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Abstract

In the thesis, T deal with identification and comparison of the underlying structure of the
Visegrad group economies, including possible structural changes during the Great Reces-
sion. It is a goal of the thesis to explain largely dissimilar impact of the Great Recession
in the examined economies based on the ascertained structural differences and the dif-
ferences in composition of exogenous shocks that these economies faced in this period.
Structure of individual economies was identified using a small open economy DSGE model
with financial frictions. Apart from the models with time-invariant structure, I estimated
also nonlinear models with time-varying structural parameters with use of nonlinear par-
ticle filter. In case of the Slovak economy, that became a member of the euro area during
examined period, a monetary policy regime switch is implemented in the model structure.
Results of the estimation suggest, that the different repercussions of the Great Recession
in the Visegrad economies can be related to the different openness to the international
trade, differences in the sensitivity of the real exchange rate to the balance of trade and
different preferences and possibilities of the central banks to deliver easing of monetary
policy. Moreover, the reaction of the real economy to the lowering of policy interest rates
during the crisis was dampened by growing spreads due to increasing risk premium of
commercial banks. The time-varying estimates showed significant changes in the pricing
behaviour and indebtedness of the firms in the examined period. Based on the sensitiv-
ity analysis, the nonlinear particle filter proved to be relatively robust tool, suitable for
identification of structural changes.
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Abstrakt

V préaci se zabyvam identifikaci a srovnanim struktury ekonomik Visegradské skupiny
véetné moznych strukturalnich zmén v obdobi Velké recese. Cilem prace je na zak-
ladé zjisténych rozdili ve struktuie danych ekonomik a ve skladbé exogennich Sokii,
kterym tyto ekonomiky v daném obdobi celily, vysvétlit do zna¢né miry rozdilny pribéh
Velké recese v téchto zemich. Struktura jednotlivych ekonomik byla identifikovana s
vyuzitim DSGE modelu malé oteviené ekonomiky s finanénimi frikcemi. Kromé mod-
eli s pevnymi parametry byly odhadnuty i nelinedrni modely se v ¢ase proménnymi
strukturnimi parametry, a to s pomoci nelinearniho particle filtru. V ptipadé slovenské
ekonomiky, kterda se ve sledovaném obdobi stala ¢lenem eurozony, je v modelu imple-
mentovana zména rezimu ménové politiky. Vysledky odhadu ukazuji, ze rozdilné dopady
Velké recese v zemich Visegradské skupiny mohou byt dany do souvislosti zejména s riz-
nou mirou otevienosti jednotlivych ekonomik, lisici se citlivosti redlného sménného kurzu
na vyvoj obchodni bilance a rozdilnymi preferencemi a moznostmi centralnich bank k uvol-
néni ménové politiky. Reakce realné ekonomiky na snizovani ménovépolitickych trokovych
sazeb byla navic béhem krize tlumena nartstem trokového rozpéti v disledku nartstu
rizikové prémie komercnich bank. V ¢ase proménné odhady dale ve sledovaném obdobi
ukézaly hlavné na zmény v chovani firem v oblasti pfecenovani a zadluzeni. Na zakladé
provedené analyzy citlivosti se nelinearni particle filter prokazal jako pomérné robustni
nastroj, vhodny pro identifikaci strukturnich zmén.
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Introduction

The turbulent period of the Great Recession brought about distinct changes in the perfor-
mance and behaviour of the Visegrad economies and highlighted their mutual differences.
It is the goal of the thesis to identify the main factors that can explain the differences
in the macroeconomic development of the Visegrad economies during the Great Reces-
sion and subsequent recovery and to formulate recommendations for the monetary policy
based on the obtained results.

The different development of the individual Visegrad economies can be explained by
different set of exogenous shocks that these economies faced during the crisis and also
by the differences in the underlying structure of these economies. One of the Visegrad
economies, the Slovak economy, joined the euro area in January 2009, that is just when
the Central European region was hit by the global crisis the hardest. Thus, its structure
apparently changed because of the change in the exchange-rate regime and because the
authority over monetary policy decision-making was transferred to the European Central
Bank, the central bank of the monetary union as a whole. Apart from obvious and
observable structural changes, such as the Slovak adoption of the common European
currency, there could have been other structural changes that are generally much harder
to ascertain. Conceivably, the characteristics of the behaviour of households, firms, banks
and/or monetary authority might have temporarily or permanently changed during this
period due to the extraordinary events experienced.

In order to find answers for the research questions posed in this thesis, a model ap-
proach is used. The empirical results that are presented in the thesis are obtained with
the use of a set of estimated dynamic stochastic models of a general equilibrium (DSGE).
Since the DSGE models have become increasingly popular among the central bankers
in recent past, the results of the presented research can be of interest not only for the
academia but also for the central banks. In particular, the estimation of structural changes
is not standard in the policy DSGE models used at the central banks. Therefore, the im-
plications of obtained results for the monetary policy will be considered in the thesis as
well.

The structure of the thesis is as follows: Chapter 1 gives the motivation of the research
and formulates the objectives of the thesis; Chapter 2 describes current state of the art
as captured by the literature; Chapter 3 describes the main features of the small open
economy DSGE model that is used for the analysis; Chapter 4 explains the basic principles
of the estimation techniques that are employed in the thesis; Chapter 5 presents and
discusses the empirical results; Chapter 6 deals with the sensitivity analysis of obtained
results; and the final section summarizes the conclusions of the thesis. Appendices of the
thesis contain explanation of the mathematical notation, extensive derivations of some
model relations, and supplementary graphs and tables.
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Chapter 1

Motivation and objectives of the thesis

The investigation of possible structural changes in the Visegrad economies was mainly
motivated by the turbulent economic developments in these countries during the Great
Recession. The Visegrad economies experienced an unprecedented shock that, apart from
endogenous adjustments, may have caused even structural changes. Since the Great
Recession had its roots in the U.S. subprime mortgage crisis and subsequent turmoil in
the financial sector, the causes of the economic crisis in Europe were mostly exogenous.
Therefore, the Visegrad economies were subject to a similar set of exogenous shocks at the
same time. However, the economic development during the crisis was to a large extent
dissimilar. This could mean that the economies experienced different internal shocks
during the crisis, their structure was dissimilar even before the crisis or the structural
changes induced by the global economic crisis were largely diverse.

1.1 Origins of the Great Recession

The term Great Recession has become a convenient label for the period of global financial
and economic crisis of the early 21st century. It usually covers the interval between 2007
and 2009, when the U.S. subprime mortgage crisis took place, but it is commonly used
in the context of other economies as well. In such a case, the exact definition varies and
may depend on the course of the crisis in that particular economy. In this thesis the term
G'reat Recession is used in the first sense to denote the period of global economic troubles
of 2007-2009.

The Great Recession began in 2007 in the U.S. as a subprime mortgage crisis (see
Eichengreen et al. (2012)). Loose monetary policy and promotion of lending for housing
purposes by the government together with weak regulation of the financial market lead
to a creation of the mortgage-backed securities]| These derivatives were constructed by
bundling together of a large number of (subprime) mortgage contracts in an attempt to
decrease the inherent default risk by diversification. The risk of such derivatives were
hard to realistically assess, and as it turned out, it was in fact underestimated. The
attempted diversification failed, because the mortgage-backed securities were still vulner-
able to systemic shocks that affect the whole area (economy) and were only able to cope
with independent idiosyncratic shocks.

After the burst of the housing bubble during 2006, the homeowners began to de-
fault with increasing frequency and the value of mortgage-backed securities began to col-

!Norberg (2012) suggests that it was the too relaxed monetary policy of the U.S. Federal Reserve
System since the second half of 2007, that flooded the U.S. economy with easy money and facilitated the
housing boom in the U.S., that was the root cause of subsequent financial and economic crisis.
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lapse. During 2007, the credit conditions tightened and economic activity slowed down.
The build-up of risky loan losses accelerated and the value of mortgage-backed securities
quickly deteriorated. The situation further worsened in September 2008 after the default
of Lehman Brothers, a large U.S. investment bank, and after the rescue of the American
International Group (AIG), the biggest U.S. insurance company. According to the Inter-
national Monetary Fund (2009), these events induced a substantial increase in perceived
risk and the solvency of many established financial intermediaries came into question.
The demand for liquidity soared together with the interest rate spreads. The financial
flows were heavily disrupted. The banks tightened their lending conditions and equity
prices fell sharply.

According to the International Monetary Fund (2009), thanks to a limited exposure
to the U.S. subprime market, the subprime crisis in 2007 had relatively mild impact on
the emerging markets in the Eastern Europe, Asia and Latin America. However, the
events of 2008 had global consequences and the emerging markets were hit hard as well
as the advanced economies by the panic on the interbank lending market. The impaired
functioning of the interbank lending market translated into severely limited lending to
the real economy and the financial crisis turned into the economic crisis. Consequently,
the aggregate demand slumped, international trade declined and unemployment climbed
up signiﬁcantly.ﬂ

A number of major banks in the United States and Europe were provided with public
support in the form of new capital and guarantees against losses from holdings of toxic
assets. Since the inflation pressures were low, policy rates were cut sharply, bringing them
often to unprecedented values. However, the impact of interest rate cuts was limited by
credit market disruptions, high interest rate spreads and also by the zero lower bound.
As the monetary policy reached its limits, fiscal policy stimuli were applied in many
economies. By 2010, the banking crisis was overcome in most countries.

1.2 Developments in the Visegrad economies since the
Great Recession

The banking sector of the Visegrad countries coped with the financial crisis of 2007-2008
fairly well, mainly thanks to the fact that their domestic banks were not trading with
complex structured financial instruments in significant volume and their exposure to the
U.S. subprime mortgage crisis was, therefore, limited. High capitalization, liquidity and
rentability of the banking system helped it to weather the financial crisis without much
support from the government. Hungary was an exception because a high share of foreign
currency denominated debt together with sharp depreciation of forint necessitated a rescue
program. Nevertheless, the Visegrad economies were affected by the increase of systemic
risk and uncertainty during the second half of 2008 which led to a downturn in world
aggregate demand and international trade. Even though the Visegrad economies were
relatively sheltered from the first-hand effects of the global financial crisis, they were hit
by the subsequent global economic crisis like the rest of the globalized world economy.

2Eaton et al. (2009) used multi-country general equilibrium model to investigate forces acting on the
global economy during the Great Recession and found a that the collapse of international trade was largely
caused by a decline of investment efficiency in durable manufacturing capital stock that caused further
reduction of spending in the tradable sector. Bems et al. (2010) used a global input-output framework to
quantify U.S. and European Union demand spillovers during the Great Recession and found that demand
forces alone can account for roughly 70 per cent of the world trade collapse.
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What is particularly interesting is the differing effects of the Great Recession on the
real economic output of the Visegrdd economies. The Czech economy suffered a double-
dip recession with a relatively deep economic downturn between 2008Q4 and 2009Q)2,
and a protracted shallow recession between 2011Q4 and 2013Q1. Developments in the
Hungarian economy were similar. A deep recession between 2008Q3 and 2009Q3 was
followed by a less severe recession in 2012. In Slovakia, a textbook recession was avoided,
since a sharp decline of real GDP in 2009Q1 was immediately followed by a swift recovery.
But it was the Polish economy that became a model of successful coping with the global
crisis. Not only did the Polish economy avoid a recession, it avoided the downturn in real
economic activity in 2009Q1 as well.

Between the accession to the European Union in 2004 and the pre-crisis peak, the
Polish economy grew by an average quarterly rate of 1.27 percent, the Czech economy
grew by a similar quarterly average rate of 1.32 percent, the Slovak economy grew by an
average quarterly rate of 1.75 percent, and the Hungarian economy grew on average by
0.75 percent a quarter. Since 2010, the Polish and Slovak economies have been growing by
an average quarterly rate of approximately 0.75 and 0.6 percent respectively. In the same
period, the Czech economy has achieved an average quarterly rate of real GDP growth
of only 0.25 percent, while the Hungarian economy has grown by an average rate of 0.33
percent. As can be seen in Figure [[.1} the Polish economy was approaching 120 percent
of its pre-crisis peak in 2014Q4 while the Czech and Hungarian real output was finally
returning to its maximum of six years before. The Slovak economy recovered from the
crisis in 2011Q3 and in 2014Q4 it was at almost 107 percent of its pre-crisis peak.

Overall, we can say that the the Polish economy survived the Great Recession nearly
unscathed. The Slovak economy experienced the largest downturn in real GDP in 2009Q1
but recovered quickly. The aftermath of the Great Recession in the Czech economy
was comparable to the development in the euro area that also experienced a double-dip
recession with a shallow and lengthy second phase. The impact of the Great Recession
was the most severe in the Hungarian economy but the situation seems to be improving
quickly since 2013.

Figure 1.1: Real GDP during the Great Recession (index, pre-crisis maximum = 100)

120 .-
115 T
—” ---------
110 =
_-
105 el
/’——
-
100 -}?_.,\_V_\',—
™\
95 N
90\—|Nm<r\—|Nmv\—iva\—iva\—iva‘—iva\—iNm#
g gdgdgoggdgoggdggoggaogdagogadagoodagdaogaogagdagaogagdgdd
0 00 00 W0 O O OO OO ©O O O O ™ =+ = =+ N N N N O N N N < < < <
O O O O O O O O d d d 4 9 4 —+d = +d 94 d = A +J = = A A «d
O O O O O O O O 0O 0O 0O 0O 0O 0O 0O OO0 OO0 OO0 O o0 OO O O O
AN AN AN AN NN AN AN NN AN AN NN AN NN NN NN NN NN NN
Czech Republic Slovakia ----Poland Hungary ------- Euro area (19 countries)

Source: Author, Data: Eurostat.

While Slovakia entered the exchange rate mechanism ERM II shortly after becoming
a member of the European Union, and adopted the euro currency in January 2009, the
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remaining Visegrad countries do not plan to join the monetary union anytime soon. In
the Czech and Polish economies, the currency depreciation (depicted in Figure helped
exporters to maintain their competitiveness during the crisis. The adoption of the euro
currency prevented the currency depreciation in the Slovak economy and can partially
explain the deep impact of the crisis in 2009Q1. The situation in Hungary and to a
certain extent Poland was, however, complicated by the large share of debt denominated in
foreign currency (especially Swiss francs), which had been accumulated in the favourable
period when the domestic currency was strong and low foreign interest rates seemed
appealing. In July 2008, the share of household debt denominated in foreign currency
was almost 60 percent in Hungary, while in Poland it was less than 30 percent and in
the Czech Republic the share was negligible. The rapid currency depreciation in 20084
(see Figure amplified the burden of foreign currency denominated debt and led to
a currency crisis, which exacerbated the impact of the Great Recession. Between July
2008 and January 2009, the share of loans to households denominated in foreign currency
increased to almost 70 percent in Hungary, while in Poland it reached approximately 40
percent. The appreciation of the Swiss franc in 2011 further complicated the situation and
eventually resulted in a government led initiative to convert foreign currency denominated
mortgages into domestic currency ones. Even though the program is not yet completed,
it has already shielded Hungarian households from the negative effects of the Swiss franc
appreciation after the peg to the euro was removed in January 2015. The share of foreign
currency denominated household debt in Poland fell back under 30 percent during 2014;
nevertheless, Swiss franc appreciation had a relatively serious impact and provoked a
discussion about ways of sharing the incurred losses between debtors and banks.

Figure 1.2: Nominal exchange rates (index, 2008M07 = 100)
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During the Great Recession, the HCPI inflation (depicted in Figure declined
together with the domestic and foreign demand in the Czech and Slovak economies as
well as in the euro area. In Poland, the level of aggregate demand stayed high and so
did the inflation. The inflation in Hungary remained high during the Great Recession as
well, fluctuating around 4 percent p.a. The Czech National Bank (CNB) as well as the
ECB started the lowering of the policy interest rate in this period in order to steer the
inflation towards the respective inflation targets.
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Since 2013, the Visegrad economies have faced strong disinflationary pressures. While
in Poland and Hungary the policy interest rates are still relatively far above zero and
the central banks can maintain accommodative monetary policy with the use of standard
tools, in the Czech Republic the interest rates reached the so called technical zero (0.05
percent) in November 2012. In November 2013, the exchange rate intervention of the
Czech National Bank (CNB) lead to a depreciation of the Czech koruna and to intro-
duction of a currency floor of 27 CZK/EUR. The intervention showed that the monetary
policy of the CNB is not restricted to the setting of policy rates (especially in the envi-
ronment of near-zero interest rates). The Czech central bank seems to be ready to use
all available instruments to deliver further monetary easing consistent with its inflation
target. More than a year after the CNB intervention, inflation in the Czech economy
remains far below the target, mainly because of the much lower inflation than previously
expected imported from the euro area and the fall in the price of oil in the second half of
2014. Nevertheless, the main goal of avoiding deflation was indeed achieved.

Figure 1.3: HCPT inflation
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As a member of the Eurosystem, the National Bank of Slovakia alone cannot make
such an intervention; on the other hand, it participates in the setting of monetary policy
for the whole euro area. The situation in the Eurozone is similar to that in the Czech
Republic - the policy interest rate is at the technical zero (-0.2 percent) and the inflation
is far below the target. The ECB declared its commitment to preventing deflation in
the euro area using any means necessary. But due to the different position of the euro
currency in the world economy a CNB-style exchange rate intervention is not easily imag-
inable. In an environment of near-zero interest rates the ECB launched another round
of quantitative easing (QE). From March 2015, the ECB pledged to buy 60 billion EUR
worth of government bonds. Total expected volume of the QE programme is 1.1 trillion
EUR.

Among other factors, the divergent development of the Visegrad economies since the
Great Recession was reinforced by differences in fiscal policy. As can be discerned in
Figure[1.4] the Polish and Slovak economic growth was reignited by increased government
spending after the impact of the crisis. The deficits of the crisis years 2009 and 2010
reached values near to 7.5 percent. However, since comparatively high economic growth
was restored in Poland, the debt to GDP ratio increased between 2007 and 2013 by only
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11.5 pp. In Slovak economy, the growth was rather modest and the debt to GDP ratio
increased by 25 percent. In Hungary, the currency crisis and subsequent IMF interven-
tion resulted in relatively restrained fiscal policy during the crisis, with deficits around
5 percent. The debt to GDP ratio increased by only 11.4 pp between 2007 and 2013
thanks to high inflation (see Figure 5). In the Czech economy, tight fiscal policy was
maintained during the crisis. With deficits similar to those in Hungary, the debt to GDP
ratio increased by nearly 18 pp between 2007 and 2013 due to a lack of economic growth
and low inflation.

Figure 1.4: General government deficit and debt (in per cent of GDP)
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Note: Government deficit - right azis, negative values, government debt - left axis, positive values.

Figures and depict the lending rates and marginsﬂ of loans for house purchases
and loans to non-financial corporations respectively in the Czech, Slovak and German (as
a principal member of the euro area) economies.

3According to the European Central Bank (2000), the lending margin is defined as the difference
between banks’ average contractual rates on new loans (flows) and a reference rate. The reference rate is
the market interest rate of a corresponding average maturity representing the financial opportunity cost
for banks. It is not intended to represent the (marginal) cost of funds for the bank.
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Figure 1.5: Lending rates and margins, loans for house purchase (CZ, SK, DE)
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We can distinguish a steep rise in the spread between the interest rate of loans for
house purchase and the reference long term interest rate at the turn of 2008 and 2009.
The spread between the interest rate of the loans to non-financial corporations gradually
increased between 2008 and 2010 in the Czech and Slovak economies, while in Germany
the spread increased sharply during the crisis and began to level off in 2010.

Figure 1.6: Lending rates and margins, loans to NFC (CZ, SK, DE)
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Figures and show lending rates and margins of loans for house purchases
and loans to non-financial corporations respectively in the Czech, Polish and Hungarian
economies.
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Figure 1.7: Lending rates and margins, loans for house purchase (CZ, PL, HU)
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An increase in interest rates in 2007-2008 can be distinguished in all three economies.
Since the lending margins in the Czech economy stayed unchanged, this development
reflects the tightening of monetary policy in that period. Through 2009, mortgage interest
rates were kept unchanged in the Czech economy, while the policy interest rate and the
opportunity cost of the commercial banks declined. Similar development can be observed
in the Polish economy. However, the lending margins in Poland began to increase during
2008, which suggests that the Polish commercial banks perceived the increased riskiness
on the mortgage market earlier than those in the Czech Republic.

Figure 1.8: Lending rates and margins, loans to NFC (CZ, PL, HU)
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The situation in Hungary is very specific. While mortgage interest rates increased
by 3.5 pp between January 2008 and February 2009, the lending margins declined from
around 4 percent below zero in 2008Q4. This extraordinary development was mainly
caused by the fact that the Hungarian central bank increased its policy rate in October
2008, from 8.5 percent to 11.5 percent, in order to defend the forint and mitigate de-
preciation pressures during the crisis. As the policy interest rate did not return below
the 8.5 percent before August 2009, the opportunity costs of Hungarian banks actually
increased in the crisis, and as a result, their lending margins plunged. While in the Czech
and Polish economies, the effects of financial frictions during the Great Recession can be
distinguished quite clearly, the situation in Hungary is blurred by the currency crisis.

