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Abstract

We examine, conditional on structural shocks, the macroeconomic performance
of different countercyclical capital buffer (CCyB) rules in small open economy
estimated medium scale DSGE. We find that rules based on the credit gap create a
trade-off between the stabilization of fluctuations originating in the housing market
and fluctuations caused by foreign demand shocks. The trade-off disappears if the
regulator targets house prices instead. As a result, the optimal simple CCyB rule
depends only on the house price but not the credit gap. Moreover, the optimal

simple rule leads to significant welfare gains compared to the no CCyB case.

JEL classification: F41, G21, G28, E32, E44.
Keywords: bank capital, countercyclical capital regulation, housing bubbles,

boom-and-bust.
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Non-technical summary

This paper investigates the merits of linking countercyclical capital buffers (CCyB) to the
credit gap and the house price gap. To do so, we build a DSGE model of a small open
economy in a monetary union. In addition to the standard New Keynesian features, the
model includes a realistic financial sector. Banks in our model are subject to idiosyncratic
shocks to their net return on assets, which may reduce their capital ratio below the
regulatory minimum in the next quarter, in which case they face a penalty. An increase
in the regulatory capital requirement therefore induces banks to restrict their lending,
increasing the cost of credit for the non-financial sector. It is through this channel that
the regulator can affect real activity. The model also allows for spillovers from the housing
market to domestic demand due to risky household borrowing from banks. To ensure that
the model is credible, we calibrate it by matching the impulse response functions of the
model with those of an estimated structural VAR of the Irish economy.

We use this setting to investigate the performance of several countercyclical capital
buffer rules based on the credit gap and the real house prices as indicator variables,
conditional on a set of structural shocks that are typically considered important for small
open economies. We take as benchmark the case where the minimum capital requirement
is fixed at 8%. Against this benchmark we compare the performance of CCyB rules
where the regulatory capital ratio is positively linked to the credit gap, including the rule
recommended by the ESRB, as well as a simpler and more reactive linear policy rule,
optimised to give the best performance in terms of welfare. We call this rule a restricted
optimal simple rule. In addition we consider an extended CCyB rule that can be based
on both the credit gap and the real house price gap, which is also optimised to give the
best welfare outcome. We call this rule the optimal simple rule.

Our main finding is that CCyB rules based on the credit gap are able to dampen
the fluctuations of the economy to housing demand shocks as well boom and bust cycles
driven by expectations. The reason is that in such cases the credit gap is procyclical,
implying that the regulatory capital is tightened when GDP increases. This limits the

development of foreign debt overhang, and creates a bank capital cushion which can be
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released once the economy and borrowing contract. For shocks of realistic magnitudes,
the ESRB rule does not act in a stabilising manner, because the credit gap threshold of
2 p.p- is never exceeded. In addition, the rule does not allow for a response to negative
credit gap values, which limits the scope for stabilisation when the credit gap becomes
negative.

Importantly, CCyB rules based on the credit gap not only fail to attenuate the
response of the economy to shocks that cause an acyclical credit gap response, but
even amplify their negative effects when a shock triggers a countercyclical credit gap
response. A relevant example, especially for small open economies, is a temporary decline
in export demand, which lowers GDP more than domestic lending: If the macroprudential
authority responds aggressively to the credit gap, it worsens the export-induced downturn
by effectively making borrowing more expensive. Overall, by targeting the credit gap,
the macroprudential authority creates a trade-off between stabilising the response of the
economy to housing demand shocks and destabilising the economy after export demand
shocks. In contrast, such a trade-off does not arise if the regulator targets the house
price gap, since house prices move procyclically in response to all shocks considered. It
is therefore not surprising that when we allow for the simple CCyB rule to depend both
on the credit gap and the house price gap, the optimised rule turns out to be based on a
strong response to real house price gap, but not to the credit gap.

The implication of our findings is that policymakers should take seriously the part
of the ESRB Recommendation that allows them to consider a wider set of indicators, in
particular house prices, when setting CCyB rates. They also suggest that the prominence

given to the credit-gap-based rules and its thresholds should be taken with caution.
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1 Introduction

Since the financial crisis, regulation of the financial sector has undergone many changes
in advanced economies. Several financial regulators have implemented macroprudential
policy frameworks that envisage systematic variations of regulatory capital ratios of banks
in response to changes in cyclical variations of aggregate variables. In the European Union,
the European Systemic Risk Board (ESRB) has recommended that macroprudential
authorities pay particular attention to the so-called credit gap (the deviation of the credit-
to-GDP-ratio from a long run trend) when setting regulatory capital buffers (ESRB, 2014).
However, in its Recommendation, the ESRB suggests that macroprudential authorities
may take into account other indicators as well, among them price gaps in the housing
market.

In this paper, we investigate the merits of linking countercyclical capital buffers
(CCyB) to the credit gap and the house price gap. Following Benes and Kumhof (2015)
and Jakab and Kumhof (2015), banks in our model are subject to idiosyncratic shocks
to their net return on assets, which may reduce their capital ratio below the regulatory
minimum in the next quarter, in which case they face a penalty. An increase in the
regulatory capital requirement therefore induces banks to restrict their lending, thus
raising the cost of credit for the non-financial sector and providing regulators with a
means to affect real activity. Furthermore, the model features spillovers from the housing
market to domestic demand due to risky household borrowing from banks. We embed
these features in the model developed for the Irish economy by Clancy and Merola (2017).
We take our model to the data by matching the impulse response functions of the DSGE
model with those of an estimated structural VAR model of the Irish economy.

Our main finding is that the optimal simple policy rule for the CCyB is based on a
strong response to real house prices but not to the credit gap.! The reason is that house
prices always move procyclically, implying that regulatory capital is tightened when GDP

increases, which limits the increase in domestic demand, while providing relief during a

IThe welfare gain associated with the optimal simple rule amounts to 0.23% of quarterly consumption
in the absence of the CCyB, the bulk of which is related to lower inefficient nominal wage volatility in
the presence of the CCyB.

ECB Working Paper Series No 2144 / April 2018 4



cyclical downturn. By contrast, the credit gap moves procyclically in response to housing
demand shocks, but countercyclically in response to export demand shocks, implying that
linking the CCyB to the credit gap would amplify fluctuations in domestic demand in
response to this type of shock. Hence, linking the CCyB to the credit gap creates a trade-
off between stabilizing fluctuations originating in the housing market and fluctuations
caused by foreign demand shocks. We also examine the rule for the CCyB suggested
by the ESRB, which requires an increase in the CCyB once the credit gap exceeds a
threshold. We find that it is very unlikely to make a difference as it is activated only for
extremely large shocks.

Our analysis contributes to the existing literature on the cyclical variation of financial
market regulation by simultaneously incorporating the following six features. First,
we consider regulation affecting bank capital requirements rather than other regulatory
instruments. We analyse CCyB rules based on the credit gap, which is considered a good
predictor of financial crises and their costs (e.g. Schularick and Taylor (2012) and Jorda
et al. (2012)), and therefore features prominently in the ESRB Recommendation. Second,
as far as we are aware, our contribution is the first to investigate CCyB rules including
house prices, one of the alternative indicator variables considered in Drehmann et al.
(2010). Third, unlike Clerc et al. (2015), we focus on a small open economy within a
monetary union, implying that monetary policy is absent as a stabilizing factor. Fourth,
banks serve two functions in our model, namely channelling savings from (foreign) lenders
to (domestic) borrowers, and meeting the liquidity preference of domestic households by
supplying deposits to them. We find that this feature is important for replicating the
procyclicality of non-financial sector credit. Fifth, we validate our model by matching the
model impulse responses to those of an estimated structural VAR model. The ability of
our model to broadly mimic the empirical response of house prices, credit and standard
macro variables renders it a good candidate to compare the welfare consequences of linking
the CCyB to the credit gap and to house prices. Finally, we search for the optimal weights
on the credit gap and the house prices in the CCyB rule that maximise welfare in our

model.
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This is different from some recent contributions that investigate the merit of cyclically
varying loan to value ratios (e.g. Rubio and Carrasco-Gallego (2016)) or other policy
instruments (Chadha et al. (2015)) in response to financial variables. Some papers
that allow for cyclical variation of the CCyB consider policy rules based on GDP
(Angelini et al. (2014) and Angeloni and Faia (2013)), while regulators tend to respond
to financial variables. Christensen et al. (2011), following the empirical investigation
of Drehmann et al. (2010), consider a rule for regulatory capital involving the credit
gap, but not house prices, and their model does not feature a housing market. The
only contribution incorporating the small open economy dimension is Clancy and Merola
(2017), who however consider a more restricted set of shocks. By contrast, Angelini
et al. (2014), Lewis et al. (2016) and Benes and Kumhof (2015) study the optimal
interaction between macroprudential and monetary policy. Furthermore, among the
aforementioned contributions, only Benes and Kumhof (2015) and Clancy and Merola
(2014) study regulatory policy in a model where credit does not merely serve the purpose
of intermediating savings between borrowers and lenders. Finally, from the contributions
cited above, only Angelini et al. (2014) employ an estimated model, while Benes and
Kumbhof (2015) consider only first and second moments of the data.

The paper is structured as follows: Section 2 develops the model, Section 3 describes
the parameterisation, Section 4 introduces the macroprudential rules whose performance

we evaluate. Section 5 contains the main results and Section 6 concludes.

2 The model

Figure 1 gives an overview of the linkages between various sectors in the model. The non-
financial firm sector consists of firms producing consumption and investment goods for
the domestic market (non-tradable goods sector) and a tradable goods sector producing
export goods, as well as a household sector, and is close to Clancy and Merola (2016).
The tradable goods sector uses intermediate imported goods as an input, a feature of

many small open economies.
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Households consist of two types of members, workers and bankers. Workers supply
labour to the non-financial firm sector. Bankers use their scarce net worth to provide
equity financing to the banking sector. The have finite working lives and transfer their
net worth to the household once they retire. Banks extend loans to, and collect deposits
from, the domestic household sector, as well as the rest of the world. All foreign capital
inflows are intermediated by the banking sector. Banks are subject to minimum capital

regulation, which may be time varying. The economy is part of a currency union.

FIGURE 1. Structure of the model
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2.1 Banks

Following Gertler and Karadi (2011) and Mendicino et al. (2018), we assume that some
members of the household are bankers with finite working lives. With a fixed probability
1 — 6y, they retire and transfer their accumulated net worth to the household. They are
replaced by an equal number of household members. The household endows the newly
created bankers with "start-up" funds, which we assume to equal a fraction w of total
bank equity at the beginning of period ¢. Under these assumptions, aggregate bank equity

at the end of period t FEj is given by
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Ept = Ept-1Ret0p + Ept—1Retw = Ept—1 Re (6 + w), (1)

where Rg.t denotes the period ¢ return on bank equity. These assumptions capture the
empirical finding that banks are reluctant or unable to raise equity or cut dividends
when faced with higher regulatory capital requirements or higher demand for credit (see
Mesonnier and Monks (2015), Gropp et al. (2016) and Jimenez and Ongena (2017), and
imply that banks never become fully self-financing.

Banks assets consist of loans to households, L, which they fund by domestic deposits,

Dy, foreign deposits, By, and equity, Fp.:

Ly = Dy + By + Epy. (2)

Following Benes and Kumhof (2015) and Jakab and Kumhof (2015), we assume
that the banks’ net return on assets is subject to idiosyncratic shocks, which cause
individual banks’ return on assets to deviate from the banking industry average /th Those
idiosyncratic shocks may represent above average exposures to bad loans, or losses from
trading activities not explicitly modelled. More formally, an individual banks’ 41 return
on assets is defined as /thwb;tﬂ, where wp.t11 denotes a lognormally distributed random
variable with unit mean and var(log(wyti1)) = of. The density and cumulative density
functions are denoted as ¢(wpt+1) and P(wpt41), respectively.

