WP/10/34

"\ IMF Working Paper

The Global Integrated Monetary and

Fiscal Model (GIMF) —
Theoretical Structure

Michael Kumhof, Douglas Laxton,
Dirk Muir, and Susanna Mursula

INTERNATIONAL MONETARY FUND



© 2010 International Monetary Fund WP/10/34

IMF Working Paper

Research Department
The Global Integrated Monetary and Fiscal Model (GIMF) — Theoretical Structure
Prepared by Michael Kumhof, Douglas Laxton, Dirk Muir, and Susanna Mursula

February 2010

Abstract

This Working Paper should not be reported as representing the views of the IMF.

The views expressed in this Working Paper are those of the author(s) and do not necessarily represent
those of the IMF or IMF policy. Working Papers describe research in progress by the author(s) and are
published to elicit comments and to further debate. We thank a large number of people both inside
and outside the Fund for encouraging work in this area. This includes Ken Rogoff, Raghu Rajan,
Simon Johnson and Olivier Blanchard. The model builds heavily on previous modeling research
at the Fund and here we would like to single out enormous technical contributions in both theory
and solution techniques by Steve Symansky, Paolo Pesenti, Michel Juillard, and Peter Hollinger.

This working paper presents a comprehensive overview of the theoretical structure of the
Global Integrated Monetary and Fiscal Model (GIMF), a multi-region dynamic general
equilibrium model that is used by the IMF for a variety of tasks including policy analysis,
risk analysis, and surveillance.

JEL Classification Numbers:E62, H21,H39, H63

Keywords: Fiscal Policy Rules, Monetary Policy Rules, Multi-Region DSGE Models,
Overlapping Generations Households, Liquidity Constrained Households,
Financial Accelerator, Macro-Financial Linkages, Raw Materials Sector

Author’s E-Mail Address: mkumhof@imf.org, dlaxton@imf.org, dmuir@imf.org,
smursula@imf.org



mailto:mkumhof@imf.org�
mailto:dlaxton@imf.org�
mailto:dmuir@imf.org�
mailto:smursula@imf.org�

Contents

I. Introduction . . . . . . . . L e 4
II.  Model Overview . . . . . . . . 5
III.  Overlapping Generations Households . . . . . . .. .. .. ... ... .. ......... 7
IV. Liquidity Constrained Households . . . . . . . ... ... ... ... ... .. ..... 13
V.  Aggregate Household Sector . . . . . . . ... ... L 13
VI. Manufacturers . . . . . . . . . . . e 14
VII. Capital Goods Producers . . . . . . . . . . . . . 19
A. GIMF with Financial Accelerator . . . . . .. ... ... ... ... ........ 19

B. GIMF without Financial Accelerator . . . . . . .. .. ... ... .. ....... 20

VIIIL. Entrepreneurs and Banks . . . . . . ... .. . oo 21
IX. Raw-Materials Producers . . . . . . . . . . . . .. . e 26
A. Raw-Materials Output and Storage . . . . . . . ... ... ... ... . 26

B. Raw-Materials Sales . . . . . . . . . . . ... 27

X Unions . . . oo e e 28
XI. Import Agents . . . . . . . .. 30
XII. Distributors . . . . . . . . e e 32
XIII. Investment Goods Producers . . . . . . . . . . .. .. . . 36
XIV. Consumption Goods Producers . . . . . . . . . .. ... .. 39
XV. Retailers . . . . . . . e e 41
XVL Government . . . . . . . . .. e e e e e 43
A. Government Production . . . . . . . . . ... .. .. 43

B. Government Budget Constraint . . . . . . ... .. ... ... ... ... .. ... 43

C. Fiscal Policy . . . . . . . . e 45

1. Dynamic Stability . . . . . . . ... o 45

2. Business Cycle Stabilization . . . . . ... ... ... ... L. 45

D. Monetary Policy . . . . . . . . . o e 47

XVIL Shocks . . . . . . 48
XVIIIL Balance of Payments . . . . . . . . . . . . . 49
XIX. Calibration . . . . . . . . . . 50
XX. Applications of GIMF . . . . . . . . .. 52
A. Central Banks Using GIMF . . . . . . ... ... . 52

B. IMF Area Departments Using GIMF . . . . .. ... ... ... ... ....... 53



Appendices . . . ... e 55

1. Population Growth . . . . . . . . . ... 55

2. Optimality Conditions for OLG Households . . . . . ... ... ... ... .... 56

3. Consumption and Wealth . . . . . . . . . ... ... ... ... .. ... ..., 58

4. Manufacturers . . . . . . . .. e 62

5. Entrepreneur’s Problem - Lognormal Distribution . . . .. .. .. ... ... ... 64

1. Basic Propertiesof "and G . . . . . . . . .. . ... ... ... ... ... 64

2. Basic Properties of the Lognormal Distribution . . . . ... ... ... ... 64

3. Derivations . . . . . . . .. e e 64

4. Final Equation System . . . . . . . .. ... 66

References . . . . . . . . e e e 67
Tables

1. Long Run Growth Rates and Interest Rates . . . . . . . . ... ... ... ........ 68

2. Utility Functions . . . . . . . . . o 68

3. Elasticities of Substitution . . . . . . . . . . . ... 68

4. Steady State Markups . . . . . . ... 68

5. Steady State Expenditure to GDP Ratios . . . . . . .. .. .. ... .. ... ... 69

6.  Steady State Factor Shares and Depreciation Rates . . . . . ... ... ... ... ... 69

7. Miscellaneous Steady State Ratios and Parameters . . . . ... ... ... ... .... 69

8. Financial Accelerator Sector . . . . . . . . . . .. .. 70

9. Monetary Rule Parameters . . . . . . . . . .. ... L 70

10. Fiscal Rule Parameters . . . . . . . . . . . . . e 70
Figures

1.  Goods and Factor Flows in GIMF . . . . .. ... ... .. ... ... .. ... ..... 71

2. Trade Matrix: Intermediate Goods . . . . . . . . . . . . .. ... ... ... 72

3. Trade Matrix: Investment Goods . . . . . . . . . . . . ... ... 72

4. Trade Matrix: Consumption Goods . . . . . . . . . . .. .. ... ... ... ... 73



I. Introduction

This paper presents a comprehensive overview of the theoretical structure of the International
Monetary Fund’s Global Integrated Monetary and Fiscal Model (GIMF). GIMF is a multicountry
dynamic general equilibrium model that is used extensively inside the IMF, and also at a small
number of central banks, for policy and risk analysis. A significant number of GIMF-based IMF
Working Papers and Special Issues Papers has been produced by country desks dealing with
policy questions relating to their respective countries. GIMF simulations have been used to
produce World Economic Outlook scenario analyses, and also a variety of internal risk assessment
analyses, since 2008. Future uses of GIMF will include forecasting exercises based on filtering
historical data.

The traditional strength of GIMF since it was first made available to staff has been its ability to
analyze fiscal policy questions, due to incorporation of a variety of non-Ricardian features that
make not only spending-based but also revenue-based fiscal measures non-neutral. These features
have been deployed intensively in the analyses of the likely short-run effectiveness of recent fiscal
stimulus packages. But, given its focus on the savings-investment balance, GIMF will also be very
useful when the focus turns from short-run stimulus to long-run sustainability, that is to questions
of the link between fiscal deficits and real interest rates, crowding out, and current account
deficits.

Recent events have however also suggested some important extensions to GIMF, most but not all
of which have been completed and are therefore described in this document. The first extension
concerns macro-financial linkages. GIMF now has a financial accelerator mechanism for the
non-financial corporate sector that gives a role to corporate net worth, corporate leverage,
external finance premia and bankruptcies. This is described at length in this document.
Currently under development is a banking sector that intermediates funds between households
and the non-financial corporate sector, and which also has its own net worth and leverage. The
second extension is motivated by the oil-price shocks that hit the world economy in 2008. GIMF
now has a generic raw-materials sector with inelastic supply and with a demand whose price
elasticity can be calibrated according to the raw material under consideration, which will not
always be oil. This sector is also described in this document.

The structure of this paper follows the sectorial breakdown of GIMF. Because GIMF is now a
highly modular tool, many of these sectors can be turned on or off depending on the complexity
needed for the respective application. This modular structure is fully operational in TROLL
versions of GIMF. For DYNARE users a similar modular structure is currently being developed,
but it is not available to end users at this time.

At the end of every section that describes a separate economic agent we add some comments on
this “Modularity”. Specifically, we comment on whether it is advisable, depending on the
question being addressed using GIMF, to turn off the respective feature. Additionally, because
this working paper will also serve a reference for the paper “Fiscal Stimulus to the Rescue?”, we
will comment on what features are present in the version of GIMF used for that paper.



II. Model Overview

The world consists of N countries. The domestic economy is indexed by j = 1 and foreign
economies by j =2, ..., N. In our exposition we will ignore country indices except when
interactions between multiple countries are concerned. It is understood that all parameters except
gross population growth n and gross technology growth g can differ across countries. Figure 1
illustrates the flow of goods and factors for the two country case.

Countries are populated by two types of households, both of which consume final retailed output
and supply labor to unions. First, there are overlapping generations households with finite
planning horizons as in Blanchard (1985). Each of these agents faces a constant probability of
death (1 — 6(j)) in each period, which implies an average planning horizon of 1/ (1 — 6(j)).! In
each period, N(j)n(1 —v(j)) (1 - %) of such individuals are born, where N (j) indexes

absolute population sizes in period 0 and (j) is the share of liquidity-constrained agents.
Second, there are liquidity-constrained households who do not have access to financial markets,
and who consequently are forced to consume their after tax income in every period. The number
of such agents born in each period is N(j)n'(j) <1 — w) .2 Aggregation over different cohorts

n
of agents implies that the total numbers of agents in country j is N(j)n!. For computational
reasons we do not normalize world population to one, especially when our set of countries includes
a small open economy j = 1. In that case we assume N(1) =1, and set N(j) such that
N(1)/ Zé\’ﬁ]\f (7) equals the share of country 1 agents in the world population. In addition to the
probability of death households also experience labor productivity that declines at a constant rate
over their lifetimes. This simplified treatment of lifecycle income profiles is justified by the
absence of explicit demographics in our model, and adds another powerful channel through which
fiscal policies can have non-Ricardian effects. Households of both types are subject to uniform
labor income, consumption and lump-sum taxes. We will denote variables pertaining to these two
groups of households by OLG and LIQ).

Firms are managed in accordance with the preferences of their owners, myopic O LG households,
and they therefore also have finite planning horizons. Each country’s primary production is
carried out by manufacturers producing tradable and nontradable goods. Manufacturers buy
capital services from capital goods producers (in GIMF without Financial Accelerator) or from
entrepreneurs (in GIMF with Financial Accelerator), labor from monopolistically competitive
unions, and raw materials from the world raw-materials market. They are subject to nominal
rigidities in price setting as well as real rigidities in labor hiring and in the use of raw materials.
Capital goods producers are subject to investment adjustment costs. Entrepreneurs finance their
capital holdings using a combination of external and internal financing. A capital income tax is
levied on capital goods producers (in GIMF without Financial Accelerator) or on entrepreneurs
(in GIMF with Financial Accelerator). Unions are subject to nominal wage rigidities and buy
labor from households. Manufacturers’ domestic sales go to domestic distributors. Their foreign
sales go to import agents that are domestically owned but located in each export destination

'In general we allow for the possibility that agents may be more myopic than what would be suggested by a
planning horizon based on a biological probability of death.

*We use the term liquidity-constrained agents, but this could also include agents that simply choose to consume all
of their income. In the literature these agents are commonly referred to as rule-of-thumb consumers or hand-to-mouth
consumers. This is important for interpreting the calibration of the model because we will be using higher estimates
of the shares of these agents than is consistent with micro data on the share of agents in the economy that do not
have any access to credit markets.



country. Import agents in turn sell their output to foreign distributors. When the
pricing-to-market assumption is made these import agents are subject to nominal rigidities in
foreign currency. Distributors first assemble nontradable goods and domestic and foreign tradable
goods, where changes in the volume of imported inputs are subject to an adjustment cost. This
private sector output is then combined with a publicly provided capital stock (infrastructure) as
an essential further input. This capital stock is maintained through government investment
expenditure that is financed by tax revenue and the issuance of government debt. The combined
final domestic output is then sold to consumption goods producers, investment goods producers,
and import agents located abroad. Consumption and investment goods producers in turn combine
domestic and foreign output to produce final consumption and investment goods. Foreign output
is purchased through a second set of import agents that can price to the domestic market, and
again changes in the volume of imported goods are subject to an adjustment cost. This second
layer of trade at the level of final output is critical for allowing the model to produce the high
trade-to-GDP ratios typically observed in small, highly open economies. Consumption goods
output is sold to retailers and the government, while investment goods output is sold domestic
capital goods producers and the government. Consumption and investment goods producers are
subject to another layer of nominal rigidities in price setting. This cascading of nominal rigidities
from upstream to downstream sectors has important consequences for the behavior of aggregate
inflation. Retailers, who are also monopolistically competitive, face real instead of nominal
rigidities. While their output prices are flexible they find it costly to rapidly adjust their sales
volume. This feature contributes to generating inertial consumption dynamics.?

The world economy experiences a constant positive trend technology growth rate g = T;/T;—1,
where T} is the level of labor augmenting world technology, and a constant positive population
growth rate n. When the model’s real variables, say z;, are rescaled, we divide by the level of
technology 7T} and by population, but for the latter we divide by n! only, meaning real figures are
not in per capita terms but rather in absolute terms adjusted for technology and population
growth. We use the notation @; = x;/(Tin!), with the steady state of #; denoted by Z. An
exception to this is quantities of labor, which are only rescaled by n'.

Asset markets are incomplete. There is complete home bias in government debt, which takes the
form of nominally non-contingent one-period bonds denominated in domestic currency. The only
assets traded internationally are nominally non-contingent one-period bonds denominated in the
currency of N. There is also complete home bias in ownership of domestic firms. In addition
equity is not traded in domestic financial markets, instead households receive lump-sum dividend
payments. This assumption is required to support our assumption that firm and not just
household preferences feature myopia.

3The alternative of using habit persistence to generate consumption inertia is not available in our setup. This is
because we face two constraints in our choice of household preferences. The first is that preferences must be consistent
with balanced growth. The second is the necessity of being able to aggregate across generations of households. We
are left with preferences that, while commonly used, do not allow for a powerful role of habit persistence.



III. Overlapping Generations Households

We first describe the optimization problem of OLG households. A representative member of this
group and of age a derives utility at time ¢ from consumption c{F¢, leisure (SF — (9FC) (where
S} is the stochastic time endowment, which has a mean of one but which can itself be a function
of the business cycle, see below), and real balances (M, /Pf) (where PF is the retail price

index). The lifetime expected utility of a representative household of age a at time ¢ has the form

00 1— 1—
1 oLG 1—pOLG v u™ Massi+ v
Et E (Bte)s 7 (Cc?fscfﬂrs)n (StL 7£c?fsﬁ+s) ! + 7 . }; - ) (1)
pors 1—7 1—7 Py

where F; is the expectations operator, # < 1 is the degree of myopia, v > 0 is the coefficient of
relative risk aversion, 0 < n9F¢ < 1%, w™ > 0, and B, is the (stochastic) discount factor.

As for money demand, in the following analysis we will only consider the case of the cashless limit
advocated by Woodford, where v — 0. This has one major advantage for GIMF. Note first that
the combination of separable money in the utility function and monetary policy specified as an
interest rate rule implies that the money demand equation becomes redundant and that inflation
is not directly distortionary for the consumption-leisure decision. But money also has a fiscal role
through the government budget constraint, and any reduction in inflation tax revenue must be
accompanied by an offsetting increase in other forms of distortionary taxation.” Because of this
indirect distortionary effect, an increase in inflation in this model would then actually reduce
overall distortions, which is not plausible. Adopting the cashless limit assumption avoids this
problem, by ensuring that inflation causes no distortions in either direction. GIMF is therefore
clearly not designed to quantify the costs of inflation, and should not be used for that purpose.
OLG
¢

Consumption ¢, ;™ is given by a CES aggregate over retailed consumption goods varieties

cgfc(i), with stochastic elasticity of substitution op,:

TRy
1 Ryt TR, 1
OLG OLG (, o .
Cat = </0 (e (@) 7 dZ) ' 2)
This gives rise to a demand for individual varieties

(OLG () — <PtR(i)>_JRt (OLG (3)

a,t R a,t
B

where P(i) is the retail price of variety i, and the aggregate retail price level P/ is given by
1
R 1 R l-op =Ry
Pl = </ (P(i) ™ dz‘) : (4)
0

A household can hold two types of bonds. The first bond type is domestic bonds denominated in
domestic currency. Such bonds are issued by the domestic government B, and, in the case of

*For flexible model calibration we allow for the possibility that OLG households attach a different weight n®=¢

to consumption than liquidity constrained households. This allows us to model both groups as working during an
equal share of their time endowment in steady state, while O LG households have much higher consumption due to
their accumulated wealth.

®Except for the special case of lump-sum taxation.



GIMF with a Financial Accelerator, by banks lending to the nontradables and tradables sectors,
Bé\ft + BZt. The second bond type is foreign bonds denominated in the currency of country N,
F, . The nominal exchange rate vis-a-vis N is denoted by &, and & F,; are nominal net foreign
asset holdings in terms of domestic currency. In each case the time subscript ¢ denotes financial
claims held from period ¢ to period ¢ + 1. Gross nominal interest rates on domestic and foreign
currency denominated assets held from ¢ to ¢ + 1 are ¢ /(1 + £7) and 4;(N)(1 + 61{ ). For domestic
bonds, ; is the nominal interest rate paid by the domestic government and 53 is a domestic risk
premium, with fi’ < 0 characterizing a situation where the private sector faces a larger marginal
funding rate than the public sector. For foreign bonds, i;(N) is the nominal interest rate
determined in N, and §{ is a foreign exchange risk premium. For country N, i; = i;(N) and

d = 0.5 Both risk premia are external to the household’s asset accumulation decision, and are
payable to a financial intermediary that redistributes the proceeds in a lump-sum fashion either
to foreigners or to domestic households. The functional form of the foreign exchange risk
premium is given by

f_ Yo fa

&t =y + (cat/gdpt — y4)y3 + St > (5)
where Sf ¥ is a mean zero risk premium shock, y; — y4 are parameters, 11 is constrained to
generate a zero premium at a zero current account by the condition y3 = —y2/ (—y4)%*, and
cat/gdpy is the current account-to-GDP ratio. Especially for emerging markets we have found this
functional form to be more suitable than conventional linear specifications because it is
asymmetric, allowing for a steeply increasing risk premium at large current account deficits. But
a linear option is also available in GIMF as

&l =~y (ca/gdps) + S{* . (6)

The functional form of the domestic risk premium can similarly be made to depend on the
government-debt-to-GDP ratio when it is intended to highlight the effect of government
borrowing levels on domestic interest rates. But it can also be treated as an exogenous stochastic
process when the emphasis is on shocks to the interest rate margin between the policy rate and
the rate at which the private sector can access the domestic capital market. For example, recent
financial markets events may be partly characterized by a persistent negative shock to 5? .

Participation by households in financial markets requires that they enter into an insurance
contract with companies that pay a premium of (1;0) on a household’s financial wealth for each
period in which that household is alive, and that encash the household’s entire financial wealth in

the event of his death.”

Apart from returns on financial assets, households also receive labor and dividend income.
Households sell their labor to “unions” that are competitive in their input market and
monopolistically competitive in their output market, vis-a-vis manufacturing firms.