Overall, interest rate spreads increased significantly during the eruption of the Great
Recession. Banks perceived increased uncertainty and systemic risk in the economy and
raised their required risk premium. As the central banks reacted to the prospect of a
recession and the expected drop in inflation, the opportunity costs of commercial banks
declined. However, this was not immediately reflected in the client interest rates, and
lending margins swelled. Despite the fact that the impacts of the crisis on the domestic
financial sector in the Visegrad economies were relatively mild, the interest rate spreads
increased substantially. Apparently, there can be times when the development of the
policy interest rate differ significantly from the development of commercial interest rates
that the households and firms in the economy actually face. The observed behaviour of
the commercial banks constitutes a financial friction because it led to a decoupling of the
client and policy interest rates and disrupted the link between policy rates and the real
economy. The increased delay in the transmission of monetary policy during the Great
Recession is one of the main reasons why the zero lower bound was hit, which led to the
necessity for alternative ways to deliver a further easing of monetary conditions.

1.3 Objectives of the thesis

In general, it is the goal of the thesis to identify the main factors that explain the dif-
ferences in the macroeconomic development of the Visegrad economies during the Great
Recession and subsequent recovery.

More specifically the intermediate goals of the thesis can be formulated as follows:

1. To identify long-run differences in the structure and behaviour of the Visegrad
economies.

2. To estimate short-run changes in the structure and behaviour of the Visegrad
economies.

3. To compare the incidence and impacts of exogenous shocks in the Visegrad economies.
4. To formulate recommendations for the monetary policy based on previous results.

A model approach was selected in order to be able to meet the goals of the thesis.
An appropriately complex DSGE model of a small open economy will be constructed
and estimated for the individual Visegrad economies. Due to a volatile developments in
the financial markets during the crisis, the model should be able to capture the salient
features of the financial sector. Therefore, it should be a model with financial frictions.

Long-run structural differences of Visegrad economies will be identified by the use of
Bayesian estimation of the structural parameters of the DSGE models with an assumption
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of constant parameter values on the whole horizon. Short-run structural changes will be
identified using a nonlinear specification of the DSGE models with time-varying param-
eters. Behaviour of the modelled economies shall be compared based on the estimated
impulse response functions. Occurrence of the exogenous shocks will be estimated by
the means of filtration of the nonlinear DSGE model. The effects of identified exogenous
shocks will be calculated using a shock decomposition of main macroeconomic variables.
Implications of obtained results relevant to the monetary transmission will be emphasized
and specific recommendations for the monetary policy will be formulated.
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Chapter 2

Literature review

In this section I will briefly summarize the main findings concerning the financial crises
and financial frictions modelling published in the literature. T will also mention the most
significant references concerning the structural changes.

2.1 Research of economic crises

Prior to the financial and economic crisis of 2007-2009 the economic research of such
crises mainly concentrated on the Great Depression of 1930s. Here I would mention a
work of Bernanke (1983) who studied the turmoil in the financial sector during the Great
Depression and its effects on the rest of the economy. He concluded that the downturn
in investment was caused by several factors. Bankruptcies of established financial in-
stitutions led to overall decrease in the quality of financial services and an increase in
the costs of credit intermediation, which discouraged a part of potential investors. Also,
banks remaining in business perceived increased risks and offered new loans quite reluc-
tantly, which means that more applicants for loans were rejected because they were not
considered creditworthy by the banks. And finally, fall in the value of assets during the
crisis rendered many potential investors unable to put up suitable collateral for their de-
sired loans. Even though the analysis concerns the Great Depression, surprisingly many
observations are relevant for the recent crisis.

Another interesting publication that studies the financial crises in a broader perspec-
tive is Kindleberger and Aliber (2011). This publication offers thorough analysis of the
most important financial crises from the Dutch Tulip Bulb Bubble of 1636 to the dot.com
bubble of late 1990s, it describes the anatomy of a typical financial crisis and describes
suitable policy responses.

Reinhart and Rogoff (2009) study 18 major financial crises that occurred in the devel-
oped world after the World War II. They find that, on average, the financial crises cause
a prolonged decline of real housing prices (35% decline over 6 years) as well as of the
equity prices (55% decline over 3.5 years). Also, the theoretical average financial crisis
would cause the unemployment rate to rise 7 percentage points (over 4 years), the real
output to decline 9% (over 2 years) and the government debt to rise 86 %.

2.2 Financial and economic crisis of 2007—-2009

The development of current financial and economic crisis of 20072009 is described and
analysed for example by Krishnamurthy (2010). In this paper, main factors that influence
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the decision making process of agents participating on the debt market are examined in
detail. Author finds that a negative systemic shock together with high leverage caused a
huge decline in the equity capital of the financial intermediaries during the crisis, which
made the financial institutions more risk-averse and the debt market less liquid. Also,
Repo financing was effectively curtailed by high haircutd| required by the hedge funds
because of high risk of default and declining value of collateral in that period. As the
debt market became illiquid the demand moved towards short-term financing facilities,
arbitrage began to fail and fundamental prices diverged from market prices. In those
circumstances the policy interest rates were not directly reflected by the debt market
and, thus, the situation improved only gradually when the government provided additional
liquidity and the confidence slowly returned.

Similarly to the previous paper, Mishkin (2010) describes the events of the crisis quite
thoroughly. The author shows how increased uncertainty and bankruptcy risk together
with falling prices of collateral led to freezing of the debt market that was rendered
unable to allocate available resources to suitable candidates. The paper than focuses
on the monetary policy intervention that took mainly the form of quantitative easing
(liquidity provision and asset purchases) but non-conventional monetary policy was also
applied (management of expectations).

In Mishkin (2009), the author argues that the conventional monetary policy was still
being effective during recent crisis even though the spread{’] increased substantially. In
short, the author claims that the market rates would have been even higher if the policy
interest rates had not been lowered.

Finally, Mishkin (2011) summarizes the most important facts we have learned from the
crisis. Current crisis showed how very important is the financial sector for the economic
activity. We found that price and output stability does not ensure financial stability. And
we also observed the very high clean-up costs of the financial crisis.

2.3 Model based analysis of financial frictions

There are three main financial frictions mechanisms: cash-flow constraints, collateral
constraints and financial regulations, which is reflected in different approaches to the
financial frictions modelling.

It was Bernanke et al. (1999) who introduced the financial accelerator mechanism
into the New Keynesian DSGE framework. In their concept, a firm’s balance sheet effects
together with costly state verification give rise to the external finance premium that is
paid extra by the borrowers on top of the opportunity cost of internal funds and acts
as a cash-flow constraint. External finance premium behaves counter-cyclically and thus
amplifies the effects of exogenous shocks. Christensen and Dib (2008) further extended
the original concept by rewriting the debt contracts in nominal terms to better reflect
reality and they included money-growth in the Taylor rule in order to better model the
monetary policy.

Financial frictions can be also introduced into the DSGE model by linking the cred-
itworthiness of the borrowers to the value of their assets. This idea was introduced by
Kiyotaki and Moore (1997), who presented a theoretical model with collateral constraints,
where the overall size of the debt that borrowers can obtain is limited by the value of their

!Haircut is a share of the total value of the transaction that has to be paid by the borrower, the rest
is paid by the lender.
2Spread of the policy interest rate and the market rates generally.
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assets. Thus, a negative shock that causes a decline of the value of collateral leads to a
restriction of the firm’s borrowing and consequently a reduction of investment and con-
sumption. Nominal debt contracts and real estate demand were introduced by Tacoviello
(2005).

The third way of financial frictions modelling is oriented at explaining specific features
of the financial crises that take place on the supply side of the financial markets. Ed-
wards and Végh (1997) proposed explicit banking sector modelling with banking services
modelled as costly services. A DSGE model with explicit banking sector was introduced
by Goodfriend and McCallum (2007), where the commercial banks maximize their profits
given the loans production technology and demand for deposits and loans. The bank’s
production function takes collateral and labour as inputs, as the labour is used to per-
form the loan monitoring. Cuardia and Woodford (2009) presented a stylized model with
explicit banking sector and heterogeneous households.

2.4 Recent development in financial frictions modelling

Recent financial and economic crisis sparked new interest in the research of financial fric-
tions especially among the central bankers but also among academic researchers. Several
interesting studies comparing and contrasting the different ways of financial frictions mod-
elling within the DSGE framework were produced since 2008. Namely, I would mention
Arend (2010) and Quadrini (2011), Brzoza-Brezina et al. (2011) and Brzoza-Brzezina and
Kolasa (2012) from the National Bank of Poland. A comprehensive review of literature
related to the financial frictions in DSGE models can be found in Brazdik et al. (2012).
The survey summarizes the development of the main theoretical approaches to financial
frictions modelling from the seminal publications to recent extensions.

Another wide group of papers describes applications of particular DSGE models on
recent crisis. The volume of this research is quite impressive and it is still increasing to
this day as the research of financial frictions continues. These papers usually focus on the
situation in the U.S. but there are some exceptionsf| Adrian et al. (2012) observe five
stylized facts about the financial sector, formulate a model of direct and intermediated
credit and propose its incorporation in a general equilibrium framework. Hall (2010) and
(2011) studies two kinds of financial frictions, one that affects rental cost of capital to
firms and the other affects the rental cost of housing and durable goods. Author concludes
that the financial frictions are important determinants of the business cycle.

Christensen and Dib (2005) and (2008) estimate a sticky-price DSGE model with the
financial accelerator and find that the model without the financial frictions is statistically
rejected in favor of model with it. The authors also find that the importance of the finan-
cial accelerator for output fluctuations is rather minor. Dib (2010) develops a DSGE model
with active banking sector, financial accelerator and financial frictions in the interbank
and bank capital markets and finds that the financial frictions amplify and propagate the
shocks while the capital requirement moderates impacts of exogenous shocks. Hafstead
and Smith (2012) build a DSGE model with financial accelerator and monopolistically
competitive banking sector. The paper focuses on the costs and benefits of bank inter-
mediation and shows large macroeconomic effects of different demand and supply shocks
originating in the financial sector on the real economic activity. Rychalovska (2010) uses
a DSGE model with financial accelerator to study how alternative assumptions about the
formation of expectations affect the implications of the financial frictions for the real econ-

3These exceptions are distinguished explicitly in following text.
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omy. Gertler et al. (2012) develop a DSGE model with financial intermediation where
banks issue outside equity as well as short term debt to study the causes of financial sector
vulnerability.

Chrisitano et al. (2011) include the financial accelerator mechanism into the medium-
sized DSGE model with search and matching frictions for the Swedish economy and they
find that the financial shock is crucial for explaining the fluctuations in investment and
GDP. Dedola and Lombardo (2012) construct a two-country DSGE model with financial
accelerator for the euro area and the U.S. to study the effects of leverage of the investors
and find that the increased spreads can globally propagate to other financially integrated
countries. Kolasa and Lombardo (2011) use a DSGE model with financial accelerator for
the euro area to study the welfare effects of financial frictions and find that the welfare
losses are non-negligible. Dedk et al. (2012) incorporate the banking sector into a small
open economy DSGE model for the Luxembourg economy where the financial sector plays
very important role.

The role of financial frictions in the Czech economy was investigated for example in
Rysanek et al. (2012). The authors used a DSGE model based on Christiano et al.
(2011) and found that the monetary policy response implied by the model with financial
frictions was amplified by increased spread. Tonner and Vagic¢ek (2011) arrived to similar
outcome. According to their results, the monetary policy would be more aggressive in
terms of policy rate cut if the financial frictions were considered. Tvrz (2012) and Tvrz and
Vasi¢ek (2012) estimated a DSGE model with financial accelerator and found evidence
of financial frictions effects during recent crisis. The effects of financial frictions in the
Polish economy were studied by Brzoza-Brzezina and Kolasa (2013) or Brzoza-Brzezina
et al. (2013). The repercussions of the shocks originating in the financial sector in the
Hungarian economy were explored by Tamasi and Vilagi (2011).

2.5 Structural stability of the economic system

The question of structural stability of the macroeconomic system was investigated by
Fernandez-Villaverde and Rubio-Ramirez (2007). The authors studied the stability of
structural parameters of a medium-scale non-linear DSGE model of the U.S. economy
that allowed parameter drifting. Identified changes in the pricing behaviour of firms and
households captured by respective Calvo parameters were the most pronounced. Kulish
and Pagan (2013) developed solutions for linearised DSGE models with structural changes
that economic agents have various kinds of beliefs about. Yano (2010) proposed a new
method of studying time-varying structural parameters with the use of Sequential Monte
Carlo methods. The author assessed the stability of the structural parameters of a DSGE
model of the U.S. economy and identified the most important changes in their values.
Justiniano and Primiceri (2008) studied the changes in the volatility of the exogenous
shocks in the period of Great Moderation with the use of a DSGE model of the U.S.
economy.

The subject of the structural stability of the small Central European economies has
been investigated for example by Vasi¢ek et al. (2011), who found evidence of parameter
drifting in the Czech data, or by éapek (2012), who compared a recursive estimation
approach to non-linear filtration. Structural stability of the remaining Visegrad economies
has been less fully investigated. Structural differences in the labour market of the four
Visegrad countries were investigated by Némec (2013).
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Chapter 3

Model

In this chapter, a dynamic stochastic model of general equilibrium (DSGE model) of a
small open economy (SOE) with financial frictions is described. The model framework
follows Shaari (2008), who enhanced the basic small open economy framework proposed
by Gali (1999) and Gali and Monacelli (2005) with the financial accelerator mechanism
as described in Bernanke et al. (1999). In this thesis, I elaborated on the model that
was implemented in Tvrz (2012). The model structure was adjusted in order to allow
time-varying structural parameters. In case of the Slovak economy, monetary policy
regime switch was introduced into the model to deal with the euro adoption in 2009.
Several changes were made to the original concept of Shaari (2008). Foreign variables are
modelled with the use of vector autoregression model (VAR) of order one. This enables us
to impose more structure on the behaviour of foreign variables and to identify the foreign
exogenous shocks better than with independent AR(1) processes. Also, exogenous shock
in entrepreneurs’ net worth was introduced into the model.

Used notation is summarized in appendix [A] Derivation of most of the model equa-
tions is presented in the thesis. However, some more space-consuming derivations were
removed from this chapter to make it more concise. These derivations can be found in the
appendix [Bl In this chapter, only the definitions and important results will be presented.

3.1 Definitions

3.1.1 Consumption demand and price indices

Consumption index C; is defined as

n—1

Co= |(1=7)7(Crs) " +'Y%(CF,t)%]ﬁ, (3.1.1)

where v measures openness of the domestic economy and 7 is the elasticity of substitution
between home and foreign goods. Subscripts H and F denote the country of origin, which
means that the consumption index is composed of home and foreign goods.

Home goods consumption index is defined as

1 =1
Cry = (/ Cra(h) = dh) : (3.1.2)
0

with elasticity of substitution between different varieties of goods €. There is a continuum
of home goods varieties. The demand function for particular variety of home goodd!| can

IThe derivation of this result can be found in the appendix [B] section
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be expressed as

Cui(j) = Cuy (PH#E])) _6. (3.1.3)

The home goods price index is defined as

1 =
Py, = ( / Pra(i)' di) : (3.1.4)
0

Foreign goods consumption index definition is analogous to the definition of home
goods index . Therefore, also the demand function for particular variety of foreign
goods and foreign goods price index are analogous to (3.1.3)) and (3.1.4).

The consumer price index (CPI) P, is defined as

P, = [(1 = 7) Py, +7Pp,"] " . (3.1.5)
The demand of households for home and foreign good¢?is given by following functions:

P -n
Cy = Ci(1 =) (%) : (3.1.6)

t
P\ "
Cry = Cyy (%) . (3.1.7)
t

3.1.2 Inflation

A standard definition of CPI inflation is assumed?]

P,
Ty = log i = Pt — Pt—1- (318)
Pt—l

Analogously we define the inflation of home goods prices 7y, inflation of foreign goods
prices 7, and foreignﬁ CPI inflation 7;. Note that all the price indices are assumed to
be equal to one in steady state. Log—linearizationﬂ of price index definition (3.1.5) gives
this result

pe = (1 =7)pus +pFe, (3.1.9)
which implies

T = (1= 9)mme + 77ps. (3.1.10)

3.1.3 Terms of trade

The terms of trade, T'OT;, are defined as

P,
TOT, = =L,
Py
This variable measures the relative price of foreign and home goods and it is expressed
in domestic currency. Since tot; = prpy — Pmy, it can be shown that p, = py, — ytot, and

Ty = THy -+ ’}/AtOtt

2The derivation of this result can be found in the appendix |B| section
3The logarithmic deviations from steady state are denoted by small letter variables, i.e. log (%) = Iy

4Foreign variables are denoted by an asterisk.

5The model equations are log-linearized around the deterministic steady state. Log-linear equations
are, therefore, only approximations of true behaviour of model economy. Nevertheless, in the vicinity of
the steady state the approximation error is negligible.
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3.1.4 Real exchange rate

Denote S; the nominal interest rate in direct quotation (CZK/EUR). Thus, growth of S;

means a depreciation of domestic currency and vice versa. The real exchange rate, RFE R;,
is then defined as P

RER, = S,—-

t t Pt7

where Py is foreign CPI index.

3.1.5 Law of one price gap
We suppose that law of one price holds for domesticﬂ exports, O, i.e.

Py

P;Lt = St

However, this is not the case for domestic imports, or foreign goods. We assume that
there is a wedge between the price of foreign goods in the domestic economy and the
price level of foreign country, this means that the law of one price does not hold for the
imported goods. We define a law of one price gap

S Py
Py

LOP, =

In log-linear terms lop; = s; + p; — pr,. It can be shown that following relation holds for
real exchange rate, terms of trade and law of one price gap

rery = (1 — ~)toty + lop;. (3.1.11)
The development of the law of one price gap is exogenous in this model and its devi-
ation from steady state is assumed to follow AR(1) process of following form

lop = proplopi—1 + ngPj

where prop € (0,1) is the AR(1) coefficient and the innovation term e£°F ~ iid(0, 02 p).

3.2 Households

Households maximize expected discounted sum of utilities by choosing optimal consump-
tion and labour paths and solve following optimization problem

max Fjy ZﬁtU(Ct,Ct—laLH,t)
{Ce,Le}2, =0

subject to a budget constraint. § € (0,1) is exogenous discount parameter. Following
functional form of utility function is assumed

14W

U(C,y, Ly) = log(Cy — TC,_y) — - iﬁp,

8Subscript H and F indicates always the country of origin. Therefore, C;, denotes goods produced
in domestic economy but consumed abroad.
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where C} is consumption index, Ly is household’s labour supply, T is the parameter of
external habit and W is inverse elasticity of labour supply.

The budget constraint of representative household has following form
WH,tLH,t + R Dy g + R:_lqlB(Zt—lv A1[5]—11P>StBt—1 +1I} + TR, = P,Cy + Dy + S, B;.

This means that the household gets remuneration for provided amount of labour Lp; in

a form of nomina wage AW/H,t. Also, the household receives profits from retail firms II}
and left-over equity of entrepreneurs that go bankrupt and leave the economy in a form
of transfers T'R;.

The representative household spends its income on consumption but they can also buy
two kinds of assets: domestic bonds D; from domestic intermediary and foreign bonds
B; (denominated in foreign currency). Domestic bonds yield nominal interest rate R,
in one period. Foreign bonds yield risk-adjusted®| return R;W5(Z,, AVI") in one period.
Risk-premium is specified according to Adolfson et al. (2008) as

\DB(ZU Aglp) = €xp [_¢B(Zt + AtUIP):| )

where R is foreign nominal interest rate, Z, = 28— is the net foreign assets position

Yy tPrt
of the domestic economy and AV!? is the debt-elastic risk premium shock.ﬂ Deviation of

this shock from steady state is assumed to follow AR(1) process of standard form

UIP UIP UIP
Qy = purpa;_y +&;°,

where pyrp € (0,1) and the innovation term e/1¥ ~ iid(0, 0% ,p). The solution of house-

"Nominal variables are denoted by tilde, i.e. X; = X,P;.

8Risk-adjustment is introduced into the model in order to stationarize the net foreign assets position
in the steady state. See Schmitt-Grohé and Uribe (2003) for detailed explanation.

9Gince it directly influences the development of real exchange rate via uncovered interest parity con-
dition (UIP condition), it is denoted as UIP shock.
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holds’ optimization problem['"] can be summarized by following optimality conditions:

e Optimal choice between consumption and free time:

Wi
P

= Wiy = Ly ,(Cr — YCy_y). (3.2.1)

e Optimal choice between consumption and domestic bonds is given by:

_ 1Cin = TG, P

R, = ) 3.2.2
" BC,-YCa P (322)
e Optimal choice between consumption and foreign bonds:
1 S (Ct 1 — TC’t) Pt+1
RIWB(Z,, AVIPy = — 2L 20 3.2.3
AT = S G- XC) R (3:23)
e Optimal choice between foreign and domestic bonds:
«qy B UIp St
RyVZ(Z, AY'T) = —Ry,
St
RER,P, Pr
Riexp [P (Z, + AVP)] = R ki s 3.2.4
texp[ Vo (Zy + Ay )} t P PriRER, ( )
which is a risk-adjusted uncovered interest parity (UIP) condition.
In log-linear terms we can write:
wgy ¢ — Yo
lgy = —= — 3.2.5
A TE (323)
(1 — T)(Tt — Etﬂ-t-i-l) = (Ct+1 — Tct) — (Ct — TCt_l)
reriy —rery = (ry — Eymer) — (rf — Eympy) + 98z + Pal"” (3.2.7)

3.3 Entrepreneurs

Following Bernanke et al. (1999), we next introduce a production factor of capital into the
model and describe the entrepreneur as a representative economic agent. Entrepreneurs
play two important roles in the model. Firstly, they own and manage firms that produce
intermediate (wholesale) goods and, secondly, they own and produce the capital goods.