The bank regulator sets a minimum capital requirement g¢. If as a consequence of a
negative shock a bank’s capital ratio falls below g, the bank has to pay a penalty equal to
a fraction yp of its loans. This penalty represents all costs of “being caught” by regulators
as badly capitalised, and includes regulatory penalties, the damage to the brand and the
dilution of shareholder value associated with being forced to recapitalise at depressed

share prices. More formally, banks have to pay a penalty if

Wb;tELt—l — Ri_1(Bi—1 + Di—1) < Wb;tgt—1ELt—1, (3)

where R; denotes the deposit rate. We can thus define the threshold wp;¢
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R 1(Bt-1 + Di-1)
(1 - gt—l)RtLt—l

b;t

: (4)

Banks have to pay a penalty if wp.t < Wpr. The banks optimisation problem is given by:

A .
max E/3 Xrl Rey1 Liwpiirr — Re(Be+ Dy) — XbLtq)(wb;tJrl)] ,
t t
where ﬁAj\—tl denotes the households’ marginal discount factor. A bank’s first-order

condition with respect to loans determines the interest rate they charge on new loans:

Res1 — Re = xb (‘I’(M) + ﬁb(M)(l_jﬁ) : (5)

Furthermore, the average net return on assets must compensate the bank for any expected

losses associated with bankruptcy, so that the actual lending rate Ry is
Reer = Rig (1= ABx (i) (6)

where Jy,; and A denote the expected share of defaulting household loans, explained in
the next subsection, and and the loss given default (LGD), respectively.? Equations 5
and 6 imply that in order to increase its lending by one unit and thus becoming more
leveraged, the expected net return on assets ]/%:1 has to compensate the bank for its cost
of funds Ry and the expected increase in the risk of ending up undercapitalised in period
t+1 due to higher leverage. The lending rate has to be such that after deducting all costs
associated with bankruptcy, the bank expects to earn 1/%;/1. The bank capital ratio at the
end of the period will therefore typically exceed the regulatory minimum. The regulator
can increase the costs of funds of the non-financial sector by raising g¢ and thus increasing
the expected penalty associated with a given leverage. Unless otherwise mentioned, we
assume g = gmin, with gmin > 0.

The return on equity, Rg.t, is defined as:

2Note that the share of loans in default depends on house prices, which implies that lower house
prices lead to higher losses from defaults. This is similar to assuming that loans default due to causes
unrelated to house prices, but where the recovery rate itself is lower when house prices are lower.
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1 1

Retx = R + (15;:1 — Ri4) — Xb

O(Whe)- (7)

el eli—1

The first term in equation 7 is the riskless rate, the second term is the spread earned on
the loan portfolio (scaled by the bank leverage), and the last term is the penalty paid in
case minimum capital requirements are breached.

Finally, a bank’s capital ratio, el, is defined as the ratio of equity to loans,

2.2 Households

Utility and budget constraints. We assume a continuum of optimising households
indexed by j. Household j derives utility from consumption Cj., real bank deposits Dj.t/ P

and housing Hj., and disutility from the labour Nj.¢ supplied by its worker-members:

00 _ — Dj,i+i a

i | (Cii — xCriinn)' Njtsi T (%)

E i | (Ciitri +i _ Jit+ _ i; 9
tlz;ﬂ 1—y) (1-0) ¢N1_n+5H,t 1=, + (b 11—, ) (9)

where 3 and y denote the household discount factor and the degree of habit formation,
o, n, v and ¢ are curvature parameters and P; denotes the price level of the consumption
basket Cj.t. (n:t captures exogenous disturbances in the household preference for housing.
In Appendix K, we show that our results are robust against allowing for an additional
motive for holding deposits in the form of a cash in advance constraint in the goods and
housing market.

The household budget constraint is given by
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1
POyt + Pralje + PaHje — Ljx + Dija [1 + §€DQD;t:| =
1
= WiNj:t {1 — §fw QW;t} + Rkt Kjito1 + Pr:tHjo1 + (1 — Oy — w) Re it Ebjim1 — BieLjie—1

In quarter ¢, household j earns a rental rate Rk on its physical capital Kj.t_1, an interest
rate I on its deposits Dj.t— and profits Il from the ownership of firms in the economy. It
receives net worth of its retiring banker members (1 —6y) Rg.p:j:t Eh:j:t—1, and provides those
of its members who become bankers with total start-up funds wRg :j.t Eb;j:t—1. Households
may raise additional funds by selling part of their housing stock Hjt_; at price Pn;x and
by taking out bank loans Ljt.* They pay an interest rate Ry . on the bank they took out
in period t-1. ©j;¢ denotes lump sum taxes, while terms denoted by {2 denote quadratic
adjustment costs.?

Total capital, K, is the sum of capital in the tradable sector, Kx.t, and in the non-
tradable sector, K. Capital in the tradable sector is assumed to be exogenous.® Capital

accumulation in the non-tradable sector is subject to investment adjustment costs:

1
Knig = (1 =0) Knje—1 + It (1 - éflgl;t) ; (11)
where Qi+ = (log(I;/It_1)? and & > 0 is the curvature of the adjustment cost function.
Household default. Housing wealth of households is subject to idiosyncratic shocks

whjt- We assume that households default if their housing wealth declines below the value

of their debt Ry ;t—1Lj.t—1, i.e. if

3 As the aggregate housing stock is fixed, it holds that Py, fol Hjdj = Py H.

4Specifically, this term includes deposit adjustment costs and price adjustment costs in the tradable
and non-tradable sector, which we assume to consist of consumption and non-tradable goods, respectively.
Nominal wage and investment adjustment costs are assumed to consist of labour and investment goods
units, respectively. Deposit-adjustment costs are defined as Qp ¢ = (log(D;/Dj+—1))?. Exact definitions
of adjustment costs are provided in the appendix.

5See subsection 2.3 for details.
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exp (whijit) Hjtm1 Pt < Ljie—1 R, (12)

and wn;j.t ~ N (0,0n). The default threshold for wjt and the default probability J; are

thus given by

Whijit = 1Og(Lj;t—lRL;t—l/(Hj;t—IPH;t))a (13)

JA (W) , (14)

Oh
where @ (o) is the standard normal cumulative distribution function and o, measures the
idiosyncratic risk of households. We also assume that in case of default, households face a
cost (1—A)Ri.t—1Lj:t—1. This cost can be thought of as the social stigma or the legal costs
associated with default, and implies that the household does not incur a net gain from
defaulting.® After wp;j.r has been revealed and some households default, resources are
redistributed between households such that their housing wealth is again identical before
they make their consumption and saving decisions. We therefore drop the j subscript.
Combining equations 13, 14, and the banks’ participation constraint 6 yields a closed
form relationship between the loan interest rate the household faces on the one hand, and

its borrowing and housing on the other:

E¢Re
(1 = AEt (@ (log(Lt Rt/ (HtPrit) )om)))

R = (15)

This relationship represents the menu of choices offered to the household by the bank
from which it chooses the optimal combination of these variables. In that respect, our

modelling approach is similar to Clerc et al. (2015).” Tt is simpler than Clerc et al. (2015)

6This assumption is necessary to ensure that a change in the lending rate caused by an increase in
the expected probability of default (J;11) has an effect on household behaviour.

"Note that in Clerc et al. (2015) cast the optimization problem such that the household chooses its
loan-to-value ratio LTV, instead rather than the lending rate by substituting out the lending rate using
the equation LTV, = LyRy, +/(H¢ Py +) . This is a purely notational choice with no effect on the results.
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in that our assumption of a fixed loss given default A\ allows to solve explicitly for the

lending rate.

First order conditions. We denote the Lagrange multiplier associated with the budget
constraint (equation 10) with A, and the Lagrange multiplier associated with the interest
rate faced by the borrowing households (equation 6) as Ar,.t. The first order conditions

with respect to Cy, Ly, R, Dy, Hjit, It, and Kyt are

AP = (1 - X) (Ct - Xct—l)i ) (16)
Ont
At = BAer1 Ry + ARL;tAM, (17)
onlt
AR, it ¢(wh t+1) At+1
SRet (4 _ ' — 1
ot (1 My = S ) e (19
— -1 t+1
Dt Pt CD =1~ 5Rt A +5DQD e (19)
H A Ar, 1, 9@
Pyt = eH:tCH:t /{t + B /t\:lpH;tJrl + Kt A (o—hhlzl)’ (20)
, A 1
Pyt = Pt |1 — f—IQ| t— & + pB /t\+1PK 162 t]+17 (21)
t
A
Pcr= 8 A (1 =96) Pcjey1 + Reieg1) - (22)
t

In the equations above, ¢(e) denotes the probability density function of household

default.® It is through this term and through the associated terms in equation 18 that

8This is the derivative of ® (e) in equation 14.
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households take into account that their borrowing and investment decisions affect the
probability of repaying the loan, and therefore the lending rate of the bank. Note that
in equilibrium, Hjy = H. Households also choose labour supply and set wages under
standard assumptions regarding monopolistic competition and wage adjustment costs
(see Appendix C for details). We assume that wage adjustment costs consist of hours

worked.

2.3 Firms

There are four sectors in the model, as in Clancy and Merola (2016). The final goods
sector combines non-tradable and imported goods to produce consumption and investment
goods bought by domestic households. The non-tradable sector produces its output using
domestic capital and labour. Importers sell imported goods to final goods firms at a
markup over the world price. The export sector generates output using domestic capital
and labour, as well as imported intermediate goods. The latter feature accounts for
the fact that small open economies typically have substantially higher import content
of exports than domestic demand. We also assume that capital in the tradable sector is
exogenous, a feature intended to reflect that a large part of exporters in the Irish economy
are foreign-owned multinationals, whose investment decisions are largely independent of
domestic conditions. In line with this, we assume that a share of profits of the non-
tradable sector are transferred abroad, which allows the model economy to match the
Irish export surplus. The non-tradable, tradable and import sectors all operate under
monopolistic competition, while the non-tradable and tradable sectors also face nominal
rigidities in the form of price adjustment costs, paid in terms of goods goods produced by

the respective sector. See Appendix D for details.

2.4 International capital flows

The bank deposit rate is linked to the euro area interest rate Rw:t by

Rt = etRw;t (23)
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oo () o

where e; denotes a country risk premium which depends positively on the deviation of
the foreign-debt-to-GDP ratio from its steady state value ( = B/Y, with a sensitivity 0g.

This assumption ensures the stationarity of foreign deposits B that evolve according to

By = Ry_1 By — T'By + Iy, (25)
where T'B; and Iy denote the trade balance and profits transferred abroad by foreign-
owned exporters, respectively. The trade balance is given by

T By = Px;1 Xt — P, (26)

where Px.t, Pu:t, Xt and M; denote the prices of exports and imports as well as the

quantity of exports and imports, respectively.

2.5 Shocks

We assume that the economy is subject to four different shocks, namely to housing
preference (housing demand), a_m, to world interest rate, Rw;t, to export demand, )/(l\)t,

and productivity in the tradable and non-tradable sector, Ay. The shock processes are:

EH;t = pHCAH;tfl‘i‘eH;t (27)
Rwt = pryRw,, + eryt (28)
XDy = pxXDe i+ exor (29)
A = padi + eaq (30)

where a hat above a variable denotes a percentage deviation of the variable from its steady

state and the ej.t shocks are i.i.d. random variables.
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3 Estimation and model validation

We bring the model to the data using a combination of calibration and estimation.
We begin by dividing model parameters in three groups. The first group is calibrated
directly, based on typical values from the literature and standard assumptions. The
second group of parameters is calibrated to match the steady-state values of a number of
model variables. The third group is estimated by matching model impulse-responses to
the responses obtained from an estimated structural VAR model.

In the first group of parameters, we set the inverse of the Frisch elasticity of labour
supply, 7, to 2, assume log utility (0 = 1), and set the curvature of the utility function
with respect to housing services, v, to 1. We assume Cobb-Douglas preferences over
imported and domestically-produced consumption and investment goods, and we set
the minimum capital requirement, gmin, to 8%, in line with the Basel II rules.! We
calibrate the demand elasticities of the individual varieties in the labour, non-tradable,
tradable and import CES baskets to 11, implying a steady state markup of 1.1. The price
elasticity of exports, nx, reflects the average of available micro and macro evidence on
this parameter for Ireland (see Corbo and Osbat (2012) and Bredin et al. (2003)), while
we set the price elasticity of imports equal to one. The depreciation rate of capital equals
0 = 0.04%. Finally, we set the elasticity of the risk premium on domestic deposits over
the world interest rate, which depends on the foreign-debt-to-GDP ratio, g = 0.0001.
Unfortunately, the only existing evidence for loss given default in Ireland, A, covers 2014
and 2015, and is based on the EBA stress test. We set A equal to the 2014 value for
mortgages. !

