tenure of around 10 years assumed in Gertler and Karadi (2011).

The parameter indicating the firms” dispersion Ag; in the financial acceler-
ator block is fixed at 0.306 for both models, FAGK and FA. The prior mean
for this parameter is obtained from the calibration phase and is similar to the

value 0.28 assumed in Bernanke et al. (1999)*3.

I also fix the average percentage of wealth that exiting firms and banks
transfer to the newly entering firms and bankers, & and &g, at 0.003 and
0.00023 respectively. The primary role of these parameters is to ensure that the
firms do not accumulate enough net worth to grow out of debt. In addition, in
the baseline framework FAGK the transfer rate, &, helps calibrate the steady
state interest rates on debt loans above the risk free rate at a reasonable positive
value. These values are usually fixed during the calibration stage of the model

(with minor adjustments)*4.

e Priors for Financial Friction Parameters

I assume a beta distribution for the firm default probability in the financial
accelerator block of the FAGK model (and in FA). I set the prior for the steady

state default probability of the firm, FE’ at 0.75% on quarterly basis with a

“These values are similar to those in the calibrated model from chapter 3.

Levin et al. (2004) report a similar tenure for the median firm based on data for the sample
period 1997-2003 coming from a panel of 9oo firms.

BThe value is calibrated to match a ratio of total assets to assets less loans of around 1.81 at
steady state.

™The average return on loan portfolio less risk free rate, RL — R, is set at a reasonably positive
value in steady state. I calibrate the amount of net worth that exiting firms transfer to newly
entering firms to ensure that this spread is positive.
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standard error of 0.2%. The prior mean at this value is standard in financial
accelerator model (Bernanke et al. (1999), Carlstrom and Fuerst (1997)). There
is an empirical evidence by Altman and Pasternack (2006) for default rates of
US bonds that claim an average of 3 % for the period 1971 - 2005. It is the same
with the value calibrated initially by Bernanke et al. (1999), so allows for some

comparisons with earlier literature.

The prior on marginal bankruptcy cost, y, is an informative one that has
to lie in the range o-1. A prior mean of o0.15 and standard error of o.10 is
chosen to allow for an 95% interval that captures most possible values from
micro evidence mentioned in Chapter 2 (Altman (1984), Alderson and Betker
(1995), Levin et al. (2004))'>. Finally the bank friction parameter, ©g follows a
beta distribution with prior mean o0.54 and standard error o.15. This value is
higher than the value of 0.37 calibrated in the Gertler and Karadi (2011) model.
The prior mean in my framework is calibrated to get a reasonable leverage
ratio for the bank. The standard error allows for a wide range of values for
each respective parameter and let the data determine the degree of financial

friction.

Finally, following Smets and Wooters (2007) I assume the standard errors of
all the shocks follow inverse-gamma distribution with mean o.10 and infinite
degrees of freedom. Following this study the persistence parameters of those

shocks follow a beta distribution with mean 0.5 and standard deviation o.2.

Several studies shed light on the size of the bankruptcy costs for firms based on micro-
evidence. Altman (1984), finds out that bankruptcy costs are less than 20% of the firm’s value
prior to bankruptcy, in a small sample of only 26 firms. Similar findings by Alderson and
Betker (1995) analyze a larger sample of 201 firms that filed for bankruptcy during 1982-1993
and conclude that liquidation costs are on average 36.5 %. Levin et al. (2004) estimate a partial
equilibrium model with financial accelerator using panel data for the period 1997-2004. They
estimate a variable bankruptcy parameter which varies from close to zero to as high as 0.45.
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4.4.2 DPosterior Estimates

I report the posterior mode, mean and the 9o% credible intervals obtained by
Metropolis Algorithm for the three models, the FA, GK and the baseline model

with two frictions, in tables C.3 in appendix C.
< Table C.3 here >

I will refer to the values reported in table C.3 throughout this section.

Estimates of NK Parameters

The mean estimates of parameters relevant to the new Keynesian part of the
model are close to the estimates seen in the literature in all the three models,
the FA, GK and the baseline FAGK model. A quick observation is that the
persistence and the size of the exogenous shocks is similar across the three
models. The magnitude of total factor productivity (TFP) persistence shock is
0.8 while persistence of other shocks is lower. One exception is the size of the
persistence of labor supply shock which is close to 0.99. A potential reason for
such a high persistence of the labor supply shock may be the assumption of
flexible wages in the wage market. With flexible wages assumed in the model
the burden of generating persistence on the hours of work and on wages falls
on the exogenous labour supply shock. To replicate the behavior in real wage
series or in hours of work the model estimate for the peristence of labour

supply shock turns up very high.

For the remaining parameters, I will only refer to the posterior means of the
baseline model with two frictions, as the posterior estimates of all parameters

from the other two models, FA and GK, are in the same range.

There is a set of parameter estimates which are within the range of esti-

mates in most studies. The posterior mean estimate for labor share of 0.76, the
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posterior elasticity of substitution among goods of around 6.25, the posterior
intertemporal elasticity of substitution in consumption of 1.9 and the poste-
rior mean for inverse of Frisch elasticity of labor of 0.84 are all very similar to

estimates in the literature®.

A second subset of parameters estimates are determined more by the likeli-
hood of the data. The posterior mean for the adjustment cost parameter (IAC)
of 1.14 is smaller than the prior mean of 4. The posterior mean of habit param-
eter in consumption at 0.40 is slightly lower than the prior 0.7 and lower than
reported means in DSGE estimation across the studies (Smets and Wooters
(2007), by Justiniano et al. (2011)). I can motivate the lower posterior estimate
IAC and habit formation parameters due to the presence of additional finan-
cial frictions which may induce extra persistence in the dynamics of the model.
As one introduces extra frictions in general equilibrium models, the burden of
generating extra persistence in the variables is split among many more param-
eters. In this line of argument it is reasonable to get lower posterior estimates

of the habit formation parameter.

The posterior mean estimates for monetary policy rule parameters are also
slightly different from those reported in prominent papers. The posterior mean
of the policy rate smoothing parameter, pg = 0.62, and posterior of the re-
sponse to inflation, 0, = 1.57 are closer to the calibrated values in literature.
There is a stream of papers, like Smets and Wooters (2007) and Justiniano et al.
(2011), that report posterior estimates for policy rate smoothing parameters
and inflation feedback parameter around values of 0.8 and 2.0 respectively.
Yet my estimated means are within the range of values seen in other studies

(Christensen and Dib (2008), Christiano et al. (2010)).

9 compare my estimates to those reported in at least three articles, by Smets and Wooters
(2007), by Justiniano et al. (2011) and the more recent one by Fuentes-Albero (2014). The latter
also includes financial accelerator block.
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The more interesting posterior estimate I get is the feedback to output
which is very high. The posterior mean estimate for the policy feedback to
output of 0y = 0.24 is higher than the estimates reported by Smets and Woot-
ers (2007) and Justiniano et al. (2011), which vary around o.15. This feature of
stronger feedback to output and weaker reaction to inflation could be seen in
estimated general equilibrium models with financial frictions (Fuentes-Albero

(2014), Christensen and Dib (2008), Christiano et al. (2010)).

Christensen and Dib (2008) estimate a new Keynesian model with and with-
out financial accelerator block via maximum likelihood method. They obtain
a higher posterior estimate of 0.295 (0.0690) for the output response parameter
in the model with financial accelerator compared to a posterior estimate of

0.138 (0.065) in the basic new Keynesian model.

Similarly, Christiano et al. (2010) estimate a model with financial acceler-
ator and a liquidity (or banking) friction, though they include feedback to
change in inflation and to credit growth in their Taylor rule. They obtain pos-
terior estimates of 0.307 and 0.321 for the output feedback parameter in Euro
area and US, respectively. The higher estimate of output response in models
with financial frictions seems a common feature, though not in all of them
(see Gilchrist et al. (2009b), or De Graeve (2008) for estimates lower than the

calibrated values in the literature).