In owning and production of capital goods the entrepreneurs face a financing con-
straint. This means that the entrepreneurs are not fully self-financing, and therefore,
they have to borrow resources from commercial banks. The banks always demand higher
interest rate than the policy interest rate. The spread between commercial interest rate
and policy interest rate is determined by the ratio of the value of capital stock and en-
trepreneurs’ net worth (leverage ratio). What we have just described is the financial
accelerator mechanism and it is the source of financial frictions in this model.

To rule out the possibility that the entrepreneurs could accumulate enough net worth
to become fully self-financing, the entrepreneurs have to have a finite horizon. For that
purpose it is assumed that a fraction ¢ € (0, 1) of entrepreneurs goes bakrupt each period
in steady state. Remaining share (1 — <) of entrepreneurs survives to the next period.

10The derivation of these results can be found in the appendix [B] section
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3.3.1 Intermediate goods production

Firms that produce intermediate goods operate at perfectly competitive market. This
means that these firms have no market power and will attain no profits. Intermediate
goods Yy, is produced by combining the production factors of capital K; and labour L,.
The output is sold at wholesale price P}f , to retailers. Standard Cobb-Douglas production
technology is assumed,

Yy, = AV K*L™,

where parameter o € (0,1) determines the income share of capital. A} is a produc-
tivity shock; its deviation from steady state is assumed to evolve according to following
AR(1) process
CLE/ = py@f—l + 52/7
where py € (0,1) and &) ~ iid(0,0%). The total labour input is defined as a composite
of the labour provided by households Ly, and by entrepreneurs Ly,

_ 79 1-Q
Ly=Ly,Lg,"

In line with Bernanke et al. (1999) we normalize the labour input of entrepreneurs to 1.
The production function can be then rewritten as

YH,t = Afo“L%(fa)

Y

or in log-linear terms
Yus = aky + (1 —a)Qy, +a) . (3.3.1)

The solution of entrepreneurs’ optimization problem@ can be summarized by following
set of optimality conditions:

R Y, P
t t t
W Y, P
}fvt = Wiy = Q(1 — ) LH’t MCH,t%,
t Hit t
Wi Py

= WE,t = (1 — Q)(l — a>YH,tMCH,t_

By P

where égﬂg is the gross nominal rental rate for capital, fV[7H1t is the nominal wage paid to

households, W, is the nominal wage paid to entrepreneurs themselves and MCy, are
the real marginal costs of home goods production. After log-linearization we receive™|

TGt = Yt + Mmcpy — ki — [1 B (rery — lopt)l , (3.3.2)

WHt = Yt + My — Ly — L 7 (rery — lopt)] , (3.3.3)

Wgt = Yt + MCHt — L (rery — lopt)} .

-

" The derivation of these results can be found in the appendix |B} section
and

12We used the equation ([3.1.11) and relations described in sections
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Plugging for k; and [y, from (3.3.2)) and (3.3.3) into the production function (3.3.1)
we receive the expression for real marginal costs,

(1_a>(1_Q)yHt-i—Oﬂ‘Gt—i-(l—Oé)QwHt_af Y
meg = : : : + rer; — lopy). (3.3.4
Ht Oé+(].—Oé>Q 1_7( t pt) ( )
Equation (3.3.4)), therefore, suggests that depreciation of the real exchange rate increases
the real marginal costs while an increase of law of one price gap decreases them.

3.3.2 Capital goods production

Entrepreneurs produce capital goods and sell it at competitive market at nominal price
Q;. Capital is produced by combining already existing capital with investment INV;.
Investment I NV, is a bundle of home and foreign consumption goods. We assume, that
the entrepreneurs choose the optimal mix of goods varieties in the same way as the
households. Therefore, the investment is defined analogously to the the consumption

index C} in equation ({3.1.1),

INV, = [(1-)

n
n=171n=1

(Cra)™™ +77(Cry) ™ : (3.3.5)

S =

1

Thus, the demand of entrepreneurs for home and foreign goods as well as respective price
indices are the same as in the case of households.
Stock of capital goods is assumed to evolve according to

INV,
KtH:@( o

t

) K, +(1-0)K, (3.3.6)

where 6 € (0,1) is the rate of capital depreciation and ®(.) is an increasing concave
production function. Following functional form is assumed for ®(.)

o (INVi _INV: ! (INV, ?
K. ) K 2\ K ’

where ¢! > 0 is the capital adjustment costs parameter. Following Bernanke et al. (1999),
the capital adjustment costs are introduced into the model to allow movement in the price
of capital, which increases the volatility in entrepreneurs’ net worth and contributes to
the financial accelerateﬁect.

In the steady statel”| the production function has following properties: ® <@> =9,

K

P’ (@) = 1. These properties ensure deterministic level of capital stock in the steady

state (investment only replaces depreciated capital, INV = §K) and also that the price
of capital will be equal to one in the steady state () = 1). Therefore, log-linearizing the

law of motion of capital (3.3.6) gived]
kt+1 = 5invt + (1 — (S)kt

The entrepreneur decides about how much new capital to produce. The optimality

condition id™] !

1—¢I(%Vt—5)’

13We denote steady state values of all variables by overline.
14 The derivation of this result can be found in the appendix B section (B.3.2
5The derivation of this result can be found in the appendix E section (B.3.2

Q=
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which in log-linear terms means
@ =V"0(iy — ky). (3.3.7)
Now we define entrepreneur’s gross real return on capital investment R,

Ry, = [Rat+ (1 —0)Q Ky
! Qi1 K, '

In log-linear terms we receive

1-96 1-96
T = ]_ e T + — - — 338
Kt ( i ) Gt T qt — qt—1 ( )

Utilization of capital in production of intermediate goods yields gross real rental rate R ;.
Since the entrepreneurs own the capital, any change in the price of capital also influences
the return on investment and consequently it affects the entrepreneur’s net worth.

3.3.3 Financial frictions

Entrepreneurs finance their capital investment projects using their net worth N;,; and
borrowed funds F} ;. Thus, the entrepreneurs’ budget constraint can be written down as

QiK1 = Nip1 + Figa,

or in log-linear terms

F(qt + kt+1) = NTLH_l + Fft—i-l' (339)
When borrowing from financial intermediary, entrepreneur has to pay not only the gross
real interest rate R, Pf -, but also the external finance premium, EFF P, ;. This premium

depends on the leverage ratio of the entrepreneur and it is defined as

N. -X
er=(gis)

where y > 0 is the elasticity of the external finance premium with respect to the leverage
ratio Qtivlth' Bernanke et al. (1999) motivate this set-up by an agent-principal problem
at the credit market.

Entrepreneurs are risk-neutral and choose K;.; to maximize profits. The amount of
borrowed funds F;, is implied by chosen K;,;. To maximize the profits, entrepreneurs

equate expected marginal return on capital investment with marginal financing costs

( Nt )_XR B
t
Qth—i-l Pt-‘rl

EiRp 111 = Ey ; (3.3.10)

which again in log-linear terms gives

B =1 — By — Xy — @0 — ki)

Now we derive the evolution of entrepreneurs’ net worth. The new net worth consists
of entrepreneurial equity held by the fraction (1—¢)ANW of entrepreneurs that will survive
current period and entrepreneurs’ wage income Wg,

Nir = (1 =) ANV, + Wy, (3.3.11)
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where AMW is shock in entrepreneurial net worth and ¢ is the steady-state bankruptcy
rate. Thus, the net worth shock influences the development of net worth by changing
the effective survival rate of entrepreneurs. Its deviation from steady state is assumed to
evolve according to AR(1) process,

a" = pyway e,
where pyw € (0,1) and eV ~ 4id(0, o3y )-

The remaining entrepreneurs who leave the economy transfer their equity to households
as transfers TR; = ¢ANWV,. This mechanism ensures that net worth is pinned down in
steady state. We also assume that labour income of entrepreneurs is small (1—Q = 0.01).
Wage income of entrepreneurs ensures, that they always have positive net worth to do
the business with. Entrepreneurs’ equity is defined as

- N\, P
Vi= RiQuaki— (5= 5 ) Reape i (3.3.12)
t—14)¢ t

Thus, the entrepreneurs’ equity is the realized return on capital investment minus the
repayment of loans. Note that an increase in interest rate lowers entrepreneurs’ net
worth, which increases the premium and further lowers the net worth.

To obtain a log-linear approximation of entrepreneurial net worth dynamics in the
neighbourhood of steady state, we log-linearize the entrepreneurial equity definition and
rearrange to receivd |

ne1 = (1 —¢)Rg [(F + Drice — xD(q—1 + ki) = T(reer — ) + (I + Dng + aiVW} +

w
+(C+ 1)__EwE7t, (3.3.13)
K
- Lo RN _p K _ Wy _ WpEK _ W
where we used this substitution: =~ =T, & = +1and =& = =2 = (I'+ 1)=£.

3.4 Retailers

There are two types of retailers in the model economy. Home goods retailers buy inter-
mediate goods from entrepreneurs and sell it as home goods to households or export it
abroad. Foreign goods retailers buy final goods abroad and sell it to the households as
foreign goods. Both types of retailers operate at monopolistically competitive markets.
Thus, the retailers have certain market power and earn non-zero profits. These profits are
distributed back to households. The retailers are assumed to practice Calvo-type price
setting with inflation indexation, which means that there are nominal price rigidities in
the model.

3.4.1 Home goods retailers

Home goods retailers buy the intermediate good from entrepreneurs at the wholesale price
P};‘ft and at no additional costs they distribute the home goods to the households. Price
of retailer z is denoted by Pp.(z), z € (0,1). Each period, only a fraction (1 — 0p) of
retailers reset their prices to new optimal price P{""V. Since all the home goods retailers
face the same optimization problem, the new optimal price is common to all of them.

16The derivation of this result can be found in the appendix [B] section m
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The remaining fraction of the home goods retailers 6y adjust their price according to last
period CPI inflation according to

PH,t(Z) = PH,t—l(Z)(ﬂ-t—l)H7
where k € (0,1) measures the degree of inflation indexation. Together with (3.1.4]) this

implies aggregate price level of home goods

1
1—e

Pira = (1= 01) (PREY)' ™+ 0 (P (me)) | 77
or in log-linear terms
piy = (1= 0m)pps" + Oupmi—1 + Ogrm (3.4.1)

The Calvo parameter 0y measures the rigidity of home goods prices. It is an exogenous
probability of keeping current price of any particular home good for the next period
without any change. It can be shown that the expected duration of any particular home
good price is given by —L

1-0g -

The Phillips curve of home goods is given by["]

(1 —6m)(1 —0up)
O

Tt = BETg 141 — KB + Kme—1 + MCH ¢ (3.4.2)

3.4.2 Foreign goods retailers

Foreign goods retailers buy the final goods abroad and sell it to the households at price
Pr,. Law of one price is assumed to hold at the wholesale level. Therefore, the foreign
goods retailers buy the goods at a price PI% = Sy P}. Since the law of one price does
not hold at retail level (Pp; # S:P;), the effect of the incomplete exchange rate pass-
through is introduced into the model. Similarly to the home goods retailers, the foreign
goods retailers set their prices a la Calvo with parameter 6z and inflation indexation with
parameter k.

To obtain the log-linear approximation of the foreign goods inflation dynamics in the
neighbourhood of the steady state, we would have to proceed the same way as in the
section [B.4.1] However, all the results presented in the section are valid also for
foreign goods retailers. Only the subscript H has to be changed to F' everywhere it
appears. Therefore, we can write

(1-0p)(1 —0rP)

Try = BB — KB+ KTy + ) MCE-
F
Unlike in the section here we can proceed a bit further and use the fact that
MCF,t -
PRy _ StPE o0 theref. — * = btain the final f f
= P, = Pp,o A0 theretore, mcr; = S + p; — prt = lopy to obtain the final form o

foreigh goodé Phillips curve,

(1—0p)(1 —6pp)
Or

1"The derivation of this result can be found in the appendix [B] section

lop;. (3.4.3)

Ty = BETR 1 — kBT + kMg +
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3.4.3 CPI inflation

Finally, we will derive the log-linear approximation of CPI inflation dynamics. Plugging
the results (3.4.2) and ({3.4.3)) into the definition of CPT inflation (3.1.10)) we obtain

1

T 1L kB T rB [BEmiv1 + km—1 + (1 — v)Agmens + yArlopy] , (3.4.4)

T

where Ay = (1*9}1)9(—17911,8) and Ap = (=0p)1-0r5)

H OF

3.5 Monetary policy

The monetary authority is modelled using standard forward-looking Taylor rule. This
interest rate rule specifies how does the central bank react to expected deviations of CPI
inflation and aggregate output from steady state when it decides about policy interest
rate. In log-linear terms the Taylor rule can be written down as

re = (1= p) (Bakympr + Oy Eyyi1) + pri—y + 8,{\41), (3.5.1)

where p € (0,1) is smoothing parameter, 3, > 1 represents the elasticity of policy interest
rate with respect to the expected CPI inﬂation@ , ©, > 0 stands for the elasticity of
policy interest rate with respect to the expected output gap and eM¥ ~ 4id(0, 03,5) is the
monetary policy shock.

3.6 Foreign sector

Following Christiano et al. (2011), the foreign economy variables are modelled using a
VAR(1) model of this form,

*

* * Y

Y Pyy* Pym* Pyr Yi—1 1 U €t

’ﬂ': = pw*y* p7r*7r* pﬂ'*’r‘* 7T£k_1 + O'ﬂ—*y* ]. 0 5? 5 (361)
* * *

Tt pr*y* p’r‘*ﬂ'* pT*'I‘* Tt—l O',,,*y* O p* 1 8’{

where g/ ~ iid(0,02.), e ~ iid(0,02.) and &} ~ iid(0,02.). Autocorrelation coefficients
satisfy py«y«, Prenr, prere € (0,1). Remaining coefficients are not constrained.

For the purposes of estimation, the VAR structure allows us to identify the exogenous
shocks in foreign variables better. Since we assume interdependency of foreign exogenous
shocks a shock in foreign output will at the same time influence also foreign CPI inflation
and foreign interest rate, and similarly, a shock in foreign CPI inflation will have instant
impact on foreign interest rate. Compared to foreign variables modelled as independent
AR(1) processes this approach should capture the relations between foreign variables more
closely.

18We assume that the Taylor principle holds and the central bank adjusts the policy interest rate more
than one-for-one with inflation. Violation of this condition can lead even to indeterminacy of equilibrium,
see Davig and Leeper (2007) for more details.
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3.7 Market clearing and equilibrium

3.7.1 Domestic bond market

Financial intermediaries sell domestic bonds to households and lend obtained funds to
entrepreneurs. All the financial intermediaries are assumed to operate at perfectly com-
petitive market, generating no profits. The intermediary borrows the funds from house-

—X
holds at cost R; and receives returns from entrepreneurs of R, (@N;(—tlﬂ> > R;. The

-X
risk premium EF P, = (QJ:;Z il) is assumed to exactly cover the monitoring costs to

fulfill the zero-profit condition. Thus, in equilibrium the intermediaries lend all the funds
obtained from households to entrepreneurs,

Ft - Dt'

3.7.2 Foreign bond market

Households can also buy foreign bonds that yield debt-elastic interest rate Ry W53 (Z;, AVIP).
The higher the amount of foreign bonds kept by the households, the lower the risk-
premium W5 (Z; AYIP) and the lower the returns. Since the households can hold negative
amounts of foreign bonds as well, this relation works also vice versa. The higher the
debt of households, the higher the risk-premium and the higher the costs. Since the
risk-premium of foreign bonds is given by net foreign assets position (and exogenous UIP
shocks), we need to describe the behaviour of this variable. Net foreign assets position Z;
is defined as a ratio of foreign bonds value and nominal GDP,

Si By

Ly = —
"7 Py Yy

The evolution of net foreign assets position can be, therefore, approximated by following
log-linear equation™]
1 2n—yn—1 Y= C INV
==z : _— lopy — Yy=c; — 7= . 3.7.1
2 ﬁzt 1Y+ = rery + 1 opy ’yYHct 0l v invy ( )

3.7.3 Aggregate budget constraint

The production of domestic firms, the gross domestic product, is either consumed and
invested in the domestic economy or it is exported to the foreign economy,

YH,t - CH,t + INVH,t + C;Lt.

Using the domestic demand for home goods (3.1.6) and its analogue for investment de-
mand and also the foreign demand for home goods (B.5.2)) we get the aggregate resource
constraint,

vy, = (e} (1 —)(C,+ INV,) + LYy
Hit = P, AT t Y RER, t |

which in log-linear terms means

C INV : nv(2—7) Al
= —(1— C+_—1— muy + *+—7’€7"—
Yuit YH( Ve Yo (1 = 7)inve + vy, 1—~ T N

lop.  (3.7.2)

9 The derivation of this result can be found in the appendix [B| section m
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3.8 Log-linearized equations

The model can be summarized by following set of log-linear equations:
e intratemporal optimality condition of households,

WH e S

lge = — 3.8.1
T (38.1)
e intertemporal optimality condition of households,
Cin1— Yer o — Yoy
T = t+1 — g T Tt + By, (3.8.2)
e uncovered interest parity condition,
reryyr —rery = (ry — Eymepr) — (1 — Eymfy) + Pz + @/JBa?IP, (3.8.3)
e cquilibrium gross rental rate of capital,
_ gl
TGt = Yut+ memgs — ki — L — (rery — lopt)} , (3.8.4)
e cquilibrium wage of households,
_ Y
Wit = Y +memy — lgy — L —(rery — lopt)} , (3.8.5)
e equilibrium wage of entrepreneurs,
Wt = Yt + MCHy — L — (rery — lopt)} : (3.8.6)
e intermediate goods production function,
Yrs = aky + (1 —a)Qy, +a) (3.8.7)
e law of motion for capital,
kt+1 = (S'in?]t + (1 - (S)kt, (388)
e equilibrium real price of capital,
q = wlé(mvt — k), (3.8.9)
e gross return on capital investment definition,
1-9 1—9
TR = (1 — }—%—K) rae+ T qt — Gt-1, (3.8.10)
e capital investment optimality condition of entrepreneurs,
Eyrg e =1 — Eymgn — X1 — @ — Keg), (3.8.11)
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law of motion for entrepreneurial net worth,

ne1 = (1 —¢)Rg [(F + Dre — xU(qe—1 + k) — D(rmg —m) + (X + )ng+

W
+ aiVW} + (T + 1)%11@,“ (3.8.12)

domestic CPI inflation,

1

1+ ’%B [/BEtﬂ't+1 + Rmy—1 + (1 — ’y)AHmcH,t + ’}/AFlOpt] , (3813)

Ty =

domestic monetary policy rule,

re=(1—=p) (BrEimis1 + Oy Eyyei1) + prioa + Eiwp, (3.8.14)

law of motion for net foreign assets position,

C INV
nlopt —y=20c — y—=—1nv, (3.8.15)
-7 Y Yy

1 *
2t = 521+ 7Y,

2n—yn—1 Y-
5 _

rer
1 tt

gross domestic product definition, aggregate budget constraint,

INV . (2 —7) my
]__ — ]__ * - -
(I=7)e+ v (L —7)inv, +7y; + e

Yt = 7lopt, (3.8.16)

Sk

exogenous stochastic process for law of one price gap shock,

lop: = proplopi—1 + €17, (3.8.17)

exogenous stochastic process for domestic productivity shock,

al = pya; | +e), (3.8.18)

exogenous stochastic process for debt-elastic interest rate shock,
atUIP = pU[PCZgJ_Ilp + &{LJ[P, (3819)
exogenous stochastic process for shock in entrepreneurial net worth,

at"V = pywary + eV, (3.8.20)

exogenous VAR(1) block for foreign variables,

* *
* *

T | = | Py Pronr Prrr T |+ | Orryr 1 0 exr |- (3.8.21)
* *

Tt pr*y* 107‘*71'* pr*r* Tt*l O-T*y* O"I‘*T(* ]_ 6TZ
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3.9 Steady state conditions

Following conditions are assumed to hold in steady state:

‘F:FH:FF:F*:L e T=Tg=np=1 =0,
e lop=0= Pr=2SF, e S=RER=1,
o A AU g o i _ [0, =1 et
H e’

N _ D _ 7 _ _SB __ —
¢« D=B=0=7=¢2=0, e =1
o R = Y%Hg’{:?%zﬁgg, o INV =K,

o _4_ 1INV NV _ s K
.?_H_ v, ¢ H Yg’

— -~ \ X — ~\ X
s = (3) "R=(%) b
o By =Rt008 R — (X)) "L (1-9),
° %:(1—04)(1—9)%,

3.10 Model with monetary policy regime switch

In the case of the Slovak economy, the structure described above is relevant only to the
period prior to its accession to the euro area, in other words until the end of 2008.[7_0] An
additional observable time series sw;, is included in the model to indicate the deterministic
regime switch from independent monetary policy (sw; = 0) with separate currency to
monetary union with common monetary policy and common currency after the beginning
of 2009 (sw; = 1). In modelling terms, the monetary policy regime switch is carried out
by an exogenous shock innovation, and thus, it is modelled as an unexpected change,
similarly to Senaj et al. (2010).