%The most recent version of GIMF is symmetric in that it also allows for a nonzero foreign exchange risk premium
payable by country N.

"The turnover in the population is assumed to be large enough that the income receipts of the insurance companies
exactly equal their payouts.



The productivity of a household’s labor declines throughout his lifetime, with productivity
¢, = ®, of age group a given by
¢, = Kxa ) (7)

where y < 1.8 The overall population’s average productivity is assumed without loss of generality
to be equal to one. Household pre-tax nominal labor income is therefore Wt<1>a,t€gtLG. Dividends
are received in a lump-sum fashion from all firms in the nontradables (/V) and tradables (7")
manufacturing sectors, from the distribution (D), consumption goods producer (C) and
investment goods producer (I) sectors, from the retail (R) sector and the import agent (M)
sector, from all unions (U) in the labor market, from domestic (X) and foreign (F') raw-materials
producers, from capital goods producers (K), and from entrepreneurs (EP) (only in GIMF with
Financial Accelerator), with after-tax nominal dividends received from firm/union i denoted by
Dfl,t(i), j=N,T,D,C,I,R UM, X, F,K, EP. Furthermore, in GIMF with Financial Accelerator
OLG households receive remuneration for their services in the bankruptcy monitoring of firms,
which equal 7brq: = pi¥ rbré\ft +pfH rbr;ﬂt. OLG households are liable to pay lump-sum transfers
T%ZI;G representing a small share of their dividend income to the government, which in turn
redistributes them to the relatively less well off LIQ) agents. Household labor income is taxed at
the rate 71, and consumption is taxed at the rate 7.;. In addition there are lump-sum taxes
Téﬁ%OLG and transfers Tgfc paid to/from the government.? It is assumed that retailers face costs
of rapidly adjusting their sales volume. To limit these costs they therefore offer incentives (or
disincentives) that are incorporated into the effective retail purchase price PtR. The consumption
tax 7., is however assumed to be payable on the pre-incentive price PC.!% P is the marginal
cost of retailers, who combine the output of consumption goods producers, with price level P;,
with raw materials used directly by consumers, with price level PX. We choose P; as our
numeraire. We denote the real wage by w; = W;/P;, the relative price of any good z by

pf = PF/P;, gross inflation for any good = by nf = Pf/PF ;, and gross nominal exchange rate

depreciation by g; = & /& 1.1
The household’s budget constraint in nominal terms is

PROLG 4 pCOLCr ., + Pr#PMC 1 PrQEC 4 Boy + BY, + BT, + & Fuy (8)

a,t Jt

1], Tp— . -
=3 it—1Ba—14-1+ t—i (B(sz—l,tfl + Bgfl,tfl) + i1 (N)EFa-1,-1(1 + 51{11)
(1+&1)

1

AW R 0T (1 — 714 + > / D} (i)di + Pyrbrog + PYSEC .
j=N,T,D,C,I,R,UM,X,F K,EP 0

The OLG household maximizes (1) subject to (2), (7) and (8). The derivation of the first-order
conditions for each generation, and aggregation across generations, is discussed in detail in
Appendices 1-3.

8Declining income profiles are necessary to eliminate excessive sensitivity of human wealth to changes in the real
interest rate, see Faruqee and Laxton (2000). In models with exogenous labor supply and stationary population
shares it can also be shown that declining productivity profiles can be calibrated to produce identical macro behavior
as more plausible hump-shaped life-cycle productivity profiles.

Tt is sometimes convenient to keep these two items separate when trying to account for a country’s overall fiscal
structure, and when allowing for targeted transfers to LIQ agents.

10Without this assumption consumption tax revenue could become too volatile in the short rumn.

'We adopt the convention throughout the paper that all nominal price level variables are written in upper case
letters, and that all relative price variables are written in lower case letters.
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Aggregation takes account of the size of each age cohort at the time of birth, and of the remaining
size of each generation. Using the example of overlapping generations households’ consumption,

we have 0 0\
10 = i1 —v) (1= ) 5 () <04 0

This also has implications for the intercept parameter x of the age-specific productivity
distribution. Under the assumption of an average productivity of one, and for given parameters x
and 6, we obtain k = (n — 0x)/(n — 0).

Several of the optimality conditions that need to be aggregated are, or are derived from, nonlinear
Euler equations. In such conditions, aggregation requires nonlinear transformations that are only
valid under certainty equivalence. Tractable aggregate consumption optimality conditions
therefore only exist for the cases of perfect foresight and of first-order approximations. For our
purposes this is not problematic as all stochastic applications of GIMF will use linear
approximations. However, for the purpose of exposition we find it preferable to present optimality
conditions in nonlinear form. The expectations operator F; is therefore everywhere to be
understood in this fashion.

The first-order conditions for the goods varieties and for the consumption/leisure choice are given
by

oG _ (PE@ON T

o) - () e, (10)
t

ég)LG nOLG 3 (1*7'L,t)

— = w . 11
N(I = $)SF — 1056 ~ 1— 7086 (o 1 7, ) 1

The arbitrage condition for foreign currency bonds (the uncovered interest parity relation) is
given by )
i =i (N)(1 4+ &)1+ ) Eieryy - (12)

The consumption Euler equation on the other hand cannot be directly aggregated across
generations. For each generation we have

EtCa+1,t+1 = Etjtca,t s (13)

1 R ,C g . R, ,C (1=n®FH(-3)
i = <£>V < P+ P Tet ) (Xg W1 (1 — 7o) (07 + 1 Tc,t)) a4

% R C M R C
Tt Pit1 + P Tet+1 wt(l - TL,t)(pt+1 + pt+17'0,t+1)

Here we have used the notation
. " Tt
7 = By = ; (15)
mn (146 (1+&)

where 7y is the real interest rate in terms of final output payable by the government, while 7; is

the real interest rate payable by the private sector. We introduce some additional notation. The
production based real exchange rate vis-a-vis N is e; = (§P;(N))/P;, where P;(N) is the price of
final output in N. We adopt the convention that each nominal asset is deflated by the final
output price index of the currency of its denomination, so that real domestic bonds are

by = B/ P; and real foreign bonds are f; = Ft/Pt(N).
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The subjective and market nominal discount factors are given by

0(1+&0,, 1)

R =115, i fors >0 (=1for s=0), (16)
1 b
Rm:l__[ls:l% for s >0 (=1for s=0), (17)

and the subjective and market real discount factors by

T = 174 fors >0 (=1fors=0), (18)

Tt4i—1

res = 1 fors >0 (=1for s=0). (19)

Tt+1-1
In each case the subjective discount factor incorporates an agent’s probability of death, which

ceteris paribus makes him value near-term receipts more highly than receipts in the distant future.

We now discuss a key condition of GIMF, the optimal aggregate consumption rule of OLG
households. The derivation of this condition is algebraically complex and is therefore presented in
Appendix 3. The final result expresses current aggregate consumption of O LG households as a
function of their real aggregate financial wealth fw; and human wealth hw;, with the marginal
propensity to consume of out of wealth given by 1/©;. Human wealth is in turn composed of
hth, the expected present discounted value of households’ time endowments evaluated at the
after-tax real wage, and hw!*, the expected present discounted value of capital or dividend income
net of lump-sum transfer payments to the government. After rescaling by technology we have

OLCQ, = fuwy + hwy (20)
where
§ N i 7 i (N f
Jwe = Tan [’Ltlbtl + (1_:7521) (szt\il + b?—l) +i-1(V)(1 + ff—l)gtftletll ’ (21)
hwy = hwi + hwi* (22)
. ) Oxg;
hwf = (N(1 =) (b(1 —7,0)SF)) + Et%ghwfﬂ ) (23)

_ Y5 LOLG  <IsOLG | AOLG 09; K
hw* = (Ej:N,T,D,C’,I,R,U,M,X,F,K,EPdg +rbre —TpgT — Ty + 71 ) + Et7hwt+1 , (24)
t

0t
-+ b= . 2
nOLG + t 7:15 @t-i-l ( 5)

R C
+p;T
@t — pt pt C7t

The intuition of (20) is key to GIMF. Financial wealth (21) is equal to the domestic government’s
and foreign households’ current financial liabilities. For the government debt portion, the
government services these liabilities through different forms of taxation, and these future taxes are
reflected in the different components of human wealth (22) as well as in the marginal propensity
to consume (25). But unlike the government, which is infinitely lived, an individual household
factors in that he might not be alive by the time higher future tax payments fall due. Hence a
household discounts future taz liabilities by a rate of at least /6, which is higher than the market
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rate 7+, as reflected in the discount factors in (23), (24) and (25). The discount rate for the labor
income component of human wealth is even higher at 7/0y, due to the decline of labor incomes
over individuals’ lifetimes.

A fiscal consolidation through higher taxes represents a tilting of the tax payment profile from the
more distant future to the near future, so as to effect a reduction in the debt stock. The
government has to respect its intertemporal budget constraint in effecting this tilting, and this
means that the expected present discounted value of its future primary surpluses has to remain
equal to the current debt i;_1b;—1 /7 when future surpluses are discounted at the market interest
rate r¢. But when individual households discount future taxes at a higher rate than the
government, the same tilting of the tax profile represents a decrease in human wealth because it
increases the expected value of future taxes for which the household expects to be responsible.
This is true for the direct effects of lump-sum taxes and of labor-income taxes on labor-income
receipts, and for the indirect effect of corporate taxes on dividend receipts. For a given marginal
propensity to consume, these reductions in human wealth lead to a reduction in consumption.
Note that with 555’ < 0 this effect is not only due to myopia but also to the borrowing spread
between the public and private sectors.

The marginal propensity to consume 1/0; is, in the simplest case of logarithmic utility and
exogenous labor supply, equal to (1 — 86). For the case of endogenous labor supply, household
wealth can be used to either enjoy leisure or to generate purchasing power to buy goods. The
main determinant of the split between consumption and leisure is the consumption share
parameter 1°LC | which explains its presence in the marginal propensity to consume (25). While
other forms of taxation affect the different components of wealth, the time profile of consumption
taxes affects the marginal propensity to consume, reducing it with a balanced-budget shift of such
taxes from the future to the present. The intertemporal elasticity of substitution 1/+ is another
key parameter for the marginal propensity to consume. For the conventional assumption of v > 1
the income effect of an increase in the real interest rate r is stronger than the substitution effect
and tends to increase the marginal propensity to consume, thereby partly offsetting the
contractionary effects of a higher r on human wealth hw;. A larger ~ therefore tends to give rise
to larger interest rate changes in response to fiscal shocks.

Modularity: OLG households are a critical part of the core structure of GIMF, as they are
partly responsible for the short-run effects of fiscal policies, and wholly responsible for the
long-run effects. This sector can therefore not be removed, and is present in “Fiscal Stimulus to
the Rescue?”.
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IV. Liquidity Constrained Households

The objective function of liquidity-constrained (LIQ) households is assumed to be nearly
identical to that of OLG households:'?

00 LIQ _LI1Q\ 1=
£y (80" [1—17 (90" (st-2) ™) ] , (26)
s=0
R

O'Rt71 o‘Rt71
L1 L1 o .
atQ (/ ( atQ( )) i d’L) . (27)
0

These agents can consume at most their current income, which consists of their after tax wage
: LI . o
income plus government transfers TTa?. Their budget constraint is

PtRcLIQ + Ptc aLiQTct < W@, t€ (1 —Trt) + TLIQ + TLIQ — Tff;;LIQ ) (28)

a,t
The aggregated first-order conditions for this problem, after rescaling by technology, are
R

I P(1) Y LI
o - () e, (29)
&'l 4 D Ten) = ol (1 =T + 72+ T - A9 (30)

¢’ Me (-7
< — t .
NoSE— 019 1=nM@ (o + pi es)

GIMF also allows for an alternative version where equation (31) is dropped and is replaced with
an exogenous labor supply, the so-called “rule-of-thumb consumer”.

Modularity: The share of LI(Q) agents in the population is not strictly a part of the core of
GIMF. But it is a critical determinant of the short-run effects of fiscal policies, especially
revenue-based policies, as this sector exhibits a marginal propensity to consume out of current
income of one. RESEM’s recent model comparison exercise for fiscal stimulus measures showed
that there was virtual agreement on this question among modelers of several central banks and
policy institutions. For all applications analyzing short-run fiscal measures this block should
therefore remain part of the model, and it is present in “Fiscal Stimulus to the Rescue?”.

V. Aggregate Household Sector

To obtain aggregate consumption demand and labor supply we simply add the respective
optimality quantities of the different consumers in the economy, OLG and LI() households:

ét - étOLG +c VLIQ (32)

L, = (916 4 M1 (33)

12The distinction of generations could be dropped as all agents must act identically.
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VI. Manufacturers

There is a continuum of manufacturing firms indexed by ¢ € [0, 1] in two separate manufacturing
sectors indexed by J € {N, T}, where N represents nontradables and T" tradables. For prices in
these two sectors we introduce a slightly different index J € {N,TH}, because the index T for
prices is reserved for a different goods aggregate produced by distributors (see below).
Manufacturers buy labor inputs from unions and capital inputs from capital goods producers (in
GIMF without Financial Accelerator) or from entrepreneurs (in GIMF with Financial
Accelerator). Sector N and T manufacturers sell to domestic distributors, and sector 7'
manufacturers also sell to import agents in foreign countries, who in turn sell to distributors in
those countries.'® Manufacturers are perfectly competitive in their input markets and
monopolistically competitive in the market for their output. Their price setting is subject to
nominal rigidities.

We first analyze the demands for their output, then turn to their technology, and finally describe
their optimization problem.

Demands for manufacturers’ output varieties are given by

Ty 9
1 o7 —1 1 o7 —1
oy, —1 Jt oy, —1 Jt
v/ (z) = /Ytj(z,i) T di YTX(1, ) = /YtTX(l,j,z,z’) T di (34)
0 0

where Y,/ (2,7) and Y,/ (z) are variety i and total demands from domestic distributor z in sector J,
and Y,IX (1,4, z,i) and Y,7X (1,7, 2) are variety i and total demands for exports from country 1 to
import agent z in country j. Cost minimization by distributors and import agents generates
demands for varieties

7. —0J . —0

) PJ (’L) t ' ) PTH (’L) Jt )
Y (2,4) = <—;j Y/ (2) , Y (L 2i0) = }TH VI (1,4,2),  (35)
t t

with price indices defined as
1 ﬁ
Pl = / P (i) di . (36)
0

The aggregate demand for variety ¢ produced by sector J can be derived by simply integrating
over all distributors, import agents and all other sources of manufacturing output demand. We

obtain i B

_ Pla)\

Z1(0) - (—;fj)) 7l (37)
t

where Z/ (i) and Z;/ remain to be specified by way of market-clearing conditions for
manufacturing goods.

3There are also some small sales of aggregate manufacturing output back to manufacturing firms, related to
manufacturers’ need for resources to pay for adjustment costs.
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The technology of each manufacturing firm differs depending on whether the raw-materials
sector is included. If it is included, the technology is given by a CES production function in
utilized capital K} (i), union labor U/ (i) and raw materials X/ (i), with elasticities of substitution
€7 between capital and labor, and £y ; between raw materials and capital/labor. An adjustment
cost chvt(i) makes fast changes in raw-materials inputs costly. Labor augmenting productivity is

T; A/, where A{ is a country specific technology shock:!4:15

Zj (i) = F(K{ (i), U] (i), X{ (1)) (38)

ExJ
Exg—1 5K11>5XJ1
b

—((1-ad) S ) T+ @) (70 (1~ G el0) B

1 fz5-1 1 §zs-1 #
M) = (1= o) (7 0) 7 + (@) (mafvd ) B )

If the raw-materials sector is not included, the technology is given by a CES production function
in capital K}/ (i) and union labor U/ (i), with elasticity of substitution ¢, ; between capital and
labor:
7} (i) = F(K{ (i), U{ (i) (39)
1 751 1 fz5-1 é%
—T ((1 oY) (K@) 4 (oY) (LALUY () ) .

We will from now on mostly ignore the version without raw-materials sector, for which the
optimality conditions can be derived in the same fashion as below.

Manufacturing firms are subject to three types of adjustment costs. First, quadratic inflation
adjustment costs G+, (i) are real resource costs that represent a demand for the output of sector
J. They are quadrafic in changes in the rate of inflation rather than in price levels, which is
important in order to generate realistic inflation dynamics. Compared to versions of the Calvo
price setting assumption such adjustment costs have the advantage of greater analytical
tractability. We have:

. 2
P (3)
— i\
al ._¢PJZJ PLG) 10
P,t(z)_ o “t | Tpi . (40)
tjl
P,

To allow a flexible choice of inflation adjustment costs we also allow for a version of Rotemberg
sticky prices, whereby deviations of the actual inflation rate from the inflation target 7; are
costly. These may sometimes be preferable when working with a fixed exchange rates model,
where sticky inflation can give rise to excessively large cycles. These costs are given by!6

Jii 2
GL () = 2P 77 (PE—(Z) _ 7_Tt> . (41)
" 2 7\ P

M Note that, for the sake of clarity, we make a notational distinction between two types of elasticities of substitution.
Elasticities between continua of goods varieties, which give rise to market and pricing power, are denoted by a o
subscripted by the respective sectorial indicator. Elasticities between factors of production, both in manufacturing
and in final goods distribution, are denoted by a £ subscripted by the respective sectorial indicator.

15The factor 7 is a constant that can be set different from one to obtain different levels of GDP per capita across
countries.

'Tn all other instances of nominal rigidities that follow, GIMF offers this as one option. It will however not be
mentioned again in this document.
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Second, adjustment costs on raw-materials inputs enter the production function rather than the
budget constraint, and are given by

Lok <<Xg’<z‘>/<gn>> XtJl)Q | )

Xt t J
2 Xy

where the term gn enters to ensure that adjustment costs are zero along the balanced growth
path.

Third, adjustment costs on labor hiring are again resource costs that enter the budget constraint.
They are given by
2
W Sy (U ()/n) - UL, ()
G, (i) = -2U : 43
U,t(/l’) 9 t Ut"ll(’l) ( )

These costs are somewhat less common in the business cycle literature, and are only included as
an option that can be switched off by setting ¢ = 0.