The second set of parameters, and in particular those pertaining to the various financial
frictions and household preferences over asset holdings, are calibrated by first specifying
targets for the steady state values of a number of model variables. This approach follows

e.g. Bernanke et al. (1999), Nolan and Thoenissen (2009), Christiano et al. (2014) and

9As the housing stock is assumed to be fixed at 1, the value of v has no effect on our results.

10VWWe also set the steady-state values of productivities in the tradable and non-tradable sectors.

"The estimated loss-given default (LGD) on Irish mortgages equals 42.7% and 34.8% for 2014 and
2015, respectively. The estimated LGD on all Irish exposures would be even higher, namely 73.7% and
52.1%.

ECB Working Paper Series No 2144 / April 2018 16



Rannenberg (2016). The targets include deposit and loan interest rates faced by the
non-financial sector, information on the source of bank funding, as well as the ratio of
non-financial sector loans and the value of the housing stock to GDP.'? Most of the other
targets were calculated from multi-year averages of the relevant empirical counterparts of
these variables, while some are econometric estimates.

Parameter values implied by calibration targets in Table 1 are listed in Table 2 and
marked by asterisks accompanying the names of parameters. Parameters not used to
match targets are without asterisks (see Appendix I). All values in Table 1 are computed
based on annual levels and model values are reported on annual levels.'3

The third group of model parameters (Table 3) affects model dynamics, but not
the steady state of the model, and include the habit formation, wage, price and
investment adjustment costs, the degree of price indexations in the non-tradable sector,
and the persistence and standard deviations of the exogenous shocks. We estimate these
parameters by matching the impulse-responses (IRFs) of the model with the impulse-
responses of an identified BVAR model, following the idea of Altig et al. (2011). The
variables included in the VAR are real loans to the non-financial sector, real house prices,
real exports, a measure of domestic real activity and the corresponding deflator, and
the EONTA.' The sample period is 1999Q1-2016Q4. We identify four shocks (supply,
housing demand, export demand, and monetary policy) by placing the minimum set of
sign restrictions necessary to achieve distinct responses to each shock. The sign restrictions

are listed in Table 4, where each row refers to a shock and each column to a variable.'?

12Without loss of generality, we first assume Py = Pj;. Setting a target for Py allows a recursive
analytical calibration of the steady state of the model, while setting Py = Pj; conveniently implies
that we and wyy are the shares of imports in final consumption and investment goods, respectively. See
Appendix M for details.

13As the model is on quarterly frequency, ratios involving a division of stock with a (quarterly) flow
(e.g., housing stock-to-GDP ratio) in the model have to be multiplied by 4.

14The measure of domestic real activity is the modified final domestic demand, and its corresponding
price index is the modified final domestic demand deflator. The reason why we do not use the standard
GDP is that due to the substantial amount of redomiciling, Irish GDP grew by more than 26% in 2015.
Because of this, the Central Statistics Office constructed the “Modified domestic final demand” measure,
which is arguably a better measure of domestic real activity (see also Lane (2017)) and the corresponding
price index. We use the latter to deflate loans and house prices. The real export series is corrected for
the jump in 2015.

15We leave two shocks unidentified. Importantly, the qualitative responses of the variables to the
unidentified shocks do not correspond to the sign restrictions of any of the identified shocks. Moreover,
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For the estimation we use the BEAR toolbox (Dieppe et al., 2016), and assume that the
EONIA is block-exogenous with respect to the Ireland-specific variables.'®
We collect all model parameters to be estimated in the vector (par, whose values we

choose in order to minimise the criterion function

(& — T (Cpar))' V(¥ — T (Cpar)),

where (par, denotes the parameters of the model, U the vector of IRFs from the VAR,
U ((par) the IRFs from the model, and V' denotes the diagonal weighting matrix based on
the variance of each point of the IRF. This matrix attaches a higher weight to the more
precisely estimated points of the IRF when calculating the criterion.!” We compute the
model IRFs under the assumption of a constant minimum capital requirement g, since
there was no CCyB in place during the sample period.

Figure 2 displays the response of the model and the VAR to the four identified shocks.
Importantly, typically respond procyclically, but not always. In particular, after a positive
export demand shock, output expands, while loans essentially remain stable, especially in
the short and medium run, implying that the credit gap decreases when GDP increases.
An acyclical response of loans to demand side shocks is not an unusual finding. For
instance, Fornari and Stracca (2012) estimate a panel VAR for 21 advanced economies
and find that after a non-financial demand shock that increases GDP, credit to the private

sector barely moves (and then decreases), implying that the credit gap falls.'® den Haan

they fluctuate around zero and are not statistically significant, and their contribution to the variance of
the variables is essentially zero.

16We use the independent normal-Wishart prior, which is less restrictive than the Minnesota prior
(we have experimented with several settings and priors and the results are robust). We assume the
prior values close to those typically found in the literature as reported by Dieppe et al. (2016). In their
notation, we assume: A\; = 0.2, Ao = 0.5, A3 = 1, \y = 100, and impose a zero mean and a tight variance
on the prior for coefficients on interest rate that govern block-exogeneity (A5 = 100).

1"We identify four shocks and exclude from the calculation of the criterion the interest rate response
to those shocks where it is zero by assumption. Hence U((pqr) is a (4x5+1)xT vector of IRFs stacked on
top of each other, where T denotes the number of time periods from the IRF we attempt to match. The
first T nonzero elements of V' are equal to the variance of each element of the first IRF in ¥, the second
T elements are equal the variance of each element of the second IRF in ¥, etc. We set T=20.

18The results in Fornari and Stracca (2012) are robust, both for stochastic pooling and for the simple
average across countries, as well as for the sample using only pre-crisis data, exclusion of the EA countries,
conditioning on whether credit-to-GDP ratio in countries is high or low, conditional on financial openness
and on stock market capitalisation.
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et al. (2017) find that commercial and industrial loans strongly and peristently increase
in response to a monetary tightening.

The model IRFs are broadly in line with the VAR. Regarding the estimated
parameters, we find that export prices are much more flexible than non-tradable goods
prices, in line with the Euro Area estimates by Coenen et al. (2013), a moderate degree
of investment adjustment costs and significant external habit formation.

In Appendix B, we show that with the parameters estimated in this fashion, the
model is also able to replicate the second moments of a number of important variable
not included in the VAR. Furthermore, we show that the preference of households in the
form of bank deposits is important for replicating the procyclicality of non-financial sector
credit observed in the data.

The mechanism at the heart of the assessment of different rules for the CCyB is the
effect of a change in the capital requirement on domestic demand and GDP. To verify
the calibration of the model, we simulate the effect of a permanent 1 percentage point
increase in the regulatory minimum capital requirement and compare it to the studies
which investigated this issue as part of the design of the Basel regulatory framework.’

An increase in the minimum capital requirement means that banks suddenly face
a higher marginal regulatory penalty, as the distance between the level of equity they
are supposed to hold and the amount they actually do hold widens (Figure 3). As a
consequence, the banks find themselves closer to paying the cost of breaching the minimum
capital requirements, cut their supply of loans, and increase lending rates. The increase
in the lending rate depresses domestic consumption and investment, causing a decline of
GDP of 0.23% at the trough. The decline in domestic demand leads to an improvement of
the current account, as imports decline and exports increase due to lower wage pressure.
House prices decline as the current and future utility from owning a house is discounted
more heavily. The resulting house price decline results in a lower value of collateral, which

increases the share of nonperforming loans.

9Tdeally, we would like to compare the effect of a transitory shock to the minimum capital requirement
in our model to a range of estimates, but the literature has typically looked at permanent shocks.
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FIGURE 2. VAR and model IRFs
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Notes: Impulse response functions of the model and the impulse responses in the VAR to the identified
shocks. Shaded areas denote 68% confidence intervals. In the figure, DD denotes modified domestic

demand.

The decline in house prices lowers domestic demand and economic activity, which in
turn leads to an improvement in the current account. This is reflected both in lower
borrowing of households from banks and in lower borrowing of banks from abroad. The
increase in the lending rate increases the revenues of banks and thus gradually raises

their equity.?’ The bank capital ratio slowly approaches the new higher regulatory ratio

20Note that in our model, banks can increase their capital only through retained earnings, as in Benes
et al. (2014).
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and the marginal cost of lending declines, allowing domestic demand and house prices to

recover.
FIGURE 3. Permanent increase in minimum capital requirements
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Notes: Impulse responses to a permanent increase in minimum capital by 1 p.p.. All variables are in
percentage deviations from the steady state, except interest rates, default rate, and required return on
assets, which are in annualised percentage-point deviations, and the bank capital ratio, the credit gap,

and the minimum capital requirement, which are in percentage-point deviations.

Importantly, our simulated GDP response to an increase in capital requirements is in
line with the literature. The response of output in our model is of similar magnitude as
that considered in Slovik and Cournéde (2011), and close to the median of the range of

model responses considered in BCBS (2010).2!

21The comparison is with respect to a two-year gradual increase of capital requirement in BCBS (2010).
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4 Optimal simple rule

We consider a simple linear rule which relates the minimum capital requirement faced by

banks, g, to the credit gap, gap, and the house price gap, price gapy:

gt = 8% + YL - gapt + p,, - price gapy, (31)

( L I ) -
apy = -—],
T Y Y + Yoo+ Yoy 4.7

Pr/ P — Pa/P

Ba/P (33)

price gapy =

The definition of the credit gap follows the recommendation of the ESRB.

We perform a gridsearch for a simple policy rule that maximises the unconditional
expectation of household welfare (eq. 9). Following Schmitt-Grohé and Uribe (2007), we
take a second-order approximation to both household welfare and the model’s solution.??
The grid is given by the intervals ¢ ,vp, € [0 2]. We exclude policies for which the
probability that g hits its zero lower bound exceeds 5%. We express the welfare gain of a
proposed policy over the no CCyB case as a percentage of quarterly consumption under
the no CCyB case. The welfare gain, ¢, is computed as (see Appendix H for details):

Tc = (L= 5) (dVap — dVj) . (34)

(1-x)

The optimal simple rule obtained in this way only responds to the real house prices

and not to the credit gap (see Table 5, column OSR), with ¢)5 = 1.1. The welfare gain
under the optimal policy as compared to the absence of a CCyB amounts to 0.23% of

consumption in the absence of the CCyB.*

22The ESRB defines the credit gap as the deviation of 7 +L{/t — v, irom a trend computed
using a Hodrick-Prescott (HP) filter with a smoothing constant of 400,000. The resulting trend will be
extremely smooth, implying that the steady state value represents a reasonable counterpart in the model.

23Due to the presence of steady-state distortions in our model, a second order accurate approximation
to household welfare requires a second order approximation to the model’s solution.

24This welfare gain is mainly the result of lower average hours in the new stochastic steady state,

which decline by 0.05% (see Table 5, column Comp. WGOSR). The remainder is caused by higher
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Since the optimal simple rule does not involve a response to the credit gap, we also
consider a restricted version of the optimal simple rule, where we set psip, = 0 and
optimize p, conditional on this restriction. This restricted optimal simple rule (see
Table 5, column ROSR) does involve a response to the credit gap, but the welfare gain it
achieves is essentially zero.

Finally, we also investigate the rule recommended by the ESRB, given by

0 if gapy < 2%
gt =8% +0.3125 - gapy — 0.625 if 2% < gapy < 10% (35)
2.5% if gapy > 10%.

Equation 35 requires that g; responds to the credit gap in an asymmetric and piece-wise
linear fashion, as g¢ responds only to positive values of the credit gap exceeding 2 p.p.,

and the maximum increase of gy is capped at 2.5 p.p.