Alternatively, the regime switch could be modelled as anticipated change, which would
probably make the model assumptions more realistic. Kulish and Pagan (2014) developed
a solution for the linear models where agents form expectations about the changing struc-
ture of the model economy. In our case, this approach is not directly applicable and would
have to be extended, because we work with a nonlinear DSGE model. Also, this approach
brings about non-trivial announcement effects and requires a pinpointing of the particular
moment when the agents found out about the forthcoming structural change ]

20The regime switch is executed in 2009Q1. Another possibility would be to place the regime switch
at some point during the ERM II period; however, the exact point is unclear. Another possibility would
be to assume gradual phasing-in during the ERM II with an incremental transition instead of the 0/1
switch. However, due to the strong appreciation of the Slovak koruna in ERM II, which necessitated
multiple central parity adjustments and different settings of the nominal interest rate in Slovakia than in
the euro area, we chose the approach described in the main text.

21This moment should most likely be the July 8, 2008, when the European Council approved the
accession of Slovakia to the euro area and it became certain that the euro would be introduced in Slovakia
on January 1, 2009. However, the expectations about the euro adoption in Slovakia were probably forming
even before this date, maybe as early as since November 25, 2005, when the Slovak authorities decided
that the Slovak koruna should be included in the ERM II exchange rate mechanism. Since all new member
states that joined the European Union on May 1, 2004, are required to adopt the common European
currency in the future, it could be argued that expectations about the future euro adoption and monetary
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The regime switch changes two model equations, the Taylor rule and the uncovered
interest parity (UIP) condition. By changing the observed binary variable sw; from 0 to 1
we can switch between the alternative specifications of these two crucial model equations.
In log-linear terms, the equation that is affected by the regime switch can, in general, be
written down as

(1 — swy) - Lhsy + swy - lhse = (1 — swy) - rhsy + swy - Ths,. (3.10.1)

The setting of the policy interest rate is decided outside the member economies of the
monetary union. Due to the size of the Slovak economy and its share of the total euro
area GDP, we can consider the nominal interest rate to be given exogenously. Therefore,
the Taylor rule equation (3.5.1)) is replaced by

i =il (3.10.2)

The original forward-looking UTP condition describes the development of the
real exchange rate rer; in terms of the real interest rate differential and the risk premium,
which is a function of net foreign assets z; and contains an exogenous AR(1) component,
the UIP shock. As in monetary union the nominal interest rates are equal by definition,
the UIP equation changes to

rery —rer_y =m —m 4+ ¥p - 2 +a) ' (3.10.3)

The development of the real exchange rate in the monetary union is mainly driven by the
inflation differential. In order to resolve the transition from a situation when the central
parity of an appreciating currency in a converging economy is set below the steady state
(the domestic currency is too strong), we keep the risk premium component present in
the UIP condition ]

Figure 3.1: The nominal exchange rate of Slovak koruna
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policy regime switch were forming even back then. Thus, it is not a trivial problem to exactly pinpoint
the moment when the expectations about the forthcoming structural change start to form and some
simplification is always necessary.

22Tt would also be possible to include the risk premium in the monetary policy rule instead. This would
correspond to a situation with the common currency already in place and monetary policy would switch
to an exchange rate targetting regime. This setting would correlate with the observed reality, where the
availability of funds (foreign bonds) remains rather heterogenous across the euro area countries. However,
this approach does not deal with the adjustment of the real exchange rate from below the steady state
after the adoption of the euro currency.
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The exchange rate of the Slovak koruna together with its central parity and +15 per
cent fluctuation band is depicted in Figure The central parity of the Slovak koruna
was set to 38.4550 SKK/EUR in November 2005, when Slovakia entered the ERM II
mechanism. In March 2007, it was adjusted to 35.4424 SKK/EUR and further to 30.1260
SKK/EUR in May 2008. The problem was that the strong appreciation of the Slovak
koruna in this period was not only a manifestation of economic convergence, but also
driven by the business cycle. In a floating exchange rate regime the Slovak koruna would
probably have depreciated during late 2008 and early 2009, as did the Czech currency
(see Figure . In retrospect, the second adjustment of the central parity to the value of
the former lower bound in May 2008 probably led to a situation where the central parity
was set below the steady state.

3.11 Time-varying parameters

The time-varying parameters are defined as unobserved endogenous variables with follow-
ing law of motion

Op=1—-0a% 01 +al -0+ (3.11.1)

where 0; is a general time-varying parameter, @ is initial value of this parameter, o is a

time-varying adhesion parameter common for all the remaining time-varying parameters
and ! ~ N(0,0?%) is exogenous innovation in the value of parameter 6;. Setting of the
adhesion parameter o influences the tendency of the time-varying parameter 6; to return
to its initial value 6. With a? = 0, the time-varying parameter would be defined as
random walk, while with o/ = 1, the parameter would be white noise centred around the
initial value 0. The adhesion parameter o is common for all the remaining time-varying
parameters and is itself considered time-varying with adhesion set to 0.01 and initial value
af calibrated to 0.25. The adhesion parameter is therefore virtually free to drift away
from its initial value. Sensitivity of the results to the calibration of the initial value of the
adhesion parameter is assessed in section

In the baseline specification, all the model parameters are considered time-varying
with the exception of shock autoregression parameters, standard deviations, SVAR(1)
block parameters and Taylor rule smoothing parameter. Sensitivity of the results to the
choice of time-varying and time-invariant parameters is evaluated in section
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Chapter 4

Methodology

In this chapter, theoretical foundations of applied estimation methods are described. The
solution of dynamic models under rational expectations is briefly discussed in the first
part of this chapter. In the second part, Bayesian methods of system parameters identifi-
cation are described, with most attention given to the Random Walk Metropolis-Hasting
algorithm. Substantial parts of this chapter were already presented in much the same
form in Tvrz (2011) and with minor modifications they are integrated into this thesis.

4.1 Dynamic models with rational expectations

As shown in Blanchard and Kahn (1980), a wide spectrum of forward-looking dynamic
models with rational expectations can be written in recursive form,

X X,
—A () F 97 Ximo = Xo, 411
() =2 (3) +7 Xia =0 411)
P = E(Pra|(), (4.1.2)

Vtﬂz € R*, p, € R such that
— (1 + )" Z < E(Zpn|0) < (1 + 1) Zy, ¥i > 0. (4.1.3)

Equation (4.1.1)) represents the structure of the model. We distinguish predetermined
and non-predetermined variables (forward-looking). X;,; is an (n x 1) vector of prede-
termined variables at time ¢+ 1, P, is an (m x 1) vector of non-predetermined variables
at time ¢ 4+ 1. Left subscript in P, indicates agents’ expectations of value P,y ; at time
t. Zis a (k x 1) vector of exogenous variables. A is constant matrix (n +m) X (n +m)
and -y is constant matrix (n 4+ m) x k.

The values of predetermined variables at time ¢ + 1 are functions of past, and hence,
known values of variables at time t. €); represents the information set at time ¢ containing
all the available information at that time. Predetermined variables do not depend on
expectations of future values and are given by (). This means that equation ;X;,, =
X1 always holds. Non-predetermined variables can be also functions of variables from
Q+1. This means that ;P,.; = P,;; holds only if the realizations of §2;,; equal to their
expectations at time .

Equation shows the rationality of expectations in the model. €2; consists of past
and current values of X, P and Z. It follows that €2; D €;_;. The rationality is implied by
the fact that the agents use all the available information at time ¢ (€2;) when forming their
expectations. The equation excludes exponential behaviour of exogenous variables
Z.
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4.1.1 State-space representation

Analytical solution of the model can be obtained using Jordan canonical form of matrix
A, A= C71JC, where J is diagonal matrix of eigenvalues. The existence and uniqueness
of the solution then depends on the number of eigenvalues lying outside the unit circle,
m, and the number of non-predetermined variables, m. The system has unique solution
if m = m, it has infinity of solutions if m < m and it has no solution when m > m. Note
that this method cannot be used for models with past expectations of current and future
variables. In general, these models cannot be written in required form. In that case we
can use generalized Schur method (QZ decomposition) as described in Klein (2000).

After finding the decomposition of matrix A the model can be then rewritten in a
state-space representation,

Xt+1 - A(@)Xt + B(e)‘/t+17
where X, is a vector of endogenous variables, Y is a vector of observed values (measure-
ments), V; is a vector of exogenous variables (shocks), satisfying V; ~ N(0,%y), W; is

a vector of measurement errors, satisfying W, ~ N(0,Xy ), and A, B, C, D are matrix
functions of vector of unknown parameters 6.

4.1.2 Kalman filter

As shown in Mancini Griffoli (2010) we can write down the solution to the linearized-
model (4.1.4)) as following system of equations,

Y, = MX(0) + Mz, + N(0)Q; + W, (4.1.5)
T = Go(0)zi1 + gv (O)V4, (4.1.6)
E(W,W]) =W (0), (4.1.7)
E(V,V)) =V (h). (4.1.8)

In equation (4.1.5)), the observed variables Y; are described as functions of steady state
values X, deviations from steady state z;, trend term N(#)Q, and measurement error
W;. Matrix M is a constant matrix, matrix N is a function of the vector of structural
parameters #. The equation (4.1.6) represents the decision rule of endogenous variables.
Equations and represent covariance matrices of measurement errors and
exogenous variables respectively.

Equations and form a system of measurement and transition, i.e. state-
space equations. Therefore we can use Kalman filter to estimate marginal likelihood. For
initial values Y; and P, the algorithm recursively calculates

Vi=Y,—Y — Mz, — NQy, (4.1.9)
F,=MPM +V, (4.1.10)
Ky = g Pig, ", (4.1.11)
Tir1 = oy + K Vi, (4.1.12)
Pii1 = G2 Py(g: — KeM) + gwQayy, (4.1.13)
fort =1,...,T. To find the posterior distribution of model parameters, we can derive
the log-likelihood In £(O|Yr) as
T 1 1o,
In L(OYr) = == In(2m) — 5 > In|F| - SVIETV (4.1.14)
t=1
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where O contains 6,V (0) and Q(0) and Yr stands for the set of observable variables Y;.

By combining log-likelihood and prior information we obtain log posterior kernel. The
logarithm of posterior probability density of structural parameters is hence proportional
to

InKC(0|Yr) =InL(0|Yr) + Inp(0). (4.1.15)

4.2 Bayesian estimation

To find the estimated values of vector of parameters 6, we can use Bayesian methods. We
are interested in conditional probability distribution of # for given observed data y, i.e.
posterior density p(f|y). From Bayes theorem we get

p(y|0)p(0) _

p(Oly) = o)

(4.2.1)

Posterior density is given by likelihood function p(y|@), prior density p(f) and data density
p(y). Since p(y) is constant for given measurements, the posterior density is proportional
to the product of likelihood function and prior density,

p(0ly) o< p(y|0)p(6). (4.2.2)

We can specify the prior density based on our experience and expectations. For likelihood
function calculation we can use Kalman filter. Vector 0 estimate based on observed data
is then given by

B(6) = /99 - p(6]y) do. (4.2.3)

4.2.1 Random walk Metropolis-Hastings

Since we do not know the explicit form of p(f|y) distribution, we cannot compute the
estimate E(0) directly. We can, however, employ sampling-like methods. In this thesis
we used Random Walk Metropolis-Hastings algorithm. This method is well described in
Mancini Griffoli (2010) and Koop (2003).

This algorithm generates a sequence 6, i = 1,..., N from distribution p(f|y). The
candidate draws are generated by following formula,

0" =0""" 4 2, (4.2.4)

where z is called increment random variable. The equation clearly shows that the
candidates are generated by random walk algorithm.

We define auxiliary density function ¢(6%,0"!). This density function is called can-
didate generating density and it is conditional density of draw 0" depending on preced-
ing realisation #"~!. This density function determines the characteristics of z as well,
z ~ N(0,3). Usually we choose multivariate normal distribution of following form,

g0, 0" = fx(0)6"1, ). (4.2.5)
The acceptance probability a(6%,0"1) is the probability of accepting newly generated

draw into the sequence §°. By definition, the Metropolis-Hastings algorithm tends to stay
in high posterior probability region. The acceptance probability has to be constructed so
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as to allow the algorithm to visit the regions with lower posterior probabilities as well.
Correctly defined acceptance probability is given by

9(y)a(z, y)} |

RESTERD (4.2.6)

a(z,y) = min [1,
where g(z) = p(y|0)p(0) and q(x,y) = ¢(x — y) is the probability density of the multidi-
mensional normal distribution with zero mean and diagonal covariance matrix. Since the
auxiliary density is symmetric around zero, we can simplify the equation (4.2.6) to

a(z,y) = min {1, M} . (4.2.7)
g(x)
For n-th member of the 0° sequence, we draw a candidate 6 from ¢(6*,0"!) and assign
0™ = 0T with the probability a(0™,0" 1) or 6" = 6"~ otherwise.

The value of initial guess 6° and the covariance matrix X that defines the candidate
generating density can be set according to the results of maximal likelihood method. Using
the numerical methods of multivariate optimization, we find the 6° as the combination
of parameter values that maximizes the likelihood function, i.e. the posterior mode. To
obtain the covariance matrix X, we compute

Y i=wvar(Oy) =1(0)"' = {—E (%)] _1, (4.2.8)

where 6,7, is maximum likelihood estimate of § and I(#) is information matrix. According
to Koop (2003) and asymptotic theory, the larger the sample size, the better does the
inverse information matrix describe the posterior density. However, this method is not
always able to find the posterior mode and obtained matrix ¥ can have non-positive
eigenvalues. In that case the matrix is not positively definite and it cannot be used as
covariance matrix.

To remove the effect of chosen initial value #° of the algorithm, we discard first part
of the sequence 6. Let Ny = N — N; be the number of draws in 6° we have left. Because
all the remaining draws have the same weight and importance, we obtain the estimates
of structural parameters by simple averaging of the remaining values in sequence 6°,

E(e):Ni > (4.2.9)

We can summarize the Metropolis-Hastings algorithm in following sequence of steps,
0. Choose initial value, 6°.

1. Generate a new candidate §* from candidate density ¢(67, 0" 1).

2. Compute acceptance probability «(67,6m1).

3. Assign 0" = 0T with probability o or " = 6"~ with probability 1 — .

4. Repeat the steps 1 through 3 N times.

5. Discard first N; members of sequence §'.

6. Compute the average of remaining draws M +1 . 6V,
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Note that we can use this method to find the estimates of any function of structural
parameters, h(6) as well. Instead of calculating the average of draws 6° we would compute
the average of the function values h(6%).

In this thesis, two Random Walk Metropolis-Hastings chains of 1 000 000 draws each
were generated for every estimated model. First 50 % draws in both chains were discarded
before computing the posterior estimates. Scaling parameter of the candidate density
covariance matrix > was chosen so as to achieve acceptance rate between 0.25 and 0.3.

4.2.2 Recursive estimation

Recursive estimation is a method that enables us to see changing structure of the model
as the time flows. Using the random walk Metropolis-Hastings algorithm we estimated
a sequence of models with varying historical data input. Let T be the total number of
observations. We choose number of observations ¢ < T" and estimate models with first ¢,
t+1,..., T observations of historical data. We can then use the output of this recursive
estimation to see the effects of new information in added observations on estimates of
structural parameters and other model characteristics. Results of recursive estimation are
used in section [0.3] to assess robustness of the results of nonlinear particle filter estimates
of time-varying parameters.

In this thesis we used recursive estimation with ¢ = 21. This means that all the
estimates of this recursive algorithm are based on at least 21 quarters of historical data.
In each estimation we used two Metropolis-Hastings runs with 100 000 samples each. First
50 % draws were discarded.

4.2.3 Shock decomposition

Shock decomposition is a method that calculates the effects of smoothed exogenous shock
innovations on development of endogenous variables. The variance of endogenous variables
can be decomposed into distinct contributions of exogenous shocks. This method is also
called historical decomposition because it allows us to see what effects did different shocks
have in different moments of time. By using bar plot to present the output of this method
we can easily compare the relative importance of individual shocks.

4.3 Model with time-varying parameters
By introduction of the time-varying parameters into the DSGE model, the DSGE model

becomes highly nonlinear. The state-space representation of the DSGE model takes a
general form of

Xt+1 - h(Xt7 V;)a
}/t = g<Xt7 Wt)?
where f(-) and ¢(-) are nonlinear functions. To overcome the computational problems

related to nonlinearity, we can take first order approximation of the transition equation
around the steady state X,

Xp=X+A-X,+B-V, (4.3.3)
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where )?t = X, —X. This way we would return to a linear model but at a cost of relatively
gross simplification of the original nonlinear model. According to Billing (2013), a first-
order approximation introduces certainty equivalence into the solution which may be
inappropriate in case of welfare analysis or when studying the effects of risk. First order
approximation also eliminates any potential asymmetries in the model and ignores the
effects of risk. These two problems can be solved by a second-order approximation, that
introduces a constant correction for the effects of risk. Taking a third-order approximation
would introduces a time varying risk term and an additional correction for the effects of
skewed shocks.

In this thesis, we chose a second order approximation to preserve the salient features
of the nonlinear model. The transition equation then becomes

— -~ 1 s o s 1 1

where ® denotes a Kronecker product and A? is the shift effect of the variance of future
shocks.

4.3.1 Nonlinear particle filter

Nonlinear particle filter (NPF) is used to identify the unobserved states of the nonlinear
DSGE model, including the time-varying parameters, in this thesis. In this section, we
briefly describe the main principles of this nonlinear particle filter.

Unlike basic Kalman filter that is optimal only for linear systems with Gaussian noise,
the nonlinear particle filter is a more sophisticated tool that can be used even for non-
linear state-space systems with non-GGaussian noise. In this section, we provide only the
basic principles of the algorithm. A detailed description can be found for example in
Van Der Merwe et al. (2000) or Yano (2010). In a condensed form, the NPF algorithm
can be described as follows:

1. Initialization: ¢t = 0, set the prior mean T, and covariance matrix F for the state
vector x;.

2. Generating particles: Draw a total of NV particles xii) it =1,..., N from distribution

p(z;) with mean Z; and covariance matrix P,.

3. Time Update: t =t + 1, for each particle (i = 1,..., N) propagate the particle into
future with the use of nonlinear transition and measurement equation and calculate
means Tyjr—1, Yyp—1 and covariance matrices Py;_1, P, and P, .

4. Kalman filter: Calculate Kalman gain K; = P, , (Py7y)71, Ty = Tyjp—1 +Kt(yt—@tlt*1)
and P, = Py — K\ P, ()"

5. Continue by step 2 until ¢t = t,,,44.

A diagram of the NPF algorithm is presented in Figure [4.1]
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Figure 4.1: Nonlinear particle filter

Kalman
Filter
Initialization }—) G;::tirjltzg
Time
Update

Source: Author.

In our application we performed 20 runs of the NPF with 30.000 particles each for the
second order approximation of the nonlinear DSGE model[l| Before the application of the
NPF algorithm we estimated the model with constant parameters using the random walk
Metropolis-Hastings algorithm. The posterior means of the model parameters were used
as initial values of the time-varying parameters (). The standard deviations of time-
varying parameters innovations (0%) were set equal to the 10 % of the posterior means of
the structural parameters[]

!The setting of the particle simulation is chosen as a compromise between accuracy and the time
demands of the calculation. By experimenting with the setting of the particle filter algorithm we found
that the results do not change significantly when the number of runs or the number of particles is
increased.

2This choice is motivated by the big differences in posterior standard deviations of estimated con-
stant parameters (relative to the posterior means). Posterior standard deviations would be the natural
alternative; however, they capture uncertainty associated with the posterior estimate that need not have
any relation to the stability of the posterior estimate in time. The parameter in question could be time-
invariant and yet hard to estimate, which would yield high posterior standard deviation. Therefore, we
decided to calibrate the standard deviations of the time-varying parameters in a uniform way and let the
filtration decide which parameters are time-varying.
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Chapter 5
Empirical analysis

In this chapter, empirical results of the estimation are presented. First section of this
chapter decribes the observables dataset used for estimation. Results of estimation of the
models with time-invariant parameters are presented and discussed next. Last part of the
chapter presents and compares the results of the estimation of the nonlinear model speci-
fication with time-varying parameters. Empirical results for the four Visegrad economies
are supplemented by the results of the model estimated on the data of the euro area econ-
omy. This is meant as a benchmark that can show the general trends in the developed
European economies.

All the computations were carried out in Matlab (version 7.10, release R2010a). The
Dynare toolboxl] (version 4.4.3), developed by Adjemian et al. (2011), was used for the
Bayesian estimation of the model.

5.1 Data

Quarterly time series of eight observables were used for the purposes of estimation. These
ESA 2010 consistent time series cover the period between the first quarter of 1999 and the
fourth quarter of 2014 and contain 64 observations. Graphs of the ohbserved time series
are included in the Appendix [C] section

Seasonally adjusted time series of real gross domestic product (GDP), the harmonised
consumer price index (CPI), the 3-month policy interest rate (interbank offered rate) and
real investment are used for the domestic economy. In the case of the Visegrad economies,
the foreign sector is represented by the 17 Kuro area countries, while in the ase of the euro
area economy itself, the foreign sector is represented by the U.S. economy. The foreign
sector is captured by the seasonally adjusted time series of real GDP, CPI and 3-month
policy interest rate. Time series of CZK/EUR, SKK/EURJ| PLN/EUR, HUF/EUR and
EUR/USD real exchange rates are also used for the purposes of estimation. The time
series were obtained from the databases of Eurostat, Czech National Bank, National Bank
of Slovakia, Polish National Bank, Hungarian National Bank, European Central Bank and
Federal Reserve Bank of St. Louis.