To reconcile this stronger feedback to output in models with financial fric-
tions and lower estimate in simple new Keynesian models I can appeal to the
extra propagation of shocks that is introduced by the added financial frictions
in the model. As the financial friction may propagate shocks by a greater mag-
nitude or more persistently than other frictions there is a greater burden on
the policy rate to stabilize output. The greater burden on policy drives the

posterior estimate of policy response to output up.
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That the financial frictions, and their respective propagation role, are su-
perior to other frictions in the basic new Keynesian models has been well es-
tablished in the DSGE literature and supported by data (Christensen and Dib
(2008), Gilchrist et al. (2009b), De Graeve (2008), Queijo von Heidiken (2009)).
There is a challenging argument that arises due to the fact that not all finan-
cial friction models come up with such high estimates, as mentioned in this

paragraph, but that is beyond the scope of this study.

Estimates of Financial Friction Parameters

The second set of estimates at the focus of this chapter are the posterior esti-
mates of the financial friction parameters. These parameters are model specific
(see table C.3 on page 226). In particular, in the FAGK and FA models I obtain

estimates for:

e monitoring cost u,

o the default rate of firms Fﬁ.

The above parameter estimates are not relevant to the GK model. The
posterior mean estimate of the monitoring cost parameter in FA and FAGK
models are similar, at p = 0.07 and p = 0.04, respectively. The upper and
lower bounds of the credible interval obtained via MH algorithm for the FAGK
model are [0.06,0.02]. For the FA the 90% credible interval is [0.10,0.04]. These
estimates indicate to a certain extent the financial accelerator friction is slightly
less important in the FAGK model with both frictions. A potential explanation
is that the presence of a bank friction in the baseline FAGK model downgrades

the role of monitoring costs in generating any extra friction.

The posterior mean estimates for the quarterly default rate of firms si very

similar in the two models, F$ =0.61% and F$ = 0.59% in FAGK and FA models,
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respectively. This value is close to the prior mean and the data confirm the
empirical finding mentioned earlier (Altman and Pasternack (2006)) and close

to the 0.75% assumed in calibrated models.

In the FAGK and GK models I obtain estimates for:

bank friction parameter ®5.

The posterior mean for the bank friction parameter is the same, OB =0.78,
in both GK and FAGK models. It is similar to the calibrated value of o0.75 in

previous chapter 3 although I set a lower prior of 0.54.

4.4.3 Matching Business Cycle Facts

In this section I evaluate the model fit by comparing business cycle properties
of the model with those from the data. The estimation of baseline model FAGK
maximizes the likelihood function for 9 observable series while the FA and GK
are estimated with 8 observables.

One implications of the estimation with different number of observations
is that I can not compare the three models using Bayesian model comparison.
Instead, I study the absolute model fit by using the posterior distribution. I
compare the second moments from the actual data to the model-implied em-

pirical statistics.

To obtain these empirical statistics, I set the model framework to gener-
ate samples of the same length as the data, after a burn-in of 100 observation
points. I summarize the standard deviations and correlations for key macroeco-
nomic and financial variables relative to those of output in tables C.4 through

C.9 of appendix C'7.

TTables C.4, C.5 for moments from FAGK model; tables C.6, C.7 for moments from GK model;
tables C.8, C.g for moments from FA model.
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< Tables C.4, through C.g here >

The business cycle properties of the model-implied real sector variables
are broadly consistent with the data according to all three models. I first
summarize these dimensions of the business cycle properties along which the

three models could have done better.

Model-implied correlations of inflation and nominal interest rate with all
external finance premium measures are all in the neighborhood of zero or
positive. Data statistics show strong negative correlation for these pairs (I
refer to columns [IT] and [R"] in tables C.5, C.7 and C.9). Similarly model-
implied correlations of inflation and nominal interest rate with agents’ net
worth series are not consistent with the data (the same columns and same

tables).

To a similar extent FAGK and GK fail to capture the strong negative corre-
lation of real wage and hours of work with the financial variables (columns

[H] and [W] in tables C.5 and C.7).

The models FAGK and FA fail to replicate the strong positive correlation

of nominal interest rate with real consumption (column [C] in tables C.5 and

C.9).

Finally, a less problematic issue is that all models slightly over-predict
the volatility of working hours but under-predict that of wages (columns
[W] and [H] in tables C.4, C.6 and C.8). A potential reason could be the
assumption of flexible wages in the model, but that is beyond the scope

of this work.

Next I evaluate where the baseline model, FAGK, outperforms the single

friction models.

209



4.4. Parameter Estimates

The baseline FAGK model does better in capturing the strong positive cor-
relation of lender net worth with three key macro indicators, Yy, Cy and i (row

[NB (FoF)] in table C.5).

The GK model yields correlations of lender net worth with these three
macro indicators in the neighborhood of zero (row [NB (FoF)] in table

C.7). The FA model is silent about lender net worth (same row in table

C.9).

As a result of the above point, the baseline FAGK model does better in
replicating the strong negative correlation of total premium efpB with Y, Cy

and Iy (row [efpB total] in table C.5).

Single friction models, FA and GK, replicate a weak (negative) correlation
of total efpB with Y; and I, but an almost zero or positive correlation with

Ct (row [efpB total] in tables C.7 and C.9).

Do the FA or GK perform better in any dimension? Compared to the other
two models, the GK model replicates well the positive correlation of nominal
interest with consumption but at the cost of failing the positive correlation
with real wages. The FA model does perform better in capturing the negative

correlation of the financial variables, efpB and firm net worth with real wage.

The model economy incorporating both financial frictions, FAGK, does per-
form as good as the single friction models in replicating the business cycle
properties of key macro variables. It does perform much better in terms of
replicating the strong negative correlation of the external finance premium(s) with out-
put, consumption and investment. In addition, it is by construction more infor-
mative in terms of the properties of each agent, borrower and lender, financial
premium. In the following sections I will proceed with my baseline model,

FAGK, that incorporates two financial frictions.
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4.5 A Quantitative Analysis: Assessing the main

Drivers of efp Fluctuations

In this section I study the dynamics of the cost of external finance during two
sub-periods, before and during the crisis. I first define the sub-samples and
report estimates from each estimation. I evaluate how the model replicates the

business cycle properties of actual data series for the relevant sub-period.

Next, I summarize the estimated parameters that remain stable and put my
emphasis on those parameters that change from one sub-sample estimation
to another. The ultimate objective of this section is to evaluate the potential
candidates that have driven the sharp shift in business cycle properties of the

model-implied economy during the recession sub-period.

The critical time period in which I focus is the recent crisis. I define the cut-
off observation that splits the recession sub-sample from the previous period
by setting the observation in quarter 2005:01 as the start of the most recent
sub-sample. The time frame includes the onset of the recession followed by
the unfolding of financial meltdown. I coin the term recession sub-sample to

refer to this period.

To identify the magnitude of the financial turmoil I compare the data statis-
tics during the financial crisis relative to the sub-period 1985-2004 when the
volatility of the macroeconomic and financial data is relatively stable. I coin
the term tranquil period of macroeconomic performance in the United States
for this sub-period. It is popularly known in the literature as the “Great Mod-
eration”. The empirical evidence of relatively low volatility of macroeconomic
variables after the mid 1980s has been documented in several papers like Kim
and Nelson (1999), McConnell and Perez-Quiros (2000) and Stock and Watson

(2002).
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I estimate the same baseline FAGK model with the same priors over the

sub-periods 1985-2004 and 2005-2014'°.

4.5.1 Posterior Estimates from Sub-sample Estimation

I summarize the estimated parameters that do not differ from one sub-period
to the other. I report the posterior mode and mean estimates of parameters for

the tranquil and the recession sub-samples in table C.10 in appendix.

< Tables C.10 here >

Labor share in the wholesaler’s production function, habit formation pa-
rameter, risk aversion parameter of household, the elasticity of substitution
among goods (determining the steady state mark up on prices) and the degree
of price indexation of the monopolistic retailer are the parameters that change

very little during the recession sub-sample.

Similarly, the posterior estimates for most persistence parameters change
very little from one sub-sample to the other. An eyeball view of the 9o%
credible interval from the posterior distribution for most shock persistence
parameters indicates that they remain very stable during the recession. Sizes
of estimated posterior means of exogenous shocks are also very similar in the
two sub-sample estimations as well. There are few exceptions to this general

evaluation.