5 Simulations

This section discusses the response of the economy to two variants of a housing demand
shock, a decline in export demand, a productivity shock and a decrease in the cost
of foreign borrowing, all for the alternative rules described by equations 31 to 35.
The magnitude of the shocks we assume in the simulations below equals one standard

deviation.?®

average consumption (+0.05%) and a lower volatility of all contributors to household utility (+0.1%).
The decline in hours worked is in turn caused by a reduction in the variance of wage inflation (see the
final row of Table 5), which lowers average wage adjustment costs. As we assume that wage adjustement
costs consist of hours worked, the decline in wage inflation volatility allows hours worked to decline while
leaving the labour input in goods production unchanged.?> Note that the welfare gain associated with
the CCyB might be higher still if we had assumed nominal rigidities in the form of Calvo (1983) pricing
instead of quadratic adjustment costs, as the costs of inflation volatility tend to be higher with the former
than with the later (see Lombardo and Vestin (2008) and Damjanovic and Nolan (2010)).

26This implies that the two percent threshold for the credit gap in the ESRB rule is never exceeded.
We provide a simulation where this is the case and discuss its implications in Appendix L. We solve the
model using the solver of Adjemian et al. (2011) to account for the non-linearity of the ESRB rule.
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5.1 Positive housing demand shock

A positive housing demand shock is modelled as a temporary increase in preferences
for housing, which increases the house price on impact (Figure 4). Our baseline is the
constant bank capital requirement of 8% (dashed black line). With the supply of housing
fixed, the increase in housing demand increases house prices, reduces households’ loan-
to-value ratios and thus the default rate. Banks pass lower expected losses from non-
performing loans to households by reducing the loan rate, which stimulates consumption
and investment. Lower interest rates and higher consumption further increase house
prices, which can be interpreted as a financial accelerator mechanism. Wages and goods
prices increase, worsening the country’s competitiveness. Exports decrease and imports
increase, implying that borrowing from abroad in the form of foreign deposits rises, and
is intermediated to the non-financial sector as loans.

Total loans to households increase in response to the housing demand shock because
the increase in households’ expenditure relative to their revenue requires an increase in
borrowing. Furthermore, the decline in the spread between the loan and deposit interest
rate and the increase in consumption increases the demand for deposits by domestic
households. Bank equity increases due to the decline in the share of non-performing
loans. The expansion in bank equity helps accommodate the increase in loans, implying
that the bank capital ratio declines only marginally.

We now turn to the CCyB rules. The ESRB rule (dotted red line) performs exactly
as the constant minimum capital requirement, because the credit gap opens by less than
2 p.p. and the rule does not kick in. As we show in Appendix L, a 10-standard-deviation
shock is necessary to move the ESRB rule enough to have a meaningful effect on output.
Both the optimal simple rule (OSR, full orange line) and the restricted optimal simple
rule (ROSR, full black line) require an increase in the minimum capital requirement, as
the credit gap and real house prices increase in response to the shock. With a higher
minimum capital requirement, banks’ capital buffer is smaller and the risk of ending up
undercapitalised in period ¢+ 1 and having to pay a fine increases. This effect is reflected

in a higher required expected return on assets (}/%::1) Banks pass this increase in their
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expected cost of lending on to households, requiring higher interest rates for loans. As
a result, the increase in consumption, investment and house prices is lower compared to
the case of a constant minimum capital requirement. The OSR achieves a substantially
higher attenuation than the ROSR because the increase in the real house price exceeds

the increase in the credit gap, which leads to higher capital buffer requirements.

FIGURE 4. Housing demand shock
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Notes: Impulse responses to a positive housing demand shock. All variables are in percentage deviations
from the steady state, except interest rates, default rate, and required return on assets, which are in
annualised percentage-point deviations, and the bank capital ratio, the credit gap, and the minimum

capital requirement, which are in percentage-point deviations.
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5.2 Boom and bust in the housing market

We model the boom-and-bust scenario on the housing market (a housing bubble) by
assuming that the agents expect an increase in the demand for housing to occur in three
years (i.e., in quarter 13), which ultimately does not materialise.?”

Expectations of a future increase in housing demand cause an immediate increase
in house prices (Figure 5), which transmit across the economy in a qualitatively similar
manner as the housing demand shock. The main difference is that when quarter 13 arrives,
the demand for housing does not increase. This disappointment leads to a recession
because the economy now has a too high physical capital stock, too much (foreign) debt
and too low collateral value due to the collapse in house prices. The latter leads to a
substantial increase in default rates. In the baseline case with constant minimum capital
requirements there is only a tiny decrease in the required expected return on assets after
the bubble bursts (and even this happens with a substantial delay), which implies that
the increase in the default rate dominates. This is why fixed capital requirements are not
able to prevent the increase in the loan interest rate after the burst of the bubble, which
amplifies the recession.

The ESRB rule again performs identically to the fixed minimum capital requirements
because the credit gap does not open sufficiently before and after the housing bubble
bursts. Unlike the ESRB rule, the OSR and the ROSR provide more stabilisation. The
distinction is that the OSR stabilises the economy both during the boom and during the
bust, while the ROSR does it mostly during the boom phase. Under both rules, the
increase in real house prices or the credit gap during the boom causes an increase in
the regulatory capital requirement. Higher minimum capital requirements increase the
risk of breaching the regulatory minimum capital and result in higher required return
on assets. This results in higher lending rates, which dampen the increase in domestic

demand and help to increase bank equity. During the bust, house prices decline strongly,

2"This should be viewed as a stylised representation of a housing bubble - a shock that has no
"fundamental" basis, or a purely expectation-driven shock. Technically, we implement this scenario
by simulating the model with the shock to housing demand expectations and then take the levels reached
in quarter 13 as initial values for second simulation without any actual or anticipated shocks.
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implying that the OSR allows a decline in the minimum capital requirement almost to its
steady state level. Importantly, this happens immediately after the expected increase in
housing demand does not materialise, which immediately releases the accumulated capital
buffer. This lowers the required expected return on bank assets sufficiently to dominate
the increase in lending rates due to higher defaults, and as a result the loan interest rate
decreases. The period of elevated loan rates during the boom is followed by a period of
lower rates during the bust, which stimulates domestic demand and helps to stabilise the
economy. For the ROSR, the stabilizing effect during the bust is absent. The reason is
that even though the credit gap drops during the bust from its boom-level, it still remains
above its steady-state for several years. This is because part of the boom-related increase
in borrowing was used to increase spending on goods and services above disposable income,
and the repayment requires a reversal of the household balance. Because households would
like to smooth their consumption, they prefer a gradual reduction of their borrowing by
maintaining a positive balance for an extended period. The minimum capital requirement
under the ROSR does not decline as much relative to the actual bank capital ratio as
under the OSR. Moreover, because it declines more gradually and from lower levels, the
capital buffer release is neither timely nor large, which leads to a higher trajectory for
the required expected return on assets and thus a higher loan rate. Note that this applies
to any credit-gap-based rule, because the credit gap remains positive throughout the

simulation.
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FIGURE 5. Stylised boom and bust in the housing market
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Notes: Responses to an anticipated increase in housing demand in the future, which does not materialise.
All variables are in percentage deviations from the steady state, except interest rates, default rate, and
required return on assets, which are in annualised percentage-point deviations, and the bank capital ratio,

the credit gap, and the minimum capital requirement, which are in percentage-point deviations.

5.3 Reduction in the foreign deposit interest rate

In this scenario, domestic bonds become more attractive to foreign investors, for instance
due to lower risk perceptions. We simulate this scenario as a decline in the foreign deposit
rate. Under the baseline scenario with fixed minimum capital requirements banks pass
the reduction in their borrowing costs to households through a lower lending rate (Figure
6), which increases consumption, investment, and house prices. The associated decline in
the default rate further lowers the lending rate. Higher domestic demand results in higher

wages, prices and imports, and lower exports, which increases foreign borrowing.
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The credit gap does not open much because of the simultaneous increase in GDP and
loans. Because the 2 p.p. threshold is not breached, the ESRB rule does not react and
its performance is identical to that of the constant minimum capital requirement. By
contrast, the OSR and the ROSR rules do react. The main difference is that because of
the muted and delayed response of the credit gap, the tightening of the minimum capital
requirements is very small under the ROSR and so are the resulting impacts on the lending
rate and the economic activity. In contrast, the OSR reacts strongly and immediately
because house prices increase. As a result, the loan interest rate does not decrease as much

as under other rules (it even increases slightly on impact), which dampens consumption

and reduces the peak of GDP by about a half.
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FIGURE 6. Reduction in the foreign deposit interest rate
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Notes: Impulse responses to a decrease in the risk premium. All variables are in percentage deviations
from the steady state, except interest rates, default rate, and required return on assets, which are in
annualised percentage-point deviations, and the bank capital ratio, the credit gap, and the minimum

capital requirement, which are in percentage-point deviations.

5.4 Temporary decline in export demand

In this scenario, foreign demand for domestic goods temporarily declines (Figure 7). The
fall in foreign demand has a direct negative effect on GDP, and and an indirect negative
effect vial lower domestic demand. The decline in domestic demand comes about for the
following reasons. Lower production means lower real wages and marginal costs in both
the tradable and the non-tradable sector, and thus lower inflation and a higher real loan
rate. At the same time, the decline in export revenue and the desire of households to

smooth their consumption tends to increase the paths of household borrowing from banks
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and the borrowing of banks from abroad. The associated increase in foreign deposits
tends to increase the risk premium banks have to pay on their deposits via equations 23
and 24 and thus the loan rate faced by households (see equations 5 and 6). Finally, the
increase in household borrowing and the house price decline result in an increase in the
risk of household default and thus also increase the lending the lending rate (see equation
6).28

Under the baseline scenario with fixed minimum capital requirement the temporary
increase in loans and the decrease in GDP leads to an increase in the credit gap. This
increase is not sufficient to activate the ESRB rule, so that the results under the ESRB
rule and under the fixed minimum capital requirements are the same.

Under the ROSR, the increase in the credit gap causes a sufficiently large increase in
the minimum capital requirement to worsen the downturn caused by the shock (bottom-
right panel of Figure 7).2° Higher capital buffer results in higher probability for banks of
having to pay the penalty, which is why they require higher return on assets. The lending
rate increases by more than under the fixed capital requirements and this aggravates the
recession. Note that because the credit gap opens in the wrong direction, any capital
rule that responds positively to the credit gap worsens the downturn under this shock.
Furthermore, note it appears that we would observe an increase of the credit gap even
if we substituted say domestic demand for GDP in the denominator of the credit gap
definition equation, as domestic demand declines even more than GDP.

By contrast, under the OSR, the regulator quickly lowers the minimum capital
requirements, because house prices decline. This reduces the likelihood that banks will
have to pay the penalty for breaching the minimum capital requirement and banks can
decrease the required return on their assets. This is sufficient to offset the increase in the

default rate, allowing the lending rate to decrease. This enables households to borrow

28In general equilibrium, foreign borrowing turns negative after six quarters, as the cumulative effect of
the drop in imports for domestic consumption and investment purposes overcompensates the cumulative
effect of lower export revenues. The strong effect on of domestic demand is partly driven by the high
persistence of the shock (px = 0.99) and the associated effect on households’ expectations. For instance,
for px = 0.95, we observe a much more persistent increase in the foreign borrowing of banks and thus
domestic lending.

29The small short-term oscillations in the required return on assets occur because the credit gap is
defined as a moving average.
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more from abroad in order to smooth consumption, which substantially alleviates the
decline in consumption, investment and GDP.

Note that the model may actually understate the increase in the credit gap and thus
the tightening prescribed by rules based on the credit gap. The reason is that the model
does not have import content adjustment costs that can be found, say, in the ECB’s
New Area Wide Model (Christoffel et al., 2008), implying that short and long-run price
elasticities of are identical. A lower short run price elasticity would lower the decline
in imports and strengthen the GDP decline. Furthermore, it would cause a higher path
for foreign borrowing, and thus a higher path for domestic lending. Lower GDP and
higher lending would imply a higher path for the credit gap and therefore even stronger

tightening of capital requirements under the rules based on the credit gap.
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FIGURE 7. Temporary decline in export demand
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Notes: Impulse responses to a temporary decline in foreign demand. All variables are in percentage
deviations from the steady state, except interest rates, default rate, and required return on assets, which
are in annualised percentage-point deviations, and the bank capital ratio, the credit gap, and the minimum

capital requirement, which are in percentage-point deviations.