The original time series were transformed prior to estimation so as to express log-
arithmic deviations from their respective steady states. The logarithmic deviations of
the observables from their trends were calculated with the use of Hodrick-Prescott (HP)

1www.dynare.org

2The values of the real exchange rate of the Slovak economy after its accession to the euro area were
obtained in accordance with the model definition of the real exchange rate by considering the development
of the inflation differential.
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filter ] In order to mitigate the end-of-sample bias of the HP-filter, the level data were
extended by a VAR forecast[f] before the calculation of the logarithmic deviations.

Figure 5.1: CZ domestic block, VAR forecast
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Source: Author, Data: Eurostat, ECB, CNB.

Note: Solid line - observed data, dotted line - conditional VAR forecast,
vertical line - 2009Q)1.

Figure [5.1] contains the VAR forecast of the domestic block of variables for the Czech
economy conditional on the development in the euro area. The forecasts seem to be
quite reasonable. The effects of the extension on the end-of-sample bias for the domestic
observables of the Czech economy model are depicted in Figure 5.2l The calculation of
the HICP inflation gap was practically unaffected by the extension. However, the gaps
of remaining domestic observables changed significantly. With the VAR extension, the
real output gap remains distinctively negative. Gap in real investment was also reduced
and so was the gap of nominal interest rate. On the other hand, the gap of real exchange
rate increased. In economic terms, the gaps calculated with the use of VAR forecast
suggest that the economy was still operating below its steady state, the real investment
was just about to return to steady-state, monetary policy was still kept quite loose and
the real exchange rate was still relatively weak. By contrast, the gaps calculated without
the VAR extension would suggest relatively unrealistic overheating of the Czech economy
with tightening monetary policy and appreciating real exchange rate.

3The parameter of the HP filter A\ was set to 1600, a value commonly used for quarterly data.

1A VAR(3) model was considered for the foreign economy, while a VAR(1) model with three exogenous
foreign variables was considered for the domestic economy. The forecast for the next eight quarters was
calculated. Due to a structural break (adoption of the euro currency) in the Slovak economy, the time
series of nominal interest rate and real exchange rate could not be included in the domestic VAR(1)
model for Slovakia.
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Figure 5.2: Example of end-of-sample bias correction using
VAR forecast, CZ
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Source: Author, Data: Eurostat, ECB, CNB.

Note: Per cent deviations from steady state are depicted, black line
- data extended with VAR forecast, gray line - observed data only,
vertical line - 2009Q)1.

5.2 Parameters estimation

In this section, choice of values for the calibrated parameters of the small open economy
DSGE models of the four Visegrad economies and the euro area is explained first. Next,
prior and posterior distributions of the estimated parameters are reported and compared.
Note that the values of calibrated parameters as well as the prior densities of estimated
parameters are the same for all the economies in order to identify structural differences
in the data.

5.2.1 Calibration

We decided to calibrate several deep structural parameters because they are generally
difficult to estimate. These parameters were assigned values commonly reported in the
literature and presented in Table 5.1} The value of discount factor 5 of 0.995 implies real
interest rate of approximately 2% p.a., similar values are reported by Christensen and
Dib (2008) or Christiano, Trabandt and Walentin (2011). Capital share in production
« corresponds to the national income share of capital of 0.35. Values around one third
are usually used in the literature, see Adolfson, Laséen and Villani (2007) or Christiano,
Trabandt and Walentin (2011). Capital depreciation rate ¢ of 2.5% per quarter is also
standard and follows Christensen and Dib (2008). Households’ share of labour supply w
is calibrated according to Shaari (2008) to 99 % which leaves the remaining 1% of the
labour supply to be provided by the entrepreneurs. Calibration of steady-state markup
parameter u follows Shaari (2008) as well.
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Table 5.1: Calibrated parameters

Parameter Value
B discount factor 0.995
«  capital share in production 0.350
6 capital depreciation rate 0.025
i steady-state domestic mark-up 1.200

Q  households’ share in labour supply  0.990
Source: Author, Data: Sources cited in text.

5.2.2 Priors and posteriors

The prior densities of the estimated parameters are presented in Table These are the
same for all the economies in order to identify structural differences as captured by the
observed data. A comparison of the posterior means of all the examined economies is also
included in Table [5.2, Posterior means expressed relative to the posterior mean of the
Czech economy model are presented in Table [5.3] Detailed results of the estimation for
individual models can be found in the tables in Appendix D] Graphs of prior and posterior
densities are included in the Appendix [C] section while the graphs of multivariate
Brooks and Gelman (1998) convergence diagnostics (as implemented in Dynare toolbox)
are included in section

Prior distributions of model parameters are chosen in a following way. Parameters
that take values from (0,1) are assigned priors with beta distribution. Specifically, for
the autocorrelation coefficients of exogenous AR(1) shock processes we choose relatively
uninformative beta distribution priors with the mean of 0.5 and standard deviation of 0.2.
Structural parameters that are assumed to take values from (0, c0) are assigned priors
with gamma distribution. The steady-state ratio of capital stock and entrepreneurial net
worth I' and the inflation weight in the Taylor rule 3, both have to be larger than one.
I' < 1 would mean that the entrepreneurs are fully self-financing. The entrepreneurs
would not need to borrow the external funds, and therefore, their optimality condition
would be different than what is assumed in the model. In particular, the external finance
premium would become negative in the steady state and the entrepreneurs would then
operate with financing costs lower than the policy interest rate, which is rather unrealistic.
Similarly, the parameter (3, has to be larger than one so as to fulfill the Taylor principle
and to avoid indeterminacy problems. Therefore, parameters I' and [, are assigned
priors with shifted gamma distribution’| The diagonal elements of foreign VAR(1) block
Py*y*, Prer+ a0 ppep« are assigned [ distribution because they are expected to capture the
autocorrelation of foreign observables, and thus, to take values from (0, 1). For the rest of
VAR(1) parameters we do not have strong prior belief about their respective values. These
parameters are assigned normal distribution priors with zero mean and standard deviation
of 0.5. Standard deviations of exogenous shock innovations are expected to be positive
and close to zero, therefore, they are assigned priors with inverse-gamma distribution and
infinite standard deviation.

While the multivariate convergence diagnostics do not indicate any problems, the
graphs of prior and posterior densities show a lack of information about the parameter of
consumption habit YT in the data. The bimodal posterior densities of several parameters
in the model of Hungarian economy hint at possible structural changes.

°In Dynare, this is achieved by estimating I'" = I' — 1 and 35 = B, — 1 instead of the original
parameters. Of course, model equations have to be appropriately adjusted, i.e. S, has to be replaced by
B+ + 1 and T has to be replaced by T't + 1.
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Table 5.2: Posterior means comparison

‘ Prior Posterior mean
Parameter Distrib. | Mean Std Cz SK PL HU EA
T habit persistence B 0.60 0.05 0.59 057 058 059 0.66
v inverse elasticity G 2.00 0.50 1.24 1.35 1.31 1.35 1.18
of labour supply
YB  elasticity of debt- G 0.05 0.02 0.02 005 004 0.05 0.02
elastic risk premium
N home and foreign goods G 0.65 0.10 0.60 074 058 059 046
elasticity of substitution
K price indexation B 0.50 0.10 0.27 023 036 037 0.21
ol preference bias B 0.40 0.10 0.29 0.35 0.21 0.24 0.21
to foreign goods
On home goods Calvo B 0.70 0.10 081 074 078 0.69 0.81
parameter
Or foreign goods Calvo B 0.70 0.10 0.79 069 081 0.66 0.82
parameter
! capital adjustment costs G 20.00 5.00 | 29.80 29.48 33.56 36.08 27.31
r steady-state capital SG 1.50 0.05 147 147 147 147 147
net worth ratio
'S entrepreneurs’ bankruptcy rate B 0.025 0.005 | 0.031 0.029 0.029 0.029 0.027
X financial accelerator G | 0.050 0.010 | 0.038 0.043 0.042 0.040 0.040
Taylor rule
p interest rate smoothing B 0.50 0.20 0.86 070 066 0.68 0.72
B inflation weight SG 1.50 0.20 194 183 199 2.00 1.67
Oy output gap weight G 0.50 0.20 0.12 020 021 023 0.18
AR parameters
purp  debt-elastic risk premium B 0.50 0.20 0.69 0.67 0.80 0.77 0.77
prop law of one price gap B 0.50 0.20 086 072 086 0.83 0.82
pNw  entrepreneurs’ net worth B 0.50 0.20 0.54 057 055 052 0.42
% domestic productivity B 0.50 0.20 0.10 0.05 013 065 0.07
VAR parameters
py=y+= interaction of y; and y; ; B 0.80 0.10 090 089 089 089 0.79
Pr+x- interaction of 7} and 7} ; B 0.20 0.05 0.20 020 020 020 0.19
pr=r«  interaction of ry and r}_; B 0.60 0.20 0.60 056 056 054 0.86
py+x+  interaction of y; and m;_; N 0.00 0.50 051 044 047 044 011
py=r- interaction of y; and r;_; N 0.00 0.50 | -049 -0.65 -0.50 -0.60  0.58
Pr=y- interaction of m} and y;_; N 0.00 0.50 0.18 0.15 014 0.13 -0.02
Pr+r- interaction of 7} and rj_; N 0.00 0.50 | -0.74 -0.66 -0.57 -0.57  0.32
pr=y+  interaction of v} and y;_, N 0.00 0.50 0.05 0.06 006 0.06 0.02
pr=z+  interaction of v} and 7}, N 0.00 0.50 0.04 0.04 0.04 0.04 -0.02
Or+y« interaction of €7 and a;ﬁ’* N 0.50 0.25 0.14 015 015 0.15 0.35
Op+y+  interaction of /" and sf* N 0.30 0.15 0.10 0.09 0.09 0.09 0.09
Opene  interaction of €} and e N 0.00 0.50 | -0.05 -0.04 -0.05 -0.05 0.02
Std of shocks
oyrp  debt-elastic risk premium 1G 1.00 00 1.39 1.65 1.46 1.49 1.41
orop law of one price gap 1G 1.00 00 599 594 792 728 810
onw  entrepreneurs’ net worth 1G 1.00 00 3.01 6.75 3.40 3.98 2.66
oy domestic productivity 1G 1.00 00 4.81 474 264 252 275
oyp  monetary policy 1G 0.10 00 1.08 1.24 1.21 1.30 1.07
oy«  foreign output 1IG | 0.50 00 053 053 054 053 0.57
O foreign inerest rate 1G 0.10 00 0.05 0.05 0.05 0.05 0.09
O s foreign inflation rate I1G 0.20 00 0.23 0.23 0.23 0.23 0.50
Source: Author.



Most of the parameters are estimated to be very similar in all the Visegrad economies,
but there are also some interesting differences. Overall, the results confirm the widely
recognized similarity of the Czech and Slovak economies. While most of the posterior
estimates differ by less than one standard deviation, there are a few exceptions.

The posterior estimates of the economy of the euro area show stronger habit of con-
sumption T, which is to be expected in the more developed western economies. The values
of posterior mean are in line with the literature, for example Tonner and Vasi¢ek (2011)
report the value of 0.59 for the Czech economy.

The estimates of inverse elasticity of labour supply ¥ suggest non-elastic labour supply.
The estimates are again in line with results reported by Vasgi¢ek (2011). The parameter
of inverse elasticity of labour supply V¥ is estimated to be slightly lower in the Czech
economy, which correlates to a lower natural rate of unemployment and more flexible
labour market than in the remaining Visegrad economies. However, the estimate of this
parameter for the euro area economy is even lower, which suggests even higher degree of
labour market flexibility. This might be surprising, given the unfavourable development
in the labour markets of the southern member states of the euro area since the Great
Recession that lead to a significant and persistent rise of the unemployment rate.

Schmitt-Grohé and Uribe (2003) suggest values around 0.01 for the debt elastic risk
premium parameter 2. Our estimates are slightly higher, but can still be considered
plausible. The lower debt-elastic risk premium elasticity ¥? in the Czech economy than in
the remaining Visegrad economies suggests that forex dealers are less sensitive about the
external balance of the Czech economy in relation to the exchange rate, which correlates to
its status of regional safe haven for investors. This probably results from the transparent
monetary policy of the CNB and relatively tight fiscal policy. The estimate for the euro
area is even lower, which is to be expected because of the reserve status of the euro
currency and much deeper forex market. The elasticity of the foreign bond risk-premium
with respect to external position WP is estimated to be more than twice as large in
Slovakia as in the Czech Republic, and three times as large as the estimate for the euro
area. This result reflects the higher sensitivity of foreign creditors to developments in the
relatively small and volatile Slovak economy, and the strong appreciation of the Slovak
koruna during the pre-crisis economic boom.

The estimates of the elasticity of substitution between domestic and foreign goods 7
are overall slightly higher than 0.465 that was reported by Shaari (2008). Nevertheless,
Tonner and Vasi¢ek (2011) reported rather higher value of 0.7 for the Czech economy.
The elasticity of substitution between domestic and foreign goods n is estimated to be
slightly higher in Slovakia, which implies a higher sensitivity of consumers to the price
differential between these two types of goods. The elasticity of substitution between home
and foreign goods 7 is estimated to be lower in the euro area than in the Czech or Slovak
economies, implying lower consumer sensitivity to price differentials.

The estimates of the price indexation parameter x« are in line with Tonner
and Vasi¢ek (2011), who found the estimate of 0.26. Also, Rysanek et al. (2011) found
values of price indexation near 0.3. The lower price indexation to past inflation s in the
Czech economy than in the remaining NEV economies is probably caused by the higher
and more volatile inflation in Poland and Hungary. The degree of price indexation & is
estimated to be lower in the euro area than in the Czech economy, which can be related
to a historically more stable development of the inflation rate.
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Table 5.3: Posterior means comparison (relative to CZ)

‘ Cz Posteriors relative to CZ
Parameter Distrib. | Postrerior SK PL HU EA
T habit persistence B 0.59 096 098 1.00 1.12
v inverse elasticity G 1.24 1.09 1.05 1.08 0.95
of labour supply
B  elasticity of debt- G 0.02 233  1.83 223 0.72
elastic risk premium
N home and foreign goods G 0.60 1.24 097 099 0.76
elasticity of substitution
K price indexation B 0.27 0.86 135 139 0.78
~y preference bias B 0.29 1.19 0.73 0.81 071
to foreign goods
O home goods Calvo B 0.81 092 097 086 1.01
parameter
OF foreign goods Calvo B 0.79 0.87 1.02 083 1.03
parameter
! capital adjustment costs G 29.80 099 1.13 121 0.92
r steady-state capital SG 1.47 1.00 1.00 1.00 1.00
net worth ratio
S entrepreneurs’ bankruptcy rate B 0.031 0935 0934 0935 0.871
X financial accelerator G 0.038 1.135 1.113 1.065 1.056
Taylor rule
p interest rate smoothing B 0.86 0.81 07 079 0.84
Br inflation weight SG 1.94 094 103 1.03 0.86
O,y output gap weight G 0.12 1.73  1.79 197 1.52
AR parameters
purp  debt-elastic risk premium B 0.69 0.97 1.16 1.12 1.11
prop law of one price gap B 0.86 0.84 101 097 0.96
pNw  entrepreneurs’ net worth B 0.54 1.05 1.00 0.96 0.78
Py domestic productivity B 0.10 0.55 132 6.82 0.75
VAR parameters
py+y+  interaction of y; and y;_; B 0.90 099 099 099 088
Pr+x+ interaction of 7} and m;_; B 0.20 097 098 097 093
pr+p=  interaction of rf and r}_; B 0.60 093 093 090 1.44
py+x+  interaction of y; and m;_; N 0.51 0.86 092 0.86 0.21
py=r+ interaction of y; and ry_; N -0.49 1.32 103 123 -1.18
Pr=y+ interaction of 7} and y;_; N 0.18 083 081 0.74 -0.12
Pr+r- interaction of 7} and r;_; N -0.74 090 077 077 -0.44
pr=y+  interaction of v} and y;_; N 0.05 112 113 120 0.31
pr+x+  interaction of v} and 7}, N 0.04 090 1.03 0.90 -0.41
Oy~ interaction of ] and 5%’* N 0.14 1.06 111 112 256
Oy« interaction of €] and E%/* N 0.10 097 096 095 0.89
Opene  interaction of €} and e N -0.05 095 1.00 096 -0.39
Std of shocks
ouyrp  debt-elastic risk premium 1G 1.39 1.18 1.05 1.07 1.01
orop law of one price gap IG 5.99 0.99 132 1.22 1.35
onw  entrepreneurs’ net worth 1G 3.01 2.24 1.13 1.32 0.88
oy domestic productivity IG 4.81 098 055 0.52 0.57
oyp  monetary policy IG 1.08 1.15 1.12 1.20  0.99
oy«  foreign output IG 0.53 099 1.00 099 1.07
O foreign inerest rate 1G 0.05 0.99 0.99 0.99 1.66
O s foreign inflation rate 1G 0.23 1.00 1.00 1.00 2.16
Source: Author.



The differences in preference bias to foreign goods v can be explained by the greater
openness of the export-oriented Czech and Slovak economies in comparison to the larger
and relatively self-sustaining Polish economy and the economy of the euro area. In terms of
the exports to GDP ratio, the Hungarian economy is actually more open than the economy
of the Czech Republic. However, given the large share of foodstuffs in the consumption
basket of the households, the estimate may be influenced by the relatively self-sufficient
agricultural sector in Hungary and relatively large share of imported groceries in the
Czech economy.

The posterior estimates of the Calvo parameters suggest an average duration of the
home and foreign goods prices between three and five quarters. Obtained results are in
accordance with Shaari (2008) and Christensen and Dib (2008) who found values near 0.75
as well. However, Tonner and Vasgi¢ek (2011) reported lower price rigidity in the Czech
economy with Calvo parameters of home and foreign goods of 0.52 and 0.64 respectively.
The Calvo parameters are estimated to be nearly the same for the Czech Republic, Poland
and the euro area. In the Slovak and Hungarian economies, the estimates are somewhat
lower, suggesting greater flexibility of prices. Lower estimates of the Calvo parameters
in the Slovak economy may be explained by the adoption of the euro currency and the
subsequent period of transition and also by the fact that, in the currency union, firms
need to update their prices more often in order to remain competitive as compared to an
economy with an independent national currency.

Our posterior estimates of the capital adjustment costs ! are somewhat higher than
23.6 obtained by Christensen and Dib (2008). However, the uncertainty related to this
parameter is substantial and so the posterior estimates can be considered plausible. Higher
capital adjustment costs U/ in Hungary and Poland suggest lower investment efficiency.
The Czech and Slovak estimates are very similar to each other and slightly lower than in
the remaining Visegrad economies, implying higher investment efficiency. The estimate
for the euro area is the lowest. The estimates of this parameter are connected to the
underlying volatility of the observed real investment. In the Visegrad economies, that are
much smaller than the euro area, the development of macroeconomic aggregates is more
volatile and the estimates of the capital adjustment costs are expected to be larger.

The parameters of financial frictions are estimated to be nearly the same in all the
examined economies. This may be explained by the fact that most commercial banks
operating in these economies are subsidiaries of large international groups, which treat
the CEE (Central and Eastern Europe) markets in a similar way, and that the regulatory
framework in the European union is to a large extent homogeneous. The posterior esti-
mates of the capital /net worth steady-state ratio I' roughly correspond to the debt-equity
ratio of non-financial corporations; see European Central Bank (2012). The generally
more stable environment of the euro area is reflected in the somewhat lower posterior es-
timate of the steady-state bankruptcy rate ¢. The estimated bankruptcy rate implies an
average entrepreneurs’ business lifespan of eight to nine years. Tonner and Vasicek (2011)
calibrated this parameter to the value of 0.9728, which would imply the business lifes-
pan of approximately nine years. Financial accelerator parameter y is estimated closer
to the upper bound of the values reported in the literature. Shaari (2008) obtained an
estimate of 0.032, Christensen and Dib (2008) obtained a value of 0.042, while Tonner
and Vasi¢ek (2011) reported a value of 0.0269 for the Czech economy.

The estimated parameters of the Taylor rule correspond to the fact that the central
banks in the examined economies operate independentlyf| in more or less strict inflation

6In case of Slovakia, the National Bank of Slovakia exercised independent monetary policy until the
adoption of the common european currency in January 2009.
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targeting regimes. There are several interesting differences in the estimates of the Taylor
rule parameters. While the interest rate smoothing parameter p is estimated to be the
highest in the Czech economy, the weight of the output gap ©, in the Czech economy
is estimated to the lowest. This suggests that the Czech National Bank is more focused
on its primary goal of attaining price stability than the remaining central banks in the
Visegrad economies, that take the output gap into consideration more noticeably. At the
same time, the changes of the policy interest rate of the Czech National Bank are mostly
implemented in a gradual manner. For example in the Hungarian or Polish economy,
the central bank has to adjust the policy rates more vigorously and the smoothing of
policy rate is less apparent. The similarity of the Taylor rule parameters of the European
Central Bank and the National Bank of Slovakia is to be expected, due to the convergence
of monetary policy after entering the ERM II exchange rate mechanism.