First, persistence of neutral technology shock, pa is slightly lower, but the
magnitude of the shock, o', is higher during recession period. Second, invest-
ment specific technology shock py, is slightly more persistent, but the magni-

tude of the shock, o, is lower during recession. Simulation of the model with

§ re-estimate the models by defining the cut-off quarter to be 2004:01 and in a separate esti-
mation I set the cut-off observation in 2006:01. The posterior estimates of the means of the
parameters are similar across the three sets of estimation hence I conclude that the choice of
sub-samples at least within this range is not critical for the results.
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these two different sets of estimated values shows that the net effect on the

standard deviation of most variables of interest is negligible.

Third, the magnitude of labor supply shock, oy, is slightly higher during
the recession sub-sample. I will return to this parameter in the following para-

graphs.

Next, I identify the changes in the posterior estimates of deep parame-
ters whose posterior estimates see significant shifts from one estimation to the
other. I motivate why the shift in some of these parameter values from one
sub-sample to another are not critical for the business cycle properties of the

model-implied variables during recession period.

The posterior estimate of the inverse of the Frisch elasticity of labor, p",
and of the labor supply shock, oy, are higher in the magnitude during

the recession period.

I can motivate the increase of the inverse of labor Frisch elasticity, p" with
the fact that the upward shift in the magnitude of the labor supply shock,
oH, has an offsetting impact for the dynamics of the households labor supply.
As it will be illustrated later, the joint impact of greater magnitude of these
two parameters, labor supply shock oy and the inverse of Frisch elasticity p",
is almost zero for the business cycle properties of model-implied macro and

financial variables. I will elaborate this issue in detail in subsection 4.5.2 on

page 217.

The posterior mean of the policy feedback to output, 0, is slightly lower

during the recession sample estimation.

The posterior mode, mean and the credible interval of the feedback policy

to output gap, Oy, indicates that the policy reaction to output gaps could have
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been weaker at the onset of and during the recession. A weak policy response
to output gaps and high persistence of policy may lead to large volatility in
economy as seen in chapter two. On this occasion, it is difficult to attribute
large impact on the shift on this parameter as the Fed took additional non-
conventional measures during this period. As the Fed’s policy rate hit the
lower zero bound during the recession, it switched to non-conventional liquid-
ity and monetary targeting. These policies undermine any conclusion reached
based on a simple Taylor rule of Fed. I report in the next section that the
change in volatility of model-implied variables that can be attributed to the

shift in posterior Oy is negligible.

The posterior estimate for investment adjustment cost (IAC) parameter,

Ox is lower during the recession sample.

The lower estimate of ®x reduces the time lags that takes for firms to re-
size their total physical capital involved in production following a(n) (adverse)
shock. A reasonable argument is that it captures the quick reaction of firms
in shrinking their capital investments following the first crisis signals in mid

2007. I analyse quantitatively the impact of this lower parameter estimate.

The posterior estimates for firm parameters, . and Ay, are larger during
the recession sample. p and Ay are the steady state monitoring cost and

the measure of dispersion of borrowing firms returns respectively.

A critical result is that the posterior estimate for the monitoring cost param-
eter, i, and the estimate of the dispersion of firms revenues (or profits), AE’
went up during the recession sample. The upper bound of the credible interval

of the posterior distribution for both parameters shifted up.

In the next section, I will focus on assessing the extent to which the increase
in volatility of model-implied variables can be attributed to the potential can-

didates identified in this section. I am aware that the current formulation of

214



4.5. A Quantitative Analysis: Assessing the main Drivers of efp Fluctuations

the policy rule does not take into account the additional measures that Fed
took during the crisis. Also, changes in estimates of parameters related to la-
bor supply are a probably a consequence of the absence of friction in wage
market and that their impact cancels out. Finally, the posterior estimates for
the bank friction parameter, ©F, in the two sub-sample estimations are very
similar. The credible intervals indicate that this parameter is relatively stable
before and during the crisis. Therefore, my focus in the next subsection will be
on investment adjustment costs, @x, and the firm friction parameters, p and

AE'

4.5.2 What are the drivers of efp fluctuations?

In this section I analyze the contribution of potential candidates, like changes
in severity of financial rigidities at firm level and changes in the adjustment
cost of firm investment in driving the shifts in business cycles properties of the

model-implied series during the recession.
Simulation Method

To assess the contribution of each potential candidate I run counterfactual ex-
cercises similar to Smets and Wooters (2007) and Arias et al. (2007). I proceed

in five steps.

1. Simulate the model economy with the estimated parameter set from the

sample period 1985-2004.

2. Simulate the model economy with the estimated parameter set from the

sample period 2005-2014.

3. Compute the ratio of standard deviations between the two samples.
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4. Simulate the model economy using the estimated parameter vector of
the period 1985-2004, overwritten by the counterfactual parameter selected

from the estimated parameter vector of the period 2005-2014.

5. Compute the ratio of standard deviations obtained from the counterfactual
exercise (from step 4) relative to the standard deviations obtained with

the estimated parameter vector of the period 1985-2004 (from step 1).

I report the results for steps 1 to 3 in table C.11 of appendix (columns
[4] and [5]). They are the standard deviations of model-implied variables ob-
tained by simulating the model economy with the vector of estimated posterior
means of parameters from each respective sub-sample, tranquil and recession

(as shown in steps 1 to 3).

< Table C.11 here >

For comparative purposes I report in columns [1] and [2] the standard de-
viation of the cyclical component of filtered data series before and after the
recession. I use the Hodrick-Prescott (HP) filtering method to extract the cycli-
cal component of each series. Their ratio in third column is a rough measure

of the behaviour of each variable during the recession relative to normal times.

The simulation with the posterior means replicates main dynamics of the
model-implied economy during the recession similar that in the data. This
result is of no surprise as most variables listed in this table are used as ob-
servables during the estimation. Clearly the estimated posterior means of the
recession sample, replicate the higher volatility of most observable series. The
model predicts the higher volatility of bank net worth during the recession

though it under-predicts the volatility of firm net worth.
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Simulation Results

In the remaining part of this section I study the results from the counterfactual
exercises, step 4 and 5. In the first two columns of table C.12 on page 234 I
report the ratios of standard deviation of variables during recession relative to
the tranquil period for both, actual filtered data and model-implied variables.

They are copies of 377 and 6 ™" columns of previous table C.11.

< Table C.12 here >

In columns [1] through [6] of table C.12 I report the ratio of standard devi-
ation of a model-implied economy with the 1985-2004 parameter vector plus
the counterfactual parameter of 2005-2014 relative to standard deviation of the
variable in tranquil sub-sample. These results are obtained by repeating steps
4 and 5 from the list of exercises in the previous subsection. The ratio reported
in each of the columns [1] to [6] of C.12 is an approximate measure of the in-
crease in volatility of model-implied variables that can be attributed to changes

in the estimate of each parameter for the recession period.

Counterfactual 1. In counterfactual 1, I study the relative contribution of a
lower estimated posterior mean of investment adjustment cost (IAC) during the

recession period.

The results from this exercise are shown in column [1] of table C.12. A lower
IAC during the recent sub-sample accounts for 129% of the model-implied
increase in cyclical volatility of investment. It also accounts for 41% increase
in model-implied cyclical volatility of output and 32 % increase in working
hours volatility. Lower (IAC) accounts for about 15% increase in the cyclical
volatility of the lender premium.The latter is mirrored in a similar increase
in volatility of model-implied total efp. The impact of lower IAC on business

cycle properties of other model-implied variables is negligible.
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The common motivation for the presence of JAC dynamic stochastic general
equilibrium models (hereby dsge) has been to introduce inertia in investment
and generate a hump-shaped response to monetary shocks in new Keynesian
models (i.e. Christiano et al. (2005)). A lower IAC parameter implies greater

sensitivity of current investment to the shadow value of installed capital.

I can relate the lower estimate of JAC during the recession sub-sample to
the borrowing firms’ speed of adjusting to adverse circumstances. Borrowing

firms delay investment for the same fall in price of capital 'g’.