These results suggest that the credit gap may be a problematic indicator variable
under a very common shock for small open economies. It prescribes tightening minimum
capital requirements exactly at the time when foreign borrowing could be used to help
smooth the adverse effects of a temporary decline in foreign demand. The reason for such
an adverse outcome is that the credit gap is countercyclical in this case. Policy rules based
on the credit gap therefore create a trade-off between stabilising the economy’s response
to housing demand and export demand shocks. By contrast, this trade-off is absent when

the capital requirement responds to house prices.
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5.5 Productivity shock

We model the productivity shock as a temporary decrease in the productivity in non-
tradable goods and export sectors (Figure 8). Under the baseline with constant minimum
capital, the decrease in productivity immediately decreases output. Because households
are now poorer, they demand less housing and deleverage by reducing borrowing. House
prices drop initially by more than loans, which leads to a temporary increase in the

default rate and a small increase in the lending rate.?C.

Foreign debt drops on impact
due to the reduction in demand for imports, which is a consequence of the drop in
domestic consumption and investment, but also due to the drop of exports, which contain
a substantial fraction of imports.

The ESRB rule again performs exactly the same as the constant minimum capital
requirement because the credit gap drops and the rule does not allow reductions of
minimum capital. The ROSR, in contrast, allows for an immediate reduction in minimum
capital requirements, which moves banks away from the regulatory constraint and allows
them to reduce the required return on assets and thus the lending rate. However,
because the credit gap closes relatively quickly, this provides only a limited dampening
of consumption and the business cycle. The OSR performs somewhat better in terms
of the reduction in the lending rate, because the decrease in real house prices is more
persistent than the reduction in the credit gap. Because the reduction in minimum
capital requirements under the OSR is more persistent, lending rates remain lower for
longer. Households anticipate this and reduce consumption by less. In addition, lending

decreases faster than house prices under the OSR, resulting in an initial decrease in the

default rate, which further helps the initial reduction in lending rates.

30Tn this case, the financial friction between the bank and the household amplifies the effect of the
shock, unlike in Christiano et al. (2014).
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FIGURE 8. Decrease in non-tradable and export goods productivity
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Notes: Impulse responses to a decrease in productivity for non-tradable goods and for export goods.
All variables are in percentage deviations from the steady state, except interest rates, default rate, and
required return on assets, which are in annualised percentage-point deviations, and the bank capital ratio,

the credit gap, and the minimum capital requirement, which are in percentage-point deviations.

6 Conclusion

We investigate the performance of several countercyclical capital buffer rules based on
the credit gap and the real house prices as indicator variables, conditional on a set of
structural shocks that are typically considered important for small open economies. To
do so, we use an estimated medium-scale DSGE model of the Irish economy. We take as
benchmark the case where the minimum capital requirement is fixed at 8%. Against this
benchmark we compare the performance of CCyB rules where the regulatory capital ratio

is positively linked to the credit gap, including the rule recommended by the ESRB, as well
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as a simpler and more reactive linear policy rule, optimised to give the best performance
in terms of welfare (restricted optimal simple rule). Moreover, we consider specifications
where the CCyB rule is based on both the credit gap and real house prices. If such a rule
is optimised, it is positively linked to real house prices only (optimal simple rule).

Our main finding is that the CCyB rules based on the credit gap are able to dampen
the fluctuations of the economy to housing demand shocks as well boom and bust cycles
driven by expectations. The reason is that in such cases the credit gap is procyclical,
implying that the regulatory capital is tightened when GDP increases. This limits the
development of foreign debt overhang, and creates a bank capital cushion which can be
released once the economy and borrowing contract. For shocks of realistic magnitudes,
the ESRB rule does not act stabilising, because the credit gap threshold of 2 p.p. is never
exceeded. In addition, it does not allow for a response to negative credit gap values, which
limits the scope for stabilisation when the credit gap becomes negative.

Most importantly, CCyB rules based on the credit gap not only fail to attenuate
the response of the economy to shocks that cause an acyclical credit gap response,
but even amplify their negative effects when shocks trigger a countercyclical credit gap
response. A relevant example, especially for small open economies, is a temporary decline
in export demand, which lowers GDP more than domestic lending: If the macroprudential
authority responds aggressively to the credit gap, it worsens the export-induced downturn
by effectively making borrowing more expensive. Overall, by targeting the credit gap,
the macroprudential authority creates a trade-off between stabilising the response of the
economy to housing demand shocks and destabilising the economy after export demand
shocks. In contrast, such a trade-off does not arise if the regulator targets the house price
gap, since house prices move procyclically in response to all shocks considered.

Our results indicate that policymakers should take seriously the part of the ESRB
Recommendation that allows them to consider a wider set of indicators, in particular
house prices, when setting CCyB rates. They also suggest that the prominence given to

the credit-gap-based rules and CCyB thresholds should be taken with caution.
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A Tables

TABLE 1. Steady state values of important variables and their counterparts in the data

Name Model Data Sources
Consumption share, PY—C 51.8 45.5 CSO NIE

Private inv. share, % 14.4 199 CSO NIE

Gov. exp. share*, PXC€ 20.6 20.6 CSO NIE

Export share, P);—X 92.3 92.6 CSO NIE

Import share, P%M 79.2 78.3 CSO NIE

Export surplus* , w 13.2 143 CSO NIE

Imp. share cons.” , w 45.0 45.0 CSO IO tables

Imp. share inv.* | P%FM 50.0 50.0 CSO 10 tables

Imp. share exports* , PI?,4X)§<M 56.0 57.2 CSO 10 tables
Labour share* , V\\’(—N 40.0 39.6 CSO 10 tables
Non-fin. sec. loan rate* , R 4.0 4.0 CBI, OC

Deposit interest rate* , R 1.8 1.8 CBI, OC

Deposit interest semi-elast.” 1.5 1.5 Gerlach and Stuart (2015)
Deposit adjustment speed* 02 0.2 Gerlach and Stuart (2015)
Prob. of undercap.* , Fj 25 25 Jakab and Kumbhof (2015)
Loan-to-GDP rat.* | YE 104.4 104 Internal CBI data
Foreign dep. share* | % 222 222 CBI, OC

Bank equity ratio* , % 12.1 12.1 CBI, OC
Housing stock ratio* , P’;—H 244.9 244.9 CBI, CSO NIE
Loan default rate* , Fj 0.8 0.8 CBI, OC, Kelly and O’Malley (2016)

Notes: All values are in %. CSO=Central Statistical Office; NIE=National Income and Expenditure,

I0=Input-Output. OC = own calculations. Own calculations are detailed in Appendix I. An asterisk

denotes a target value in the calibration.
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TABLE 2. Calibrated Parameters

Symbol Name Value
Households

B Discount factor* 0.9855
ON Utility weight of labour* 1.9282
(b Utility weight of deposits* 0.3526
CH Utility weight of housing* 0.1017
n Labour supply elast. 2

v Elast. of housing demand 1

L Curvature deposit utility* 5

¢p Deposit adjustment cost* 2

) Depreciation rate 0.04
Oh Idiosyncratic risk* 0.4721
e Final cons. demand elasticity 1.01
1 Final inv. demand elasticity 1.01
eN Non-tradable goods varieties elasticity 11

em Import varieties elasticity 11

ex Export varieties elasticity 11
EX:W Export basket demand elasticity 2
Banking sector

A Loss given default 0.4217
Op Idiosyncratic risk* 0.4721
¢ Share of foreign debt in GDP* 1.0564
gmin SS. minimum capital requirement 0.08
Op + w Fraction retained equity* 0.9882
2 SS. foreign-deposit-to-GDP* 23.2%
Os Risk premium sensitivity le-8
Rw World interest rate* 3%
Firms

Q@ Share of imports in exports* 0.49
we Share of consumption imports* 0.2

wi Share of investment imports* 0.3

AN Share of labour (non-tradable)* 0.44
A% Share of labour (tradable)* 0.44
ew Labour varieties elasticity 11

On Tradable profits transferred abroad* 82.0%

Parameters denoted with an asterisk are implicitly calibrated in order to support targets listed in Table
1, as well as Py = 1.
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TABLE 3. Estimated parameters

Symbol Name Value
rw/éw  Wage markup coefficient/ Wage adjustment cost 0.005/ 2000
KN /EN Non-tradable sector markup coefficient/ price adjustment cost 2.3/ 4.3

Rx [Ex Tradable sector markup coefficient/ price adjustment cost 100/ 0.1000
& Investment adjustment cost 9.5

X Habit formation 0.83

wPN Non-tradable price indexation 0

o Sd. productivity shock 0.0026

OH Sd. housing demand shock 0.0073

1% Sd. export demand 0.0057

OR Sd. monetary policy shock 0.00013

PA AR(1) productivity shock 0.89

PH AR(1) housing demand shock 0.99

Px AR(1) export demand 0.989

PRy AR(1) risk premium shock 0.99

Note: We imposed an upper bound on the AR(1) coefficients of 0.99 and a lower bound on the price
markup coefficients of 0.005. The markup coefficient of a sector i x; is the coefficient on the percentage
deviation of the markup from its steady state obtained after linearising the respective price (or wage)
setting equation. The relationship between k; and sector i’s price (or wage) adjustment cost ; is given
by & = 1/(k; * (u; — 1)), where u; denotes the steady state markup in sector i.

TABLE 4. Matrix of sign restrictions

Shock in VAR (model) Real NFC loans GDP GDP defl. Real P4y EX EONIA

Supply (productivity) + _ T 0
Housing d. (prefer.) T + 4+ - 0
Export d. (XD) + + + 0
Monetary policy (R) + + +

Note: In the estimation, the sign restriction is always applied to the fourth element of the IRF of the
respective variable to the respective shock. An exception is the response of the EONIA, where restriction

applies on impact.

ECB Working Paper Series No 2144 / April 2018 44



"A1PA1309dsa1 ‘AN 9} 10 YSOH Y} PUe SO 9} YIM PIIRIDOsSe UTed oIej[om [[IDA0 9} 0} JUOWOW PUOIAS pue
1SIY oD UL 93URYD o1} Jo uonnquiyuos jurod ogejuedtod a1y Aedsip YSOUHM dwo)) pue YSOHA "dwo)) summ[od ‘uorjouny A[mn poyssnoy o3 oY) JULIOIUS
se[qeLIeA o1} I0 "gADD) OY2 JO 9oudsqr oY) Ul uordwmsuod jo 9gejusdiod e se passoldxo oIe syuouoduWIod SII PUR UIRS 9IRBJ[OA\ O], 'SOOURLIBA 91RINIIC-IOPIO-)SIY
gursn uonjos sppow a3 03 uoryewxoidde IopIo puodds A} UO PIskq dIe SUBIW O], "UOIIN[OS s Jopouwt o9} 03 uoljewxoidde IopIo )sIf o} WO} panduiod aIe
soouRLIBA "M JV UR St Passaldxa SI UOIJRUI 9FBA\ "91e}S-APBIIS D1ISBYD0)S-UOU ST WOIJ 9[qRLIBA dA1}09dSAI 91} JO UOIIRIADD 9FeIuadIod oY) 10] POIRINO[ED SJUSTOW
[©2199109T[} dIe sjusuIowl polrodor o], "UOTINLIJSIP [RULIOU PIRPUR)S 1) Jo o[juadIad g o1} sojouap 96'0g oxoym ‘#itg > 960 x (#6)up \_i OIM 10 9T ‘YG
uey) SSO] SI PUNO( IoMO[ 019z o1} Uy Jo Aqiqeqoid oY) yorym I0j soworjod 01 WOTIUL R JLI1ISaI 9pN g0 9zisdeds ‘() = “dqp pue [g 0] o T¢r pusd yum ‘(YSOY)
o ofdurts rewrydo pejoriysoer e 10§ pue ‘[g 0] > "dp ‘T pus ypm ‘(YSO) omi ojdurts rewrydo o) I0J YOIROSPLIS 01} JO S)Nsal o) sAR[ASIp o[qe) oY, :S9J0N