It is assumed that each firm pays out each period’s after tax nominal net cash flow as dividends
D] (i). It maximizes the expected present discounted value of dividends. The discount rate it
applies in this maximization includes the parameter 6 so as to equate the discount factor of firms
/7 with the pricing kernel for nonfinancial income streams of their owners, myopic households,
which equals BOE; (Ag+1,t4+1/Aa,t). This equality follows directly from OLG households’ first-order
condition for government debt holdings A, ; = SE; ()\a+1,t+1it / (7Tt+1(1 + 55)))

Pre-tax net cash flow equals nominal revenue P} (i)Z; (i) minus nominal cash outflows. The latter
include the wage bill V,U/ (i), where V; is the aggregate wage rate charged by unions, spending on
raw materials PX X/ (i), where P/ is the price of raw materials, and the cost of capital services

RétK,;] (1), where RE ’ is the nominal rental cost of capital in sector J, with the real cost denoted

7"127,15- Other components of pre-tax cash flow are price adjustment costs Ptj G#t(i) that represent a
demand for sectorial manufacturing output Z;/, labor adjustment costs V;Gp (i) that represent a

demand for labor L;, and a fixed cost Pt‘] T,w’. The fixed resource cost arises as long as the firm
chooses to produce positive output. Net output in sector J is therefore equal to

max (0, Z;/ (i) — Tyw”). The fixed cost is calibrated to make the steady-state shares of economic
profits, labor and capital in GDP consistent with the data. This becomes necessary because the
model counterpart of the aggregate income share of capital equals not only the return to capital
but also the profits of monopolistically competitive firms. With several layers of such firms the
profits share becomes significant, and the capital share parameter in the production function has
to be reduced accordingly, unless fixed costs are assumed. More importantly, the introduction of
an additional parameter determining fixed costs allows us to simultaneously calibrate not only
capital income shares and depreciation rates but also the investment-to-GDP ratio. This would
otherwise be impossible. We calibrate fixed costs by first noting that, in normalized form,
steady-state monopoly profits equal Z” /. We denote by s, the share of these profits that
remain after fixed costs have been paid, and we will calibrate this parameter to obtain the desired
investment-to-GDP ratio. We assume that s, is identical across the industries where fixed costs
arise. Then fixed costs in manufacturing are given by

w! = z (1—sz) . (44)

gJ

"Note that, unlike other adjustment costs, this expression treats lagged inputs as external. This has proved more
useful than the alternatives in our applied work.
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The total after tax net cash flow or dividend of the firm is

D] (i) = P/(i)Z{ (i) — iU/ (i) — P X{ (i) — R, K] (i) — P/ Tw” — P/ G}, (i) — ViG{;,(i) . (45)

The optimization problem of each manufacturing firm is

Mazx _ EX2R DY) (46)

{Pgrs (i)vUtJ«rs (Z) 7K7§7+S (Z) 7X£7+S (Z) } s=0

subject to the definition of dividends (45), demands (37), production functions (38), and
adjustment costs (40)-(43). The first-order conditions for this problem are derived in some detail
in Appendix 4. A key step is to recognize that all firms behave identically in equilibrium, so that
P/(i) = P/ and Z/(i) = Z/. Let A/ denote the real marginal cost of producing an additional
unit of manufacturing output. Also, rescale the optimality conditions by technology and
population as discussed above, and denote stochastic markups by pj, = 0,/ (07, — 1). Then the

condition for P/ ( ) under sticky inflation is

£\ J J
(NJt . 1) = ¢ps (UJt - 1) < 7? ) < 7? ) (47)
pt T -1

Ogn vl Zl, (7] el
fEt—ngJ (,th 1) ;:}1 ZE‘Sl t;l t;l _1 :
t

t T

while under sticky prices we have

)\J - -
<MJt_tj - 1) = ¢ps (MJt - 1) Wij (WZ] - 7_Tt) (48)
t

p
99n

J 7 -
1) Diy1 41 -

j _
(rs, — J T+l <7Tt+1 - 7Tt> .
t pJ Z

The first-order condition for labor demand U/ (7) is

P Uy ) <Ut - Utl) Ogn . Vi1 <Ut+1>2 <Ut+1 - Ut)
g, —1 - - : . , 49
< ot ) Pu <Ut 1 Ui Tt v Oy Uy U, (49)

where Fg , is the marginal product of labor

. -1 1
X J V
FUJt _ (1 — Ozvjt) Z; ExJ Aif OzlJ] ﬂv[tJ €27 ‘ (50)
’ TM/ AJUY

The first-order condition for raw-materials demand X/ (i) is
P =N Fxy (51)

where F)J(’t is the marginal product of raw materials

1

. X 77 X/ (X] - X/
Ff,=T o 1— G,y — ok~ L)) (52)
TX/ (1 - G§(7t> Xitg Xioa
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The first-order condition for capital demand is
i =MFicy (53)
where F [‘ét is the marginal product of capital
1 1
. 1—af)Z{\ > (1 —aY) M\ &
FI%,t -7 (M) (%) ) (54)
i

For the sake of completeness we add here the marginal products of labor and capital for the
version of GIMF without raw materials. They are

1
y oY ZI\ Tz
th:mg< Jf) : (55)
’ AJUY
( U ) 27\ T7
. 1—-a%)Z zJ
Bl =71 —=2"L : (56)
) < Kt.]
Rescaled aggregate dividends of firms in each sector are
&l = [ 20— 507 ~ o X7~ K7~ 0iGl — p Gy~ ] 67)
We define aggregate capital and investment as
L=1"+1I, (58)
Ky=KN + Kl (59)

Finally, we turn to the market-clearing conditions for nontradables and tradables. They equate
the output of each sector to the demands of distributors, of manufacturers themselves for fixed
and adjustment costs, and in the case of tradables to the demands of foreign import agents. We
have!®

ZY =Y+ + GE o+ reufl + 57T (60)

Z (1) = V" (1) + W (1) + GRy (1) + réuf 4+ 57 4 PRI V(L ) (61)

where réu is the resource cost associated with variable capital utilization and S;"™"¥"* is the
net effect of entrepreneurs’ output destroying net worth shocks (in GIMF with Financial
Accelerator). The term p;"? in the second market-clearing condition refers to unit-root shocks to
the relative price of exported goods. Specifically, tradables output is converted to exports Y,/
using a technology that multiplies tradables output by 7, = 1/p;"", where p;*? is a unit-root

shock with zero trend growth.

Modularity: The tradables manufacturing sector is part of the core of GIMF and cannot be
removed. The nontradables sector can be removed. For many applications it can however have
critically important effects on the real exchange rate that should not be overlooked. For example,
for applications that aim at a realistic description of worldwide feedback effects of fiscal policies,
including their effects on trade, it is advisable to keep the nontradables sector. Both tradables
and nontradables sectors are therefore present in “Fiscal Stimulus to the Rescue?”.

18The tradables market clearing condition is reported for the example of country 1.
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VII. Capital Goods Producers

A. GIMF with Financial Accelerator

These agents produce the capital stock used by entrepreneurs in the nontradables and tradables
sectors, indexed as before by J € {N,T'}. They are competitive price takers. Capital goods
producers are owned by households, who receive their dividends as lump-sum transfers. They
purchase previously installed capital f(l;] from entrepreneurs and investment goods Ifj] from
investment goods producers to produce new installed capital f(g]H according to

K{, =K/ +sm™r/, (62)
where S{™ is an investment demand shock. They are subject to investment adjustment costs
2
¢r g ((EH/(gn) — I,
Gf, =1 : 63
I,t 2 t Itj_l ( )

The nominal price level of previously installed capital is denoted by Q7. Since the marginal rate
of transformation from previously installed to newly installed capital is one, the price of new
capital is also /. The optimization problem is to maximize the present discounted value of
dividends by choosing the level of new investment I;/:'*

Maz E;2,R, DK, (64)
{ItJJFS s=0
J % inv %
DI = Q] (K +S™1) = Q/ K/ — PL (1 + 61,) . (65)
The solution to this problem is
“ v v > 2 ~ «
) IJ I‘] _ IJ Oan IJ I‘] _ I‘]
J ginv I I t t t—1 g I t41 t41 t
S =npy + < - —F < - . 66
q; Ot Pt + Qb <I£]1> ( Iijil ) t 7 rPis1 Iff] Itf] (66)
The stock of physical capital evolves as
K{ = (1—-6%,) K +sm™1] . (67)

We allow for shocks to the deprecation rate of capital, which in the context of the Financial
Accelerator we will refer to as capital destroying net worth shocks:

5 = 8 + Sprwkshle (68)

Physical capital K is different from the capital rented by manufacturers K; because the stock of
physical capital is subject to variable capital utilization uj. The normalized relationship between
physical capital ng accumulated by the end of period ¢t — 1 and capital Kgf used in manufacturing
in period t is therefore given b . —J

P SIven by K =K, . (69)
The real value of dividends is given by L _ 5

" =gl S I —pi (I +GY,) - (70)

We let df = d{(N —i—df(T, and also Iy = IN + I, K, = KN + K[

Modularity: This sector is part of the core of GIMF, as it determines the dynamics of
investment. It is therefore also present in “Fiscal Stimulus to the Rescue?”.

19 Any value of capital is profit maximizing.
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B. GIMF without Financial Accelerator

Capital goods producers produce the physical capital stock KEI " 1- They rent out capital ng
inherited from period ¢ — 1 to manufacturers in the nontradables and tradables sectors J € {N, T},
after deciding on the rate of capital utilization ut They are competitive price takers and are
subject to a capital income tax. Capital goods producers are owned by households, who receive
their dividends as lump-sum transfers. The accumulation of the physical capital stock is given by

K/ =(1-6%) K + S . (71)
As before, we allow for shocks to the deprecation rate of capital
5 = 8 + Sprwkshle (72)

Investment goods I/ are purchased from investment goods producers, and S/ is an investment
demand shock. Investment is subject to investment adjustment costs

2
(%_%QC //(gn)) - Hﬁ‘ 73)
1

2 I

After observing the time t aggregate shocks the capital goods producer decides on the time t level
of capital utilization u7, and then rents out capital services K (j) = uf K/ (j). High capital
utilization gives rise to high costs in terms of sector J goods, according to the convex

function a(uy) Ky (j), where we specify the adjustment cost function as?’
J
oful) = gt ()’ +0l (1= oyl + 2 (F 1) (74)

The optimization problem is to maximize the present discounted value of dividends by choosing

the level of new investment I,;] , the level of the physical capital stock Ktj-i-l’ and the rate of capital

utilization uy':

Mazx EXXoR, 5Dt+s ) (%)
{I£]+S7K£]+s7ug+s}s:0
J
DI = (1= 7yy) (RiLui — Palu)) + m240%,Q7 ) K{ — B/ (I + G{,) (76)
+Q7 (1 -0%,) K + S{™I7 — Ky)

The first-order conditions for investment demand I/ (i) and capital f(gﬁrl(i) are

I/ I Ogn I/ Il -1/
Sznv — I + I vt t _ t—1 - E A I tv+1 t+1 t 7 7
P + &1y I£]—1 Iij—l t o ¢Ipt+1 IEI IZI ( )

0
QZ] = TTtEt [qz?]+1(1 - 5?{) +(1— Tk,t+1) (u%]+17“g,t+1 - a(ui]H)) + Tk,t+15¥(qg+1] . (78)

The first-order condition for capital utilization is

iy =dlolul + ) (1-al) , (79)

20This follows Christiano, Motto and Rostagno (2007), “Financial Factors in Business Cycles”. Papers where the
model is linearized prior to solving it only require the elasticity o4 of the function a(u:). Because for some applications
GIMF is solved in nonlinear form we require a full functional form.
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and the resource cost associated with variable capital utilization is

Tcu;] = a(ut) t /pt . (80)
The real value of dividends is given by
—J .« «
A = (1= 7r) (ri g0 — a(u)) + 7ridhe,a!) Ky —pf (I +G1,) (81)

~ ~ ~ ~ ~ ~ —~_ _vN _vT
We let df = dE" +dK" andalso [, =IN+IT, K, =K, +K, .

Modularity: This sector is part of the core of GIMF, as it determines the dynamics of
investment. It is therefore also present in “Fiscal Stimulus to the Rescue?”.

VIII. Entrepreneurs and Banks

This sector is based on the models of Bernanke and others (1999) and Christiano and others
(2007). Entrepreneurs in sectors J € {N, T} purchase a capital stock from capital goods
producers and rent it to manufacturers. Each entrepreneur j finances his end of time t capital
holdlngs (at current market prices) Q7 K/, (j) with a combination of his end of time ¢ net worth
N/ (j) and bank loans B/ (j). His balance sheet constraint is therefore given by

Q7 K1 (j) = N/ (5) + BY (4) , (82)

or in real normalized terms by
K, =] (4) + b/ (j 83
i Kiy1()gn = 07 () + b (4) - (83)

After the capital purchase each entrepreneur draws an idiosyncratic shock which changes
K/ 1(j) to w1 K/ 1(j) at the beginning of period ¢ + 1, where wy, ; is a unit mean lognormal
random variable distributed independently over time and across entrepreneurs. The standard
deviation of In(wy, ), 07,4, is itself a stochastic process. While the realization of wy,  is not
known at the time the entrepreneur makes his capital decision, the value of O’%] 1 is known. The
cumulative distribution function of wy ; is given by Pr(w{,; < z) = F/, ().

After observing the time t aggregate shocks the entrepreneur decides on the time ¢ level of

capital utilization u7, and then rents out capital services K (j) = uf K/ (j) to entrepreneurs.

High capital utilization gives rise to high costs in terms of sector J goods, according to the convex
function a(uf)w K/ (j), where we specify the adjustment cost function as

JZEJJ J\2 J(1 I\, J JU_g_
a(ut) 2¢aaa (ut) +¢a (1 Ja) Uy +¢)a 9 1 . (84)

The entrepreneur chooses uj to solve

Mazx [u;]r,it - a(u;])] (1 —me) Wi K/ (j) (85)
Uy

which has the solution
iy = dnoaul + ¢ (1—0o)) . (86)
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The resource cost associated with variable capital utilization is given by
o J N
reu; = a(uy ) Ky /py (87)
The entrepreneur’s real after tax return to utilized capital is given by

J T J J J J T J J J
<Ut+17“k,t+1 —alupy) + <1 - 5Kt+1> Qt+1> — Tkit+1 (Ut+17”k,t+1 —alupy) — 5Kt+1qt+1)

'retit — Et J
) qt
(88)
The nominal return to utilized capital is equal to
Ret,“g,t = ret,“;tm“ . (89)

We assume that the entrepreneur receives a standard debt contract from the bank. This specifies
a loan amount B; and a gross rate of interest iét 41 to be paid if w{ is high enough.
Entrepreneurs who draw wy,; below a cutoff level &, ; cannot pay this interest rate and go
bankrupt. They must hand over everything they have to the bank, but the bank can only recover
a time-varying fraction (1 — y +1) of the value of such firms. The cutoff @y 1 is given by the
condition

Retk],t@i]HQ%]Ki]H(j) = ié,t+1BE](j) . (90)

The bank finances its loans to entrepreneurs by borrowing from households. We assume that the
bank pays households a nominal rate of return i = 4,/ (1 + &}) that is not contingent on the
realization of time ¢ + 1 shocks. The parameters of the entrepreneur’s debt contract are chosen to
maximize entrepreneurial profits, subject to zero bank profits in each state of nature and to the
requirement that i, be non-contingent on time ¢ + 1 shocks. This implies that i]‘]ﬁ 41 and @}, are
both functions of time ¢ + 1 aggregate shocks, in other words the optimal contract specifies
state-contingent schedules of interest rates and bankruptcy cutoffs.

The bank’s zero profit or participation constraint is given by:?!

-J
Wit

(1 - F(a}i]ﬂ)) ii?,tHB{e](j) + (1 - M;‘,]Jrl) . Q;‘,]Ki]Jrl(j)Reti,twf(w)dw = 5tB{t](j) . (91)

This states that the stochastic payoff to lending on the l.h.s. must equal the non-stochastic
payment to depositors on the r.h.s. in each state of nature. The first term on the L.h.s. is the
nominal interest income on loans for borrowers whose idiosyncratic shock exceeds the cutoff level,
wi,; > @], ;. The second term is the amount collected by the bank in case of the borrower’s
bankruptcy, where wy,; < @, ;. This cash flow is based on the return Retétw on capital
investment Q/ th]ﬂ( j), but multiplied by the factor (1 — /L;] +1) to reflect a proportional
bankruptcy cost pf, ;. Next we rewrite (91) by using (90) and (82):

(1 - F(@ZIH)) ‘DZI+1 + (1 - NZI+1) /OWtH wf(w)dw

= Qi K/ 1(j) — N/ (5) -

2INote the absence of expectations operators because this equation has to hold in each state of nature. Likewise
for subsequent equations.

Retil,Q7 K1 (7) (92)




23

We adopt a number of definitions that simplify the following derivations. First, note that capital
earnings are given by RetitQ;{ K/ 1(j). The lender’s gross share in capital earnings is defined as

o0

@l
Ml = [ wlaseldsda+ala [ ieladola. (93)
Wit

while his monitoring costs share in capital earnings is given by ,u;g HG(G);{ +1), Where

-J
Wit
G@an=A wivr fwlo)dwl, (94)

The lender’s net share in capital earnings is therefore I'(@y, ;) — p/ 1 G(&7, ). The entrepreneur’s
share in capital earnings on the other hand is given by

oo

1-T(@/,) = [J (Wijﬂ - @%]H) fwii)dewt, . (95)

t+1

Using this notation and denoting the multiplier of the participation constraint by A;, the
entrepreneur’s optimization problem can be written as

Maz = Ey{(1 - T(@{1)) Reti Q7 K1 () (96)

K1 ()@f

+X [(T(@) — w1 G@])))) Reti,thKtJ—i—l(j) — QY K1 (5) +14N7 (5)] } -
Note the expectations operator: The entrepreneur is risk-neutral and absorbs all aggregate risk,
so that his realized profits depend on time ¢ + 1 shocks, while the bank is guaranteed zero profits
in each state of nature. Before deriving the optimality conditions we rewrite this expression by
dividing through by 7, N/ (j), rewriting the resulting expression in terms of normalized variables,
and finally replacing nominal returns by real returns:

——J
_ Tétlit 4/ K¢ q(j)gn
_JMax (1 —F(ngﬂ)) f 2t TVZ}F:(L) (97)
Kt+1(j)7w%]+1 t J

V‘[:J J—VJ . J—VJ .
Tkt i Kt+1(.7)9n @ Kt+1(.7)9n

+A¢ (F(@i]Jrl) - Ni]+1G(a’Z]+1)) 3 7 () 77 (7) +1

We let Ty, = T(@f4), Gy = G@y1), Tjyqq = O /0], and G,y = 0GY,, /06, We
obtain the following first-order condition with respect to @y, ;:

T —J . “yJ —J .
, réty QE]KtJrI(])gn Teti QE]KtJrl(])gn

-T A ty — il G =0 98
Jt+1 7l ﬁj(j) + A (J,t-i—l M1 J,t+1) 7l ﬁi](ﬂ) ) (98)

which implies I
A = Jt4+1 . (99)

/ J !
Ui — “t+1GJ,t+1
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The condition for the optimal loan contract, that is the first-order condition with respect to

—=J
K. 1(j), can be written using (99) as

Tétlhc]t L Tétlhc]t
Ey (1 - Fi]+1) — + ’ — (Fi]+1 - Ni]+1Gi]+1) -1 ,=0. (100)
{ Tt F/J,t-f—l - “ZI+1Gth+1 Tt
The normalized lender’s zero profit condition is
——J =J
J K, gnreét] J K, gn

Qtfijtg vkml,t (thiui]Gij))i(Itf}th f1=0, (101)

ny_q Tmlt ng_1

where we have replaced time ¢ + 1 and ¢ subscripts with time ¢ and ¢t — 1 subscripts everywhere
because this condition has to hold for each state of nature, that is it has to hold exactly ex-post.
Also, for correct timing we need to define ex-post realized returns for this expression as

(frf = atud) + (1= k) af ) = ae (wir}, — aluf) = h,af)

b
i1

<, J _
Tetkml,t - )

R
ue (1 +£It)—1) 7

rather than using Téti ,—1 and 7_1. Notice that we have omitted entrepreneur specific indices j
for capital and net worth and replaced them with the corresponding aggregate variables. This is
because each entrepreneur faces the same returns Téti , and 7, and the same risk environment
characterizing the functions I' and G. Aggregation of the model over entrepreneurs is then trivial
because both borrowing and capital purchases are proportional to the entrepreneur’s level of net
worth.