A similar behaviour is that of firms during the recession in US. As news
of a failing large bank, like Lehman Brothers or Bear Stearns hedge funds,
spreads out the borrowing firms” momentum of cutting down on investment
may gain pace even though the magnitude of the fall in 'g" is not unusually
large. That momentum, when is not explicitly modelled, could be captured
by the lower value of an IAC parameter that delivers similar dynamics in the
model for small decline in asset prices. The counterfactual exercise showed that
indeed model-implied investment can become 129% more volatile with the
lower IAC even though the volatility of shadow price of capital barely changes
(9 is 4% less volatile). In short, it takes much less time for firms to delay a new
investment or cut on existing investment than to actually materialize it when

facing rare adverse circumstances.

Counterfactual 2. [ analyze the effect of an increase in the standard deviation
of idiosyncratic shock, Ay, in counterfactual 2. The results from this exercise

are shown in column [2] of table C.12.

There are two implications of a fall in Ay. First, from a single firm’s per-
spective Bernanke et al. (1999) interpret Ay as a measure of uncertainty on

the firm’s return on project. Alternatively, Ay is a measure of the dispersion
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of project return across firms. The greater dispersion of firms profits, implies
the default threshold of borrowing firms follows a sharper increase upon an

adverse shock and bank net worth declines faster.

Second, in setting up the model I assume the survival of the firm and the
transfer to the newly entering firms are kept fixed through all periods, a com-
mon feature in these models. With these two parameters fixed, the lower poste-
rior estimate (sub-sample 1985-2004) of the dispersion parameter, Ay, matches

the fact that the borrowing firms were highly leveraged before recession.

A higher estimate of Ay accounts for a sharper decline in model-implied
bank net worth forcing banks to cut back on lending. The standard deviations
of bank net worth and price of capital, g4, go up by 13% and 23% respectively.
As a result, it accounts for a 13% and 15% increase in volatility of model-
implied lender premium and total premium efpB. Finally, it accounts for a 47%
increase in volatility of model-implied borrower premium. The latter has a

negligible weight on the volatility of total premium efpB.

This result accords well with findings from empirical studies and general
equilibrium models (Kehrig (2011), Bloom et al. (2013), Christiano et al. (2014)

and Arellano et al. (2010))'9.

o Counterfactual 3. In counterfactual 3 I evaluate the impact of an estimated
shift in the mean of cost of monitoring, W, from 0.07 to 0.11 during the recent

recession. The results are shown in column [3] of table C.12.

Kehrig (2011) calculates a measure of dispersion of plant level TFP for the period 1972-2009
which shows a significant jump during the last recession (figure 1). Bloom et al. (2013) results
also reject the hypothesis that uncertainty (measured by dispersion) is driven by the TFP
shocks themselves. The latter result is critical to rule out the possibility that dispersion across
firms’ returns be a function of TFP movements. A significant role for the idiosyncratic shock
during the recession is reported in few recent studies (Christiano et al. (2014) and Arellano
et al. (2010)).
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This is the cost banks incur when firms declare default and is expressed as
percentage of seized assets of defaulting firms. The greater magnitude of u is
proportionally linked to the borrower’s premium as these costs motivate the
charging of an extra premium in a typical financial accelerator framework. The
higher monitoring costs can account for 67% increase in model-implied bor-
rower premium volatility. It accounts for greater volatility of bank net worth

by 17% but has negligible effect on other variables.

Counterfactual 4. I report the impact of the estimated looser monetary policy
feedback to output gaps at the onset and during the recent crisis in counterfactual

4. Results are shown in column [4] of table C.12.

Estimated posterior mean for Oy declined from o0.14 to o.11 in table C.1o0.
The impact of lower 6y on the volatility of most macroeconomic and financial
indicators is negligible. The design of policy feedback here does not take into
account alternative instruments that were undertaken by the FED after the
third quarter of 2007 like monetary measures in terms of quantitative easing.
Analyzing the policy effects based on the interest rate rule can not account for
a full evaluation of policies during this period. Therefore, I do not elaborate

turther on this parameter.

Counterfactual 5. in counterfactual 5 I report the joint effect of changes in two
parameters related to labor supply, p" and oy. Results are shown in column

[5] of table C.12.

The parameter p™ is the labor supply shifter in household’s utility function
while oy is the magnitude of labor supply shock. The posterior estimates for
these two parameters have been significantly larger during the recession sub-

sample (from table C.10). Their joint effect is negligible across most variables of
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interest, except for real wages. I have motivated the change in estimated values
of these two parameters with the fact that I assumed flexible wage setting in
the model. To account for higher volatility of wages during the recession the
model re-evaluates these two parameters to match the higher wage volatility.
Due to the limited impact on other variables other than real wages I do not
consider these two parameters as primary drivers of the increase in volatility

during the recession.

Counterfactual 6. For illustrative purposes my final exercise in counterfactual
6 is to quickly illustrate the impact of the lower adjustment cost in downturns

and of larger dispersion of firms’ returns (column [6] of table C.12).

From the above exercises I distinguish two key factors that had a significant
effect in shaping the behaviour of the business cycle properties of key financial
and macro indicators identified with the recession. The first, lower investment
adjustment costs, refer to the speed at which borrowing firms adjust their in-
vestments upon usual shocks under rare adverse circumstances. For the same
decline in the price of capital, the decline in investment, and therefore output,
is of greater magnitude upon the same size of shocks. The second, higher
standard deviation of idiosyncratic shock, relates to the greater dispersion of
borrowing firms’ return on capital. It drives up the cost of external financing,

due to both greater borrower spread and lender spread.

The shifts in estimated values of these two parameter can replicate the
business cycle properties of most model-implied macro and economic financial
variables during the recession period in US. The higher monitoring costs have

had only limited effects on the borrower’s premium.
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4.6 Concluding Remarks

In this chapter I have estimated three models with nominal, real and financial
frictions for the period 1955-2014. I conclude that the baseline model FAGK
with two financial frictions, a financial accelerator and a bank friction, best

captures the business cycle properties of key macro and financial indicators.

Estimation of the model in two sub-periods showed that shock sizes and
their persistence have not changed significantly to account for the increase
in the amplitude of the cyclical volatility in 2005-2014. Instead, the quicker
adjustment of firms” investments towards usual shocks, IAC, and the higher
dispersion of borrowing firms profits are critical for the evolution of events in

the model economy during recession.

The lower investment adjustment cost, IAC, implied a faster shrink of in-
vestment by the borrowing firms upon usual shocks of similar size as before.
A potential explanation for the lower IAC is a shift in the attitude of borrow-
ing firms towards new investment due to unusual circumstances captured by

a lower IAC parameter in the model.

The greater dispersion of borrowing firms returns implies that the default-
ing firms trigger larger losses on the bank’s balance sheet. As lender net worth

declines the (lender) premium they charge on new loans spikes up.

I can reconcile the sequence of events in the model implied economy with
actual outcomes during the recent crisis. A rare event during the recent re-
cession is the looming news of a bankruptcy of a major investment bank in
US, like Lehman Brothers. It is after this episode that firms cut on investment
which was followed by declining output. As highly leveraged firms relied on
the high growth rate to turn positive profits, they failed to meet their finan-

cial obligations which triggered a chain effect through the economy. The latter
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triggered huge losses on banks’ net worth and drove the premium on new

external financing to unprecedented high.

It is commonly agreed in literature that the crisis worsened due to the in-
volvement of banks in financing the firms through equity securities (Gertler
and Kiyotaki (2010)). In my framework the presence of banks allows for firms
losses to be transmitted on banks” balance sheets, while the presence of finan-
cial accelerator block allows to replicate the impact of higher dispersion of firm

revenues on lender balance sheets.

Finally, the large spike in external finance premium during the recent re-
cession in US is largely attributed to the spike in lenders’ premium. The sharp
increase in monitoring costs can drive up the borrower’s premium but has less

effect on total external finance premium.
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Appendix C

C.1 Tables and Figures

Table C.1: Standard deviations in absolute value of actual observables and model-
implied series using Hodrick-Prescott filter.