€0 ¢0 €0 (ddV) uorjeyut ogey

10°0 8¢ 00 o1 IS sysodap o1gsomIo(]
000 6T €00 o1 8T moqer]
00°0 6 ¢00 6L L6 uonydunsuoy)
m@oﬁwmhm>

10°0- 710 e1°0- 600 910 sytsodop o13somo(J
10°0 z10 Al L0°0 AN0 moqer]
10°0- 10°0 €00 GO0 10°0 uorpdumsuo))
SUROTA

00°0 €z 0 00°0 (%) DM

00°0 011 00°0 Hp

870 00°0 00°0 T

(rd'd) ysoumOM ‘dwopy ysoH (‘d'd) ysooHm ‘dwo)d YSO gdLDD ON

o opdurts rewnyd(y G @19V,

45

ECB Working Paper Series No 2144 / April 2018



‘PURTIOP JIISOWIOD PUR SURO[ [8dI JO UOIJR[OLIOD 9} IOMO] 0} PUS) SWSIURIDISUL 9SO} JO
10g ‘siojrenb 1ojye] ur osuodsel PURILD D1)SOUWIOP 9} I9MO[ 0] SPUL) SULIY-JH ‘PURWSP D[ISOUWOP IO ‘YOOUS 9} I9)Je SIa)Ienb [RIJIUI 91} Ul PUSI) WIOLJ SURO]
JO UOIJRIADD 9ATIRSAU S} SOOURYUS )1 ‘SURO[ UL 9SRIIDUL J)R[ S} 0) PuaI) o) 1 0} sydurerje 1w)y-JH oY) Pualxe oy} O, "91e)s Apeajs s)1 0} SWwINsl A[MO[S U}
pue Io1Ies Yonwr syred PURWISOP JI)SOUIOP S[IYM ‘I9)e[ dN[RA 99R)S APRIIS IIDY[) dAO(R 9SRAIOUL N ‘JO0US purwop 10dxe Areuolsurdxo ur SULMO[[O] SUI[DOP A[[eTIIUl
SURO[ [BOI ‘g 9INSI WOIJ PaUIR}qO 9 URD Sy "YOOUS purWop 110dXo o) 0} SURO[ PUR PURMIDP JI)SOWOP JO osu0odsal oY} S}ear} I0j[ o) Aem o) 01 anp oq Aeuwr
OIYM ‘PURUIOP D1)SOWOP PUR SURO[ [BII Uo0mM}9q UOIIR[ALIOD oA1je3ou snoumnds ' sopesld (009T = Y) 104Y JH °Y? [IM S)NSoI [opowl o) SULI)Y ‘OI0WLIDYIIN]
"SHUSWOW PU0dS SUMNAUWOD 9I0JO(| POAOWIDI 9 0} SPISU PUSI) OU SNT) PUR ATRUOI)R)S dIR SI[(RLIRA [9POW 9Y) ‘)SI[] [oPOUW 9} 0} Iy JH oY) Adde jou op app

(0001 = 93)
JURISUOd dIe 41s0dop OI)SOWOP JIdYM [9POUL B 03 SIOJOI |, (] OU [9POJA[, UWN[0D J[IYM ‘¢ pue g so[qr], Ul pajrodal uorjestojotrered o) U0 Paseq dIe | [9POA,
Po[[eqe] SUWN[0D dY) Ul SHNSVI 9], ‘[OPOW 9] JO UonN[os a1} 0} uorjemwirxoidde IopIo 1SIY oY) UO PSR SJUSWOU [opou [ed1391001) 110dal opy “(009T = Y) ®yep
PoIeYy JH UO poseq a1 sjuowow [esrrdume o, ‘¢ T0g 101 o[r[lRAR JOU ST 9SN oM RIRP 9)RI }S9I2JUl JY[} 30UIs ¢MHOT0Z-T1O6661T St polrad ojdures oy [, 'ss9[ 10
0ING] UOI[[IUI 9UO JO OWIN[OA B [IM SULIY [RIDURUY-UOU O} SURO[ UO )l JS9IOJUI 9} UO PUOIDS 91[} ‘9)el }S0I9jul 98eS)I0W 9} U0 paseq St 81y oy, * * ™y — +Ty
10§ sorxo1d omy j10dax ap -eesordue 1od seeforduie Jo uoryesuaduion sk sogem [RUTIIOU AXOId A\ "JUSTIISOAUL [RIPUSPISAI S€ JUSUIISOAUL 10109S S[qeprI)-uou Axord

9\\ PURWIOD OISOWOP POYIPOW JO IOJRPOP O S9I0UdP ,I0Je[op (I, Po330] ‘soyel yjmol8 pue jserojul jo uondeoxo o) Yam ‘pue ‘(0097 = Y) PoIoNY-JH
sem eyep o], ‘A[oA1oedsal ‘sjoxorIq UI SO[QRLIRA 91} JO JUSIDNJO0D UOTIR[DIIOD Y} PUR S[CRLILA B JO UOIJRIASD pIEpUR)s oY) 9j0usp ().0,) pue ‘X7 :S9j0N

€8°0 080  0L0 90" 70" z0- z0 10 10 HINS M — ¥y
€8°0 080 9.0 9°0- 70" ¢0- z0 10 z0 g — ¥y
00T 00T 960 z0 70 0 ! 91 ! SuRO[ [BY
€6°0 60 680 90 90 80 81 0°C ! oo11d osnoy [eay
) 9¢0  ¥1°0 00 00 z°0 0 ¢ 80 10yepop (I ‘UOnyeHu]
€80 ag'0 L0°0 70 €0 0 z0 z0 0T [}MOI3 oFem [RUTHON
860 860  ¥6°0 0T 0T z0 L0 L0 z'q syroduy
1670 160 590 90 90 70 €0 €0 z'1 s110dx7y
860 660  LS0 60 60 80 LT 971 ¢'¢ JUIWIISOAUT 107998 S[(RPRI}-UON
66°0 660 T80 01 01 60 z1 e1 80 uordumsuoy)
66°0 660 6.0 01 01 01 01 01 01 puRtO(] d13sowo(]
‘q ou PPOIN [PPOIN  ®je( *(Q OU [PPOIN [PPOJAl ®je( ‘(I OU [PPOJN [OPOIAN ®je( o[qerrep
(T )10 (*X *dan)i10p s

SJUOWON PU0ddg g ATIV],

46

ECB Working Paper Series No 2144 / April 2018



B Second moments

Table 6 displays second moments of a number of important variables from the model
and their closest counterparts in the data. The model performs well at matching the
cyclicality of the variables as measured by their correlations with GDP, and in particular
the cyclicality of house prices, real loans and Ry .t — Rw:t. The model also matches the
relative volatility of loans, house prices and Ry .t+— Rw:t. The model performs somewhat less
well at matching the relative volatility of the remaining variables, though the deviations
between the model and the data are mostly limited.

Table 6 also shows that variation in domestic deposits helps replicating the
procyclicality of non-financial sector credit, by reporting results for a version of the
model where household deposits remain constant over the business cycle (columns labelled
""Model no D{"). In this version of the model, movements in non-financial sector credit
are driven purely by the the difference between borrower spending and income. As a
result, credit becomes less procyclical because borrowing increases less in response to
expansionary housing demand and monetary policy shocks, and declines more persistently

in response to a favourable export demand shock.

C Wage setting

Wage and price adjustment costs are specified in terms of deviations from past growth
rate of prices and wages.>> We allow for a degree of indexation, implying that only part
of the deviation from previous-period price or wage inflation is subject to adjustment
costs. For wages we have IV, = (thil)!w (M), where 0 < ww < 1 denotes
the degree of indexation to past wage inflation. Households set wages assuming
monopolistic competition, where households are facing a downward sloping demand
curve N(e) of the form N (W) = (I/Vi;t/Wt)_eWNt, and wage adjustment costs Qw:¢ =

Ew /2(log(Wit/Wi_1 x 1/II}Y )2 The objective is given by

31Note that steady-state inflation is calibrated to zero.
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1T 77Nt1+ (Wiit) + AWit N (Wize) [1 — Qwie) + BA1 Wit N (Wiserr) [1 — Qwiesa] (36)

Substituting N (W) and writing out the adjustment costs gives

1 Wit H Wit 1-e" fw( ( Wi 1 ))2
e ((EE) M) A N |12 (1 '
() ) gt =5 (s (e

Wiern 1Y)
+BA 1 Wity 1 N (Wiei) [1 - %N (log ( V[/il H}!L)) ]

__e” 1
ON (W, :=W,) W (Wi \ W1 1
Because W, =~ (W Ntwt = —v 1Ntw , as all optimising

households set the same wage in equilibrium. Hence the FOC w.r.t. Wj. is given by

eV 1 Ew Y ? il 1
i =3 (o)) e (log(nw)ew-l

1 A N, T

At t+1 N H}’X_l

D Firms

There are five types of firms: Non-tradable goods firms, tradable goods firms, exporters,

importers and final goods firms that aggregate intermediate goods into final goods.

D.1 Non-tradable goods firms

There is a continuum of non-tradable goods firms, indexed by i. Each non-tradable
goods firm produces output using a Cobb-Douglas production function, Yn.+j =
ANt KN a1V " ., and faces quadratic price adjustment costs. Its objective is:

N;t+j o

> B Ay [Priesi Yasie [1 = Qpyit] = Weij Neyj — Ricesj Kegj i

Jj=0
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where Qp, .t = En/2(log(Paictsj/ Prsistrj—1 * 1/IIn:t))? are price-adjustment costs. Iy
denotes the price indexation scheme. As for wages, adjustment costs permit costless
partial indexation. Each intermediate goods firm is a monopolistic supplier of its own
product variety and takes a downward-sloping demand curve as a constraint:
j2 et

N;i;t+j
YNiiitti = (P;H) YNt - (38)

N;t+j
Each firm chooses prices, capital, and labour. The first-order conditions w.r.t. Py:it

is given by (note that in equilibrium, all non-tradable goods firms choose the same price

and therefore Priit/Priit-1 = Pnit/Prnit-1 = 7N

N 7N A1 N YNoegr | N Tey1
log (2t = ' 1
eN —1 °8 I b Ay e Y [eN -1 o8 IR, *

+ —[1=Qpy] (39)

The optimality conditions w.r.t. capital and labour are given by (1 — yy) MCn:tYn:t =

Ryt K1 and yw M CN:tYn:t = WilVNit, respectively.

D.2 Importers

Importers buy goods at the (exogenous) world price Fy., which, converted into
domestic units through the exchange rate Si, is their marginal cost, MCm: =
StPy+-  They use this good to transform it into varieties of a CES basket, facing
demand curve M.y = (PM;i;tJrj/PM;tH)_eMMtﬂ- and price adjustment costs Qm:y =

& /2(log(Puwiit+j/ Pwiitrj—1 * 1/TIN:t))?. They maximise:

Zﬁj/\tﬂ [PM;i;t+jMi;t [1 - QM;t] - Mi;t+j MCM;t+j] )
j=0

implying that the FOC is analogous to the non-tradable sector:
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fM 71'1':\/' MCM-t €M
1 - ' 1— Qmel =
M1 08 M Pyt eM—1 * it
Avir v M Y 7"{\11
= 1 . (40
5 At 7Tt+1 Mt 6|\/| . 1 Og HM_I ( )

D.3 Tradable goods producers

The competitive sector combines locally produced goods Z; and imports Xyt to produce
an export good using a Leontieff technology Xi = min{Z;/(1 — a), Xm:t/a}, where
Zy = Axit?i(_;tleX);(ta and Fx;tq, the capital used in the production of tradable goods,
is exogenous. Tradable goods producers sell their products to the final goods sector at

price Pxj.t+j. They maximise:

Pxiit1j X+ [1 — 3&x <10g <M>) } — Wi j Nxitrj — Bt Kxt-14j

> B A oo
" —1—
i —aPM; Xeyj = MCz (1= @) Xe = AxaRce 1y Nockss )

The FOC w.r.t. X; is given by

MCxt 1 < X, )2 < X )
- — 11 —=¢(x1o +&x lo =
P [ o loe( x Sclog | %
A X, X
=4 /t;lﬂxntﬂ ;(lfxlog( )?:1)7 (41)
MCX;t = OZPM;t + MOZ;t (1 — Oz) s (42)

Pxri+1

and Txj:tr1 = TR The FOC w.r.t. labor is given by vy MCzi = WiNx., and
because of Leontief technology, the shares of domestic production in exports and the

import-content of exports are Z; = (1 — )Xt and Xp.¢ = Xy, respectively.
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D.4 Final goods firms

Final goods firms combine intermediate and imported goods to create final goods
used for consumption and investment, using a constant-elasticity-of-substitution (CES)

technology:

20
pro—1

G = <(1 —we)re (Ongt) o + (we) e (CM;t)%> o

Consistent with the CES production, demand functions for imported consumption

goods, Cpm:t, and for non-tradable consumption goods Cy:t, are

PM;t
P

" P\ °
) Ct and CN;t = (1 — wc) (?) Ct (43)
t

CM;t = Wwc (

where wc is the bias towards imported consumption goods, uc is the elasticity of
substitution between imported and non-tradable consumption goods, Put is the import
price, Pyt is the price of non-tradable goods, and P is the general price index P =

(we Py © + (1 —we) Py ©)1=0= @), The equations for investment goods are analogous.