'le,t

A key problem for coding the Financial Accelerator version of GIMF in a standard software such
as TROLL and DYNARE consists of finding a closed-form representation for the terms I'/, GY
and their derivatives. In TROLL we can use the hard-wired (like e.g. LOG) PNORM function,
which is the c.d.f. of the standard normal distribution.?? In Appendix 5 we therefore derive the
relevant expressions in terms of PNORM, for which we use the notation ®(.). We obtain the
following set of equations, starting with an auxiliary variable z:

@)+ (o)’

: p : (102)

F (@) = ————expd 2 ()’ (103)
t) — \/%a)ijgi] p 2 t 9

I/=o(z —of)+af (1-@ (%)) , (104)

Gl =@ (5 —df) , (105)

e=1-0(z), (106)

e =@ f (@) - (107)

>2In DYNARE this will have to be replaced by the complementary error function unless the Statistical Toolbox is
available.
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As for the evolution of entrepreneurial net worth, we first note that banks make zero profits at all
times. The difference between the aggregate returns to capital net of bankruptcy costs and the
sum of deposit interest paid by banks to households therefore goes entirely to entrepreneurs and
accumulates. To rule out a situation where over time so much net worth accumulates that
entrepreneurs no longer need any loans, we assume that they regularly pay out to households
dividends which, in terms of sector .J output, are given by divy. Net worth is also subject to
output-destroying shocks S;""*¥*"*  We assume that for an individual entrepreneur both
dividends and output destroying shocks are proportional to his net worth, which given our above
result concerning the proportionality of borrowing and capital purchases to net worth implies that
the evolution of aggregate net worth is a straightforward aggregation of the evolution of
entrepreneur specific net worth. Nominal aggregate net worth therefore evolves as

—J . =
NtJ = T‘Btk]ml,tQi]—th (1 - MZ]GZ]) - itleE]—l - PtJ (divg’ + Si,]’nwyShk> . (108)

This can be combined with the aggregate version of the balance sheet constraint (82) and
normalized to yield

T .
i = Z;Lt i +q 1Kt (Tetkmlt( _Mi]GZ]) — Fmit) = (dwt +Sjnwy8hk> : (109)

Dividends in turn are given by the following expressions:

dFP = pNdiv) + pI'H divl (110)
div] = inc; Jma y gt (ht —ﬁ;]ma> , (111)
mct = [S‘]nw +SJmUd (dﬁvg’+5‘£]’nwy8hk>] /pg, (112)
J.ma J Jma kine 1”;”6‘]
inc; T = <iﬁct (mctJrl ) ) , (113)
ke TrRe
+ nw
i = (af (sl )T (114)

Regular dividends, given by expression (112), are a fraction ng nwd (with S7mwd typically in a
range between 0 and 0.05) of smoothed (moving average) gross returns on net worth invested in
the previous period, as per equation (109). The dividend related net worth shock ng e can
cause temporary losses or gains of net worth that are a pure redistribution between households
and entrepreneurs, without direct resource implications. The second determinant of dividends in
(111) consists of a dividend response to deviations of net worth from its long-run value, the latter
proxied by a moving average of past and future values of net worth. This allows us to model
dividend policy as a tool to rebuild net worth more quickly following a negative shock. The
parameter 6 (typically in a range between 0 and 0.05) measures the increase/decrease in
dividends if net worth rises/falls below its long-run value. The relative price p/ enters because
dividends are in units of sector J output while net worth is in units of final output.

To parameterize moving averages we use a general formula, as in (113) and (114), that minimizes
the number of leads or lags needed. This is critical for computational economy in GIMF. The
same type of formula will be used throughout for all moving average terms, with one exception.
This is that while for dividend income and net worth terms we have found it useful to employ a
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moving average of future terms, all other moving average terms contain only lags, in other words
the t + 1 in the formula becomes t — 1. The terms £/ and k™ index the degree to which the
moving average moves with actual values of income and net worth, with high values (typically
around 10) representing a very slow-moving average and low values allowing for a quicker
adjustment. For backward-looking moving averages, we have found that a value for this coefficient
of around 3 generates reasonable dynamics for quantities like potential output.

Output-destroying and capital-destroying net worth shocks are easier to calibrate if they are
expressed as fractions of steady-state net worth.?? We therefore adopt the definitions

5 jSJ,nwyshk
StJ,nwy _ bt tﬁJ 7 (115)
ok Sr],nwkshquE‘]
coJ,nw t t
Sy =ttt . , (116)
and express the shock processes as autocorrelated shocks to $;"™Y and §;""*.
We define the real sector J bankruptcy monitoring cost as
—=J
. K, (Tetiml,tqg],lu,{G,{)
rbr; = . (117)

p/

This is not a physical resource cost but a remuneration for monitoring work performed. We
therefore assume that it is received by OLG households in the same lumps-sum fashion as
dividends.

Modularity: The Financial Accelerator is a part of the core of GIMF, and is present in “Fiscal
Stimulus to the Rescue?”.

IX. Raw-Materials Producers

A. Raw-Materials Output and Storage

The GIMF raw-materials sector has been constructed primarily with oil in mind. The modeling
team’s priors are that this sector is characterized by extremely low demand and supply
elasticities. This is the main reason, apart from analytical tractability, why the output of raw
materials has been specified as having a zero price elasticity. But there is one drawback to this
approach - without some escape valve on the demand or supply side the simulation of shocks to
this sector can present serious numerical problems. We have therefore added such an escape valve,
and one which is in addition quite plausible. This is that firms in the raw-materials sector can
choose how much of their exogenous endowment they sell in any given period, by adding to or
drawing down from a storage facility.

Specifically, in each period each country receives an endowment flow of raw materials X; " that
is, in the absence of exogenous shocks, constant in normalized terms (i.e. it grows at the rate g).

2 Dividend related shocks are easier to calibrate as they are already in terms of a share of gross returns on net
worth.
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Its raw-materials producers decide on the size of a stored stock of raw materials given by Oy.
Furthermore, storing some raw materials has both benefits and costs in terms of the amount that
becomes available for sales. For simplicity, and because the dynamics of raw-materials storage are
not central to the intended uses of GIMF, these benefits and costs are specified such that the
steady-state stored stock equals zero, specifically as

o_ %0 2
GF = 3o OF — HeOr (118)

The optimization problem of a raw-materials producer is therefore given by

{OM%%O Bz o Re s Py [Xire! = (Opps — Orps—1) — GELy] (119)
t+sSs=0

where P;X is the nominal market price of the raw material. The first-order condition of this
problem is

s 4 pgil
1-— Ko + d)OOt == Etj—X . (120)
Tt pt
Finally, the actual sales of raw materials X;“? are given, in normalized form, by
§ y . Op -
XU = Xevod _ (Ot - = 1> - G9. (121)
an
B. Raw-Materials Sales
The available supply of raw materials Xf “P is sold to manufacturers worldwide, with total
demand for each country given by X@™. The value of a country’s normalized raw-materials
exports is therefore given by
XP = p (X = Xem). (122)

The world market for raw materials is perfectly competitive, with flexible prices that are
arbitraged worldwide. A constant share s of steady-state (after normalization) raw-materials
revenue is paid out to domestic factors of production as dividends dX. The rest is divided in fixed
shares (1 — s%) and s = Z?;Q,s?(l, j) between payments to the government g%, for the case of
publicly-owned producers, and dividends to foreign owners in all other countries ftX . This means
that all benefits of favorable raw-materials price shocks accrue exclusively to the government and
foreigners, and vice versa for unfavorable shocks. This corresponds more closely to the situation
of many countries’ raw-materials sectors than the polar opposite assumption of assuming equal
shares between the three recipients at all times. But it is straightforward to modify the code to
allow for all three factors receiving variable revenue shares. We have

d¥ = sipX X (123)

SR (L g) = sF(L,4) (p X7 —dY) (124)
X=X =V, 75,5, (125)
(126)

g =0 XP —dt = fi
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where by international arbitrage we have
pi =i (N)er . (127)

The dividends received by country 1 households from ownership of country j raw-materials
producers are then given by

] ) 1)
ara, ) = i)l 128
t ( j) ft (j )et(]) ( )
and aggregate dividends are i
di = df (1) = 2L5d (1,5) - (129)

The raw-materials sector is subject to shocks to domestic supply X;“* and to foreign demand,
the latter via the raw-materials share parameter in the manufacturing (O‘l)f(t ) and retail (oz*é(t)
sectors. Total demand for each country is given by

gdem — XT 4 XN 4 XC (130)

where Xtc is demand from the retail sector, that is from direct household consumption. The
market-clearing condition for the raw-materials sector is worldwide, and given by

Y, >sup(j >dem(]
=V, (Xt P _ Xt (”) ~0. (131)

Modularity: This sector is not part of the core of GIMF. It is typically omitted in applications
that do not focus on the role of raw materials. It is not present in “Fiscal Stimulus to the
Rescue?”.

X. Unions

There is a continuum of unions indexed by 4 € [0, 1]. Unions buy labor from households and sell
labor to manufacturers. They are perfectly competitive in their input market and monopolistically
competitive in their output market. Their wage setting is subject to nominal rigidities. We first
analyze the demands for union output and then describe their optimization problem.

Demand for unions’ labor output varieties comes from manufacturing firms z € [0, 1] in sectors
J € {N,T}. The demand for union labor by firm z in sector J is given by a CES production
function with time-varying elasticity of substitution oy,

o

U

1 7u 1 oy, 1
U/ (z) = ( /0 (U (2,4)) vt dz‘) , (132)

where U/ (z,1) is the demand by firm z for the labor variety supplied by union i. Given imperfect
substitutability between the labor supplied by different unions, they have market power vis-a-vis
manufacturing firms. Their demand functions are given by

V(i)

U/ (z,4) = <Tt> i, (133)

where V;(7) is the wage charged to employers by union ¢ and V; is the aggregate wage paid by
employers, given by
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1 ﬁ
Vi = </ Vt(z')l_UUtdi> . (134)
0
The demand (133) can be aggregated over firms z and sectors J to obtain

U, (i) = <Vtéj)>_% U, (135)

where U, is aggregate labor demand by all manufacturing firms.

GIMF allows for three types of wage rigidities. The first two are the conventional cases of
nominal wage rigidities. Sticky wage inflation takes the form familiar from (40),

2

—1] (136)

Vi(i
Vi—1(1)
Vi
Vi—2

. U
i) = 22 T,
and sticky wages follow (41). The level of world technology enters as a scaling factor in (136), as
otherwise these costs would become insignificant over time. The third type of wage rigidities is
real wage rigidities, whereby unions resist rapid changes in the real wage V;/Pf. We define

(i) = P (i)/ (grf). Then these adjustment costs are given by

Vi(i) 2
GY, (i) = Orv (T (i) — 1)? = Orv g [ Y@ (137)
2 2 gr¢
t

The stochastic wage markup of union wages over household wages is given by Y = oy, /(op, — 1).

The optimization problem of a union consists of maximizing the expected present discounted
value of nominal wages paid by firms V;(i)U;(7) minus nominal wages paid out to workers
W3Uy(1), minus nominal wage inflation adjustment costs BG%t(i). Unlike manufacturers, this
sector does not face fixed costs of operation. It is assumed that each union pays out each period’s
nominal net cash flow as dividends DY (i). The objective function of unions is

{%ﬁ%ﬂfmoEtzgioRt,s [(Viss(0) = Wits) Usps(i) = VirsGp ()] (138)
subject to labor demands (135) and adjustment costs (136) or (137). We obtain the first-order
condition for this problem. As all unions face an identical problem, their solutions are identical
and the index ¢ can be dropped in all first-order conditions of the problem, with V;(i) = V; and
U(i) = Up. We let 772/ = Vi /Vi_1, the gross rate of wage inflation, and we rescale by technology.
For sticky wage inflation we obtain the condition

U Wt _ U _ Wy ﬂ/ .
(1) = ot =0 () (35 1) 1)

0 br 1 U, Y, Y,
—E, Qnd)PU (Méj _ 1) Utv—l—l t+1 < t;;l) < t‘tl _ 1) _

For real wage rigidities we have

Wy
Ut

— 1) m" (7p" — 1) (140)

I
-
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-
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5

V41 Upp
—Ey——¢pu (uf —1) ——=—=mpyy (ri — 1) .
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Real “dividends” from union organization, denominated in terms of final output, are distributed
lump-sum to households in proportion to their share in aggregate labor supply. After rescaling
they take the form

df = (v — wy) Uy — 5,G3, - (141)
We also have 0 /0,1 = (Vi/P/Tt)/(Vie1/Pi—1Ti—1), so that
. 1%
T (142)
Vt—1 Ttg

Finally, the labor-market clearing condition equates the combined labor supply of OLG and
LI@ households to the labor demands coming from nontradables and tradables manufacturers,
including their respective labor adjustment costs if applicable, and from unions for wage
adjustment costs. We have:

L=UN+Ul+Gy,+ G, +G%, . (143)

Modularity: This sector is not part of the core of GIMF. But it is required in order to have
sticky wages in the model. Sticky wages and therefore wage adjustment costs at the household
level are not feasible in GIMF due to aggregation problems associated with the OLG structure. In
most applications this sector is not removed because the assumption of flexible wages is not
realistic or empirically successful. This sector is present in “Fiscal Stimulus to the Rescue?”.

XI. Import Agents

Fach country, in each of its export destination markets, owns two continua of import agents, one
for manufactured intermediate tradable goods (T') and another for final goods (D), each indexed
by i € [0,1] and by J € {T, D}. Import agents buy intermediate goods (or final goods) from
manufacturers (or distributors) in their owners’ country and sell these goods to distributors
(intermediate goods) or consumption/investment goods producers (final goods) in the destination
country. They are perfectly competitive in their input market and monopolistically competitive in
their output market. Their price setting is subject to nominal rigidities. We first analyze the
demands for their output and then describe their optimization problem.

Demand for the output varieties supplied by import agents comes from distributors (sector 1) or
consumption/investment goods producers (sectors D), in each case indexed by z € [0, 1]. Recall
that the domestic economy is indexed by 1 and foreign economies by j = 2, ..., N. Domestic
distributors z require a separate CES imports aggregate Y, (1, 7, 2) from the import agents of
each country j. That aggregate consists of varieties supplied by different import agents 4,

Y/M (1,3, 2,14), with respective prices P/M (1, 7,4), and is given by

1 ogm—1 ﬁ}%
Y/M(1,4,2) = ( / (VM (1, 4, 2,1)) "oow dz‘) : (144)
0
This gives rise to demands for varieties of

PtJM(17j7 Z)

—O0JM
V) = (el ) ) (145)
t 9
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i —1
PIM(1, ) = < / PtJM(l,j,z)l—‘”Mdz‘) o (146)
0
and these demands can be aggregated over z to yield
P/M(1,5,)\ 7™
Y,IM(1,4,1) = (t—> Y, M(1,5) . 147
0150 = (S M) (147)

Nominal rigidities in this sector take the form familiar from (40),

PIM(1,5,0) 2
.. Qpim ) PIM(1,5,9)
GHl(1,5,0) = “=YM(1,5) | S — 1| (148)
2 Pt—l(]‘?])

P (1,9)

and the costs represent a demand for the underlying exports. Import agents’ cost minimizing
solution for inputs of manufactured intermediate tradable goods (or final goods) varieties
therefore follows equations (34) - (36) above (or similar conditions for demands of
consumption/investment goods producers). We denote the price of inputs imported from country
j at the border of country 1 by Pt‘]M’Cif (1,7), the cif (cost, insurance, freight) import price. By
purchasing power parity this satisfies P/ (1, §) = g PYH (5)£,(1)/&4(5), where 577 is an
exogenous price shock that equals the inverse of a shock to the technology that converts foreign
exports into domestic imports. In real terms we have

IM,ci . N oD
p/Me (1, 5) = p! T ()P ()

(149)

The optimization problem of import agents consists of maximizing the expected present
discounted value of nominal revenue P/ (1, 5,4)Y;”M (1, 5,4) minus nominal costs of inputs
PIMeT (1 3y, /M (1, §,4), minus nominal inflation adjustment costs PG (1,7,4). The latter
represent a demand for final output. This sector does not face fixed costs of operation. It is
assumed that each import agent pays out each period’s nominal net cash flow as dividends

D{M(1, j,4). The objective function of import agents is

Maz B3R | (P (5,0 = P (L)) VM (1) = PN GEYLL(1,5,9)]
(PR i},

(150)
subject to demands (147) and adjustment costs (148). The first-order condition for this problem,
after dropping firm specific subscripts, rescaling by technology, and letting
s = 0gn/ (oga — 1), has the form:

JM,cif : JM

P (1,5) T (
<MJM—t - 1) = ¢psn (g — 1) <7TZM(
i1

p{™M(1,5)

B0 ey — 1)y P LD YT (L) (i (1)
- - P JM — AN . .
Tt p{M (L, 5) VM (1, 5) \ 7 (L)

The rescaled real dividends of country j’s import agent in the domestic economy, which are paid
out to OLG households in country j, are

d/M(1,5) = ™ (1, 5) — pM T (1, )M (L, 5) — pI™M (1L, H)GEE (L, 5) - (152)
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The total dividends received by OLG households in country 1, expressed in terms of country 1
output, are er(1)

et(j)
dM = d'™ + qPM (154)

di™ = dfM (1) = SiLodi M (5.1)

(153)

Finally, the market-clearing conditions for import agents equate the export volume received
from abroad to the import volume used domestically plus adjustment costs:

V/X(5,1) = YVM(1,5) + GHY (L, 4) - (155)

Modularity: This sector is not part of the core of GIMF. It can be dropped when local currency
pricing (pricing-to-market) is not an important concern of the application. It is therefore
frequently dropped, including in “Fiscal Stimulus to the Rescue?”.

XII. Distributors

Distributors produce domestic final output. They buy domestic tradables and nontradables from
domestic manufacturers, and foreign tradables from import agents. They also use the stock of
public infrastructure free of a user charge. Distributors sell their final output composite to
consumption goods producers, investment goods producers and final goods import agents in
foreign countries. They are perfectly competitive in both their output and input markets.

We divide our description of the technology of distributors into a number of stages. In the first
stage a foreign input composite is produced from intermediate manufactured inputs originating in
all foreign economies and sold to distributors by import agents. In the second stage a tradables
composite is produced by combining these foreign tradables with domestic tradables, subject to
an adjustment cost that makes rapid changes in the share of foreign tradables costly. In the third
stage a tradables-nontradables composite is produced. In the fourth stage the
tradables-nontradables composite is combined with a publicly provided stock of infrastructure.

Foreign input composites Y,’¥(1), J € {T, D}, are produced by combining imports Y,;”*(1, 5)
originating in different foreign economies j and purchased through import agents. A foreign input
choice problem therefore only arises when there are more than 2 countries. Also, distributors use
only the composite indexed by T', while the composite indexed by D is used by consumption and
investment goods manufacturers. We present the problem here in its general form and then
reapply the results when describing these other agents. The CES production function for Y,/¥'(1)
has an elasticity of substitution ¢ ;,, and share parameters ¢/(1,7) that are identical across firms
and that add up to one, Z;V:QC 7(1,4) = 1. We also allow for an additional effect of technology
shocks on the intermediates import share parameters. Specifically, we posit that an improvement
in technology in a foreign country not only leads to a lower cost in that country, but also to a
higher demand for the respective good in all foreign countries, reflecting quality improvements due
to better technology. The import share parameter between countries 1 and j is therefore given by

(1) = (CT(l’j)AtT(j)%(l)> , (156)

T

¢ (1)
(1) = 28,71, H AT G (157)
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where s = 0 corresponds to the standard case while s¢ > 0 introduces positive foreign demand
effects of technological progress. This feature means that technological progress in the tradables
sector leads to a stronger real appreciation. By contrast, for investment and consumption goods
producers we assume ( D(l, 4) = ¢P(1,4). The local currency prices PYM (1, ) of imports in
country 1 are determined by import agents, and the overall cost of the bundle Y,”* (1) is P/ (1).
In the calibration of the model the share parameters ¢7(1, j) will be parameterized using a
multi-region trade matrix. We have the following sub-production function:

=J L Sl é]\%
VIR = (2t 00)F (i .9) B )T (158)
with demands ¢
NP PM(1,5)\ M
v =gt (Lt (159)
and an import price index, written in terms of relative prices, of
1
sJ 1=\ T
pit (1) = <2§V:2< (1.5) (p™(1,9)) JM)l G (160)

Equations (158) and (159) are rescaled by technology and population to generate aggregate
foreign input demand of country 1, Y;/¥(1) and aggregate demands for individual country imports
Y,”M(1, 7). Note that for final goods Y;PF" there is a market-clearing condition because the
imported bundle is sold to both consumption and investment goods producers:

Y,PF = yOF L yIF (161)

In the two country case equations (158)-(160) simplify, after aggregation, to Y,/¥'(1) = Y;/M(1,2)
and p;] F— pg] M In our notation we will now revert to the two-country case and drop the index 1
for Home.