‘ Standard Deviation [o] ‘ Correlation [p']

Series i 1985-2004 2005-2014 % 1985-2004 2005-2014 | Change [5] — [4]

[1] [2] [3] [4] [5] (6]
Y 1.17 1.45 1.25 1 1 -
C 0.83 1.00 1.20 0.86 0.92 0.06
I 3.59 6.06 1.69 0.88 0.95 0.07
H 1.08 1.66 1.54 0.88 0.91 0.04
W 1.26 0.90 0.71 0.25 -0.08 -0.33
TT 0.16 0.20 1.23 0.32 0.42 0.09
R™ 0.27 0.32 1.16 0.42 0.77 0.36
EFPba 0.03 0.10 3.20 -0.40 -0.44 -0.04
EFPa 0.23 0.32 1.39 -0.55 -0.78 -0.23
EFP total 0.24 0.37 1.53 -0.57 -0.79 -0.22
BAA real 0.68 0.96 1.40 -0.35 -0.61 -0.26
NW (FoF) 2.74 9.88 3.60 0.34 0.93 0.58
NB (FoF) 13.6 15.2 1.11 0.45 0.73 0.28
NW (DS) 12.8 11.0 0.86 0.61 0.81 0.20
NB (DS) 14.5 22.6 1.56 0.42 0.82 0.40

"EFPba’ stands for the spread between Moody’s BAA and AAA corporate bond yields.
"EFPV’ stands for the spread between Moody’s AAA corporate bond yield and Fed rate.
"EFP’ stands for the total spread between Moody’s BAA corporate bond yield and Fed rate.
"BAA real’ stands for the spread between Moody’s BAA corporate bond yield and Fed rate.
"NW’ and 'NB’ stand for Firm and Bank net worth respectively.

'FoF’ stands for Flow of Funds data; ‘DS’ stands for Datastream data.
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Table C.2: Priors

‘ FAGK GK FA
Parameter Description Density ‘ Mean St.Dev ‘ Mean St.Dev | Mean St.Dev | 95 % CI
&) Discount Rate Fixed 0.99 - 0.99 - 0.99 -
d Depreciation Rate Fixed 0.025 - 0.025 - 0.025 -
(04 Labor share on output Beta 0.7 0.1 0.7 0.1 0.7 0.1
X Degree of habit formation Beta 0.7 0.1 0.7 0.1 0.7 0.1
0 Investment adjustment cost Gaussian 4 1.5 4 1.5 4 1.5
€ Elasticity of substitution among goods Gamma 7 1 7 1 7 1
Oc Inter-temporal elasticity of substitution Gaussian 1 0.375 1 0.375 1 0.375
p™ Inverse of labor Frisch-elasticity Gamma 1 2 1 2 1 2
% Public Spending Share Fixed 0.20 - 0.20 - 0.20 -
Hgs Average number of hours of work Fixed 0.35 - 0.35 - 0.35 -
&p Calvo parameter (1-prob of re-optimizing)  Fixed 0.75 - 0.75 - 0.75 -
Yp Degree of price indexation to past inflation Beta 0.4 0.2 0.4 0.2 0.4 0.2
Mss Steady State Inflation Fixed 1.0084 - 1.0084 - 1.0084 -
PR Policy rate smoothing parameter Beta 0.75 0.15 0.75 0.15 0.75 0.15
0x MP reaction to inflation expectation Gaussian 1.5 0.15 1.5 0.15 1.5 0.15
Oy MP reaction to output gap Gaussian 0.5/4 0.10 0.5/4 0.10 0.5/4 0.10
[VES Monitoring costs parameter Beta 0.15 0.10 - - 0.15 0.10
A Standard deviation of idiosyncratic shock  Fixed 0.306 - - - 0.306 -
Fox Probability of Default Beta 0.75%  0.2% - - 0.75%  0.2%
G]JE)* Survival probability of entrepreneur Fixed 0.985 - - - 0.985 -
EFx Wealth transfer to new entrepreneurs (%)  Fixed 0.003 - - - 0.003 -
0B+ Share of assets divertible by bankers Beta 0.54 0.15 0.54 0.15 - -
oB+ Survival probability of banks Fixed 0.977 - 0.977 - - -
EB4 Wealth transfer to to new banks Fixed 0.0002 - 0.0002 - - -
Pi Persistence of exogenous shocks Beta 0.5 0.2 0.5 0.2 0.5 0.2
0y Magnitude of Exogenous shocks Inv.Gamma | o0.10 inf 0.10 inf 0.10 inf

(*) These parameters do not enter in the GK model with bank friction.

(+) These parameters do not enter in the Financial Accelerator Model.
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Table C.3: Posterior Distribution

FA Model GK Model FAGK Model
Parameter | Mode Mean 90% CI \ Mode Mean 90% CI \ Mode Mean 90% CI
o 0.79 0.80 [0.84, 0.77] 0.73 0.73 [0.77, 0.69] 0.73 0.76 [0.80, 0.70]
X 0.44 0.47 [0.54, 0.39] 034  0.36  [0.43, 0.29] 0.36 0.40 [0.47, 0.32]
bx 0.76 1.30 [2.03, 0.63] 0.72 0.91 [1.35, 0.44] 0.71 1.14 [1.75, 0.51]
€ 5.69 6.27 [7.73, 4.81] 560  6.19  [7.70, 4.66] 5.55 6.25 [7.75, 4.71]
Oc¢ 1.79 1.81 [2.18, 1.43] 220 224  [2.66,1.82] 1.93 1.91 [2.26, 1.55]
pn 0.73 0.73 [0.93, 0.53] 084 0.84 [1.05,0.63] 0.87 0.84 [1.05, 0.63]
Yp 0.09 0.35 [0.66, 0.04] 0.15 0.42 [0.69, 0.06] 0.11 0.38 [0.66, 0.06]
PR 0.62 0.63 [0.67, 0.59] 0.62 0.62 [0.67, 0.58] 0.62 0.62 [0.66, 0.58]
. 1.62 1.60 [1.75, 1.44] 1.62 1.58 [1.73, 1.43] 1.62 1.57 [1.72, 1.42]
Oy 0.13 0.19 [0.29, 0.08] 0.23 0.25 [0.34, 0.16] 0.22 0.24 [0.32, 0.15]
Op - - [-,-1 0.81 0.79 [0.91, 0.66] 0.80 0.78 [0.91, 0.66]
u 0.08 0.07 [0.10, 0.04] - - [-,-1 0.04 0.04 [0.06, 0.02]
Fr 0.56% 0.59% [0.85%,0.32%] - - [-,-1] 0.60% 0.61% [0.87%,0.33%]
PA 0.82 0.83 [0.87, 0.78] 0.82 0.82 [0.87, 0.78] 0.81 0.81 [0.86, 0.77]
PG 0.78 0.76 [0.84, 0.69] 0.77 0.76 [0.84, 0.67] 0.74 0.74 [0.81, 0.66]
pM - - A - - —s = - - A
Py 0.31 0.30 [0.40, 0.19] 0.32 0.30 [0.43, 0.17] 0.30 0.23 [0.37, 0.08]
PMS 0.56 0.36 [0.61, 0.10] 0.50 0.29 [0.53, 0.07] 0.53 0.32 [0.56, 0.08]
Ppu 0.68 0.68 [0.74, 0.61] 0.65 0.65 [0.72, 0.58] 0.67 0.66 [0.72, 0.59]
PH 099 099  [0.999,0998] | 099  0.99 [0.999,0.998] | 0.99  0.99  [0.999, 0.998]
Pu 0.76 0.76 [0.80, 0.73] - - [-,-1 0.76 0.77 [0.84, 0.72]
POy - - [-,-] 0.75 0.75 [0.79, 0.72] 0.72 0.72 [0.76, 0.68]
100 % oA 0.67 0.66 [0.73, 0.61] 0.70 o.70 [0.80,0.66] | 0.73 0.71 [ 0.78, 0.64]
100 % og 2.38 2.43 [2.61, 2.23] 2.18 220 [2.38,2.02] | 229 2.34 [ 2.54, 2.14]
100 * om 0.20 0.20 [0.21, 0.18] 0.20 0.20 [o0.22,0.18] | 0.20 0.20 [ 0.21, 0.18]
100 % oy 2.13 3.62 [5.51, 1.74] 2.15 275 [ 4.10,1.32] | 2.12 3.53 [ 5.59, 1.59]
100« oms | 10.7 15.8 [22.8,9.5] 11.4 16.7 [ 23.5, 9.5] 10.8 16.5 [23.4,9.1]
100 * opu 0.72 0.76 [0.86, 0.68] 0.71 072 [0.80,0.65] | o0.71 0.73 [ 0.80, 0.66]
100 * oy 1.64 1.73 [1.97, 1.46] 1.72 1.79 [2.03,153] | 1.62 1.67 [ 1.90, 1.45]
100+ 0y, 471 635  [954,33.7] - - [-, -] 76.5 912 [134.1,43.4]
100 * 0@, - - [-, -1 0.62 063 [o072,054] | 054 056 [ 0.63, 0.48]
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Table C.4: Baseline FAGK model: Standard deviations relative to St.deviation of seven key Macro Variables: HP filtered data (1955-2014) vs
Model implied statistics.