The posterior estimates of the Slovak economy are comparable to the values obtained
by Senaj et al. (2010), who estimated a two-country DSGE model for Slovakia and the
euro area. It is also worth mentioning that quite often the estimates of the structural
parameters of the Czech economy are closer to the estimates of the euro area than those
of Slovakia, even though it is Slovakia that is a member of the euro area. This suggests
that the Slovak economy is rather specific in certain aspects in comparison with the euro
area as a whole.

Estimates of AR(1) parameters show high persistence of law of one price gap shock
and debt-elastic risk premium shock. Shock in entrepreneurial net worth is significantly
less persistent and the domestic productivity shock is identified as transient. Estimated
standard deviations of innovations of these exogenous processes display high volatility of
law of one price shock, net-worth shock and domestic shock in productivity. Debt-elastic
risk premium shock and monetary policy shock are estimated to be less volatile.

Estimated parameters of foreign VAR(1) block suggest quite high persistence of foreign
output and high volatility of foreign inflation. In the Visegrad economies, the negative
parameters of the VAR(1) block py«« and pr+~ capture the transmission mechanism in
the foreign economy (represented by the euro area). The higher the interest rate in last
period, the lower the inflation and the output in the present. However, in the euro area
economy model, there is no clear transmission in the foreign economy (represented by the
U.S. economy in this case). Similarly, the positive estimates of parameters o+« and g,
show positive correlation of the innovations in foreign output and foreign inflation and
of the innovations in foreign output and foreign interest rate. Small negative posterior
mean of 0.+« suggests negative correlation of the innovations in foreign interest rate and
foreign inflation.

5.3 Impulse response functions

Impulse response functions describe reactions of endogenous model variables to exogenous
shock innovations. This allows us to see the basic mechanism of model’s behaviour. In
this section I describe the baseline impulse responses of the Czech economy model and
discuss the most distinct specifics of the behaviour of the remaining examined economies.
Only the graphs depicting the impulse responses of the Czech economy model are included
in this section. Graphs that compare the impulse responses of the remaining examined
economies to the responses of the Czech economy model are included in the Appendix [C]
section [C.4] Impulse responses to the innovations of one standard deviation of given shock
are reported. Impulse responses are expressed as steady state percentages of particular
variables. Mean estimates and 95 % HDP intervals are depicted in the graphs.
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Figure 5.3: Impulse responses to law of one price gap shock, CZ
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Note: Per cent deviations caused by 1% shock are depicted.

Figure depicts the impulse responses of the Czech economy to the innovation in
the law of one price gap. Since the law of one price gap is defined as a difference between
the foreign prices expressed in domestic currency and the retail prices of imported goods,
an increase of the law of one price gap means that the retail prices decline relative to the
foreign prices, the gap closes and the profit margin of retailers declines. This causes a short
disinflation of foreign goods prices and consequently also consumer prices. In the medium
term, the prices return to their steady state which generates mild inflation. Lower profit
margin causes the retailers to operate with lower profits, which results in lower transfers
to households. Households smooth their consumption in time and so they adjust their
consumption downwards only gradually. Due to relatively high elasticity of substitution
between domestic and foreign goods, the domestic import demand grows, which leads
to a deterioration of the trade balance and the net foreign assets position declines. The
declining competitiveness is partially compensated through nominal and real exchange
rate depreciation. Therefore, the increase of the law of one price gap causes a decline
aggregate product and its components, as well as a decline of the domestic marginal
costs, wages and gross rental rate of capital. This causes a decline in the real price of
capital and consequently in the demand for investment. The downswing in the real price
of capital as a manifestation of a decline of the profitability of the domestic firms causes
a loss of entrepreneurial net worth and increases the external finance premium, which
deepens the decline in the net worth. Monetary authority decreases the nominal interest
rate at first because of the falling product, but soon it is raised in order to cut down the
CPI inflation. While the impulse responses of the Polish and Hungarian economies are
virtually the same as those of the Czech economy, the impulse responses of the Slovak
economy are slightly less persistent and the responses of the euro area economy are slightly
more persistent.

In figure the impulse responses of the Czech economy to the innovation in the debt-
elastic risk premium shock are depicted. Positive innovation in the UIP shock causes a
decline in the risk premium and an appreciation of the real exchange rate. This induces
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higher demand for imported goods and causes a growth of real consumption and invest-
ment. Foreign demand for domestic exports, however, declines and so do the net exports,
aggregate product and also the net foreign assets position. Declining prices of foreign
goods bring about a deflation of consumer prices. The monetary authority reacts to the
downturn in the aggregate product and CPI deflation by a cut in nominal interest rate.
Appreciation of real exchange rate causes a decrease of domestic marginal costs, wages
and capital rental rate. Due to increased domestic import demand and decreased foreign
export demand, the profitability of domestic firms declines together with the net worth
and the capital stock, which leads to an increase of the external finance premium. As the
real exchange rate depreciates, the situation returns to the steady state. In the remaining
Visegrad economies, the net foreign assets position deteriorates more strongly than in the
Czech economy and also the magnitude of the reaction of the monetary authority neces-
sary in order to stabilize the economy is estimated to be significantly larger than in the
Czech economy. In the economy of the euro area, the effect of real exchange rate appre-
ciation on the net foreign assets is rather surprising. Due to a relatively low elasticity of
substitution between domestic and foreign goods, the effect of real exchange rate change
on the volumes is dominated by the nominal effect in the net foreign assets position (the
nominal value of imports expressed in domestic currency declines).

Figure 5.4: Impulse responses to debt-elastic risk premium shock, CZ
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Figure [5.5| shows the impulse responses of the Czech economy to the innovation in
the domestic productivity shock. The shock in domestic productivity causes a decline of
marginal costs, wages and capital rental rate. Demand for labour and capital decreases
and the real price of capital declines together with real investment. Lower real price of
capital and higher real interest rate than was previously expected bring about a down-
turn in entrepreneurial net worth and that increases the external finance premium. The
aggregate product declines at first due to the drop in investment, but as the goods prices
decline the consumption demand grows and the product gets above the potential. Im-
pulse responses of the Slovak economy to this shock are identified very similarly to those
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of the Czech economy. The responses of the remaining economies are more heterogeneous,
differing in the reaction of the monetary authority and real exchange rate response.

Figure 5.5: Impulse responses to productivity shock, CZ
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Figure 5.6: Impulse responses to monetary policy shock, CZ
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In figure 5.6}, the impulse responses of the Czech economy to the monetary policy shock
are depicted. Positive shock in the nominal policy interest rate causes a contraction of
the economy. Demand for consumption declines together with aggregate output and CPI
price level. The deflation causes higher real financing costs of entrepreneurs’ debts and
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lower real return to investment. Therefore, the entrepreneurial net worth declines and
external finance premium rises. Real price of capital and investment demand fall because
of high expected financing costs in the future. High nominal interest rate also induces
real exchange rate appreciation, which supports the domestic demand for foreign imports
and decreases the foreign demand for domestic exports. The adjustment of the domestic
consumption is rather sluggish and so the drop in the investment demand outweighs the
effect of real exchange rate appreciation. Together with the nominal effect on the value
of imports expressed in domestic currency these two factors cause the net foreign assets
position to improve. The impulse responses to the monetary policy shock are rather ho-
mogeneous across all the examined economies with the main differences arising in the
response of the net foreign assets and external finance premium. The magnitude of the
impulse responses of the euro area economy differs slightly in comparison with the re-
sponses of the Czech economy, however the sense of the responses and their interpretation
remains valid.

Figure 5.7: Impulse responses to net worth shock, CZ
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Figure[5.7]contains the impulse responses of the Czech economy to the innovation in the
net worth shock. This shock causes that the effective survival rate of the entrepreneurs
gets above the steady state. Put in another way, the entrepreneurs receive extra net
worth. Due to the law of motion of the entrepreneurial net wort, the effects of the net
worth shock are quite persistent. The entrepreneurs’ leverage ratio and therefore also the
external finance premium decline. The financing costs of capital investment decreases
and the real price of capital and the demand for investment increase. Capital stock and
the aggregate output grow as well. Growing capital stock and labour supply decrease the
capital rental rate and households’ wages, therefore, the marginal costs decline at first.
This induces mild CPI deflation, decline of nominal policy interest rate and real exchange
rate depreciation. High investment demand outweighs the effects of real exchange rate
depreciation on net exports and the net foreign assets position deteriorates. The effects of
the net worth shock are significantly stronger in the Slovak economy, while in the Polish
and Hungarian economies, the responses are only slightly more pronounced than in the
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case of the Czech economy. In the euro area economy, the size of the responses to the net
worth shock in comparison to the Czech economy varies.

Figure 5.8: Impulse responses to foreign output shock, CZ
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Impulse responses of the Czech economy to the innovation in the foreign output are
included in the figure High foreign demand boosts the net exports and so the net
foreign assets position improves significantly. Aggregate product, real consumption and
real investment are all stimulated by increased foreign demand. Growing marginal costs
induce mild CPI inflation that is countered by an increase of nominal interest rate. The
real exchange rate appreciates due to increased interest rate and weakens the effects of
foreign demand on the net exports. The profitability of the domestic firms improves and
causes a growth of entrepreneurial net worth and a decline of external finance premium.
Also, the real price of capital grows with the increased investment demand, which further
stimulates real return to capital investment. The impulse responses to the foreign demand
shock are relatively homogeneous across the Visegrad economies, while in the euro area
economy, the responses are noticeably more persistent.

Figure depicts the impulse responses of the Czech economy to the innovation in
foreign inflation. This shock causes a decline in domestic demand for foreign imports and
increases foreign demand for domestic exports. However, it also causes an appreciation of
the real exchange rate. The real net exports slightly decline initially but the net foreign
assets position improves due to the nominal effect on the value of imports. Medium-term
effect of this shock on the real aggregate product is positive. Increased investment demand
leads to a growth of entrepreneurial net worth. The external finance premium fluctuates
as the rates of growth of capital stock and entrepreneurial net worth differ. The sense
of the impulse responses is the same in all the examined economies. In the remaining
Visegrad economies, the effects of the foreign inflation shock are generally slightly less
pronounced than in the case of the Czech economy. Impulse responses of the euro area
economy are more persistent.
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Figure 5.9: Impulse responses to foreign inflation shock, CZ
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Figure 5.10: Impulse responses to foreign interest rate shock, CZ
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In figure[5.10] the impulse responses of the Czech economy to the innovation in foreign
interest rate are depicted. This shock causes real exchange rate depreciation and stim-
ulates the demand for domestic exports. Net foreign assets position deteriorates due to
the nominal effect, as the value of imports expressed in domestic currency increases. In-
creased aggregate product implies higher marginal costs and a CPI inflation. The inflation
is countered by an increase of nominal policy interest rate. The inflation causes positive
real return to capital investment, a growth of entrepreneurial net worth and a decline of
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the leverage ratio and external finance premium. The sense of the impulse responses is
the same across the Visegrad economies with slight differences in the magnitude of the
responses of some variables, mainly the net foreign assets position. Qualitatively different
impulse responses of the euro area economy are given by the different estimates of the
foreign SVAR(1) block.

Generally, we can say that the financial accelerator mechanism intensifies the effects
of the exogenous shocks on the real economic activity via entrepreneurial net worth and
investment demand.

Overall, the impulse responses of the Visegrad economies to the exogenous shocks are
identified very similarly with slight differences in the magnitude of the response of some
variables, most notably the net foreign assets position and to a smaller extent also the real
exchange rate. Otherwise, the sense of the impulse responses is the same. The impulse
responses of the euro area economy differ from those of the Visegrad economies in several
aspects. Often, the impulse responses of the euro area economy are noticeably more
persistent. And also, due to a qualitatively different estimates of the foreign SVAR(1)
block parameters, which may be related to the different role of the euro currency in the
world economy, some impulse responses differ even qualitatively. Impulse responses of the
euro area economy to the foreign interest rate shock being the most striking example.

5.4 Filtered shock innovations

In this section, the filtered innovations of exogenous shocks as identified by the nonlinear
particle filter are discussed. Graph displays the shock innovations identified in the
Czech economy. Graphs depicting the shock innovations in the remaining economies are
included in the Appendix [C] section [C.5]

Filtered shock innovations show the turbulent period of the Great Recession as alike
in all the examined economies. A strong negative shock came from the external environ-
ment via negative innovations in foreign output and as a result the foreign demand for
domestic exports dropped. The downturn in the foreign demand is identified earlier in the
model of the euro area, that was hit in the last quarter of 2008. Subsequent contraction
of the euro area economy reached the Visegrad economies in the first quarter of 2009.
There were also noticeable disinflationary pressures from abroad in the last quarter of
2008. In all the economies a substantial positive innovations closed the law of one price
gap as importers lowered their profit margins during the crisis. Negative innovations in
entrepreneurial net worth increased the number of bankruptcies during 2008-2009, which
exacerbated the recession. The negative innovations in the net worth shock are again
identified approximately one quarter earlier in the euro area economy than in the Viseg-
rad economies, which can be related to the mechanism of the underlying financial crisis
and spreading contagion in the financial markets.

The large depreciations of the local currencies during the crisis are explained by large
negative innovations in the UIP shock at the turn of 2008 and 2009 and relatively loose
monetary policy in the Visegrad economies. The biggest negative UIP shock came in the
Polish economy, which explains the large currency depreciation there. The depreciation of
the Hungarian currency was limited by a relatively restrictive monetary policy, indicated
by large positive monetary policy shocks during the crisis. In Slovakia, the situation
was apparently even more dramatic due to disturbances related to the euro conversion.
The negative innovations of monetary policy shock suggest that the independent monetary
policy of the National Bank of Slovakia was relatively loose in the period of economic boom
in 2007-2008, which may be explained by the participation in the ERM II mechanism,
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as the central bank struggled to maintain the exchange rate within the fluctuation band.
However, the large positive innovations of the UIP shock in 2006QQ4 and 2008Q2 led to
appreciation pressures that had to be resolved by adjustment of the central parity. The
large negative innovation of the UIP shock in 2008Q4 suggests that the Slovak koruna
would probably have also depreciated during the Great Recession had it not been replaced
by the euro in 2009. In the euro are, the UIP shock innovations are identified earlier during
2007 and 2008, counteracting the general monetary policy tightening in the pre-crisis
period and moderating the appreciation of the euro.

The economic slowdown of 2012 is explained by a downturn of foreign demand and
entrepreneurial net worth. The positive innovations of the LOP shock indicate a decline
in importers’ profit margins. Large negative innovations in the UIP shock explain the
depreciation of the Polish zloty and Hungarian forint. According to the monetary policy
shock innovations, the relatively loose monetary policy in 2011 tightened during 2012 in
these two countries in particular. The development of the net worth shock innovations
shows that the Slovak economy went through a very difficult period from the point of
view of entrepreneurs between 2009 and 2012 as well. The exchange rate intervention of
the CNB is captured as a negative innovation of the UIP shock at the turn of 2013 and
2014. More recently we can see a series of negative innovations of foreign price shock
that translate to disinflationary pressures through import prices. On the other hand, a
sequence of positive net-worth shock innovations indicates an improvement in financing
availability and explain the pickup in investment.

Figure 5.11: Filtered shock innovations, CZ

sy ...productivity shock innovations € w ...net worth shock innovations

-10

I I I -5 I I I
2000 2005 2010 2015 2000 2005 2010 2015

...law of one price shock innovations € . ...UIP shock innovations

€
lop uip

=20

2000 2005 2010 2015 2000 2005 2010 2015

€p ...monetary policy shock innovations e, ...foreign output shock innovations

_ L L L —4 L L L
2000 2005 2010 2015 2000 2005 2010 2015
e - ...foreign prices shock innovations g ...foreign interest rate shock innovations

_1 L L L _0.2 | N L
2000 2005 2010 2015 2000 2005 2010 2015
Source: Author.
Note: Shock innovations are depicted in per cent, vertical line - 2009Q)1.

It is also worth noting the large shocks in the entrepreneurial net worth in Poland and
Hungary before their accession to the European Union in 2004. A series of negative net-
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worth shock innovations in 2001 in Poland corresponds to a period of economic difﬁcultiesﬂ]
in the aftermath of the 1998 Russian crisis. After a period of loose monetary policy,
monetary policy eventually tightened in order to reduce the macroeconomic imbalances
incurred, which led to a plunge in investment in 2001. While the Polish crisis had many
internal and external causes, the model explains it in part by net worth shock. Large
innovations of net worth shock in 2003 in Hungary can be directly related to the period
of instability, when large macroeconomic imbalances caused by expansionary fiscal policy
became evident and an open conflict erupted between the government and the central
bank on the policy mix. A period of exchange rate turbulence, major policy interest rate
hikes and large scale capital outflow ensued.

5.5 Shock decomposition

In the following section, the shock decomposition of the main macroeconomic variables
is discussed. Namely we focus on the aggregate product, nominal interest rate CPI in-
flation and real exchange rate. The instrument of shock decomposition allows us to see
the effects of particular exogenous shocks on the smoothed variables in time. Graphs
through depict the shock decomposition of real aggregate product in the examined
economies. Shock decompositions of the remaining variables are included in the Ap-

pendix [C], section

Figure shows the shock decomposition of the Czech real aggregate product. We
can see that nearly all the exogenous shocks pushed the real product up between 2006
and 2007, with the law of one price shock gaining dominance in 2007-2008. This means
that the period of economic boom was brought about by growing foreign demand, loose
monetary and financing conditions, relatively weak exchange rate and increasing prof-
itability of the domestic firms, that were able to gradually increase their profit margins
due to strengthening demand. By the end of 2008, only the weakening real exchange
rate partially softened the blow of the Great Recession, as the profit margins fell sharply,
indicating a slump in the aggregate demand. After a weak improvement during 2010 the
situation worsened again in 2012, when the combination of worsening profitability of do-
mestic firms, increasing spreads in the financial market and relatively strong real exchange
rate darkened the outlook for the Czech economy. After the exchange rate intervention
of the CNB, a small positive contribution of the UIP shock can be seen in the shock de-
composition. Also, the negative contributions of the financial friction shock vanished by
2014. Nevertheless, according to the negative contribution of the LOP shock, the demand
remains weak.

The shock decomposition of the Czech nominal interest rate shows a relatively balanced
contributions of the different exogenous shocks. The relative importance appears to be
similar as in the case of aggregate output. In case of the CPI inflation, a prominent role
of the monetary policy and productivity shocks is confirmed by the shock decomposition.
The real exchange rate is mostly driven by the LOP and UIP shocks.

"Between 1998 and 2002 the unemployment rate in Poland doubled and reached 20%. The Polish
central bank lowered interest rates in 1998 and 1999 by 11 pp to 13% due to the prospect of falling
inflation. As inflation increased and reached 10 % in 2000, the central bank gradually increased interest
rates by a total of 6 pp to 19 %.
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Figure 5.12: Shock decomposition of real aggregate output, CZ
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Figure [5.13| contains the shock decomposition of the Slovak real aggregate product.
The shock contributions during the Great Recession are similar to the Czech case. How-
ever, the positive contribution of the exchange rate depreciation during the onset of the
crisis is not present in the Slovak case due to the euro adoption in 2009. Otherwise,
a stronger influence of the financial frictions shock is apparent. Lately, the Slovak real
output remains close to its steady state with the contributions of individual shocks quite
small.

The shock decomposition of the remaining Slovak macroeconomic variables shows
similar relative importance of the different types of exogenous shocks for their development
as in the Czech economy. As in the decomposition of the real output, the decomposition
of the real exchange rate shows a decline of volatility after the euro adoption. The CPI
inflation is driven mainly by the productivity shock, but the UIP and monetary policy
shocks were important in the past as well.

Figure 5.13: Shock decomposition of real aggregate output, SK
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In the Figure the shock decomposition of the Polish real aggregate product is
depicted. The graph shows, that the Polish real output increased in the pre-crisis period
due to nearly all kinds of the exogenous shocks. Unlike in the Czech or Slovak economies,
the upswing was not determined by extraordinary profit margins of domestic firms, but
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was generated mainly by favourable financing conditions and loose monetary policy. This
result can be related to lower openness of the Polish economy to the international trade
that prevented a substantial overheating in the pre-crisis period. However, the downturn
during the crisis was mainly caused by the law of one price shock, which indicates a weak
demand even in the Polish economy in this period. The strong depreciation of the Polish
zloty cushioned the negative impact of the crisis considerably. The improvement of the
aggregate product in the second half of 2011 and the first half of 2012 was generated by
loose monetary policy and another exchange rate depreciation. Recently, the Polish real
output remains below its steady state due to relatively tight monetary policy but also
unfavourable development of the UIP and LOP shocks. The shock decomposition of the
remaining three main Polish macroeconomic variables shows similar composition of the
exogenous shocks as in the Czech economy.