The tradables composite Y, is produced by combining foreign produced tradables Y,7¥" with
domestically produced tradables Y,/ in a CES technology with elasticity of substitution &;.
This technology is modified in three distinct ways that account for important features of
international trade. First, short-term to medium-term trade spillovers from domestic demand
shocks are typically very weak in DSGE models because, when long-run elasticities are
realistically calibrated, the real exchange absorbs much of their effects. We therefore allow for a
quantitative spillover effect whereby an increase in domestic demand for tradables Y; relative to
longer-run or potential output of tradables Y;T’p ° leads to a more than proportional increase in
demand for the imported component of those tradables, the logic being that foreign tradables are
in more elastic supply in the short run. Second, at the previous level we allowed for the possibility
2 > 0, meaning foreign technology shocks affect relative demands for goods from different
countries. We allow for an identical effect, dependent on the same parameter, to affect relative
demands for domestic and foreign tradable goods. Specifically, an improvement in average world
technology increases the relative demand for foreign produced tradables. Third, to prevent an
excessive responsiveness of international trade to real exchange rate movements in the very short
term, the model introduces adjustment costs G;t that make it costly to vary the share of Foreign
produced tradables in total tradables production Y;'*'/Y,T relative to the value of that share in
the aggregate distribution sector in the previous period Y24 /v .
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The domestic and foreign tradables share parameters are therefore given by

- YT —spill™
ay, = oy, (Yif,pot> ' (162)
t
T,pot T T,pot K ﬁ
vt = <Y (vl ) , (163)
T T\*
. afy, (A7)
&k = oot (164)
_%H,
(1 — ok ) (Aﬁw)%
arp, = jT ’ (165)
— aHtN
afy = ofy, (AT + (1= of,,) (AF7)" (166)
B _9dpss(J)
APW = 5N, AT (j) Zheastea®) (167)

The sub-production function for tradables then has the following form:2*:25

1 T 1 T\ T
v - ((a%;w () 7+ (@R (4T - GR) ) . ey
T Prr (R?_l)Q
Fit = 27 (169)
2 14 (Rf-1)
RT =T ao)
t—1
Yo

After expressing prices in terms of the numeraire, and after rescaling by technology and
population, we obtain the aggregate tradables sub-production function from (168) - (170). We
also obtain the following first-order conditions for optimal input choice:

5 o (pFH &7
YTH = 6L YT (—T> , (1)
Dy
TF T o (P o A7\ 67
VIT =GR = by () (o) (172)
t

RE(RE —1)
[1 + (RT - 1)2}2

Of =1-GFy— dpr (173)

24Home bias in tradables use depends on the parameter ary and on a similar parameter apm at the level of final
goods imports.

% For the ratio RY we assume as usual that the distributor takes the lagged denominator term as given in his
optimization.
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The tradables-nontradables composite YtA is produced with another CES production
function with elasticity of substitution £ 4. We again allow for a relative demand effect, this time
of nontradables productivity shocks, with input share parameters given by

1 _
ar, = w , (174)
0th
ANY*
aN, = aNg—t) ’ (175)
Qanp,
an, = an (AN) + (1 —an) . (176)

The sub-production function for the tradables-nontradables composite then has the following
form:

1 %\;1 1 E‘F 5271
U A o A
Y= ((om)ff‘ Y") 7+ (@m)® () ) (177)
The real marginal cost of producing YtA is, with obvious notation for sectorial price levels,
1
- 1—-¢ - 1-£4]T=¢x
pit = [am (o) + an, ()] T (178)

After expressing prices in terms of the numeraire, and after rescaling by technology, we obtain the
aggregate tradables-nontradables sub-production function from (177), and the following
first-order conditions for optimal input choice:

3 3 pN €4
TN v () (179)
Y2
5 5 pT —€a
Vi =an Yy (—;) : (180)
t

For the case where the nontradables sector is excluded from GIMF, we simply have Y, = ¥;" and
A T
by =Dt -

The private-public composite Z7, which we will refer to as domestic final output, is produced
with the following production function:

ZP = YA (KEH O (KPS . (181)

The inputs are the tradables-nontradables composite Y;A and the stocks of public capital KtG 1
and K&?, which are identical for all firms and provided free of charge to the end user (but not of
course to the taxpayer). Note that this production function exhibits constant returns to scale in
private inputs while the public capital stocks enter externally, in an analogous manner to
exogenous technology. The term S is a technology scale factor that can be used to normalize
steady-state technology to one, (KGl)aG1 (KG2)QG2 S=1

The real marginal cost of ZP is denoted as pP¥, while the real marginal cost of Y, is p{. After
expressing prices in terms of the numeraire, and after rescaling by technology and population, we
obtain the normalized production function from (181), and the following first-order condition:

PP (REY) (RE2)" 5 = pi (152



36

The rescaled aggregate dividends of distributors (equal to zero in equilibrium) are

R T S R R R S A (183)

Finally, the market-clearing conditions for this sector equates its output to the demands of
consumption and investment goods producers and of foreign import agents:

ZP =V YOI 4 pers N Y PX (1, ) (184)

Modularity: This sector is part of the core of GIMF. But some elements can be dropped.
Nontradables were already mentioned, in which case (177) would be removed. Public capital
stocks can also be dropped when the effects of public investment are not of interest for the
application. These effects are critical for fiscal multipliers as in “Fiscal Stimulus to the Rescue?”,
which is why they are not dropped in that paper.

XIII. Investment Goods Producers

Investment goods producers buy domestic final output directly from domestic distributors, and
foreign final output indirectly via import agents. They sell the final composite Z] to capital
goods producers, to the government, and back to other investment goods producers for the
purpose of fixed and adjustment costs. There is a continuum of investment goods producers
indexed by 7 € [0,1]. They are perfectly competitive in their input markets and monopolistically
competitive in their output market. Their price setting is subject to nominal rigidities. We first
analyze the demand for their output, then we turn to their technology, and finally we describe
their profit maximization problem.

Demand for investment goods varieties comes from multiple sources. Let z be an individual
purchaser of investment goods. Then his demand D} (2) is for a CES composite of investment
goods varieties ¢, with time-varying elasticity of substitution oy,

91
or,—1

1 i #*_1
Dl(z) = ( /O (D} (2,4)) 7 di) : (185)

with associated demands

I i —0I
DI (z.i) = (P PS)) Di(z) . (186)

where P/(i) is the price of variety i of investment goods output, and P/ is the aggregate
investment goods price level given by

pl = < /O 1 (PL(i))' dz'>ﬁ . (187)

Furthermore, the total demand facing a producer of investment goods variety ¢ can be obtained
by aggregating over all sources of demand z. We obtain

D/ (i) = <P§i§i)>_alt DI, (188)
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where D} (i) and D} remain to be specified by way of a market-clearing condition for investment
goods output. The exogenous and stochastic price markup is given by u! = o7, /(o7 — 1).

The technology of investment goods producers consists of a CES production function that uses
domestic final output Y;/ (i) and foreign final output imported via import agents Y,/¥(4), with a
share coefficient for domestic final output of oz%t and an elasticity of substitution £;. In the same
way as for intermediates trade, we allow for trade spillover effects, and we introduce an
adjustment cost GL,, that makes it costly to vary the share of foreign inputs Y,/¥'(i)/Z1 (i) relative
to the value of that share in the aggregate investment goods distribution sector in the previous
period Y,/ /ZI |. We therefore have

o 1 é!{_l o 1 é!{_l EIE£1
. € . I € . I
AHOE ((agt)“ (@) "+ (1-a, )T (W00 - Gh)) ) . (189)
—spill!
— ZI p
I _ I t
CMHt - CYHt (th,pot> ) (190)
k! 1+1k1
Zlwet — <th (Z{;pft) ) , (191)
RI—1)?
L) = 2 (Ri 1) 5 (192)
’ 2 1+ (RI-1)
Y{F (1)
z[ (i)
RI{: vIE - (193)
t—1
ZI

After expressing prices in terms of the numeraire, and after rescaling by technology and
population, we obtain the aggregate investment goods production function from (189) - (193).
Letting the marginal cost of producing Z/ be denoted by p!!, we also obtain the following
first-order conditions for optimal input choice:

o TH I =1 pf)H e
Yo =ap,Z; <T> : (194)
2
5 _ DFN —¢1 , _ ¢
VI -GL,) = (1-aly,) 7 <%> (o{) " (195)
RI(RI —1)

(196)

We finally turn to the profit maximization problem. It consists of maximizing the expected
present discounted value of nominal revenue PZ!(i)D} (i) minus nominal costs of production
PID](4), a fixed cost PAITyw!, and inflation adjustment costs P?! Gf%t(i)' The latter are real
resource costs that have to be paid out of investment goods output ZtI . Their functional form is
by now familiar:

PZ1(i) 2
I opr 1 | PEL®)
GP¢('L) - TDt Ptéll - 1 . (197)

Z1
Pt72
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Fixed costs are given by

(1—sy) . (198)

It is assumed that the producer pays out each period’s nominal net cash flow as dividends D} (3).
The objective function is

{PZ]\%G€ Etzgo:ORtys [(Ptz-{s(z) - P)tl—i{s) Dg—i—s( ) PtiIsGPt-‘,—s( ) - P)t?f—IsTtJrsWI} s (199)
t+s

subject to product demands (188) and given marginal cost P/{. We obtain the first-order
condition for this problem, again using the fact that all firms behave identically in equilibrium.
Using the equilibrium condition D} = Z/ we obtain

Z1 Z1
Ipt ) I T T
11t =¢pr (1 — 1 -1 (200)
< pZI ( t )<7TtZIl> <7.‘.2£ZI1 )

_E 9gn¢ ( _ )pt+1Zt+1 TrtZ-i{l 7TltZJrll_l
T o 2l \F )\ )

The rescaled aggregate dividends of investment goods producers are
di = pi" (Z] = Gpy —w') —p? "V —p?t YT (201)

Finally, we allow for unit-root and stationary shocks to the relative price of investment
goods. Specifically, the net output of investment goods producers,

X =2{-Gp,—w' (202)
is converted to final output of investment goods Ytl using the technology
= AT X/, (203)

where Al is a stationary technology shock and T} is a unit-root technology shock with zero trend
growth. We define the relative price terms p{ = 1/T/} and p! = 1/A!. Competitive pricing means
that the price of final investment goods equals

pi =6y (204)
The market-clearing condition for investment goods therefore equates output to the demands of
manufacturers (as investors) or capital producers, the government, and the investment goods
producers themselves for fixed and adjustment costs:

Zi - GJID,t —w! =pip! (I + Glt + Glt + YtGI) . (205)

Modularity: This sector is part of the core of GIMF. It was introduced mainly to distinguish
investment and consumption goods in countries’ international trade flows. This is because their
shares in overall trade can differ dramatically between countries or regions, and because
investment and consumption goods imports exhibit very different sensitivity to the business cycle.
This sector is therefore present in “Fiscal Stimulus to the Rescue?”.
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XIV. Consumption Goods Producers

Consumption goods producers buy domestic final output directly from domestic distributors, and
foreign final output indirectly via import agents. They sell the final composite Ztc to
consumption goods retailers, to the government, and back to other consumption goods producers
for the purpose of fixed and adjustment costs. There is a continuum of consumption goods
producers indexed by i € [0, 1]. They are perfectly competitive in their input markets and
monopolistically competitive in their output market. Their price setting is subject to nominal
rigidities. We first analyze the demand for consumption goods, then we turn to consumption
goods producers’ technology, and finally we describe their profit maximization problem.

Demand for the consumption goods varieties comes from multiple sources. Let z be an
individual purchaser of consumption goods. Then his demand D{ () is for a CES composite of
final output varieties ¢, with time-varying elasticity of substitution o¢,:

Dy (2) = ( /0 (D (2.) e dz) o (206)

with associated demands B
oo~ (PO o
Dy (z,4) = P Dy (2) , (207)
t

where P;(i) is the price of variety 7 of consumption goods output, and P; is the aggregate
consumption goods price level given by

P = ( /0 1 (Pi(@))' e dz‘) w : (208)

We choose this price level as the economy’s numeraire. The total demand facing a producer of
consumption goods variety ¢ can be obtained by aggregating over all sources of demand z. We

obtain

P.(i)\ °¢

Dy (i) = (—;ﬁz)) D¢ (209)
t

where DY (i) and D§ remain to be specified by way of a market-clearing condition for consumption
goods output. The exogenous and stochastic price markup is given by uf = o¢,/(0c, — 1).

The technology of consumption goods producers consists of a CES production function that
uses domestic final output Y,“ (i) and foreign final output imported via import agents Y,©(7),
with a share coefficient for domestic final output of a/% 7, and an elasticity of substitution {¢. In
the same way as for intermediates trade, we allow for trade spillover effects, and we introduce an
adjustment cost G%, that makes it costly to vary the share of foreign inputs Y,¢¥ (i) /ZE (i)
relative to the Value of that share in the aggregate consumption goods distribution sector in the
previous period Y,°1'/ZC ;. We therefore have

Ec—1

L = écc;l gc—1
Zf<i>=((a%}t)5c @)+ (1-af, ) (VTR - GR0) | ) . (210)
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1
EC\ 11kC
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After expressing prices in terms of the numeraire, and after rescaling by technology and
population, we obtain the aggregate consumption goods production function from (210) - (214).
Letting the marginal cost of producing Ztc be denoted by ptc ¢ we also obtain the following
first-order conditions for optimal input choice:

5 . (pPH —€c
YR = o, 76 (W) , (215)
by
>CF C C\ ~C pf)F e ~o\ ¢
V=GR = (1-0§) 7 (ee ) (OF) (216)
t
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Of =1-G%y — dre

[1 e 1)2]2 (217)

We finally turn to the profit maximization problem. It consists of maximizing the expected
present discounted value of nominal revenue P;(i)D¢ (i) minus nominal costs of production
PECDE(3), a fixed cost P;T;w®, and inflation adjustment costs PtG%t(i). The latter are real
resource costs that have to be paid out of consumption goods output Z£. Their functional form is

the familiar

Py (4) 2

) ¢ pc P10
GF(0) = 2D Pt_i(l) -1 . (218)
P2
Fixed costs are given by
c_ ot -1
w” =7 2 (1—s7) . (219)

It is assumed that the producer pays out each period’s nominal net cash flow as dividends D ().
The objective function is

o Maz, B 0 Res [(Prrs(i) = PES) Dy (i) = PrysGhy(i) = PrasTiss] (220)
t+s\?)fs=0

subject to product demands (209) and given marginal cost PCC. We obtain the first-order
condition for this problem, again using the fact that all firms behave identically in equilibrium.
Using the equilibrium condition Df = Z& we obtain

(ufpfC = 1) = ¢pe (uf —1) < - ) < = 1) (221)
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The rescaled aggregate dividends of consumption goods producers are
& = 20— PV Y Gy 222

The market-clearing condition for consumption goods equates output to the demands of
consumption goods retailers, the government, and the consumption goods producers themselves
for fixed and adjustment costs:

Z8 = Ct + Y9 +wC + GG, + Gy - (223)

Modularity: This sector is part of the core of GIMF. It was introduced mainly to distinguish
investment and consumption goods in countries’ international trade flows. This is because their
shares in overall trade can differ dramatically between countries, and because investment and
consumption goods imports exhibit very different sensitivity to the business cycle. This sector is
therefore present in “Fiscal Stimulus to the Rescue?”.

XV. Retalilers

There is a continuum of retailers indexed by ¢ € [0, 1]. Retailers combine final output purchased
from consumption goods producers and raw materials purchased from raw-materials producers,
where there are adjustment costs to rapid changes in raw-materials inputs. Retailers sell their
output to households. They are perfectly competitive in their input market and monopolistically
competitive in their output market. Their price setting is subject to real rigidities in that they
find it costly to rapidly adjust their sales volume to changing demand conditions. We first analyze
retailers’ technology, then the demands for their output, and finally their optimization problem.

The technology of each retailer is given by a CES production function in consumption goods
Cret(i) and directly consumed raw materials X{ (i), with elasticity of substitution & y~. An
adjustment cost G%t(i) makes fast changes in raw-materials inputs costly. We have

Exc—1

i) = (1= o) 5 (Cr) T+ ()5 (€0 (1~ 65,0) )™z

c i n)) — X¢ ’
G?{,t(i):%<(){t &/ ;C)l) XH) . (225)

The optimal input choice for this problem, after normalizing by technology and population, and
after dropping the agent specific index i, is given by

Y, X —£
Xf ag, (piX > xe

Gt (1-ap) (1-6%,) \OF

3 cC [ XC _ XxC
of:(1—a§,t— ¢ X ( £ )) (220
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and marginal cost is

c ) e (2) 70T
py = (1—0ag,)+ag, ( ~C> : (227)
Oy
When the raw-materials sector is excluded from GIMF, the above simplifies to Cy = C7* and
C _
py =1

Demand for the output varieties Cy(7) supplied by retailers comes from households, and follows

directly from (10) and (29) as

R/- —OR,

Cy(i) = <Pt 1@) . (228)
B

The optimization problem of retailers consists of maximizing the expected present discounted
value of nominal revenue P(i)Cy(i) minus nominal costs of inputs P Cy (i), minus nominal
quantity adjustment costs P;G¢ (i), where the latter represent a demand for consumption goods
output. This sector does not face fixed costs of operation. The quantity adjustment costs take the

form?26
_ )\ 2
Gty = 85,1V ~CaD' (229)

It is assumed that each retailer pays out each period’s nominal net cash flow as dividends D}().
The objective function of retailers is

Maz 2oBes [(PLE(1) = PS) Cras(i) — PrsGogs(i)] (230)
{Pf.0}2,
subject to demands (228) and adjustment costs (229). The first-order condition for this problem,
after dropping firm specific subscripts, rescaling by technology and population, and letting
kg, = oRr,/ (0Rr, — 1), has the form:

1 pft > 5~ S 2
<_P_tc B ) bo ( —Cp_ 1) th B Et9€/_n¢c <Ct+1v Ct> <C€+1> . (231)
KR, Dy Ci_1 Ci_1 T Cy C,
The real dividends and rescaled adjustment costs of this sector are given by
di* = (pf' = pf)Ci — Gy (232)
< C—C,
Goy = % e, <t—“) . (233)
Ci1

When the retail sector is excluded from GIMF the foregoing simplifies to pft = ptc .