0
=
5
Data Model | Data Model | Data Model | Data Model | Data Model | Data Model | Data Model =5
Series Y Y C C I I H H | W W 1] 1] R™  RT f
1 1 1.70 1.65 0.34 0.31 1.16  0.87 | 0.67 1.08 | 6.43 4.07 | 4.61 3.44 8_
C 0.59  0.61 1 1 020 018 | 068 053 | 039 065 | 378 247 | 271 209 !
I 291 3.28 | 495 541 1 1 338 284 | 1.95 354 | 187 13.3 13.4  11.3 Ogi
H 0.86  1.15 146 1.90 | 0.30 0.35 1 1 0.58 1.25 | 553 4.70 | 3.96  3.97 R
W 1.49 0.93 | 2.53 1.53 | 051 0.28 | 1.73 0.80 1 1 958 377 | 686 3.19
TT 016 025 | 026 041 | 005 0.07 | 018 0.21 | 0.10 0.27 1 1 0.72  0.85
R™ 022 029 | 037 048 | 007 009 | 025 0.25 | 0.15 0.31 1.40  1.18 1 1
efpBA 0.04 005 | 006 008 | 001 001 | 004 0.04 | 002 005 |024 019 | 0.17 0.16
efpA 018 024 | 031 040 | 006 0.07 | 021 021 |012 026 | 117 099 | 084 0.84
efpBtotal | 020 026 | 033 043 | o007 008 | o023 023 |o013 028 | 127 107 | 091  0.90
BAAreal | 052 o040 | 089 067 | 018 012 | 061 035 | 035 044 | 337 165 | 249 1.39
NW (FoF) | 283 274 | 482 451 | 097 083 | 329 237 | 1.90 2.95 18.2  11.1 13.1  9.42
NB (FoF) | 837  4.93 143 8.13 | 288 150 | 974 427 | 562 532 | 538 201 | 386 17.0
NB (DS) 8.33 - 14.2 - 2.86 - 9.69 - 5.59 - 53.6 - 38.4 -
NW (DS) | 6.19 - 10.5 - 2.13 - 7.20 - 4.16 - 39.8 - 28.5 -

Model empirical moments are drawn from the posterior distribution.

In the text I refer to each column as [Y] instead of "Y’ or [C] instead of "C’.
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Table C.5: Baseline FAGK model: Correlations with seven key Macro Variables: HP filtered data (1955-2014) vs Model implied statistics.

Data Model | Data Model | Data Model | Data Model | Data Model | Data Model | Data Model
Series Y Y C C I | H H W W T TT R™ R™
Y 1 1
C 0.85  0.50 1 1
I 090 076 | 0.74  0.28 1 1
H 088 o078 | 078 022 | 087 0.62 1 1
W 08 039 | 081 049 | 075 025 | 074 0.20 1 1
TT 0.20 032 | 024 015 | 015 0.11 | 030 0.45 | 0.18 0.12 1 1
R™ 037 0.17 | 034 -0.21 | 0.34 0.04 | 0.51 043 | 021 -0.25 | 0.55  0.54 1 1
efpBA -0.54 -0.11 | -0.45 0.08 |-0.57 -0.16 | -0.46 -0.12 |-0.46 -0.06 |-0.12 0.04 |-0.14 0.02
efpA -0.54 -0.45 |-0.49 -0.13 | -0.52 -0.66 |-0.66 -0.29 |-0.40 -0.14 |-0.52 0.10 |-0.91  0.14
efpB total | -0.60 -0.43 |-0.54 -0.11 |-0.59 -0.64 |-0.69 -0.29 |-046 0.24 |-0.51 0.10 |-0.87 0.13
BAAreal |-033 -0.32 |-0.34 -0.33 |-0.32 -048 |-0.35 -0.09 |-0.31 0.18 |-0.61 0.12 |-0.27 0.66
NW (FoF) | 033 040 | 033 040 | 047 046 | 048 004 | 013 024 | 026 -0.30 | 046 -0.61
NB (FoF) | 046 034 | 035 033 | 052 044 | 038 o0.001 | 043 018 |-0.16 -0.29 | 0.01 -0.64
NB (DS) 0.41 — 0.37 - 0.51 - 0.41 — 0.33 - -0.13 - 0.01 -
NW (DS) | o.41 - 0.46 - 0.43 - 0.41 - 0.36 - -0.08 - 0.12 -

In the text I refer to each column as [Y] instead of "Y’ or [C] instead of 'C’.
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Table C.6: GK model: Standard deviations relative to St.deviation of seven key Macro Variables: HP filtered data (1955-2014) vs Model
implied statistics.

0O
=
5
Data Model | Data Model | Data Model | Data Model | Data Model | Data Model | Data Model =5
Series Y Y C C I I H H | W W 1] 1] R" RV f
1 1 1.70 1.59 | 0.34 0.26 1.16  0.74 | 0.67 1.10 | 6.43 4.66 | 4.61 3.57 a
C 0.59  0.63 1 1 020 0.17 | 068 047 | 039 069 | 378 294 | 271 225 2!
I 291  3.78 | 495 5.99 1 1 338 279 | 1.95 416 | 187 176 | 13.4  13.5 Ogi
H 0.86 1.35 146 2.15 | 0.30 0.36 1 1 058 149 | 553 6.31 | 3.96 4.84 R
W 1.49 091 | 2.53 1.44 | 051 0.24 | 1.73  0.67 1 1 958 4.23 | 6.86  3.25
TT 016 021 | 026 034 | 005 006 | 018 0.16 | 0.10 0.24 1 1 0.72  0.77
R™ 022 028 | 170 044 | 007 007 | 025 021 | 015 031 | 1.40 1.30 1 1
efpBA 0.04 - 0.06 - 0.01 - 0.04 - 0.02 - 0.24 - 0.17 -
efpA 0.18 - 0.31 - 0.06 - 0.21 - 0.12 - 1.17 - 0.84 -
efpBtotal | 020 026 | 033 o041 | o007 o007 |023 019 |013 028 | 127 119 | 091  0.92
BAAreal | 052 042 | 089 066 | 018 011 | 061 031 | 035 046 | 3.37 1.94 | 249 1.49
NW (FoF) | 2.83 - 4.82 - 0.97 - 3.29 - 1.90 - 18.2 - 13.1 -
NB (FoF) | 837  3.95 143 626 | 288 1.05 | 974 292 | 562 435 | 538 184 | 386 14.1
NB (DS) 8.33 - 14.2 - 2.86 - 9.69 - 5.59 - 53.6 - 38.4 -
NW (DS) | 6.19 - 10.5 - 2.13 - 7.20 - 4.16 - 39.8 - 28.5 -

In the text I refer to each column as [Y] instead of Y’ or [C] instead of 'C’.
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Table C.7: GK model: Correlations with seven key Macro Variables: HP filtered data (1955-2014) vs Model implied statistics.