Figure 5.14: Shock decomposition of real aggregate output, PL
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In the Figure the shock decomposition of the Hungarian real aggregate product
is shown. The shock contributions show greater weight of the productivity shock in the
Hungarian economy than was the case in the Czech or Slovak economy. During the crisis,
the relatively tight monetary policy worsened the real economic downturn. As was the
case in other Visegrad economies, the economic contraction is explained mainly by the
LOP shock and also by a unfavourable development of real productivity. The economic
slowdown in 2012 is explained by negative innovations in the net worth and productivity
shocks. In 2014, the contributions of the productivity shock turned positive and became
the main factor of economic recovery. The shock decompositions of the nominal interest
rate and CPI inflation also indicate greater importance of the productivity shock for their
development than was the case in the remaining Visegrad economies described above.
Otherwise, the composition of the exogenous shocks is similar to the Czech case.

Figure [5.16| shows the shock decomposition of the real aggregate product of the euro
area. Similarly to the Czech economy, the economic boom during 2006-2007 is to a large
extent explained by the law of one price shock, indicating increased profit margins of
the European firms and strong demand. However, as the economic crisis arrived to the
Western European countries by the end of 2008, the positive contribution of the LOP
shock vanished. Since 2009, a strong negative pressure caused by the net worth shock is
identified in the euro area as the financial sector reacted to the crisis and tightened the
financing conditions. In the last quarter of 2014, a relatively large positive contribution of
the net worth shock appeared and helped the real output to return to its steady state. The
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contribution of the monetary policy shock remains slightly negative, as the potential of the
conventional monetary policy tools is depleted and the inflation consistently undershoots
the target.

Figure 5.15: Shock decomposition of real aggregate output, HU
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The shock decomposition showed roughly similar development during the crisis in the
four Visegrad economies. The differences in the shock decompositions can be explained
by the adoption of the common european currency in the case of Slovakia and by the lower
openness to the international trade in the case of Poland. Relatively volatile development
of the CPI inflation in the Hungarian economy is reflected in the greater weight of the
real productivity shock, its main driver, in the decompositions. The strong influence of
the financial frictions shock during the crisis in the case of the euro area economy can be
explained by greater integration of the Western European economies in the international
financial markets and the spread of the financial contagion and turmoil through these
markets in the early phase of the crisis.

Figure 5.16: Shock decomposition of real aggregate output, EA
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5.6 Filtered variables

The development of the unobserved variables of the financial market in the Visegrad
economies and the economy of the euro area is depicted in Figure [5.17] These graphs
aptly illustrate the effects of financial frictions during the Great Recession.

In the favourable period of economic boom between 2006 and 2008, the entrepreneurial
net worth of firms increased, which lowered the perceived riskiness of loans and thus
lowered external finance premia (interest rate spreads). During the financial crisis of
2008, entrepreneurial net worth decreased at first due to exogenous factors (increased
systemic risk and uncertainty) and later also due to the worsening economic conditions,
realization of losses, and bankruptcies.

While the pre-crisis increase in entrepreneurial net worth was comparable in the Czech,
Slovak and Polish economies, the improvement was less substantial in Hungary and the
euro area. The downturn of entrepreneurial net worth after 2008 was estimated to be
significantly larger in Slovakia than in the remaining economies. This development may
be related to the real exchange rate depreciation of the domestic currencies that occurred
in 2009, which somewhat moderated the impact of the crisis on the domestic producers.
According to the model, the short-term disadvantage of the fixed exchange rate in the
Slovak economy was compensated for later on when the benefits of monetary union ma-
terialized. After 2010, rapid accumulation of entrepreneurial net worth was restored in
Slovakia while in the Czech economy there was a period of stagnation. In this period
the growth of net worth in Slovakia clearly surpassed even the development in the euro
area. The decline of entrepreneurial net worth in 2012 and 2013 can be attributed to the
protracted course of the European sovereign debt crisis and the crisis of the Eurozone.
Even though the Czech economy was not hit by these events directly, the growth of net
worth was restored there only after the exchange rate interventions of the Czech National
Bank in the last quarter of 2013. In Hungary the situation during the crisis was further
complicated by the currency crisis caused by the extraordinarily high share of foreign
currency denominated debt. In the remaining Visegrad economies, the situation slightly
improved in 2011, while in Hungary a currency depreciation in the latter half of that
year precipitated the process of deleveraging and the credit conditions remained tight. In
2012, the situation in Hungary worsened further due to policy uncertainty and surtaxes
imposed on the financial sector. During 2013 and 2014 the situation in Hungary seems
to have improved significantly. According to the real data, there was an improvement in
private investment. However, the housing sector continues to fall and much investment is
made by the government and financed from EU funds.

Apart from the Great Recession, the model also captured the turbulence in the Hun-
garian economy in 2003, when large macroeconomic imbalances caused by expansionary
fiscal policy became evident and an open conflict erupted between the government and
the central bank on the policy mix. A period of exchange rate turbulence, major policy
interest rate hikes and large scale capital outflow ensued. An increase of the external
finance premium in the Polish economy in 2001 corresponds to a period of economic diffi-
culties in the aftermath of the 1998 Russian crisis. After a period of loose monetary policy,
monetary policy eventually tightened in order to reduce the macroeconomic imbalances
incurred, which led to a plunge in investment in 2001.

80



Figure 5.17: Selected filtered variables
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Overall, the main tendencies in the development of the unobserved endogenous vari-
ables of the financial market are identified quite similarly across the examined economies.
In the period of the Great Recession, the development of depicted variables in the Czech
and Polish economies was very similar. In the case of Slovak economy and the economy
of the euro are, the increase of the external finance premia was markedly stronger than
in the Czech economy. Therefore, the stress in the financial sector was arguably more
severe in these economies. The case of the Hungarian economy is quite specific because
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the increase of the external finance premium was much more persistent than in the re-
maining economies. Also, the quick and substantial improvement of the situation in the
Hungarian economy, as indicated by the development of the financial sector variables, is
unparalleled.

5.7 Filtered time-varying parameters

In this section, the development of the filtered trajectories of the structural time-varying
model parameters as identified by the nonlinear particle filter is presented and discussed.
Figures through depict deviations of the time-varying parameters from their
respective initial values in per cent. The initial values correspond to the fixed estimates
obtained by the Metropolis-Hastings estimation. The trajectories of the time-varying
parameters in the absolute terms and 95 % HPDI bounds are included in the Appendix [C]
section [C.7] These graphs can be used to asses the statistical significance of the deviations
of the time-varying parameters from their respective initial values.

Figure shows the development of the time-varying parameters in the Czech econ-
omy. Most of the financial sector parameters showed significant deviations from the
initial values in the period of 2008—2010. In the period of economic boom of 2008, the
entrepreneurial net worth increased, which led to lower interest rate spreads. According
to the trajectory of external finance premium elasticity y, the interest rate spreads also
became less sensitive to the variations in the leverage ratio. Improving situation of the
entrepreneurs is also reflected in the trajectory of the steady-state leverage ratio I' that
decreased at that time, which means that the firms were becoming less dependent on
the external financing. However, as the capital stock deviated above its steady state it
became increasingly difficult to find suitable investment opportunities and capital adjust-
ment costs Uy increased. Steady-state bankruptcy rate showed only a slight increase in
the second half of 2008. The onset of the crisis in 2009 meant a correction and the values
of the financial sector parameters slowly returned to the vicinity of their initial values.

Development of foreign goods preference bias v and elasticity of substitution between
domestic and foreign goods 7 can be related to the changing openness of the Czech
economy and the development of international trade. Foreign goods preference increased
during 20072008 and declined after 2008 with the onset of worldwide economic difficulties
and downturn in international trade.

The filtered trajectories of the Calvo parameters show declining rigidity in the prices
of the domestic goods 0y during 2007 and 2008. Demand as well as wage growth was
strong in this period of economic boom. On the other hand, the rigidity of the prices of
imported goods 0 is estimated to have increased, probably due to the appreciation of
the real exchange rate easing supply-side pressures. During 2009 the situation reversed as
foreign demand faltered, domestic supply-side pressures eased and the real exchange rate
depreciated. After 2010, the Calvo parameters returned to the vicinity of their respective
initial values. In the Czech economy, the domestic Calvo parameter increased due to weak
demand during the 2012-2013 recession, which intensified disinflationary pressures. After
the Czech National Bank’s exchange rate intervention in the last quarter of 2013 put the
prices of importers under pressure, the Calvo parameter of the importing firms increased
above its initial value. Since the domestic demand in the Czech economy was relatively
weak, importers were willing to absorb part of the cost increase, thus increasing price
stickiness. The rising prices of imported goods (although limited) made room for the
domestic producers of substitute goods to slightly increase their prices as well, which is
reflected in the decline of the domestic Calvo parameter. This development is in line with
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the expected impact of the exchange rate intervention as communicated by the Czech
National Bank, and would suggest that the intervention was successful in its main goal
of avoiding deflation in the Czech economy.

Figure 5.18: Filtered time-varying parameters (deviations in per cent), CZ
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The substantial decline of the debt-elastic risk premium v? in the Czech economy
during the 2008-2009 crisis suggests that the Czech koruna was still perceived to be a
regional safe haven, but the government’s announced austerity measures probably played
an important role as well. Therefore, the Czech currency did not depreciate as much as
the local currencies in the remaining Visegrad economies despite the negative economic
outlook.
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Parameters of the Taylor interest rule as well as remaining structural parameters,
including the consumption habit of households T, elasticity of intertemporal substitution
U, and inflation indexation of prices k, are relatively stable and can be considered time-
invariant (deep).

Figure [5.19| contains the filtered trajectories of selected time-varying parameters in the
Czech and Slovak economies. The development of the financial accelerator parameter x
(the elasticity of the external finance premium with respect to the leverage ratio) in the
Czech economy would suggest that the reaction of commercial banks to the deteriorating
leverage ratio in 2008 was somewhat subdued. The commercial interest rates were not
raised too sharply, perhaps due to initial optimism about the length and spread of the
financial crisis. However, after the first quarter of 2009, the impact of the financial crisis
on the real economy was becoming evident and the sensitivity of the external finance
premium began to rise again. In the case of Slovakia the decline of sensitivity was not
as considerable and the return to initial values much quicker. However, a second decline
of the financial accelerator comparable in size to the decline in the Czech economy can
be distinguished during 2009 and early 2010, when the net worth of Slovak entrepreneurs
deteriorated significantly.

The filtered trajectory of the steady state leverage ratio parameter I' shows that the
dependency of firms on external financing in the period of economic boom of 2007-2008
decreased both in the Czech and Slovak economies. However, this development was re-
versed after the last quarter of 2008 due to worsening macroeconomic conditions. The
more severe impact of the economic crisis on the Slovak economy in comparison with the
Czech economy is reflected in the larger increase of the share of external funds held by
the domestic firms.

The increasing capital adjustment costs parameter U/ in the Czech economy during
2008 could be explained by the increasing difficulty of finding viable investment oppor-
tunities in an arguably overheated economy, and would indicate that an increasing share
of investment was being made inefficiently. In the Slovak economy similar developments
occurred in the second half of 2009, when the European debt crisis loomed and the inflow
of foreign direct investment was stalling.

Overall, the filtered trajectories of the financial frictions parameters suggest that the
situation in the financial sector of the Czech economy was changing as early as 2008, while
in Slovakia prospects were still quite positive in light of the anticipated euro adoption,
and the situation became turbulent only after the actual impact of the economic crisis in
2009 and subsequently due to the European debt crisis in 2010.

The parameters of elasticity between domestic and foreign goods n and foreign goods
preference bias v (the share of foreign goods in consumption) tell a similar story. As the
volume of international trade increased in the pre-crisis period, the share of imported
goods together with the sensitivity of domestic economic agents to the price differential
between domestic and foreign goods also increased. Over the course of the crisis the situ-
ation reversed. The current development of these parameters suggests that the situation
in the Slovak economy is roughly stable while in the Czech economy the increase of these
parameters could be related to recovering consumer confidence.

The filtered trajectories of the Taylor rule parameters are more or less stable. Given
the strict nature of the inflation targeting regime in the Czech economy, the stability
of the weight of the inflation gap [, should be no surprise. Also, the monetary policy
of Slovakia, as a euro zone candidate, would be expected to follow the development of
inflation closely (in order to meet the requirements for euro adoption), while the output
gap would not necessarily be a priority. The mostly negative deviations of the output gap
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weight ©, from its initial value would indeed suggest that the Czech and Slovak central
banks do not place much importance on the output gap in their decision making.

Figure 5.19: Filtered time-varying parameters (deviations in per cent), SK
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Finally, the Calvo parameters, which capture the price stickiness of domestic and
foreign goods retailers, show distinct deviations from their initial values as well. The most
significant deviation of the time-varying parameters is identified in the Slovak economy
during the transition period after the euro changeover. The price rigidity of domestic
retail firms 0y is estimated to have almost halved its initial value. At the same time the
price rigidity of importing retail firms 0 increased significantly. Obviously, the currency
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changeover represented an opportunity for domestic firms to round up and adjust the
prices of their products, and at the same time made it more important to monitor the
pricing strategy of competitors. Therefore, in the transition period before new prices are
settled, lower price rigidity should be expected. The increased price rigidity of importers
can be explained by the favourable setting of the conversion rate of the Slovak koruna
and disinflationary tendencies in the foreign economy that allowed importers to remain
competitive with prices relatively unchanged.

Figure [5.20] contains the filtered trajectories of selected time-varying parameters in
the Czech and Polish economies. Apart from the period of 2000-2003, when the Polish
economy slowly recovered from the aftermath of the 1998 Russian crisis, the filtered
trajectories of the Polish economy show much lower volatility in comparison to the Czech
economy. This result can be partially explained by the relatively large size of the Polish
economy, which is 2.5 times as large as the Czech economy, and also by its lower openness
to international trade , which makes it more resilient to foreign crises.

The development of the financial accelerator parameter x (the elasticity of the external
finance premium with respect to the leverage ratio) in the Czech economy suggests that
the reaction of the commercial banks to the deteriorating leverage ratio in 2008 was
subdued. However, after the first quarter of 2009, the impact of the financial crisis on the
real economy was becoming evident and the sensitivity of the external finance premium
began to rise again. In the case of Poland the decline of sensitivity was slightly delayed
and not as substantial as in the Czech economy.

The trajectory of the steady-state leverage ratio I' in the Czech economy captures the
improving conditions in the period of economic boom 2007-2008. The situation, how-
ever, worsened quickly during the 2008-2009 crisis. In Poland, the development of this
parameter was qualitatively similar, but the magnitude of the deviations from the initial
value was much smaller. However, large deviations of this parameter can be distinguished
in 2002 and 2003. The low leverage ratio in this period was probably one of the conse-
quences of the Russian crisis, and its subsequent increase should be perceived as a positive
development enabled by decreased uncertainty in the Polish economy.

Capital adjustment costs U/ exhibit an increase during 2008 and 2009 in the Czech and
Polish economies suggesting that clear investment opportunities were becoming scarce and
investment efficiency was declining. Again such deviations are much larger in the Czech
economy.

The trajectories of elasticity between domestic and foreign goods n and foreign goods
share in consumption v have the potential to partially explain the differences between
the effects of the Great Recession in the two economies. Both these parameters increased
significantly in the pre-crisis period in the Czech economy, thus boosting the volume of
international trade together with the dependency of the Czech economy on the external
environment. The negative effects of this development materialized in late 2008 and early
2009. By comparison, the development of import share v in the Polish economy was
much steadier during the Great Recession. However, our results suggest that the Polish
economy underwent structural changes of a similar order of magnitude during the 2000-
2003 crisis. After a successful restructuring of the industrial sector of the economy and
reorienting on new export markets, the Polish economy lowered its dependence on the
external environment.

The substantial decline of the debt-elastic risk premium ¥# in the Czech economy
during the 2008-2009 crisis suggests that the Czech koruna was still perceived to be a
regional safe haven, as it reacted to a worsening net foreing assets position during the
crisis less then proportionately. In Poland, the decline of the debt-elastic risk premium
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was only marginal and the exchange rate depreciation was much stronger. The filtered
trajectories of the Calvo parameters show a similar development in the Czech and Polish
economies during the crisis.

Figure 5.20: Filtered time-varying parameters (deviations in per cent), PL
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Note: Per cent deviations from initial values are depicted, solid line - PL, dashed line - CZ,
vertical line - 2009Q1.

A comparison of the development of selected time-varying parameters in the Czech and
Hungarian economy is depicted in Figure[5.21} The development of financial accelerator x
was strongly influenced by the aforementioned Hungarian currency crisis in 2003. Before
the Great Recession, this parameter increased slightly, it remained stable during the crisis
and began to decline only recently in 2014. Similarly, the steady-state leverage ratio I'
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declined during the 2003 crisis in Hungary. Unlike in the Czech or Polish economies, the
leverage ratio increased during the Great Recession, probably due to currency depreciation
and the large share of foreign currency denominated debt. This development amplified the
increase of the interest rate spread and further worsened the availability of debt financing
in Hungary. The parameter of capital adjustment costs ¥/ increased substantially during
the 2003 crisis but remained mostly stable during the Great Recession.

Figure 5.21: Filtered time-varying parameters (deviations in per cent), HU
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The elasticity between domestic and foreign goods 1 and foreign goods share in con-
sumption 7 in Hungary increased during 2006-2008 period, but the magnitude of the

88



deviations from initial values was subdued in comparison to the Czech economy, probably
because of the fiscal consolidation in 2007. These two parameters returned to their initial
values during 2010.

Figure 5.22: Filtered time-varying parameters (deviations in per cent), EA
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The debt-elastic risk premium ¥? declined in the Hungarian economy in 2008 and 2009
due to fiscal consolidation and austerity measures, but the decline was not as considerable
as in the Czech economy.

The filtered trajectories of the Calvo parameters show a rapid increase in the rigidity
of prices of domestic goods 5 during 2009. Domestic as well as foreign demand faltered
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and domestic supply-side pressures eased. Domestic retailers had to lower their profit
margins and put price growth on hold. The rigidity of the prices of imported goods O is
estimated to have decreased during the crisis. Currency depreciation together with falling
demand led to a complicated situation for importers, who had to react swiftly to the price
adjustments of competitors. During 2010, the Calvo parameters returned to the vicinity
of their respective initial values.

The downward deviation of the inflation weight in the Taylor rule 3, in 2009 suggests
that the monetary policy reaction should have been more radical in Czech and Hungarian
economies. Interest rates probably should have been lowered faster in order to counter
the growing external finance premium.

The development of selected time-varying parameters in the Czech economy and the
economy of the euro area is depicted in Figure [5.22] The deviations of the financial
sector parameters in the euro area are estimated to be mostly in the same direction but
with much larger amplitudes than in the Czech economy. The results correspond to the
more immediate impact of the financial crisis on western European countries compared
with relatively sheltered economies in Central Europe. The destabilizing impact of the
European debt crisis is noticeable in the euro area in early 2010. Since mid-2010 the
situation in the financial market in the euro area seems to have been gradually stabilizing.

During the Great Recession the elasticity of substitution between foreign and domestic
goods 1 and the foreign goods preference bias v declined, together with the volume of
international trade. After a short-lived correction, these two parameters began to decline
again in 2010 due to the sovereign debt crisis in the euro area. Recent estimates of these
parameters indicate stabilization in this area as well.

The filtered trajectories of the Calvo parameters show roughly similar development in
the Czech economy and the economy of the euro area during the crisis. The debt-elastic
risk premium ¥? declined in the economy of the euro area in 2008 and 2009 as well as in
the Czech economy, but the decline was not as substantial.

The downward deviation of the inflation weight in the Taylor rule £, in 2009 in the
euro area hints at the relatively weak reaction of the ECB to the impact of the financial
crisis. This development was probably caused by underestimating the effects of the U.S.
subprime mortgage crisis on European countries. In the Czech economy, the effects of the
financial crisis were probably underestimated at first as well, since the inflation weight
also declined below its initial value during 2009.

According to the graphs in the section in the Appendix [C] most of the deviations
of the time-varying parameters from their initial values cannot be considered statistically
significant at the level of significance of 5 %. Only the deviations of the Calvo parameters
and the steady state leverage ratio I' can be considered statistically significant in all the
economies (while in the case of the Hungarian economy the level of significance would
be closer to 10%). The deviations of the elasticity of substitution between domestic
and foregin goods 7 in Poland and in the euro area can be also considered statistically
significant. In the euro area, even the deviations of the foreign goods preference bias ~
and capital adjustment costs 1! are on the verge of statistical significance.

Figure compares the trajectories of the time-varying adhesion parameter af in
all the examined economies. The adhesion parameter reflects the general tendency of the
remaining time-varying parameters in a given economy to return to their initial values.
The filtered values fluctuate around the initial value of 0.25, between a minimum of 0.22
and maximum of 0.28.

We can distinguish a period of lower adhesion in all the economies with the exception
of Slovakia during 2004-2005 when the Central European economies joined the Furopean
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Union. In the Czech and Polish economies, there is a distinguishable decline of adhesion
in the period of economic boom between 2007 and 2008. In the Slovak economy, there
is a distinct growth of adhesion between 2001 and 2008 with a temporary fall during the
early phase of the crisis. In the Polish economy, lower adhesion can be found also in the
period between 2002 and 2003. In the Hungarian economy, the adhesion increased during
the crisis. In the euro area the adhesion culminated in 2007 and it declined slightly during
the crisis. Since the Great Recession, the adhesion has remained relatively stable in the
Czech and Polish economies, while in Hungary it increased progressively and in the Slovak
economy and the economy of the euro area the adhesion is generally declining.