Modularity: This sector is not part of the core of GIMF. But it has never been dropped in
applications, including “Fiscal Stimulus to the Rescue?”. The reason is that consumption
dynamics without this sector becomes very implausible as it exhibits large jumps following shocks.
There is no alternative to retailers to obtain inertial consumption dynamics. This is because the
alternative of habit persistence is ruled out by the necessity of having a utility function consistent
with both balanced growth and with aggregation across generations. In this class of utility
functions habit persistence is only feasible in a form that generates minimal consumption inertia.
The reason for having this sector is therefore similar to the reasons for the union sector (wage
rigidities not feasible at the level of households) and for capital accumulation within firms rather
than households (investment adjustment costs not feasible at the level of households).

20The presence of the growth terms ensures that adjustment costs are zero along the balanced growth path.
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XVI. Government

A. Government Production

The government uses consumption goods Y,%C and investment goods Y,%! to produce government
output ZtG according to a CES production function with consumption goods share parameter
agc and an elasticity of substitution £:

1 g1 1 g1\ g1
Asz%@%m“)%+uw@%m@wc)c- (234)

Denoting the marginal cost of producing Z& by p/“, and normalizing by technology and
population, we then obtain the normalized version of (234) and the following standard input
demands:

VY = ageZf (ptZG)gG ; (235)
o o pl —£a
VO = (- a) 20 (L) (236)
t

We allow for unit-root shocks to the relative price of government output. Specifically, the output
of government goods Z is converted to final output of government goods Y;* using the
technology

Y& =TZ¢ (237)
where TtG is a unit-root technology shock with zero trend growth. We define the exogenous and

stochastic relative price as ﬁtG =1/ TtG. Then competitive pricing means that the final price of

government output equals
o = 07 (238)

Demand for government output Gy comes from government consumption and investment:
Gy = G¢ms - Ginv | (239)
and the market-clearing condition is given by Gy = YtG, and therefore by

Zf =p{Gy . (240)

Modularity: This technology is not part of the core of GIMF. It can be removed by setting the
share parameters of consumption or investment goods to zero. The option is included to allow for
a range of import contents of government output, between the often high content of investment
goods and the often low content of consumption goods. For realism, it is also included in “Fiscal
Stimulus to the Rescue?”.

B. Government Budget Constraint

Fiscal policy consists of a specification of public investment spending Gi*¥, public consumption

spending G, transfers from OLG agents to LI(Q) agents 77, = T%%G = T%ItQ, lump-sum taxes
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Tlst = TiS’OLG + Tis’LlQ, lump-sum transfers ¥y = TPLE 4 TtL 1@ and three different distortionary

taxes 71 ¢, Ter and Tp 4.

Government investment and consumption spending G; = Gi* + G{°™ represents a
demand for government output. Both types of government spending are exogenous and
stochastic. Government investment spending has a critical function in this economy. It augments
the stock of publicly provided infrastructure capital K1, the evolution of which is, after rescaling
by technology and population, given by

K&hgn = (1 —dc1) KE + G | (241)

where d¢1 is the depreciation rate of public capital. Government consumption spending on the
other hand can be modeled as either unproductive or productive by choosing the coefficient ago
in the production function. For the case of age > 0 government consumption accumulates a
second productive capital stock:

KE2gn = (1 —dg2) K2 + GEoms (242)

The government’s policy rule for transfers partly compensates for the lack of asset ownership of
LIQ agents by redistributing a small fraction of OLG agents’s dividend income receipts to LIQ
agents. Specifically, dividends of the retail and union sectors are redistributed in proportion to
LI(Q) agents’ share in consumption and labor supply, while the redistributed share of dividends in
the remaining sectors is ¢, which we will typically calibrate as being smaller than the share i of
LIQ agents in the population, ¢ = 1d*""¢ with d*"*¢ < 1. Finally, in the baseline of GIMF
government lump-sum transfers and taxes are received and paid by LI agents in proportion to
their share in aggregate consumption, but this rule can easily be changed, for example to allow for
transfers that are 100% targeted to LIQ agents. After rescaling by technology we therefore have
the rule:

Fre = o(d) +df +dP +df +di +dY +d¥ +df +df +dPT) (243)
LLIQ SLIQ
G SR | A xls G
e (df + 70— ) + .

The sources of nominal tax revenue are labor income taxes 7r,;W;L;, consumption taxes
Tc,tPtCC't, taxes on the return to capital 742 ;—n T [Ri,t — 5{(tPtq,;]} Ki]7 and lump-sum taxes
P15, We define the rescaled aggregate real tax variable as

y . —J
Fo = Trath Ly + Teapf Cr + Frop + ThaSj=nr [l — 6%, af — alu))] K . (244)

Furthermore, the government issues nominally non-contingent one-period nominal debt B; at the
gross nominal interest rate ¢;. The rescaled real government budget constraint is therefore

. L1 ~ . -
by + 7 + gix = ﬂ_tg;bt_l +ptGGt + 7Ty . (245)
t

Modularity: These equations are part of the core of GIMF, and are therefore included in “Fiscal
Stimulus to the Rescue?”.



45

C. Fiscal Policy

The model makes two key assumptions about fiscal policy. The first concerns dynamic stability,
and the second stabilization of the business cycle.

1. Dynamic Stability

Fiscal policy ensures a non-explosive government-debt-to-GDP ratio by adjusting tax rates to
generate sufficient revenue, or by reducing expenditure, in order to stabilize the overall, interest
inclusive government surplus-to-GDP ratio gsi% at a long-run level of gssi% chosen by policy.

The government surplus is given by

. by W B — 1
gst:—<bt— “)zﬁJrgi(—p,fGGt—Tt—me, (246)
T gn Tgn
and its ratio to GDP (gdp; will be defined below) is
By — B J
gsiot = —1002L——=L — 10022 (247)
Pgdpy gdps

We allow for the possibility that gssi® follows an exogenous stochastic process. We denote the
current value and the long-run target for the government-debt-to-GDP ratio by b}* and bssf®,
expressed as a share of annual GDP. We have the following relationship between long-run
government balance and government-debt-to-GDP ratios:

e om— 1.
%bssgat . (248)

gssyt = —4—2
™gn

Here 7 is the inflation target of the central bank. In other words, for a given nominal growth
rate, choosing a surplus target gss;® implies a debt target bssi% and therefore keeps debt from

exploding.

2. Business Cycle Stabilization

Fiscal policy ensures that the government surplus-to-GDP ratio, while satisfying its long-run
target of gssi%, can also flexibly respond to the business cycle. Specifically, we have the following

structural fiscal surplus rule:

3 t
gdpl®

. . pot ~X  ~pot
+dtaz Tt _VTfO + Jrawmat 9t _ Xt )
gdpy gdpy

The relationship (248) implies that even with d%* = 0 the rule (249) automatically ensures a
non-explosive government-debt-to-GDP ratio of bss{%. But the long-run autoregressive coefficient
on debt in that case, at 1/ (T:gn), is very close to one. Setting d*** > 0 ensures faster

convergence of debt at the expense of more volatile government surpluses.

rat rat debt (irat I oorat gdp gdp{iSheT
gsy = gss;" +d (bt — bss; )+d In| ———+ (249)
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The remaining terms in (249) represent responses to the state of the business cycle. The first
term, which follows d9%_ is an output gap. This uses current and potential Fisher-weighted GDP
ga?p,{c isher and gdpP® as the relevant output measures, and can be calibrated using OECD
estimates of fiscal rules. As for potential GDP, our model allows for unit-root shocks to
technology and to savings, where the latter have permanent real effects due to the non-Ricardian
features of the model. Potential GDP is therefore subject to these nonstationary shocks, and the
fiscal rule has to reflect these changes. This is why potential GDP is proxied by a moving average
of past actual values of GDP.?” For the same reason a number of other model variables require
moving average approximations of their moving “potential” or long-run values, including tax
bases, long-run tradables composites in the formulas for spillovers (see above), and even some
parameters (¢, oL, ko, W, wT, w®, w!) that need to change when the model’s steady state

changes permanently. The moving average expression for potential GDP is given by
1
. . . k99PN 1iyedp
gd tOt _ <gdp{zsh6r (gd tgt1> ) + ' (250)

The second term in the fiscal rule in (249), which follows d'®*, is a tax revenue gap, where
potential tax revenue 7% ° is tax revenue at current tax rates but multiplied by the respective
moving average tax bases:

%?Ot = T tazbase]y + Totarbasery + T tarbaseRy + Tis - (251)
For the moving average tax bases we have

1
- L\ 7, T
tarbasel'} = (tht (taxbasef?,l)kf) Lk (252)

1
- C\ 7,0
tarbase(ty = (ptCC't (tambaseg‘;,l)h ) Lk (253)

1
tarbasex; = YienT ((uirf{t — 6%, qt — a(u})) Ki (taxbase%il)kf) e (254)
The third term in the fiscal rule in (249), which follows d"™? is a raw-materials revenue gap.
Potential raw-materials revenue gg’;’t " is based on estimates of the potential or long-run
international price and domestic output of the raw material, thereby yielding an estimate of
potential dollar revenue. Changes in the real exchange rate are allowed to affect the estimate of
potential revenue in terms of domestic currency. We have

0 X,ma / x7\ vsup,ma 7. T

g,l))(tt = <etpt (N)Xt P - dX) (1 - Sf) ) (255)
where the two moving average terms are given by
1
~ - ~ N\ kPT\ 1+kP7
X,ma X,ma
P ) = () (o) )T (256)
. 1

thup,ma _ <thup (thiL;:zl),ma)ky ) 14+kY ' (257)

*"For applications of the model where unit root processes are not allowed for, potential GDP (and potential tax
bases) can simply be evaluated at their non-stochastic steady state.
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Setting d9tt = @9 = dla* = qrawmat — () in (249) corresponds to a balanced budget rule, which is
highly procyclical and therefore undesirable. Actual fiscal policy in individual countries can
typically be characterized by the degree to which automatic stabilizers work in response to the
business cycle. This idea has been quantified by the OECD, who have produced estimates of d9¢?
for a number of countries. But a small number of countries has instead implemented structural
fiscal surplus rules that can be characterized by d9% = 0 and d"*® = 1.2% In this case during a
boom, when tax revenue exceeds its long run value, the government uses the extra funds to pay
off government debt by reducing the deficit below its long run value. The main effect is to
minimize the variability of fiscal instruments, but it also reduces the variability of output relative
to a balanced budget rule. A more explicitly counter-cyclical rule would set d*** > 1.

The rule (249) is not an instrument rule but rather a targeting rule. Any of the available tax and
spending instruments can be used to make sure the rule holds. The default setting is that this
instrument is the labor tax rate 7 ;, because this is the most plausible choice. However, other
instruments or combinations of multiple instruments are possible. For example, we can posit

Tet =Te +d (10, —71) , (258)

Tkt =Tk + dkter (Tre—7L) - (259)

With dt®® = gkter — 1 this generates a perfect comovement between the three tax rates, while
deter = ke — () means that only labor tax rates change.

Modularity: The fiscal rule is part of the core of GIMF, and are therefore included in “Fiscal
Stimulus to the Rescue?”.

D. Monetary Policy

Monetary policy uses an interest rate rule that features interest rate smoothing and which
responds to (i) deviations of one-year-ahead year-on-year inflation ;112 from the (possibly
time-varying) inflation target 74, (ii) the output gap, (iii) the year-on-year growth rate of
Fisher-weighted GDP, and (iv) deviations of current exchange rate depreciation from its long run
value & = 7;/7;(N). Furthermore, we allow for autocorrelated monetary policy shocks Si™. The
interest rate rule is very general and similar to conventional inflation-forecast-based rules, with
one minor and one important exception. The minor exception is the presence of exchange rate
depreciation, which we will however only use for the case of strict exchange rate targeting, which
can be modeled as d; = 1 and §o — oo. The important exception is that the non-Ricardian
nature of the model implies that there is no unchanging steady-state GDP or real interest rate.
The former has already been discussed in the context of fiscal rules. As for the latter, the term
proxying the nominal interest rate r;?7; includes a geometric moving average of real interest
rates, but this average is more complicated than in the case of GDP. Specifically, it contains
separate moving averages of the underlying pre-risk-premium real interest rate, 7’4, and of the
risk premium itself, £/*®. The former, in order to exclude excessive recent fluctuations in the
domestic real interest rate from the proxy of the underlying equilibrium real interest rate,
includes a smoothed measure of a worldwide GDP-weighted average real interest rate. The

28Under many calibrations of GIMF such rules exhibit superior properties to automatic stabilizers.
29In quarterly versions of GIMF this is replaced by a one-year-ahead four-quarter geometric moving average of
inflation.
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separate smoothing of the risk premium terms is done in the usual way and multiplies T}”O’"ld. We
adopt the notation r¥™* =r,/ ((1 + 5{) (1+ 5?)) and §; = (1 + 5{) (14¢). We also allow for
the inflation rate targeted by monetary policy, 7;, to be a weighted average of current and

one-year-ahead inflation, where the weights d> and 1 — §% can be estimated along with the rest of
the policy rule parameters. Then the complete monetary rule is given by

) 1-6; (Tt (1=0:)6x
i = By (1)’ (rf97,) % (W—t> (260)
s fisher (1-6;)0 5 fisher (1=6:)8ygr e
gdp{"™" " ( gdpl™" v <€t>6 int
5 pot "5 fisher =, t o
gdp} ' gdp{_f &t
fo=mr T (261)
r:q _ T;uorldfzna 7 (262)
5 . _gdpss(j)
Tzuorld — Hé\le (T:ml(J)> =N | gdpss (i) , (263)
1
. . A\ KT\ THET
T;na(]) _ <T§We£(3) <T;7ial(3)> ) , (264)
1
ma ma \K"\ THET
t = (ft( t—l) )Hk . (265)

Modularity: The fiscal rule is part of the core of GIMF, and is therefore included in “Fiscal
Stimulus to the Rescue?”.

XVII. Shocks

c I T X X X ysw N T ,N T
We assume that 8, af,, ay,, ay,, ag,, an,, a5, Xp ) 08, 0p, fy s Hi s

Shmwy  GN nwk St ok Geons and Ginv, and their foreign counterparts, are characterized by both
transitory and unit-root components. Denoting any of these shocks by z; we have

SN, nwd  STynwd  SN,nwy
St 3 St 9 St 9

Ty = (1 — ,01,) Ift + PrTt—1 + ufit s (266)

(@) = In(&_1) +uf . (267)
For the two policy variables gssi% and 7; the transitory components are given by the endogenous
responses of the fiscal and monetary rules, while the permanent components are specified as unit
roots:

In(7¢) = In(7—1) + uf (268)

gssy™ = gssi™ 4 ul* . (269)

For the three relative price processes py, y € {I, G, exp} we also assume unit roots:

In(p{) =In(p;_;) +ut? . (270)
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Interest rate, investment, labor supply, foreign exchange risk premium, government risk premium
and markup shocks are assumed to only have transitory components, and markup shocks in
addition are assumed to be serially uncorrelated:3"

Si™ = (1= pint) + pins Sty + uf™ (271)
S = (1= pin) + PineSES +uf™ (272)
St =1 —=pL)+pLSta+uf | (273)
& = praplly +ul™ (274)

& = papios +ul” (275)

= i <1+ufji) L i=UC,I. (276)

For productivity shocks, we allow country specific technology to follow the U.S.; in the following
way: US: A7 = (1 — pA US) 4 WU JIUS) | 47 WS) 4JUS) (277)

Country j : A,{(j) =(1- pAJ(j)) (A,{(j) + catchup(j) * (A;](US) - A;](US)>) (278)
oD AT efJ(j)A;](j) ‘

The parameter catchup(j) can vary between 0 and 1, and 121%] can be subject to unit-root shocks.
For the stationary shock to the price of investment goods we again allow for catchup growth with

the U.S.: USs: ]5,{([]5) = (1 - pPiUS) 4 efi(US)) + ppi(US)ﬁigS) , (279)

Country j: ﬁf(j) = (1—p"0)) <1 + catchup(j) * <g§i(US) - 1)) + ppi(j)ﬁﬁjl) + efi(j) . (280)

Modularity: Shocks are part of the core of GIMF. But the catching up feature of technology
shocks can be and often is turned off. It is turned off in “Fiscal Stimulus to the Rescue?”.

XVIII. Balance of Payments

Combining all market-clearing conditions with the budget constraints of households and the
government and with the expressions for firm dividends we obtain an expression for the current
account:

_ i 1(N)e(1+ & 3
etft = fe1( );Z;n—i_ft_l)et—lft—l (281)

BTSN (1) + M = p YT
+p Py TSNP (1, §) + dPM - pP Y PE

+ X7 +dF - X

30Inflation persistence in the model is therefore exclusively due to inflation adjustment costs.
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When we repeat the same exercise for all other countries we finally obtain the market-clearing
condition for international bonds,

S fi(i) =0. (282)
The current account balance is given by
cay — etft - 6157__‘_17’5]’_1 . (283)
t

The level of GDP is given by the following expression:

gdpr = p{Ci+pil+pf G+ X} (284)
+pf Ty TSNV (1, ) + dEM = p YT

+p PP YO (L) +dPM =Y

Modularity: This block is part of the core of GIMF, and is therefore included in “Fiscal
Stimulus to the Rescue?”.

XIX. Calibration

We calibrate a five-region version of the model, with regions representing the United States (US),
emerging Asia (AS), the euro area (EU), Japan (JA) and remaining countries (RC). The
denomination of international bonds is in U.S. currency. The calibration described here is for an
annual version of the model that excludes the raw-materials sector. The model has a large
number of unit roots. Therefore, when we mention the calibration of the steady state of the
model we refer to the initial baseline of the economy.

Table 1 lists our assumptions concerning real and nominal growth rates and the long-run
real interest rate. We fix the steady-state world technology growth rate at 1.5% per annum or
g = 1.015 and the world population growth rate at 1% per annum or n = 1.01. The steady-state
inflation rates are 2.0% in US, AS, EU and RC, and 1% in JA. The long-run real interest rate is
equalized across countries, and we assume a steady-state value of 3% per annum or 7 = 1.03. We
find the values of Bt that are consistent with these and the following assumptions.

Table 2 shows the calibration of household utility functions, which are assumed equal across
countries. The parameters # and x are critical for the non-Ricardian behavior of the model. We
assume an average remaining time at work of 20 years, which corresponds to x = 0.95. The
degree of myopia is given by the planning horizon 1/(1 — ), which we assume to equal 10 years,
implying 6 = 0.9. The main criterion used in choosing these parameters is the empirical evidence
for the effect of government debt on real interest rates. Our model is calibrated so that a one
percentage point increase in the government-debt-to-GDP ratio in the U.S. leads to an
approximately three to four basis points increase in the U.S. (and world) real interest rate. This
value is in the middle of the range of estimates provided by Laubach (2003), Engen and Hubbard
(2004) and Gale and Orszag (2004). Household preferences are further characterized by an
intertemporal elasticity of substitution of 0.25, or v = 4. The elasticity of labor supply depends
on the steady-state value of labor supply, which is in turn determined by the leisure share
parameter 1. We adjust this parameter to obtain an elasticity of 0.5, in line with a good part of
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the business cycle literature. Finally, the shares of liquidity-constrained agents in the population
are 25% in US, EU and JA, and 50% in AS and RC. Their shares in dividend income are equal to
half their shares in the population in all regions.

Tables 3 and 4 turn to the calibration of technologies, specifically elasticities and markups. These
are assumed to be equal across countries, while of course factor share parameters, especially trade
shares, are not equal. Tables 5 and 6 deal with the calibration of the main expenditure and factor
shares.

Table 3 shows elasticities of substitution. The elasticity of substitution between capital and
labor in tradables and nontradables &, and £ ;1 equal 1. The elasticities of substitution between
domestic and foreign goods, & x s, Erars €7, &5 and € equal 0.75.31 The elasticities of
substitution between tradables and nontradables, £ 4, and between government consumption
goods and investment goods inputs, £, equal 0.5.