D.5 Exporters of final goods

Intermediate goods are transformed into final exports goods by monopolistically

competitive exporters subject to price rigidities:

> B A

Jj=0

Ex Peieri 1))
Pxit+j Xitrj |1 — = (1 Prrr IIX
Xiitj A istt] [ 2 08 Px;i;t+j—1 Hi(

with I denoting possibly time varying reference (i.e. indexation scheme) for price

- PXI;t+in;t+j]

changes in the non-tradable sector. Demand is given by Xj.t4j = (Px;i;tﬂ/Px;tﬂ-)*eX Xidj

and the price setting is determined as
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Ex log (ﬁ) —
eX —1 X

A1 X X1 Ex Wéd Pxi:t eN Ex 7Ttx ?
- 1 ' 1= X og [ X 44
O Ty, Xm0\ X ) T R N 1 2 \ 8\ Irx (44)

t+1
Finally, we assume that the demand curve for the export basket Xt is

_eX. W

: (45)

Pt/ S,
Xt:XD;t( it/ t)

BTy
where Xp.¢ denotes the exogenous component of world demand, St denotes the exchange
rate and Ryt and T; are both exogenous. Note that we assume S; = 1, implying that
the numerator of the above equation is equal to the export price firms charge, Px:.
This implies that, given Dp., exports will fall when exporters charge higher prices. We
allow that export demand depends negatively on interest rates. This is because we use a
monetary union setup, where interest rates are determined exogenously for Ireland, but
we do take into account that the demand for Irish exports in the rest of the Euro area
declines when Euro area interest rates increase and reduce demand abroad. We therefore
assume that log(Xp:t) = (1 — pxp)log(X) + pxplog(Xpit_1) — X Drw (Rw:t — R), where
pxp 1is persistence of foreign export demand, X Drw is the sensitivity of this demand to

interest rates, Rw:t is exogenous, and bars over variables denote steady-state values.

E Net foreign asset position

The domestic interest rate is linked to the Euro Area one via Ry = etRw:t * Str1/St
and ey = 0g(By/Y: — (), where fg determines how the sensitivity of the interest rate on
domestic debt depends on the deviation of the current indebtedness of the country from

its steady-state value, ( = B/Y. Foreign debt By evolves according to

Bt = Rt_1Bt—1 — T'Bt + 0 ((Px:t — aPwm:t) Xt — WilNxt) , (46)
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where 67 denotes the share of profits transferred abroad by foreign-owned firms, and

TB: = PueXe — Pus, (47)

F Policy authorities

The exchange rate is fixed (Sy = 1), and government spending is funded by lump sum

taxes on optimising households (Py:tGt = Oy).

G Market clearing conditions

PCy = PNitOnit + PmCwmit (48)
Pl = Puidne + Puilwmi (49)
YNt = Ongt + Inge + Gt (50)
My = Owmt+ Imit + Xwmit (51)
Nt = Nn:it+ Nxi (52)
Ki = Knit+ Kxit (53)
Yi = PCi+ Pt + PuaGe + PxieXe — PuicMt (54)

H Welfare associated with different policy rules

To express the welfare effects of different CCyB rules as a percentage of consumption in the
absence of the CCyB, we first write down welfare under the assumption that households
receive a quarterly transfer 7c > 0 with certainty. This yields the following expression for

the quarterly welfare flow Vg.:

In((1+7c)Cre—x (1 Cri Nyt Dsirt\ '™
Vit = n(( 7¢) Crt = x (1 + 7¢) Crt 1)_¢N rit +enaCrln (Hee) + (b < S,r,t)

(1—X)_1 ].+77 1_L Pr;t
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We now take a a second order approximation around the non-stochastic steady state

and 7¢ = 0 to this equation. The derivatives are given by

AV 1 B l
dCy (Crit — xCr1) (1 — X)il C
Vi X _ X
dCi (Crit — xCr1) (1 = X)il c
d* Vg B 1 L 1
(dct)2 (Or;t - XCr;t—l)2 (1 - X)_l 02 (1 - X)
dQ‘/f;t —X _ —X
(dCt—1>2 (Cr;t - XCr;t—1>_2 (1 - X)_l C? (1 - X)
d*Viy X _ X
dCtdCq (Cr;t - XOr;t71>2 (1 - X)_l Cc? (1 - X)
dVey 1 1—x
dtc (I1+7c)(1 —X)_l (1+7c)
i Ly
(dre)? (1+70) X
AV B
dNtUn:o NN = —On
d* Vit 1
) . N — _ N -1
(dNt)2 ¢N77 rt ¢N77 r
AV Dsy\ Ds\
(Dss ") ~®°\p
(%)
d* Vi

(4(%))

- -1
—t(p (%;r)

where we evaluate the derivatives at the non-stochastic steady state and 7 = 0. The
second order Taylor approximation to the deviation of V& from its non-stochastic steady

state is then

dCy — xdCri_y  (dCY)* + x (dCy_1)?
AV = (1 — — 2 L
= 1—x)[c—72]+ C 202 (1 — y)
2xdCdCy_4 ON 1 2
202 (1 — X) ¢NN dNt 2 ’I]N (dNr;t)

Ds;y - Ds;rt p [ Ds - Ds; ?
o () (5 -2(7) ((R)
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@V = (1= X) [re = 78] + Ce—xCror ~ 21— ) NN TN
—_— —2
ONN 1 ()2 Ds\'~ Dsx (o (Ds\'~ Dsx
() (%) B8 (2)
2 )t p R 2 \P Pex

The unconditional expectation of the second order approximation to V; is

Vo = EO{Zﬁtm;t}:

t=0

(1= x) EoCh __l<1+ JEo{C?}-2 Eo{cA;_l}]

(1=x)7e )
1- 3 1— 5
o [ o5 {57

1-p
1—
o () Pon b:’
Pr Sit L Sit
"7 g ==ty g et

where we use the fact that Fy{r¢} = 0 since 7¢ is known with certainty. Note that

the Ex {()2} terms may be approximated using a first order approximation to the
model’s solution (e.g. Lombardo and Sutherland (2007)). Since under the first order
approximation FyX; = 0, the E; {()2} are simply the variances of the respective variables
calculated using the first-order accurate solution of the model (the autocovariance in case
of E; {C‘tét,l}).

Assuming that a given policy a leads to (second order accurate) welfare level of Va;o,
and that welfare in the absence of this policy equals dVj,, the quarterly transfer 7c we need

to make households as well off in the absence of policy as in its presence is determined by

o= i or o= =0

Tc may be decomposed into the contributions of changes in the unconditional

expectation of each variable and the variance terms as follows:
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CON EoCa,t — EoCy (55)

EoC
CONEO{(;?} _ [(1 + ) [EO {Cz,t} - Eo {C?}]Q—(f_{E)Z {Ca,tca,t—l} —Eo {tht—l}] (56)
CON, x = - JI'EWH [Eo {Na,i} —Eo {N:}] (57)
CONp (x2} = - (N'jw)l 5 [Eo (N2} B0 {NZ}] (58)
o (%) [ fsa bs:
CONEO{ Gy } = - Eo { B, } - Eo { = } (59)

o (%) [ foem? 55
CON (—»ny = - & Eg{ —2%t § _Eg{ —t (60)
EO{ S.t } 2(1— ) Pa,t Py

I Empirical target values for calibration
In this section we discuss the calibration of values reported in Table 1.

e Imports: Import content of private consumption, private investment and exports

to calibrate wc, wy and a are from the CSO input output tables.
e Flow shares (averages over the 2001-2014 period):

— Private investment [ = private + gov. gross physical capital form. (GGPCF).

— Government expenditure G = Gov. consumption (= final consumption
expenditure of gov. + net expenditure by central and local gov. on current

goods and services) + GGPCF.

— Compensation of employees W x N = wages and salaries + Employers

contribution to social insurance.
¢ Housing stock value and non-financial-sector loan to GDP ratios:

— L=Total notional non-financial private sector loans to Irish counterparts, see

McElligott et al. (2011).

— Py * H: Internal CBI series.

e Bank funding shares B/L and F/L:
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— D = Deposits from Irish residents (private sector) + Debt securities issued

(Irish residents) + Remaining liabilities (resident)

— B = Debt securities issued (Euro Area) + Debt securities issued (rest of the
World) + Deposits from non-residents (Euro Area) + Deposits from non-
residents (rest of the World) + Remaining liabilities (non-resident) - (Loans
to non-residents (Euro Area) + Loans to non-residents (rest of the World)
+ Holdings of securities issued by non-residents (Euro Area) + Holdings of
securities issued by non-residents (rest of the World) + Central bank balances

(resident) + Remaining assets (non-resident)).

— E = Capital and reserves (resident)+ Capital and reserves (non-resident)

All data for bank funding shares is taken from Tables A.4.1 — Assets and A.4.1 —

Liabilities. The data is monthly. The share of D, B and FE in total funding is thus given

D B

E
by 57878 BB

D+B+E "

= and

Non financial sector loan and deposit rates R and R. These are based on the
CBIs retail interest rate statistics, Table B.2.1 “Retail Interest Rates and Volumes - Loans
and Deposits, New Business”. For both loan and deposit rates, we compute volume-

weighted interest rates over all the reported maturities.

Household default rate J;. The only attempt to estimate transition-into-default rates
for Irish mortgages is Kelly and O’Malley (2016), who cover the 2010-2014 period. They
estimate an average annual transition-into-default probability of 3.1% and 6.1% for owner
occupier and buy-to-let (BTL) mortgages respectively. We compute the the median share
of BTL mortgages in total mortgages outstanding during this period from “According to
the Residential Mortgage Arrears and Repossessions Statistics”, which equals 22%. We
can then estimate the average probability of default as 0.78%3.1%+0.22%6.1%=3.76%,

implying a quarterly default probability of 0.96%.

Domestic deposit demand long term interest elasticity and speed of

adjustment Gerlach and Stuart (2015) estimate an error correction model for M2
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money demand on annual data over the 1934-2012 period, and find a long run interest rate
semielasticity of 2 and 1 depending on whether they use the short or long term interest
rate, respectively (see their Table 2). We thus set our target value for the long run annual
semielasticity of the demand for deposits ep.r tol.5. Their estimated speed of adjustment

equals 0.2 (see their Table 5), which we denote as Speeda. Linearising equation 19 yields

(1 =BR) 1=t~  —M+BR(Ri+ My1) -

Dy — Dy y) = P ~D 61

(Dt = D) 0 (——h+ (1= BR) t); (61)
implying that the long-run quarterly interest semielasticity and speed of adjustment are
given by (1—RR) and (l_D R). We can determine ¢ = WiR) and {p = %.