Data Model | Data Model | Data Model | Data Model | Data Model | Data Model | Data Model
Series Y Y C C I | H H W W T TT R™ R™
Y 1 1
C 0.85  0.54 1 1
I 0.90 0.70 | 0.74  0.29 1 1
H 088 083 | 078 046 | 087 056 1 1
W 085 015 | 081 -0.07 | 075 0.20 | 0.74  0.09 1 1
TT 0.20 0.25 | 024 032 | 015 0.21 | 030 041 | 0.18  0.05 1 1
R™ 037 036 | 034 018 | 034 018 | 051 040 | 0.21 -0.12 | 0.55  0.43 1 1
efpBA -0.54 - -0.45 - -0.57 - -0.46 - -0.46 - -0.12 - -0.14 -
efpA -0.54 - -0.49 - -0.52 - -0.66 - -0.40 - -0.52 - -0.91 -
efpB total | -0.60 -0.20 |-0.54 o0.21 |-0.59 -0.55 |-0.69 -0.09 |-0.46 -0.19 |-0.51 0.04 |-0.87 0.18
BAAreal |-033 -003 |-0.34 ©0.09 |-032 -0.36 |-0.35 0.1 |-0.31 -0.25 |-0.61 0.01 |-0.27 0.68
NW (FoF) | 0.33 - 0.33 - 0.47 - 0.48 - 0.13 - 0.26 - 0.46 -
NB (FoF) | 046 006 | 035 o011 | o052 018 | 038 -0.06 | 043 -0.13 |-0.16 -0.21 | 0.01 -0.70
NB (DS) 0.41 — 0.37 - 0.51 - 0.41 — 0.33 - -0.13 - 0.01 -
NW (DS) | o.41 - 0.46 - 0.43 - 0.41 - 0.36 - -0.08 - 0.12 -

In the text I refer to each column as [Y] instead of "Y’ or [C] instead of 'C’.
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Table C.8: FA model: Standard deviations relative to St.deviation of seven key Macro Variables: HP filtered data (1955-2014) vs Model
implied statistics.

0O
=
5
Data Model | Data Model | Data Model | Data Model | Data Model | Data Model | Data Model =5
Series Y Y C C I I H H | W W 1] 1] R" RV f
1 1 170 137 | 034 034 | 116 088 | 067 102 | 643 3.88 | 461 3.52 a
C 0.59 0.73 1 1 0.20 0.25 | 0.68 065 | 039 0.75 3.78  2.83 2.71 2.57 e
I 291 292 | 495  3.99 1 1 338 258 | 195 298 | 187 113 13.4  10.3 Ogi
H 0.86  1.13 146 1.55 | 0.30 0.39 1 1 058 1.16 | 553 439 | 3.96  3.99 R
W 1.49 098 | 253 134 | 051 034 | 173 0.87 1 1 958 380 | 6.86 3.45
TT 016 026 | 026 035 | 005 0.09 | 018 0.23 | 0.10 0.26 1 1 0.72  0.91
R™ 022 028 | 170 039 | 007 010 | 025 0.25 | 0.15 0.29 | 1.40  1.10 1 1
efpBA 0.04 - 0.06 - 0.01 - 0.04 - 0.02 - 0.24 - 0.17 -
efpA 0.18 - 0.31 - 0.06 - 0.21 - 0.12 - 1.17 - 0.84 -
efpBtotal | 020 022 | o033 o030 | o007 008 |023 019 |013 022 |127 085 | 091 0.7
BAAreal | 052 036 | 089 049 | 018 o012 | 061 031 | 035 036 | 337 138 | 249 1.26
NW (FoF) | 2.83 2.01 4.82 275 0.97 0.69 | 3.29 1.77 | 1.90  2.05 182  7.79 13.1 7.07
NB (FoF) | 8.37 - 14.3 - 2.88 - 9.74 - 5.62 - 53.8 - 38.6 -
NB (DS) 8.33 - 14.2 - 2.86 - 9.69 - 5.59 - 53.6 - 38.4 -
NW (DS) | 6.19 - 10.5 - 2.13 - 7.20 - 4.16 - 39.8 - 28.5 -

In the text I refer to each column as [Y] instead of Y’ or [C] instead of 'C’.
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Table C.9: FA model: Correlations with seven key Macro Variables: HP filtered data (1955-2014) vs Model implied statistics.

Data Model | Data Model | Data Model | Data Model | Data Model | Data Model | Data Model
Series Y Y C C I | H H W W T TT R™ R™
Y 1 1
C 0.85  0.61 1 1
I 0.90 0.65 | 0.74  0.35 1 1
H 088 o076 | 078 027 | 087 o0.57 1 1
W 085 033 | 081 056 | o075 012 | 074 0.04 1 1
TT 0.20 030 | 024 019 | 015 0.07 | 030 043 | 018 0.08 1 1
R™ 037 0.11 | 034 -0.23 | 0.34 0.02 | 0.51 040 | 021 -0.39 | 0.55  0.50 1 1
efpBA -0.54 - -0.45 - -0.57 - -0.46 - -0.46 - -0.12 - -0.14 -
efpA -0.54 - -0.49 - -0.52 - -0.66 - -0.40 - -0.52 - -0.91 -
efpB total | -0.60 -0.15 |-0.54 0.03 |-0.59 -0.22 |-0.69 -0.12 |-0.46 -0.07 |-0.51 0.06 |-0.87 0.07
BAAreal |-033 -0.17 |-0.34 -0.31 |-0.32 -0.21 |-0.35 0.01 |-0.31 -0.43 |-0.61 0.03 |-0.27 0.68
NW (FoF) | 033 o0.21 | 033 035 | 047 016 | 048 -0.12 | 0.13 029 | 0.26 -0.34 | 0.46 -0.67
NB (FoF) | 0.46 - 0.35 - 0.52 - 0.38 - 0.43 - -0.16 - 0.01 -
NB (DS) 0.41 — 0.37 - 0.51 - 0.41 — 0.33 - -0.13 - 0.01 -
NW (DS) | o.41 - 0.46 - 0.43 - 0.41 - 0.36 - -0.08 - 0.12 -

In the text I refer to each column as [Y] instead of "Y’ or [C] instead of 'C’.
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Table C.10: Posterior Distribution for the two sub-samples