Table 4 shows steady-state markups. Steady state markups in tradables and nontradables
manufacturing iy and fip, and in union wage setting fi;;, equal 1.1. Steady state markups in
investment and consumption goods production zi; and fi-, and in retailing fip, equal 1.05.
Finally, markups of import agents iy, and gy, equal 1.025.

Table 5 shows the decomposition of steady-state GDP at consumer prices into its
expenditure components. These numbers are based on recent historical averages. We note the
very high investment-to-GDP ratio in AS. We make this a feature of the steady state by assuming
a high capital share and a high depreciation rate for AS, see our discussion of Table 6. Figures 2-4
augment Table 5 with more detailed information on international trade flows between all regions.
Finally, in relation to trade we allow for demand effects of technology shocks by setting all
parameters s and 3 equal to 1.

Table 6 shows the decomposition of steady-state GDP at producer prices into its factor
components, depreciation rates of private capital, and factor shares of sectorial
production functions. Except for AS, labor shares equal 60%, and the depreciation rate is 10%
p-a. The nontradables labor share is 6 percentage points higher and the tradables labor share 6
percent lower than this average, reflecting the higher capital intensity of exports. The 50% share
of the value of nontradables production in the overall value of manufacturing output is also a
fairly common assumption supported by evidence. On the other hand, the 50% shares of
consumption and investment goods inputs into the production of government output are arbitrary,
but results are generally insensitive to all but very large deviations from this assumption.

Calibrating the depreciation rate of private capital would ordinarily present a problem given that
we have already fixed the two capital income shares and the investment-to-GDP ratio. The only
three free parameters available for to fix these four values would typically be the two labor share
parameters and the depreciation rate. But in our model the income of capital consists not only of
the return to capital in manufacturing, but also of economic profits due to market power. We
have introduced fixed costs in distribution that partly or wholly eliminate these profits. The
percentage of steady-state economic profits that is eliminated by fixed costs (1-pshare in the code)
can therefore be specified as a third free parameter. This allows us to calibrate the annual
depreciation rate of private capital at the conventional 10 percent for US, EU, JA and RC while
maintaining the investment-to-GDP ratio and capital income shares stated above. For AS we

31The trade spillover parameters spill”, spill’ and spill® are calibrated at 0.175.
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calibrate a 12 percent depreciation rate. Together with the higher assumed capital share for AS
this helps to reproduce that region’s very high investment-to-GDP ratio as a feature of the steady
state.

Table 7 shows miscellaneous steady-state ratios and parameters. Calibrated
government-debt-to-GDP ratios are roughly in line with the data, but will require some
refinement in future work. Net foreign assets-to-GDP ratios on the other hand are based on
detailed work by IMF staff. Table 7 also decomposes tax revenue into its four components. The
assumed shares are used to infer the model’s steady-state tax rates. At this point the shares are
not based on detailed data, but work is in progress to address this. The remaining two items in
Table 7 deal with the specification of public capital stock accumulation and of its productivity.
We adopt Kamps’ (2004) 4 percent per annum estimate of the depreciation rate of public capital,
or g = 0.04. Ligthart and Sudrez (2005) estimate that the elasticity of aggregate output with
respect to public capital equals 0.14, which based on model simulations requires ag = 0.1.

Table 8 shows our calibration of the financial accelerator sector. With some exceptions this
calibration is generally based on those of Christiano and others (2007) and Bernanke and others
(1999). We are in the process of updating this calibration with better data, and to allow us to
differentiate better between regions. Our calibration fixes three key ratios. First, leverage, defined
as the ratio of corporate debt to corporate equity, equals 100 in all sectors and regions. Second,
the share of firms that goes bankrupt in any given year equals 8 percent. Third, the steady-state
external finance premium equals 1.5 percent. Together these values endogenize the steady-state
values of firm riskiness "V and 7, steady-state bankruptcy monitoring costs i’ and i’ and the
steady-state shares of net worth distributed as dividends, S™V""v4 and ST-"we,

Table 9 lists the monetary rule parameters in all five regions. For most regions this
calibration is based on estimation results of reaction functions for an annual model. For AS we
assume a fixed exchange rate.

Table 10 lists the fiscal rule parameters in all five regions. The calibration assumes target
surplus-to-GDP ratios consistent with the government-debt-to-GDP ratios calibrated above.
Furthermore, it uses OECD estimates of countercyclical rule coefficients whereby the government
surplus-to-GDP ratio responds to the output gap.

XX. Applications of GIMF

A. Central Banks Using GIMF

At the present time five central banks have started to work with GIMF at different levels of
intensity.

The HongKong Monetary Authority (HKMA) started work in 2008Q3/4, supported by an
APD Technical Assistance mission. They have produced a HKMA working paper on GIMF, and
are using the model internally for area-wide policy simulations. HKMA staff have also presented
GIMF-based policy work at workshops in Asia, with interest shown by other central banks in the
region.
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The Central Bank of Russia (CBR) started work in 2008Q4, supported by two RES Technical
Assistance missions, and by visits of the Russian modeling team to IMF HQ. CBR started to use
a production version of GIMF for policy simulations, and are actively involved in our new project
of filtering GIMF, in this case with Russia — Rest of the World data. Russia is a test case for the
oil sector in GIMF. Products so far include one finished working paper exploring fiscal and oil
sector shocks for Russia.

Banco de Portugal (BdP) started work independently in 2007, after their staff attended several
of our Modeling Workshops in Washington. A small team at BdP has adapted GIMF to the
Portuguese setting, especially the monetary union and small open economy aspects but also a full
specification of fiscal policy rules, with a very user friendly MATLAB front-end. This is now a
production model at BdP, called PESSOA. Products so far include a working paper “Improving
Domestic Competition, Fostering Growth in the Portuguese Economy”.

Banco Central de Reserva de Perii started work in late 2008, with technical support from
RES and WHD. The first step was to convert TROLL-based GIMF into a DYNARE-based
version calibrated to Peru. Projects are in the pipeline.

Banque de France (BdF) started work on GIMF in 2008Q4. This is part of our collaboration
with Michel Juillard’s team at BdF, where GIMF is intended to be used for policy simulations.
The main initial project is the translation of GIMF’s TROLL code into a DYNARE version that
can handle extensive steady-state recalibrations, and that will therefore be much easier to use by
other users in policy institutions. The DYNARE code is not finished yet, but very substantial
progress has been made.

B. IMF Area Departments Using GIMF

The following is an incomplete listing of projects carried out by area departments that have used
GIMF.

e Allard, C., 2008, “Macroeconomic Effects of EU Transfers in New Member States”, SIP,
Poland Article IV, IMF Country Report 08/131.

e Allard, C. and S. Mufioz, March 2008, “Challenges to Monetary Policy in the Czech
Republic — An Integrated Monetary and Fiscal Analysis”, IMF Working Paper 08/72.

e Arslanalp, Serkan, 2008, "Bangladesh Tax Reform Scenarios", SIP, Bangladesh Article IV.

e Berkmen, P., 2009, "Macroeconomic Responses to Terms-of-Trade Shocks: A Framework
For Policy Analysis For the Argentine Economy", IMF Working Paper 09/117.

e Canales Kriljenko, J., 2009, “Countercyclical Fiscal Policies under Alternative Monetary
Policy Frameworks”, Box 2.5. in WHD’s Spring 2009 Regional Economic Outlook.

e Clements, B., E. Flores and D. Leigh, 2009, "Monetary and Fiscal Policy Options for
Dealing with External Shocks: Insights from the GIMF for Colombia", IMF Working Paper
09/59.

e Flanagan, M., 2008, "Resolving a Large Contingent Fiscal Liability: Eastern European
Experience", Study at the request of Ukrainian authorities, IMF Working Paper 08/159.
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Freedman, C., M. Kumhof, D. Laxton and J. Lee, 2009, "The Case for Global Fiscal
Stimulus", IMF Staff Position Note 2009/3.

Gueorguiev, N., 2008, "Can Fiscal Policy Boost Growth and Employment in South
Africa?", SIP, South Africa Article IV, forthcoming.

Gueorguiev, N.; 2009, "Between Scilla and Charybdis: Demand Management Policies to
Support Growth and Maintain Stability in South Africa", analytical note in support of the
Article IV consultation with South Africa.

Hauner, D., 2008, "Macroeconomic Effects of Pension Reform in Russia", IMF Working
Paper 08/201.

Honjo, K., 2009, “Sweden - the Sustainability of Public Finances and Fiscal Rules”, in 2009
Article IV Report for Sweden, and IMF Working Paper (forthcoming).

Kinkaid, R., 2008, "Adjustment Dynamics in the Euro Area: A Fresh Look at the Role of
Fiscal Policy Using a DSGE Approach", DGECFIN/EC, Economic Papers Series #322.

Kumhof, M. and D. Laxton, August 2007, "A Party Without a Hangover: On the Effects of
U.S. Government Deficits", IMF Working Paper 07/202.

Kumbhof, M. and D. Laxton, 2009, “Chile’s Structural Fiscal Surplus Rule: A Model-Based
Evaluation”, IMF Working Paper 09/88.

Kumbhof, M. and D. Laxton, 2009, “Simple, Implementable Fiscal Policy Rules”, IMF
Working Paper 09/76.

Kumbhof, M., D. Laxton, and D. Leigh, 2008, "To Starve or Not to Starve the Beast", IMF
Working Paper (forthcoming).

Leigh, Daniel, 2008, "Achieving a Smooth Landing: the Role of Fiscal Policy", IMF
Working Paper 08/69.

Leigh, Daniel, 2008, "The Scope for a Countercylical Fiscal Policy in Latin America", Box
in April 2008 WHD REO.

N’Diaye, P., P. Zhang and W. Zhang, 2008, "Structural Reform, Intra-Regional Trade, and
Medium-Term Growth Prospects of East Asia and the Pacific", HongKong Monetary
Authority Working Paper 17/2008.

Rozhkov, D., and W. Schule. 2009, "Short-Term Benefits and Medium-Term Costs of Fiscal
Stimulus", IMF Selected Issues Paper (forthcoming).

Sgherri, S. and E. Zoli, 2009, “Fiscal Policy in Advanced European Countries: Effectiveness,
Coordination, and Solvency Issues”, Chapter 2 in EUR’s Spring 2009 Regional Economic
Outlook.
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Appendices

Population Growth

The population size at time 0 is assumed to equal N, with N(1 — ) OLG households and N1
LIQ households. The size of a new cohort born at time ¢ is given by Nn! (1 — %), so that by time
t + k this cohort will be of size Nn' (1 — %) 0¥. When we sum over all cohorts at time ¢ we obtain

Nn! <1 — Q) + Npt—t (1 — Q) 0+ Nnt=2 (1 - Q) 6% + ...
n n n
2
_ Nnt <1_€) (1+€+ (9) +)
n n n

= Nnl.

This means that the overall population grows at the rate n. When we normalize real quantities,
we divide by the level of technology T; and by population, but for the latter we divide by n! only,
meaning real figures are not in per capita terms but rather in absolute terms adjusted for
population growth.
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Optimality Conditions for OLG Households

We have the following Lagrangian representation of the optimization problem of OLG
households:??

© 5 1 oLG 1_porc\ 17
Ea’t = £ Z (59) { [m <(Cgﬁgt+s)n (StL o eg—i{jgt-f—s) ! ) ] } (285)
s=0

17,
+Aa+s,t+s [5 [ZtlJrsBalJrs,tlJrs + (

'L.tflJrs N T
1+ é.b ) (Ba—l—i—s,t—l-i-s + Ba—l—i—s,t—l-{—s)
t—1+s

1 \ f OLG OLG 1s,OLG
Fit—145(N)EsFa14st-14+s(1 + ft—l)] + P (Ta+svt+s T TTareiys T a+s,t+s>

1
oLG ; N
+Wits®Partst+slorsi+s(1 = TLit+s) + § /D(Jz+s,t+s(z)dz + Perbroyst+s
j=N,T,D,C,I,R,U,M,X,F,K,EP ",

OLG R C N T
- [Pt+sca+s,t+s(pt+s + pt+s7'c¢+8) + Bots,t+s + Ba+s,t+s + Ba+s,t+s + 5t+sFa+s,t+S] } )

where A, is the marginal utility to the generation of age a at time ¢ of an extra unit of domestic
currency. Define the marginal utility of an extra unit of consumption goods output as

)\a,t = Aa,tPt ; (286)
and let oLG orc
n 1-n
g @ = ()" (S - i) (287)
Then we have the following first-order conditions for consumption and labor supply
OLG (, OLG\1=
n U
io%é ) Aaa (P +1f Tes) (288)
a,t
1—y
(1 =79t (uer)
SL _ EOzG = )\a7twt<1>a,t(1 — TL,t) s (289)
t a,t
which can be combined to yield
OLG
Caﬂ% — nOLG wt@ " (1 _ TLvt) (290)
57— 0 T G )
We can aggregate this as
LG _ yOLG " (1—7r4) (291)
Nnt(L—)Sp =G 1 =n28 T (pft 4 pfrey)
and normalize it as
étOLG nOLG 3 (1 _ TL,t) (292)

% = Wt .
N(L—)SE 05 1= (pft + pfTey)

32For simplicity we ignore money given the cashless limit assumption. We also treat some stochastic parameters
like 3, as constants.
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In this aggregation we have made use of the following assumptions about labor productivity:

- (298)
Wt w) (1= 2) w2 () = Nut - ). (294)

= (295)
Nn'(1—9) <1 - g) o (%) (02 ®a) = £77C (296)

Equation (293) is our specification of the profile of labor productivity over the lifetime. Equation
(294) is the assumption that average labor productivity equals one. Equations (293) and (294),
for a given productivity decline parameter y, imply the initial productivity level x in (295).
Equation (296) is the definition of effective aggregate labor supply.

Next we have the first-order conditions for domestic and foreign bonds BY,/BZ,* and F,:

it
Aat = BEAat1t41—————7 (297)
T (14€)
(N 1+¢&f
Aat = BEiAa 41 i(NV)ern(1+6;) . (298)
Tt4+1
Together these yield the uncovered interest parity condition
i = i(N) Egerpa (1 + €)1 +€7) . (299)

To write the marginal utility of consumption A, ; in terms of quantities that can be aggregated,
specifically in terms of consumption, we use (287) and (290) in (288) to get

1— OLG 1—
Aat = nOLG (COLG) - (pR +pc7' t)fl (1 =7 (pf* +ptc7'c,t) (== (1=) (300)
a, a,t t t 'c UOLth‘I)a,t(l _ TL,t)
We use (300) in (297) to obtain the generation specific consumption Euler equations
Etcaofftﬂ = Etjtcng , Where (301)

1

; 1 R C % 5, R C (1_7IOLG)(1—;)
= < Bi )” Py Dy Tet N W1 (1 — 7r441) (0 + DF Te)
t = .
Te+1

(1+¢€) Pry + D Te 1 Wi(1 —7L0¢) (PR 4 PETets1)
(302)

33With ¢2 = 0 the condition for government bonds is identical. When £? # 0 we assume that the private sector will
absorb all government bonds irrespective of their return relative to private sector bonds. Recent versions of GIMF
have not used shocks to 51’ because an external financing premium arises endogenously with a financial accelerator
sector.
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Consumption and Wealth

The key equation for O LG households is the one relating current consumption to current wealth.
We start deriving this by reproducing the budget constraint:

PtCOLG(pt + p§ Tct) + Bat + B .+ B ++EFa (303)

1], T . -
=3 tt—1Ba-1,4-1+ t—lj; (Bév—l,t—l + Bg—l,t—l) + i1 (N)EFa—1,-1(1 + 51{—1)
(1+&1)

‘I’Wtq)a,tégfc(l*TL,t)‘F /D dZ+HTbTa t+Pt (Tao,fG flStOLG T?al:tG) .
J= NTDCIRUMXFKEP

We now derive an expression that decomposes human wealth into labor and dividend income.
First, we note that after-tax wage income can be decomposed as follows:

Wtq)a,tegtLG(l — TL,t) = Wtq)a,t( TLt)S Wt at( TL,t)(StL — EaOfG) . (304)

The first expression on the right-hand side of (304) is the labor component of income, which
equals the marginal value of the household’s entire endowment (one unit) of time. The second
expression in (304), by (290), can be rewritten as

1 nOLG

_OiLGPtCOLG(pt + Dy 7'ct) (305)

Wtq)a,t(l *TL,t)(StL *ﬁng) = n

which can be combined with the consumption expression in (303) to obtain, on the left-hand side

of (303), PtcOLG(pt + p¥74)/n°FC. The second component of income is dividend, remuneration

for bankruptcy monitoring, and net transfer income net of redistribution to LIQ) agents, the

expression for which can be simplified by noting that in equilibrium all firms in a given sector pay
1

equal dividends, so that we can drop the firm specific index and write / Dit(i)di = Dit. We also

0
assume that per capita dividends, remuneration payments for bankruptcy monitoring, and net
transfers received by each OLG agent are identical. Finally, we incorporate the assumption that a
share of dividend and net transfer income is redistributed to LIQ agents:

‘ LIQ JLIQ
P = S D3, + Pirbrag | + e (D, + PTay = Pirly,) + =5
j=N,T,D,C,1,M,X,F,K,EP t
(306)
These assumptions imply
/ D} ,(i)di + Prbroy — Br2EC = (307)

j= NTDCIRUMXFKEP

(Ej:NvT,D70717M7X7F7K7EPDt + Tbrt> (1—4) 0L (DE 4+ PY, — Prls) (96 DV

Nt =) ToE T Neii—9) L, Nall-¢)




99 APPENDIX 3

The preceding arguments imply that total nominal wage and dividend income of households of
age a in period t is given by

Incay = Wy®ar(1 —714)S¢ (308)

(Ej=N,T,D,c,I,M,X,F,K,EPD¥ + Tth) (1—¢)  @OLG (DE 4 PY, - Prls) 9LG  pU
+ L + L .
Nnt(1l — ) Ct Nnt(1—4) Ly Nn'(1—1v)

We now rewrite the household budget constraint as follows:

_l’_

(pﬁ —+ ptc Tc,t)

Ptcao,tLG 7OLG + B + B(]z\,]t + Bg,t +EFuy (309)
1]. i _ .
= Inca,7t + 5 'Lt—lBa—l,t—l + ! i) (B(]lvfl,tfl + B21717t71) + /Lt—l(N)gtFa—l,t—l(l —+ £tffl) .
(14+&-1)

We proceed to derive a condition relating current consumption to lifetime wealth through
successive forward substitutions of (309). In doing so we use the arbitrage condition (298) to
cancel terms relating to foreign bonds. After the first substitution we obtain

0(1+¢))

i Ei{Bat1i41 + Boyag1 + Bagrer + EcriFavipen )} (310)
t

orc (PF +pf7e)

(1 +§?)Et {Pt_HCOLG (pﬁtl +pgt17c,t+1)}

+Ptca,t nOLG + it a+1,t+1 nOLG =
O(14 ¢
Incg s + %Ezﬁ {Incay1,e41}
t
1]. T4 . -
+5 thlBafl,tfl + tii (B(‘;V_Lt_l + 35_17,5_1) + thl(N)gtFafl,tfl(l + &{,1) 5
(1+&-1)

and successively substitute forward in the same fashion. We impose the following no-Ponzi
condition on the household’s optimization problem:

Um EyRy s [Batsgts + Bavorrs + Boyorrs + EtvsFatsivs] = 0. (311)

§—00

Furthermore, we let

. i L
it—1Ba—1,t-1 + — (Bév—l,t—l + Bg—l,t—l) + i1 (N)EFa—1,0-1(1 + 51{—1)

1
FWe_14-1==
b (1+&0 )

0

(312)
This expression denotes nominal financial wealth inherited from period ¢t — 1. Next we define a
variable HW, ; denoting lifetime human wealth, which equals the present discounted value of
future incomes Inc;. We have

HWa,t = Etzgioét,slnca—l—s,t—‘rs . (313)

Further forward substitutions on (310), and application of the transversality condition (311), then
yields the following:

(pﬁrs + ptCJrsTC,t'FS)
nOLG’

ES20Res | PrscSErys =HWut+ FWa-1t-1. (314)
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The left-hand side of this expression can be further evaluated by using (301) for all future
consumption terms. We let

Jts = 1 for s =0, (315)
= I} jt41—1 for s > 1.