J Quarterly data used for VAR estimation and second
moments

Where available, we have used seasonally adjusted data, and otherwise adjusted it

ourselves.

e Output: As a proxy for real GDP we use real GNI*, which is defined as GNI less the
effects of the profits of re-domiciled companies and the depreciation of intellectual

property products and aircraft leasing companies. Source: CSO.
e Price level: The GNI* deflator.

e Real loans to the non-financial sector: Total notional non-financial private
sector loans to Irish counterparts, quarterly data, deflated with the GNI* deflator.
See McElligott et al. (2011).

e Real house price: Internal Central Bank of Ireland series, deflated with the GNI*

deflator.
e EONIA: Quarterly averages of montly data. Source: Deutsche Bundesbank.
e Consumption: Real consumption expenditure of Households and non-profit

organizations serving households. Source: Eurostat.
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e Imports: Real imports. Source: Eurostat.

e Nominal wage growth: Growth rate of compensation of employees per employee.

Source: Eurostat.
L4 RL;t - Rw;t3

— Spread between the interest rate on loans to non-financial firms with a volume

of one million or less and the EONIA. Source: Internal CBI series.

— Spread between the household mortgage interest rate and the EONIA. Source:

Internal CBI series.

K Addition of transaction deposits

Some of the models for the analysis of macroprudential policies include deposits that are
held for transaction purposes (see, for instance, Benes et al. (2014), Jakab and Kumhof
(2015) or Clancy and Merola (2017)). This appendix shows how the inclusion of such
deposits alters the model in this paper and its optimality conditions. The key point is
that the inclusion of transaction deposits does not materially alter our results.

When there are transaction deposits, banks supply deposits for transaction purposes
(in addition to buffer stock deposits) and households hold additional deposits for
transaction purposes Dr.j.r. As in Benes et al. (2014), we assume that there is a
cash-in-advance constraint associated with consumption, investment and housing related

transactions:

Dr.jt = ¢ (PiCit + Pri:ilt) + v1 Pt Hjt, (62)

where ¢ and 4 denote the shares of consumption and investment purchases funded by
transaction deposits, respectively. Pj.t and Pyt denote investment good prices and house

prices. Total deposits consist of transaction deposits and saving deposits:

Dj.t = Drjit + Ds;jx (63)
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When the household is subject to the deposits-in-advance constraint, there is an
additional optimality condition due to the choice of transaction-related deposits, and
there are modifications to other optimality conditions related to the additional constraint
(equation62). We denote the Lagrange multiplier associated with transaction deposits as

At.t and list the modified optimality conditions of the household below:

A _
AP (1496 ) = (1= 0) (GG (64)
t
At Ay
St
At Hi‘t At AR, it ¢(Wh-t+1)
Py 1 = — P L, A\ ;
H,t< + YH A, > eH:tCH A, + B— A, LR + A, T (66)

At
Pl
( +7c At)

Note that equations 22, 19, 18 in the main text are not directly affected by the

I
Pt [1—5'9.t—5.9’.t + B t“PKm&.Q’ L (67)

inclusion of transaction deposits, while the consumption Euler equation (17) is affected
through the marginal utility of consumption, equation 64. Equation 65 corresponds to
the first-order condition with respect to transaction deposits, and equations 66 and 67
show how the constraint on transactions drives a wedge, represented by At, 7¢c, and Y,
into otherwise standard first order conditions for consumption, investment, and housing

(standard equations reported in the main text are obtained by setting v¢ =vq = At =0

for all ).

Calibration of transaction deposits. We assume that consumption and investment

purchases are made using deposits and therefore set 7c = 1. For housing transactions we
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set vy = 0.014, based on the fact that over the 2001-2014 period, the median fraction of

the housing stock transacted each year equalled 4.1% (Coates et al., 2016).

Responses to shocks with transaction deposits. The presence of transaction
deposits alters somewhat the quantitative (but not qualitative) responses to shocks. The
demand for transaction deposits follows the responses of consumption, investment, and
housing (house prices), in line with the deposits-in-advance constraint, 62. For instance,
after the housing demand shock, households’ demand for deposits increases by more
because both house prices and domestic demand increase, which requires more deposits
for transaction purposes. Importantly, none of our results is materially affected by the
inclusion of deposit-in-advance constraint and transaction deposits. This can clearly be
seen in Figure 9, which shows the effects of a positive housing demand shock, and in
Figure 10, which shows the effects of a negative export demand shock, in the model that

includes transaction deposits.
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Notes: Impulse responses to a positive housing demand shock with transaction deposits. All variables are

in percentage deviations from the steady state, except interest rates, default rate, and required return on

FIGURE 9. Housing demand shock with transaction deposits
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assets, which are in annualised percentage-point deviations, and the bank capital ratio, the credit gap,

and the minimum capital requirement, which are in percentage-point deviations.
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FIGURE 10. Export demand shock with transaction deposits

Notes: Impulse responses to a negative export demand shock with transaction deposits. All variables are
in percentage deviations from the steady state, except interest rates, default rate, and required return on
assets, which are in annualised percentage-point deviations, and the bank capital ratio, the credit gap,

and the minimum capital requirement, which are in percentage-point deviations.

L Performance of the ESRB rule for a large shock

Here we briefly discuss the performance of the ESRB rule after a positive housing demand
shock that is large enough to open the credit gap by more than 2 p.p. The only difference
in Figure 11 compared to Figure 4 is that in the bottom-right panel, the ESRB rule leads
to a mild increase in minimum capital requirements, and even this with a substantial
delay. While this leads to an increase in the required return on bank assets and somewhat
higher lending rates than under fixed minimum capital requirements, the increase is too

small and to late to have a marked effect. This implies that the ESRB rule cannot help
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smoothing business cycle fluctuations even when shocks are so large that the credit gap

opens sufficiently for the rule to kick in.

FIGURE 11. Large housing demand shock
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Notes: Impulse responses to a large positive housing demand shock. All variables are in percentage
deviations from the steady state, except interest rates, default rate, and required return on assets, which
are in annualised percentage-point deviations, and the bank capital ratio, the credit gap, and the minimum

capital requirement, which are in percentage-point deviations.

M Steady state

M.1 Financial variables: Rates of return and ratio targets

Note first that

ECB Working Paper Series No 2144 / April 2018 64



1
R. = 3 from (17)

Hence

R = R_(1—-X\J) from (6)
_ R(l )

R )

log(wy) + ab>

R.,1—R (I)((,LT)

=

&l
I

S

Re = R+ —— E/L — Xb E/L fom(?)
(-%)
J = ffrom (14)
D L E
1
v/ = —
b+ w Re

Recall that ¢ denotes the standard normal density function, which is equivalent to the
derivative of ® in our notation. Our calibration of the fraction of retained equity in the
banking sector 6, + w, is necessary to ensure that bank equity is stationary in the long

run.

M.2 Real variables

First, MCwm, Py are calculated as

B
MCy = —»
m—1
) MCp
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We then set Py = Py, which allows to compute (using price index definition, equations,

21, 22 and 39

P = Py(1—w)+ Puw
P = Pu(1—we)+ Puwe
P« = B

R = P(l-(1-0)8)/8

MCn = Pu(pn —1)/pn

This allows to rearrange non-tradable firm FOC w.r.t. capital to get

K (((1 —»yN)MCNAN)>v§v

kN:NN: Rk

which allows to calculate

yn = An (kn)' N from (38)

W = wWwMCnAN (/{:N)l_ N from non-tradable firm’s FOC

It is now necessary to turn to the export sector first, for which we can compute all
variables given that we have determined the wage W in the economy and using the fact

that the export sector capital stock Kx is exogenous.

T = 1 from calibration
Px = PaT
Px = SPx_

P
MCx = == from (44) and (41)
12524
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Then
(MCX - aPWS)

MCz = f 42
z (1= a) rom (42)
This allows to compute
Kx 1
kx = N = (W/(AxyxMCz))x from tradable goods producers’ labour FOC
X
Kx
Ny = =X
X T
= Ax (Kx)'" ¥ (Nx)™ from tradable production function
X = 7 from tradable goods producers’ optimality
—«
Xm = aX from tradable goods producers’ optimality

PTR = Op((Px —aPu)X —WNx),

where PTR denotes profit repatriation from multinationals. Having determined the
export sector variables, it is now possible to derive an expression for Ny based on the
steady state level of foreign debt and the implied trade balance, which restrict the size
of the domestic economy. We start by assuming a steady state fraction of foreign debt in

nominal GDP (. Hence we have

B=(Y

Note that nominal GDP can be written as the sum of value added in both sectors:

Y:PNYN+(PxX—PMXM):PNYN+(Px—aPM)X

Hence

B :C(PNYN —f-(PX —OéPM)X)

Furthermore, we define

L=Y xL2GDP
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TB=[R—-1)(+ JARc * L2GDP] (PyYn + PTR) from (46)

Furthermore, combining (47), the definition of imports and exporters’ import share, it is

possible to write

X (Px — Py Sa) — TB
Py S

Cm+In = (68)

which can be written as

X (Px — B3Sa —[(R—1)C + JARL * L2GDP] (Px — aPy)) — PTR

PS

Cwm +1Im =
(69)

Note that on the r.h.s., the only unknown is Ny . We can also express the l.h.s. in terms

of Ny alone using (43) and the equivalent for investment goods, (51), (11) , kn = E—g
and yny = KI—% as
wc PM - c PM -
C Im=Nn | (YN —60(1—w)k — — ok
M T Im N | (YN (1—w) N)l—wc(PN) +w|<PI) N
we Pu\ ©
— — G (70
1— wc (PN > ( )
We now express steady state government expenditure as G = Y*g—?VVSh
G — (PNYN+<Px—OéPM)X)*QOUSh (71)

Pa

Hence we can write
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1—we \ Pv P

we P_M - c (PNYN+(Px—OéPM)X)*QOUSh
Py Py

o I — N [(yN—é(l—m)k”) we (PM)cH)I (PM)’W]

1—wc

Combining (69) and (71) and defining

+
Py S

(e () ) = ) (R

allows to solve for Ny as

Denominator =

X(Px—PWsS —[(R-1) +J Ro*L2GDP](Px— Py))-PTR 4 te <P1VI>7 c [(Px— Pas)Xxgovsh

P:S 1-1c \ Py pn

Ny =

Denominator
(72)

Now the remaining real variables can be calculated easily:
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N = Ny + Nx using (53)
Kn = EnNn
YN = ynDn
Y = PuYn + (Px —aPw) X
G = govshxY /Py
K = Kx + Ky using (54)
I = §Ky using (11)

P -1
In = (1—uw) (FT) I (using the equivalent of (43) for investment)

P - I
Im = w ( M) I (using the equivalent of (43) for investment)

P
Cn = Yy — In — G using (51)
Cn :
C = — using (43)
(1-we) () ©
Pu\ “ .
Cv = Cuwc 52 using (43)
M = Xm+ Cwm + Im using (52)
B = (Y
TB = [(R—1)B+ JARc * L] using (46)

© = (G from government budget)

L
1 :
A = PC A+ (=GR using (16)

Ar = A(l-BR).

Using 37, we can back out ¢n as

N = N (WA
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M.3 Remaining financial variables

We can now compute the remaining financial variables and the missing Lagrange
multiplier. To see this, recall that we calibrate the ratios P4 H/Y, D/Y and L/Y. We

denote these calibrated ratios with bars in the equations below:

PhH\Y
Py = — | =
= ()
D
Ds = (?) Y — Dt
D = Ds
— PuH
F = LR /vy (using 12)

To support the calibrated ratios, we have to compute the consistent values of (1, (p and

on. We first compute (p and o as follows:

~ (1-BR) .
(b = D (P) — A\ (using 19)
Oh = (log (F _ F)) using 14
h (I)fl (‘I: ) ( g )

with ®~! denoting the inverse of the standard normal distribution function. To back
out the value od (y, we require the value of the household’s Lagrange multiplier on the
bank’s lending rate, Ag,. To avoid congestion we define an auxilliary variable, Auz, as

follows:

RLEZV
PuHY)) | A

Oh Oh

log<
Aux = (1-=XJ)—(1—m)o

The Lagrange multiplier on the bank’s lending rate is then
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which allows us to back out (4 as

B APH(1 - ﬁ) — ARL)\<1 . 71') <|°9<¢(I;ﬁ5§/77))= h)

mH
H —
H_

where ¢(e) denotes the normal density function.
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