1985-2004 2005-2014 Full sample
Parameter | Mode Mean 90% CI Mode Mean 90% CI Mode Mean 90% CI
o 0.82 0.82 [0.88, 0.77] 0.78 0.78 [0.84, 0.72] 0.73 0.76 [0.80, 0.70]
X 0.47 0.47 [0.56, 0.37] 0.49 0.52 [0.64, 0.40] 0.36 0.40 [0.47, 0.32]
bx 3.41 3.83 [5.22, 2.38] 0.91 1.10 [1.83, 0.34] 0.71 1.14 [1.75, 0.51]
€ 6.36 6.65 [8.20, 5.10] 6.44 6.63 [8.18, 5.11] 5.55 6.25 [7.75, 4.71]
O¢ 1.51 1.49 [1.91, 1.08] 1.42 1.17 [1.68, 0.66] 1.93 1.91 [2.26, 1.55]
pn 0.59 0.67 [0.97, 0.35] 1.46 1.68 [2.35, 0.96] 0.87 0.84 [1.05, 0.63]
Yp 0.06 0.14 [0.27, 0.01] 0.08 0.19 [0.35, 0.01] 0.11 0.38 [0.66, 0.06]
PR 0.70 0.71 [0.76, 0.65] 0.75 0.72 [0.79, 0.65] 0.62 0.62 [0.66, 0.58]
Or 1.69 1.68 [1.88, 1.47] 1.59 1.60 [1.82, 1.38] 1.62 1.57 [1.72, 1.42]
Oy 0.09 0.14 [0.26, 0.01] 0.06 0.11 [0.22, 0.00] 0.22 0.24 [0.32, 0.15]
u 0.07 0.07 [0.11, 0.02] 0.13 0.11 [0.17, 0.05] 0.04 0.04 [0.06, 0.02]
Op 0.75 0.73 [0.88, 0.58] 0.67 0.65 [0.85, 0.47] 0.80 0.78 [0.91, 0.66]
Ay 0.19 0.19 [0.22, 0.17] 0.24 0.25 [0.30, 0.19] - - [- -]
Fr 0.71% 0.72% [1.04%,0.40%] | 0.70% 0.71% [1.02%,0.41%] || 0.60% 0.61% [0.87%),0.33%]
PA 0.83 0.81 [0.93, 0.69] 0.61 0.65 [0.85, 0.46] 0.81 0.81 [0.86, 0.77]
PG 0.71 0.70 [0.83, 0.56] 0.63 0.64 [0.81, 0.47] 0.74 0.74 [0.81, 0.66]
oM - - -, - - - -, - - - -, -
Py 0.03 0.05 [0.09, 0.01] 0.18 0.25 [0.43, 0.07] 0.30 0.23 [0.37, 0.08]
PMS 0.74 0.65 [0.84, 0.47] 0.18 0.22 [0.39, 0.04] 0.53 0.32 [0.56, 0.08]
Ppu 0.68 0.67 [0.76, 0.57] 0.68 0.69 [0.81, 0.58] 0.67 0.66 [0.72, 0.59]
PH 099 098  [0998,0097] | 099 098  [0.999,0.93] 099 099  [0.999, 0.998]
Pu 0.77 0.76 [0.88, 0.65] 0.79 0.76 [0.88, 0.64] 0.76 0.77 [0.84, 0.72]
PO, 0.81  0.81 [0.87, 0.75] 0.84  0.83 [0.89, 0.78] 072 072 [0.76, 0.68]
100 % oA 0.47 0.48 [0.54, 0.41] 0.60 0.62 [ 0.74, 0.50] 0.73 0.71 [ 0.78, 0.64]
100 % og 1.55 1.58 [1.79, 1.37] 1.56 1.64 [ 1.94, 1.33] 2.29 2.34 [ 2.54, 2.14]
100 * opm 0.14 0.14 [0.15, 0.12] 0.16 0.17 [ 0.20, 0.13] 0.20 0.20 [ 0.21, 0.18]
100 % oy 8.8 10.1 [13.9, 6.3] 1.83 2.27 [ 3.77, 0.72] 2.12 3.53 [ 5.59, 1.59]
100 * oms 6.8 8.3 [11.6, 5.1] 16.1 18.1 [ 24.4, 12.1] 10.8 16.5 [23.4,9.1]
100 opu | 0.63  0.66 [0.78, 0.55] 076 082  [1.05,0.59] 071 073  [0.80,0.66]
100 * oy 1.12 1.14 [1.35, 0.92] 1.97 1.96 [ 2.43, 1.47] 1.62 1.67 [ 1.90, 1.45]
100 * oy, 28.5 36.4 [59.4, 15.0] 32.8 43.8 [ 70.3, 18.5] 76.5 91.2 [ 134.1,43.4]
100 * 0@, 0.52 0.53 [0.66, 0.40] 0.53 0.57 [ 0.73, 0.41] 0.54 0.56 [ 0.63, 0.48]
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C.1. Tables and Figures

Table C.11: Standard deviations in absolute value of actual observables and model-
implied series using Hodrick-Prescott filter.

Data Model
Series 1985-2004 2005-2014 % 1985-2004 2005-2014 % RATIO
[1] Bl | B(G [4] [5] l61 (&)

Y 1.17 1.45 1.25 0.64 0.96 1.48
C 0.83 1.00 1.20 0.59 0.78 1.31

I 3.59 6.06 1.69 2.13 4.47 2.09
H 1.08 1.66 1.54 0.87 1.30 1.50
W 1.26 0.90 0.71 0.86 1.65 1.91
TT 0.16 0.20 1.23 0.19 0.26 1.38
R™ 0.27 0.32 1.16 0.20 0.20 0.99
efpBA 0.03 0.10 3.20 0.02 0.06 3.09
efpA 0.23 0.32 1.39 0.20 0.22 1.12
efpB total 0.24 0.37 1.53 0.20 0.24 1.17
BAA real 0.68 0.96 1.40 0.31 0.41 1.32
NW (FoF) 2.74 9.88 3.60 3.40 2.88 0.85
NB (FoF) 13.6 15.2 1.11 6.16 6.90 1.12
NB (DS) 14.5 22.6 1.56 - - -
NW (DS) 12.8 11.0 0.86 - - -

Table C.12: Change in Standard deviations attributed to each Counterfactual coming

from the last sub-sample estimation.

% A STD attributed to each Counterfactual
Series Data Model | &x Ay u Oy pNon | [1] &[2]
1] [2] [3]1 [4]  [5] (6]
Y 1.25 148 | 141 1.02 1.01 1.00 1.05 1.43
C 1.20 131 |0.94 0.99 1.00 1.00 1.13 0.93
I 1.69 2.09 | 229 1.07 1.02 1.00 1.01 2.36
H 1.54 1.50 | 1.32 1.01 1.01 1.01  1.02 1.34
A% 0.71 1.91 | 1.0y 1.00 1.00 1.03 1.46 1.07
TT 1.23 138 | 097 1.00 1.00 1.03 1.16 0.97
Q - 086 | 0.96 1.13 1.04 0.99 1.05 1.07
Rr - 138 | 1.01 1.00 1.00 1.01 1.14 1.01
R™ 1.16 0.99 | 1.01 1.01 1.01 0.96 1.10 1.01
efpBA 3.20 3.09 | 1.00 1.47 1.67 1.00 1.00 1.47
efpA 139 1.12 | 1.15 1.13 1.02 1.00 1.01 1.31
efpB total | 1.53 1.17 | 1.15 1.15 1.05 1.00 1.01 1.33
BAA real | 1.40 1.32 | 1.09 1.09 1.03 1.00 1.07 1.20
NW (FoF) | 3.60 0.85 | 093 0.94 1.05 0.99 1.03 0.94
NB (FoF) | 1.11 1.12 | 097 1.23 1.17 1.00 1.01 1.23
NB (DS) 1.56 - - - - - - -
NW (DS) | 0.86 - - - - - - -
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C.2. Financial Net Worth Data

C.2 Financial Net Worth Data

Net Worth Variables.

In the baseline framework I have both agents, firm and bank, facing a finan-
cial friction related to their respective financial health. While I do not include
net worth variables in the list of observable series for estimation, I closely
follow how their business cycle properties match that of the model implied
economy. I keep track of two data series related to net worth of firm and bank.
I summarize below the definitions of firm and bank net worth series that I

follow.

The model considers the purchase of tangible assets by firms with financ-
ing from banks and its own net worth. A standard measure in literature
matching this definition is the difference between tangible assets and
credit market liabilities from the Flow of Funds account. This measure is
similar to the readily available net worth series of non-financial non-farm
net worth series provided in the Flow of Funds tables. Their growth rates

are highly correlated (86 %).

The theoretical definition of bank in my model is that of an entity that
accepts deposits from households and issues standard loans, but can also
hold corporate equities in its balance sheet. I use corporate equities on
liability sides of financial business balance sheet from the Flow of Funds
(Table L108) as a proxy for bank net worth. The measure captures all
financial businesses, including investment banks and commercial banks.
There are other financial entities included in this measure which do not
accept household deposits, therefore not qualify based on the theoretical
definition. The weight of other entities not relevant to the definition in

my framework is negligible to affect the properties of the series.
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C.2. Financial Net Worth Data

I do not refer to a commercial bank in my theoretical models (see Christiano
et al. (2010), Rannenberg (2016) for such definition). Limiting my definition of
net worth only to commercial banks would leave a gap between theoretical and
actual definition of net worth. Banks that can hold firm equity on the asset side
of their balance sheets are critical for the second financial friction related to
bank financial health. These kind of banks are financial institutions other than
commercial baks that issue only loans. These intermediaries hold the bulk of
corporate equities on their asset side of their balance sheets. Therefore, I follow
the second moments of the net worth of all financial institutions and compare

it to the theoretical moments of the net worth variable from the model.

As alternative measures I follow stock price indices. Christiano et al. (2010)
use the Dow Jones Wilshire 5000 index but that does not distinguish between
firm and bank net worth. Datastream database provides sector based indices.
I consider stock indices relevant financial and nonfinancial sector provided by
Datastream as alternative measures that take into account the firm and bank

market value respectively.
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