Then we can write

R C
- Dis T PEsTe,
PO E, <2§307«t,33t,s( bts not;(j bt 5)> = HWay+ FW, 141 . (316)

The infinite summation on the left-hand side is recursive and can be written as

R c R ,C
. (Dits T DiisTe, + Py Te, 0j
0, = BN % oTt S]ts( t+s nOtLJer ct+s) _ (pt nozztG ct) Jt@tJrl (317)
so we finally obtain
PO, = HWay + FWo_141 . (318)

We want to express this equation in real aggregate terms. We begin with real aggregate human

wealth, denoted by hw:
0 O\ HW
_ tr1 v [ e a,t
hwy = Nn'(1 — 1) (1 n> sy <n> - (319)

We break this down into its labor income and dividend income components hw; and hw{<. For
hw} we have
hwi = ES2 07 sx* (Nn' (1 — )wirs(1 — Tre1s)SH)

where we have used (293) and (295). In recursive form, and scaling by technology, the last
equation equals

. Oxg
huof = (N(U—)in(L = 71,0)F) + B huofs,y (320)

For hwf we have, using (307) and letting d{ = Dg /P,

vOLG

(dt T ) + E?LLG#) ,

hw; = Etz OTt s <(E]’—N,T,D,C,I,M,X,F,K,EPdg + Tbrt) (1 - L)
t

t

which has the recursive representation, again after scaling by technology, of

3 . 3 LG, 5 JOLG _ 0g -
hwl = <(ZJ._NVT,D,CJ’MAXAF’K’EPd{ rbre) (1= o) + Lo (df + Tp = 7) + L—df ) +E bl
X, t t t
(321)
Finally, we have
hwy = hwl + hwk . (322)

Next we aggregate over the financial wealth of different age groups. We note here that
aggregation cancels the 1/ term in front of the bracket in (312). This is because the period by
period budget constraint (303) from which (312) was derived is the budget constraint of the
agents that have in fact survived from period t — 1 to t. Aggregation has to take account of the
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fact that (1 — ) agents did not survive and their wealth passed, through the insurance company,
to surviving agents. Noting that B_;;_1 = 0, we therefore have*

; 9 o 9 (171
Bii=Nn(1-9)(1-=)372,(— Bo—14-1 -
n n

For total nominal financial wealth, we therefore have

(F]

FW,_1 = _—
! (1+¢&,)

11 Bi1 +

(Bﬁl + 3121) +it1 (N)EF—1 (1 + 5{1)] .

To express this in real terms, we define the real domestic currency asset stock as by = B;/P;. We

adopt the convention that each nominal asset is deflated by the consumption based price index of
the currency of its denomination, so that f; = F;/ Pt(N ). With the real exchange rate in terms of
final output denoted by e; = &P;(N)/P;, and after scaling by technology and population, we can
then write

. FW;_4 1 R 141 iN i T . Y !
= = 11+ ———F— (b b _1(N —1e—1(1
Jwy BTt~ mgn [% 1bi—1 + A+e ) (byly +bi 1) +ie-1(N)er frorei—1(1+ &)
(323)
Finally, using (318)-(323) we arrive at our final expression for current period consumption:
étOLG@t = ﬁwt + fwt . (324)

The linearized form of the aggregate equation (324) can instead be derived by linearizing an
individual age group’s budget constraint, using its linearized optimality conditions, and then
aggregating over all generations. As mentioned above, it is therefore appropriate to use the
expectations operator F; in nonlinear equations as long as it is understood that this is valid only
up to first-order approximations of the system.

34Take the example of bonds held by those of age 0 at time ¢ — 1. Only 6 of those agents survive into period ¢, but
those that do survive obtain 1/6 units of currency for every unit they held in ¢ — 1. Their weight in period ¢ bonds
aggregation is therefore 9% =1.
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Manufacturers

The objective function facing each manufacturing firm in sectors J € {N,T'} is

M EX%, Ry <D}, (i) .
Pﬁ(i),Ug(z‘),C}ZJﬁ(i),KsJ(i) 1252 Rt s Dy 5 (4)

The price (and inflation) terms in the two sectors will be indexed with J € {N, TH}. Then
dividend terms are given by

D} (i) = P/ (1)Z{ (i) - iU} (i) — PX X} (i) — R, I} (i) — P/ G,(i) — P/ Tw” .
Optimization is subject to the equality of output with demand
F(K{ (1), U/ (i), X/ (i) = Z{ (i) , where
F(K] (i), U] (4), X/ (i) =
ExJ

g —1 é&;l) Exg—1
b

(1) 37 (0) B 4 (@) (6 (1 )

§zJ
§z1-1 €Zzl> €71

MY (i) = <(1a9)$ (K7 () &5 + (o) %5 (mAU7 (1) &

L_(F@\ "
Zg’@):(P—tj) 7.

We also have the following adjustment costs:

Pl (i 2
, 7 ()
J .
Gl (i) = LBl g7 | B}
pell) = =7 "
Pt72
_ 2
7 (i)—ﬁ (Xi(9)/ (gn)) — XLy
1) = .
; X7,

We write out the profit maximization problem of a representative manufacturing firm in
Lagrangian form. Terms pertaining to period ¢ and ¢ + 1 are sufficient. We introduce a multiplier
i\ 7Y
A/ for the market-clearing condition F(K/ (i), U/ (i), X/ (i)) = 5# Z{. The variable A/
t
equals the nominal marginal cost of producing one more unit of good ¢ in sector J. We have

 Max  EXZ,R D] (i) = (325)
PJ(3),U7 (i), K (i)

(P0) (PF)” 2 - Vit ) - P ) - RO

—Ptfzg% Fa@ g | piry
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A7 [P ), U G), X7 () = B Gy~ B0 2]

0(1+¢ RS S N , , _
+E; {% [(Pt{u(l)) (Ptil) ZtJ+1 - V;‘/JrlUt{l—l(Z) - Pt{(f—le]—f—l(Z) - Rg,t—f—thJ—i—l(Z)

oo 2
Ptﬂcl(l)
J o, ¢pi | PG) b J
—PriZin 9 Pl Ll = Py Tiw
t

J
P

A 01+ . . . o N—osp] o
+W {F(Kijﬂ(l)y Ut{kl(z)a X£]+1(Z)) - Ptil@) JPt{rl JZ£]+1}
+terms pertaining to periods t + 2,¢ + 3, .....

We take the first-order condition with respect to Ptj (7) and then impose symmetry by setting
P/(i) = P/ and Z{/(i) = Z{ because all firms face an identical problem. We let \{ = A/ /P, and
rescale by technology. Then we obtain

01 M| _ dps (7 LI (326)
o7 = 1p/ o7 =1 \aly ) \nl4

7Et9£l_n Pps p%]+~1 Zi]+1 ﬂ—i]—f:l 7T2]+~1 1
o1 Unl A \Af )\ At

o =N Fy, (327)
pi = NFx, (328)
i =NFL, (329)
where we have used
(1 — aX) z/ % ay M/ i
B, =7 —= A;’< Jﬂ) , (330)
’ ( TM/ AlU/
1
S g . . y
FJ =7 G{iZ{J M 1— GJ ) XEI Xij — Xt{I 1

Xt = . Xt X7 =7 ) (331)

TX/ <1 - Gi{,t) Xi1 Xia

. 1 . _1
- (L) (e o
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Entrepreneur’s Problem - Lognormal Distribution
Basic Properties of I' and G

We first repeat the expressions for I' and G here for ease of reference:

—J
wt+1 o0
Mot = [ wlafladoln +aty [ el (333)
0 thH Wit
G(@}yy) = /0 Wiy flwly)dwt (334)
Then we have
I =1-F@,), (335)
GJ,t—l—l = CT}{t]jtllf(@witl) . (336)

Basic Properties of the Lognormal Distribution

The assumption is that wy is lognormally distributed with E(w{) =1 and Var(w{) = ({ )2. This
implies the following:

Inwf) ~ N(—3 (07)*, (01)*) (337)
n UJJ 1 O'J 2\?
f(w%]):\/%;wgo"t]exp *% <1 ( t)?:iﬁ ( t) ) . (338)

Derivations

We will change integrands at various points in order to obtain solutions that can be expressed in
terms of the cumulative distribution function ® of the standard normal distribution. We begin by
defining terms:

2 2
. ln(w;])—i-% (Jg]) g ln(w;g)—i-; (U;f])
cZp = O’J » Y = J‘] ’ (339)
t 2 ¢ 2
7 ln(w;{)—% (0;5]) g ln(wg])—%(ag])
0y 0y
Manipulating the second expression in each case gives the following expressions:
1 2
ol = o exp {ul ol =5 (1) b (3141)
- 1 -
dw;] = a;] exp {ygjagj + 3 (U;])z} dygj , (342)

Using (338)-(342) we can now evaluate the expressions determining I' and G in terms of the c.d.f.
®(.). We start with

2\ 2
o 0 1 1 (In(wf,) +1 (/1)
J J t+1 2 t+1 J
flwip)dwy, = / —\/2— T g Py 7 dwy 4
i Gy VATWi105 Oit+1
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oo

J

_ _ T fl( J )2 J o J

= L Vorwl. ol eXpY 75 Wer1) (€XP Y1014
Zl VaTWi 1044

N —

(C’Z]H)Q} dyi]+1

o] 1 1 1 J 9 J 9
R CRT R I
zl, V2T wiliq { 2 (4i1) Craty) Yt+10t+1 Y1

[es) 1 1 exp{ 1(yJ 70_{] )2}dyJ
zt+1 \/ﬁ UJt+1 2 t+1 t+1 t+1

(i) ~ 4 (00)")

o0
1 7
= ——exp w exp§ — dy
/zgﬂ V2T { i } 2 (C’Z]H)Q i
2 2\ 2 2
/oo ! 2 (o) Wwfy) = (n(wf)” = (§ (672)") + () (o7,) o
— —— exp Y
.V 2 2 (0;5]+1)2 r
In(w? )2 17 \2)? 21n(w? L (o7 )
/°° 1 (In(wfi1))" + (3 (0741)") +2In(wiiy)3 (0f4) i
= T XP 2 Ye+1
., V2T 2 (Ji]+1)
2\ 2
— /oo 1 exp 1 (In(wiy) + 5 (07) dy?
© 1 Lo 2 J 57
= ——exXpy —= d =1-®(z .
/fiﬂ NeT p{ B (yt+1) } Yi+1 ( t+1)
Next we have
> * 1 (In(wly) +3 (UZ]+1)2 ’ J
J wt+1f(wt+1 dwt+1 2 eXPy T35 7 dwi 4
Wit +1 7T0_t+1 Ot+1

J
- —U”E exp {1 (91 + 0£]+1)2} exp {gi]JrlO';&]Jrl s (Ui]+1)2} A
5, V2moi, 2 2

© 1 1, 2 1 2 . . 1
- \/—eXp{ 5 (51)" - 3 (0f11)" = 9ol + G0l + 5 5 (o/11) }dyt-i-l

0] 1 1 . ) i ] )
= /2§+1 NGT: exp {—5 (?JE]+1) }dyif+1 =1-9 (z;]“) =1-9 (z;/]_’_l — ggﬂ)

To summarize: -
| teldel=1-9 () (343)
Wil

o0
/J Wi]+1f(wif+1)dwif+1 =1- (5?/]+1 - Ui]+1) . (344)
w

t+1
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Final Equation System

The entrepreneur’s optimal loan contract condition (100) determines the equilibrium return to
capital réti,t, the lender’s zero profit condition (101) determines the lender’s gross profit share

I'/. |, and the net worth accumulation condition (109) determines the entrepreneur’s net worth
7. The conditions derived in this appendix close the system. To summarize, we have:

7 In(wf) + % (Jg])2

7 (@) :mexp{_% (2,;’)2} , (346)
If=o(z —ol)+a) (1-2 (%)) , (347)
G} = (3 —af), (348)
e=1-0(z) (349)

(350)

{J,t:@i]f(a}i]) .
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Table 1: Long Run Growth Rates and Interest Rates

US AS EU JA RC
World Technology Growth ¢ 1.015 1.015 1.015 1.015 1.015
World Population Growth n 1.01 101 1.00 1.01 1.01
Steady State Inflation Rate #  1.02  1.02 1.02 1.01  1.02
Long Run Real Interest Rate 7 1.03 1.03 1.03 1.03 1.03
Forex Risk Premium &/ 0 0 0 0 0
Government Risk Premium & 0 0 0 0 0
Table 2: Utility Functions
US AS EU JA RC
Average Planning Horizon in Years (0 = 0.9) 10 10 10 10 10
Average Remaining Working Life (y = 0.95) 20 20 20 20 20
Intertemporal Elasticity of Substitution (v = 4) 025 0.25 0.25 025 0.25
Labor Supply Elasticity (endogenizes n?L¢, n1@) 0.5 05 0.5 0.5 0.5
Share of Liquidity Constrained Agents 1 0.25 0.50 0.25 0.25 0.50
Dividend Share of Liq. Constrained Agents ¢ 0.125 0.25 0.125 0.125 0.25
Table 3: Elasticities of Substitution
US AS EU JA RC
Nontradables: Capital-Labor £,y 1 1 1 1 1
Tradables: Capital-Labor & ;7 1 1 1 1 1
Nontradables Import Agents: Different Countries €5, 0.75 0.75 0.75 0.75 0.75
Tradables Import Agents: Different Countries &7, 0.75 0.75 0.75 0.75 0.75
Distributors: Home-Foreign Tradables &1 0.75 0.75 0.75 0.75 0.75
Inv. Goods Producers: Home-Foreign Tradables £ 0.75 0.75 0.75 0.75 0.75
Cons. Goods Producers: Home-Foreign Tradables {~  0.75 0.75 0.75 0.75 0.75
Distributors: Tradables-Nontradables & 4 05 05 05 05 05
Government: Consumption-Investment Goods £ 05 05 05 05 05
Table 4: Steady State Markups
US AS EU JA RC
Nontradables Manufacturing iy 1.1 1.1 1.1 1.1 1.1
Tradables Manufacturing fip 1.1 1.1 1.1 1.1 1.1
Union Wage Setting fif; 1.1 1.1 1.1 1.1 1.1
Investment Goods Production fi; 1.05 1.05 1.05 1.05 1.05
Consumption Goods Production g, 1.05 1.05 1.05 1.05 1.05
Retail Sector [ig 1.05 1.05 1.05 1.05 1.05
Nontradables Import Agents fiy, 1.025 1.025 1.025 1.025 1.025
Tradables Import Agents figy, 1.025 1.025 1.025 1.025 1.025
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Table 5: Steady State Expenditure to GDP Ratios

US AS EU JA RC
Share in World GDP 274 123 220 91 293
Consumption / GDP 65.1 59.2 581 59.8 59.1
OLG Consumption / GDP 51.3 34.3 458 46.9 34.0
LIQ Consumption / GDP 13.8 249 123 129 25.1
Private Investment / GDP 172 25.0 183 21.0 19.0
Government Spending / GDP 175 16.0 235 19.5 22.0
Government Investment / GDP 25 40 30 25 20
Government Consumption / GDP 15.0 12.0 20.5 17.0 20.0
Government Transfers / GDP 20.0 10.0 20.0 20.0 20.0
Trade Balance / GDP 02 -02 01 -03 -0.1
Exports / GDP 117 268 175 10.8 21.9
Final Goods Exports / GDP 83 205 13.7 80 9.6
Intermediate Goods Exports / GDP 34 63 38 28 123
Imports / GDP 11.5 270 174 11.0 21.9
Consumption Goods Imports / GDP 5.2 57 6.8 38 9.1
Investment Goods Imports / GDP 26 64 40 16 75
Intermediate Goods Imports / GDP 3.7 149 6.6 56 5.3
Tradables Demand Effects of Technology s 1 1 1 1 1
Nontradables Demand Effects of Technology > 1 1 1 1 1
Table 6: Steady State Factor Shares and Depreciation Rates
US AS EU JA RC
Labor Income / GDP 60 54 60 60 60
Nontradables Labor Income / GDP 66 60 66 66 66
Tradables Labor Income / GDP 54 48 54 54 54
Depreciation Rate of Private Capital d g 0.1 0.12 0.1 01 0.1
Nontradables Output / Manufacturing Output 50 50 50 50 50
Consumption Goods Input / Government Output 50 50 50 50 50

Table 7: Miscellaneous Steady State Ratios and Parameters

US AS EU JA RC
Government Debt / GDP 50 55 60 75 60
Net Foreign Assets / GDP -28.0 275 -13.0 425 11.1
Labor Income Taxes / Total Taxes 40 40 40 40 40
Capital Income Taxes / Total Taxes 10 10 10 10 10
Consumption Taxes / Total Taxes 25 25 25 25 25
Lump-Sum Taxes / Total Taxes 25 25 25 25 25
Depreciation Rate of Public Capital dg 0.04 0.04 0.04 0.04 0.04

Output Elasticity w.r.t. Public Capital (ag =0.1) 0.14 0.14 0.14 0.14 0.14
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Table 8: Financial Accelerator Sector

US AS EU JA RC

Leverage in Nontradables in % 100 100 100 100 100
Leverage in Tradables in % 100 100 100 100 100
Annual Bankruptcy Rate in Nontradables in % 8 8 8 8 8
Annual Bankruptcy Rate in Tradables in % 8 8 8 8 8
External Finance Premium in Nontradables in % 1.5 1.5 1.5 1.5 15
External Finance Premium in Tradables in % 1.5 15 15 1.5 1.5

Table 9: Monetary Rule Parameters

UsS AS EU JA RC

5 0715 1 0343 0.392 0.715
5 1034 0 1483 0913 1.034
5 0216 1 0237 0216 0.216
5, 0 0 0 0 0
Syer 025 0 0O 0 0
5. O 106 0 0 0

Table 10: Fiscal Rule Parameters

US AS EU JA RC
d9dp 034 025 0.49 033 0.30

ddebt 0 0 0 0 0
dtaw 0 0 0 0 0
drawmat () 0 0 0 0
dctar 0 0 0 0 0
dktax 0 0 0 0 0
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Figure 1: Goods and Factor Flows in GIMF
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Figure 2: Trade Matrix: Intermediate Goods

Global Bilateral Trade Flows - Intermediate Goods (in % of World GDP)

REMAINING
COUNTRIES

(circle sizes represent the share in global GDP of each region)

Figure 3: Trade Matrix: Investment Goods

Global Bilateral Trade Flows - Investment Goods (in % of World GDP)

REMAINING
COUNTRIES

(circle sizes represent the share in global GDP of each region)
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Figure 4: Trade Matrix: Consumption Goods

Global Bilateral Trade Flows - Consumption Goods (in % of World GDP)

REMAINING
COUNTRIES

(circle sizes represent the share in global GDP of each region)