Figure 5.23: Filtered time-varying adhesion parameter comparison
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The periods of lower adhesion often correspond to times when the economies un-
derwent important structural changes. In general, the structural parameters deviated
further away from their initial values in these periods. As many structural parameters
reached exceptional values, the tendency of the economy to return to its initial structure
strengthened and the adhesion subsequently increased. Therefore, the development of the
adhesion parameter can be also interpreted in a following way. A decline of the adhesion
parameter indicates a growing structural instability while an increase shows corresponds
to a general increase of the firmness of the economic structure.

5.8 Time-varying impulse responses

In this section, the impact of the time-varying economic structure on the behaviour of
given economy is investigated. We focus on the time-varying impulse response functions
of the real output, because it is ultimately the most interesting economic variable that
is discussed in professional circles as well as in the media and in public. In the figures
included in this section, only the impulse responses of the Czech economy are depicted.
The results for the remaining Visegrad economies and the economy of the euro area are
included in the Appendix [C] section [C.8]

Figure [5.24] shows the impulse responses of the real output in the Czech economy
with time-varying structure to the shock innovations of a constant magnitude. Impulse
responses to 1% shock innovations are depicted. This graph allows us to see, when the
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sensitivity of the Czech economy to a particular exogenous shock increased or decreased
due to underlying changes of the structural parameters.

Figure 5.24: Time-varying IRFs of real output, constant shocks, CZ
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We can see distinct changes in the impulse responses around the time of the pre-crisis
boom and subsequent impact of the economic crisis between 2007-2009. While the impulse
responses to the UIP shock, foreign shocks and monetary policy shock remain relatively
stable, increased sensitivity to the law of one price shock and the net worth shock is
apparent in the pre-crisis period. Sensitivity to the productivity shock was decreased in
the pre-crisis period. During the crisis the sensitivity to the law of one price shock and the
net worth shocks decreased and afterwards returned to vicinity of the long-run average.
Sensitivity to the productivity shock increased during 2008 and after 2009 it returned
to the long-run average. The obtained results imply that in the upbeat pre-crisis period
of economic boom, the changes in the behaviour of the economic agents, as captured by
the filtered time-varying structural parameters, amplified the mostly positive innovations
of the law of one price shock and the net worth shock. Inversely, during the crisis, the
structural changes limited the impact of the negative innovations in these shocks.

In Figure the individual impulse responses of the real output to the exogenous
shocks between 2008Q3 and 2009Q2 are depicted in order to see the changes in the
behaviour during the crisis more clearly. Size of the exogenous shock innovations is fixed
to 1% so only the economic structure changes. The graphs also display a shaded band,
where the impulse responses occurred in the pre-crisis period, and the pre-crisis mean. We
can confirm the stability of the responses to the UIP shock, foreign interest rate shock and
foreign inflation shock. The impulse responses to the real output shock and the monetary
policy shock are also relatively stable and durign the crisis they kept close to the pre-crisis
mean. On the other hand, the amplitude of the impulse responses to the law of one price
shock and the net worth shock were somewhat smaller during 2008(Q3-2009Q1 and they
returned to the pre-crisis mean in 2009Q2. The amplitude of the productivity shock was
on the contrary higher in the 2008Q3-2009Q1 period and it declined towards the pre-crisis
mean in 2009Q2.
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Figure 5.25: Time-varying IRFs of real output, constant shocks, projection, CZ
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In case of the Slovak economy, the comparisons are complicated by the deep structural
change caused by entering the European monetary union. The impulse responses since
2009Q2 are therefore quite dissimilar to the pre-crisis period. Nevertheless, we can see
that the structural changes in the Slovak economy influenced mainly its sensitivity to the
law of one price shock innovations in the pre-crisis period.

In the Polish economy, we can see similar results as in the Czech economy. The
sensitivity to the LOP shock was influenced the most by the structural changes in the
pre-crisis period. Shortly before the crisis, the sensitivity to this shock was decreased and
after 2009Q1 it returned to the long-run average. In case of the net worth shock, the
sensitivity was very slightly increased before the crisis as well. In case of the productivity
shock, the sensitivity of the real output to this shock was slightly elevated before the
crisis.

The sensitivity of the Hungarian real output to the exogenous shocks changed later
during the Great Recession than in the economies discussed above. Changes in the impulse
responses of the real output to 1% shock innovations are identified in 2009Q2. Most
notably it is the increase in the sensitivity to the LOP shock, but to a small extent
sensitivity to other shocks also changed in this period.

Changes in the sensitivity of the euro area economy real output during the interval
2008Q3-2009Q2 are comparable to the Czech economy.

Unlike previous two figures, Figure depicts the impulse responses of the real
output in the Czech economy with time-varying structure to the historical shock innova-
tions as identified by the nonlinear particle filter. The graphs therefore capture both, the
changes in the underlying economic structure and the varying size of the shock innova-
tions. The graphs of this type allow us to assess the exceptionality of the period of the
Great Recession. We can see that the responses to the exogenous shock innovations in
interval 2008Q3-2009Q2 were often quite exceptional and far beyond the region common
in the pre-crisis period. Most notably, the large negative innovations in the foreign de-
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mand captured by the foreign output shock in 2008Q4 and 2009Q1, the negative law of
one price shock innovations in 2009Q1 and the negative UIP shock innovations in 2008(Q4
and 2009Q1 show the unprecedented size of the disturbances experienced by the Czech
economy during the crisis.

Figure 5.26: Time-varying IRFs of real output, historical shocks, CZ
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Figure [5.27] compares the impulse responses of the real output to the historical shocks
in the Czech economy with time-varying structure identified by the nonlinear particle filter
and in the Czech economy with the time-invariant baseline structure identified by the
Random Walk Metropolis-Hastings algorithm. Using this type of graph, we can explicitly
see the influence of the time-varying economic structure on the impulse responses of given
economy in particular historical period. In the case of the Czech economy, we can see that
the time-varying economic structure did not significantly alter the impulse responses to
the UIP shock, foreign shocks or the monetary policy shock. Structural changes amplified
the impulse responses to the productivity shock in 2008Q4 quite considerably. In case
of the law of one price shock, the structural changes lead to a lower persistence of the
impulse responses of the real output to this shock in 2008Q4 and 2009Q1. On the other
hand, the structural changes dampened the impulse responses to the net worth shock in
the period of 2008Q3-2009Q)2.

In the Slovak economy, the exceptionality of the crisis period is apparent from the
responses to the foreign output shock, productivity shock, net worth shock and to a
smaller extent also law of one price shock innovations. In comparison to the baseline time-
invariant model, the time-varying economic structure influenced the impulse responses
especially after the accession to the eurozone, when it dampened the impulse responses
to the UIP shock, LOP shock and foreign output shock while amplifying the response of
the real output to the productivity shock.

In the Polish economy, extraordinary impulse responses of the real output to the
foreign output shock, net worth shock, UIP and LOP shocks were identified during the
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crisis. The structural changes did not significantly influence the responses of the real
output to the exogenous shock innovations during the crisis.

Figure 5.27: Time-varying IRFs of real output, historical shocks, comparison, CZ
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In case of the Hungarian economy, impulse responses of the real output to the historical
shocks that leave the pre-crisis band during 2008Q3-2009Q)2 interval were identified in
case of foreign output shock, LOP shock but also monetary policy shock. The positive
innovation in the monetary policy shock in 2008Q4 that lead to a further decrease of the
Hungarian real output is paralleled only by the Slovak economy. In case of the Slovak
economy, the tightening of the monetary policy can be explained by the expected euro
adoption and related efforts to contain the inflation in the pre-crisis period. In Hungary,
the monetary policy tightening aimed to reduce relatively high inflation in the pre-crisis
period and to defend the exchange rate of the domestic currency in an environment of high
foreign currency denominated debt. The changing economic structure lead to decreased
amplitude of the impulse responses of real output to the productivity shock, and at the
same time more pronounced reaction to the foreign output shock and more persistent
responses to the law of one price shock.

In the economy of the euro area, exceptional impulse responses of the real output can
be identified during 2008Q3-2009Q2 in case of the net worth shock, foreign demand shock
and LOP shock, but also monetary policy shock and to a smaller extent the UIP shock.
The exceptionality of the real output response to the monetary policy shock is given
by the relatively well-behaved inflation in the euro area in the pre-crisis period when it
fluctuated closely around the inflation target. In the period of economic overheating and
growing inflation pressures during 2008, the monetary policy authority had to act more
decisively than before. Compared to the baseline model, the changes in the economic
structure dampened the reaction of the real output to the net worth shock and to a lesser
extent to the monetary policy shock and reduced the persistence of the LOP shock in the
period 2008Q3-2009Q2. On the other hand the structural changes brought more distinct
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responses to the foreign output and foreign interest rate shocks and altered the reaction
to the productivity shock as well.
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Chapter 6
Sensitivity analysis

Since several arbitrary choices had to be made in order to set-up the nonlinear particle
filter algorithm, a sensitivity exercise is performed in this section to assess the sensitivity
of the obtained results. First, we had to calibrate the initial value of the time-varying
adhesion parameter o, which influences the tendency of the time-varying parameters to
return to their respective initial values. The baseline value of this parameter was set to
0.25. In this section, we compare the results obtained with the calibration of 0.10, 0.25
and 0.50. Next, we selected which parameters should be considered time-varying and
which should be time-invariant. At first, only the set of structural parameters presented
in the graphs throughout the thesis were considered time-variyng, next the shock AR(1)
parameters and finally the foreign SVAR(1) block parameters were added. The common
adhesion parameter was set to a’ = 0.25 in this comparison. Finally, we compare the
trajectories of the time-varying parameters obtained by the nonlinear particle filter to
the recursive estimates obtained by the Random Walk Metropolis-Hastings algorithm.
The recursive estimation represents an alternative method that enables us to track the
changes in the underlying economic structure. Unlike the nonlinear particle filter, the
recursive estimation estimates all the model parameters in every period including the
shock parameters. Therefore, it is not possible to choose which parameters should or
should not be considered time-varying. The recursive Random Walk Metropolis-Hastings
algorithm was set to compute two chains of 100.000 samples in each period between
2004Q1-2014Q4. The calibration and setting of the priors is the same as in the estimation
of the baseline model with time-invariant parameters presented in section 5.2l Once again,
only the graphs containing the results of the Czech economy model are presented in this
section. Graphs depicting the results of the sensitivity exercise for the remaining Visegrad
economies and the economy of the euro area are included in the Appendix [C] sections
(adhesion calibration), [C.10| (parameter selection) and (recursive estimation).

6.1 Calibration of the adhesion parameter

Comparison of the filtered trajectories of the time-varying structural parameters of the
Czech economy depending on the calibration of the adhesion parameter «f is depicted
in Figure According to the presented results, nonlinear particle filter is a relatively
robust tool for identification of unobserved trajectories of time-varying parameters in
DSGE models. The filtered trajectories of structural parameters with different initial val-
ues of common adhesion parameter are very similar. The periods where given parameters
increased and decreased are identified almost identically. The differences in maximum
deviations from initial values are only minor between the two alternatives with af = 0.25
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and of = 0.5. With af = 0.1 the parameters deviate further from their initial values and
especially during the Great Recession they stay away for a longer period of time. This is
given by the fact that with af = 0.1 the model definition of the time-varying parameters
approaches a random walk.

Figure 6.1: NPF sensitivity to adhesion parameter calibration, CZ
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Note: Percentage deviations from initial values are depicted, solid line - ag = 0.5, dashed line -
af = 0.25, dotted line - af = 0.10, vertical line - 2009Q1.

For the remaining economies, the results of the sensitivity exercise comparing the
different calibrations of the adhesion parameter show similar results. Only in case of the
Slovak economy, the trajectories of some time-varying parameters that were identified
using the calibration of af) = 0.1 deviate more significantly from the baseline results after
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the onset of the crisis and the euro adoption. Most notably this concerns the parameters
of foreign goods preference bias v and the elasticity of substitution between domestic and
foreign goods n. These results would suggest that both the parameters further increased
after the euro adoption until 2011, when they started to return to their initial values.
Perhaps, the baseline calibration is too tight for the Slovak economy, that underwent
much deeper structural changes during the crisis than the remaining examined economies.
Hence, the changes of the two structural parameters indicated by the nonlinear particle
filter with calibration a = 0.1 might be closer to the true situation.

6.2 Selection of time-varying parameters

Comparison of the filtered trajectories of the time-varying parameters conditional on the
choice of time-varying and time-invariant model parameters is presented in Figure [6.2]
Most of the trajectories of the time-varying structural parameters were nearly unaffected
by the enlargement of the subset of time-varying model parameters. Only the trajectory
of the output gap weight in the Taylor rule changed distinctively after the enlargement.
This was caused by the fact that the smoothing parameter was considered constant in the
baseline specification and was included in the subset of time-varying parameters with the
shock AR(1) parameters. Since the smoothing parameter appears only in the interest rate
rule it influenced the filtration of remaining time-varying parameters in that equation to
certain extent.

In the remaining examined economies, the sensitivity exercise confirms the stability
of the filtered trajectories irrespective of the selection of the subset of time-varying pa-
rameters. The only exception is the Slovak economy, where the addition of the shock
AR(1) parameters lead to a serious deviation from the baseline trajectories after the euro
adoption and monetary policy switch. For some parameters the trajectories change only
marginally, while for other their development is completely reversed. Again, the com-
pounded nature of the structural changes in the Slovak economy in the period of the
Great Recession make the problem of their identification much more complicated. It is
unclear which specification should be preferred.
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Figure 6.2: NPF sensitivity to time-varying parameters selection, CZ
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Note: Percentage deviations from initial values are depicted, solid line - structural parameters,
dashed line - structural parameters + AR, dotted line - structural parameters + AR + SVAR,
vertical line - 2009Q)1.

6.3 Comparison with recursive estimation

In this section, we compare the recursive estimates of model parameters to the time-
varying parameter estimates obtained by the nonlinear particle filter. Figure shows
the comparison for the model of the Czech economy. In some cases both the approaches

yield similar results.

It is the consumption habit T and the foreign goods preference

bias 7 parameters that show similar development to a certain extent. For most of the
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remaining parameters the estimated trajectories differ significantly. Often, the recursive
estimates show a distinct trend behaviour. This can be a manifestation of the structural
change in the modelled economy but more often it is caused by the convergence of the
recursive estimate from the prior mean to its long-run posterior estimate based on the
information in the whole data sample. Thus, the recursive estimation approach is not
appropriate for the identification of the structural changes using such a short time-series
that are available for the Visegrad economies.

Figure 6.3: NPF vs. recursive estimation, CZ
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Note: Solid line - NPF estimates, dashed line - recursive estimates, vertical line - 2009Q1.

The same discrepancy between the trajectories of the time-varying parameters identi-
fied by the nonlinear particle filter and the recursive estimation arises also in the case of
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the remaining examined economies. Since the length of the data sample is the same for all
the economies, this is not surprising. However, even in the case that long time-series were
available for the examined economies, the results of this type of recursive estimation would
tell us little about the current value of the structural parameter in given period, because
the estimate would be based on the whole known history up to that period. Therefore, it
would correspond more to the average characteristic of the economy in the past than to
the current state of the economy. In case of the particle filter, this is not the case as the
filtered values of the time-varying parameters correspond to the current structure of the
economy.

In some economies, the recursive estimation algorithm failed to calculate the posterior
estimates in some periods. Note the missing values in the graphs depicting the results of
the recursive estimation. Usually, this problem occurred in the early phase of the Great
Recession when the crisis struck, which coincidentally, would be the most interesting
period for further analysis. There was a problem with the numerical optimization during
the search for the posterior mode. Consequently, the Random Walk Metropolis-Hastings
algorithm could not be initiated.

Even though the obtained results of the recursive estimation did not show many sim-
ilarities to the results obtained by the nonlinear particle filter, the particle filter appears
to be more robust and reliable tool for this kind of analysis.
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Conclusion

It was the general goal of this thesis to identify the main factors that explain the differences
in the macroeconomic development of the Visegrad economies during the Great Recession
and subsequent recovery. For that purpose I chose a model approach and estimated five
small open economy DSGE models with financial frictions for the four Visegrad economies
and the euro area economy as a benchmark of a developed market economy. The model
structure was broadly based on Shaari (2008) but several changes to the original structure
were made. Most importantly, in case of the Slovak economy, deterministic monetary
policy regime switch was incorporated into the model in order to model the euro adoption
in Slovakia in January 2009.

The first intermediate goal, to identify long-run differences in the structure and be-
haviour of the Visegrad economies, was accomplished using estimated DSGE models with
time-invariant parameters. The model parameters were estimated using the Random
Walk Metropolis-Hastings algorithm. The posterior means of the model parameters that
represent the economic structure were compared and discussed. The long-run behaviour
characteristics were described and compared based on the impulse response functions.

The second intermediate goal, to identify short-run differences in the structure and
behaviour of the Visegrad economies, was achieved with the use of nonlinear particle filter.
The particle filter was used to estimate the trajectories of the time-varying structural
parameters of the examined economies. A law of motion for the time-varying model
parameters was specified as a weighted average of a random walk component and a white
noise around the initial value of given parameter. The trajectories of the time-varying
structural parameters were discussed and compared. Based on the filtered time-varying
model parameters, a time-varying impulse response functions of the model economy were
calculated next. The focus was set at the impulse responses of the real output as the most
important macroeconomic variable that is of the greatest interest to the professionals and
public as well. The main similarities and differences in the development of the impulse
responses, especially during the crisis period, were discussed in the thesis.

The third intermediate goal, to compare the incidence and impacts of the exogenous
shocks in the Visegrad countries, was fulfilled with the use filtered shock innovations and
historical shock decomposition. The shock decomposition of the main macroeconomic
variables: real output, CPI inflation, nominal interest rate and real exchange rate were
presented and discussed. The shock decompositions showed which shocks were determin-
ing for the development during the crisis and what are the main driving forces of given
economic variables.

The results of estimation with time-invariant structural parameters showed overall
similarity of the Visegrad economies and especially of the Czech and Slovak economy.
The similarity of the estimated parameters in the financial sector can be explained by the
fact, that most commercial banks operating in the Visegrad economies are subsidiaries of
large international groups, which treat the CEE (Central and Eastern Europe) markets
in a similar way, and that the regulatory framework in the European union is to a large
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extent homogeneous.

One of the important differences between the examined economies was identified in
the Czech economy, where the risk-premium elasticity is estimated to be about half as
high as in the remaining Visegrad economies. This finding suggests that the real exchange
rate of the Czech currency develops relatively moderately in comparison to the domestic
currencies of other Visegrad economies. This regional safe haven status of the Czech
currency explains its relatively limited depreciation during the Great Recession, which
exacerbated the impact of the downfall of foreign demand on the and prolonged the
recession in the Czech economy. Also, the weight of output gap in the Taylor rule of the
Czech central bank is estimated to be about half as high asin the remaining Visegrad
economies, while the weight of the CPI inflation is estimated to be very similar across
all the examined economies. This result suggests that the nominal interest rate was not
lowered as sharply in the Czech economy, which could be another reason, why the real
exchange rate of the Czech currency remained relatively strong during the crisis.

The Polish economy benefited from its relatively low openness during the Great Re-
cession that reduced the impact of the negative foreign demand shock on its economic
performance. At the same time, the effect of declining foreign demand was largely com-
pensated by substantial real exchange rate depreciation.

In the Slovak economy, the adoption of the euro currency excluded the unilateral
depreciation of the domestic currency. Therefore, the immediate downturn of the Slovak
economy at the onset of the crisis was deeper than in the remaining Visegrad economies.
Later on, positive effects of the euro adoption materialized. According to the historical
shock decomposition, the euro adoption lead to an improvement of the competitiveness of
the Slovak economy and the declining foreign demand was to a large extent compensated
by growing market shares of the Slovak exporters.

The historical shock decomposition also revealed sizeable negative effects of the mon-
etary policy shocks on the real economic output in the Hungarian economy during the
crisis. The monetary policy stance in Hungary was distinctively restrictive during the
early phase of the Great Recession due to a large share of foreign currency denominated
debt. In order to keep the foreign debt burden bearable, the Hungarian central bank had
to keep the policy interest rates relatively high to prevent domestic currency depreciation.

The estimation of time-varying model parameters showed statistically significant changes
of the Calvo parameters and steady-state leverage ratio of the entrepreneurs in all the
examined economies. The obtained results suggest that the pricing and the attitude of
the firms to the debt taking in the Visegrad economies changed quite significantly during
the Great Recession. Interesting changes of the foreign goods preference bias or elasticity
of substitution between domestic and foreign goods were also identified in most of the
examined economies.

In the Czech economy, the changes of the structural parameters increasingly deviated
from their initial values between 2007 and 2009. Thus, the structural changes in the Czech
economy during the Great Recession could be interpreted as a correction and return to
the long run economic structure. The structural changes in the Czech economy during
the Great Recession amplified its responsiveness to the productivity shocks while at the
same time dampening its responsiveness to the law of one price shocks and net worth
shocks. Both these shocks negatively influenced the development of the Czech economy
in this period.

The identified substantial downturn of domestic price stickiness after the euro adoption
in the Slovak economy suggests that resetting and rounding of prices probably happened
to some extent in this period.
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The fourth goal of the thesis, to formulate recommendations for the monetary policy,
was not explicitly discussed in the main text and will be carried out now. In the thesis, I
showed that, while not as significant as in the euro area, the financial frictions can be an
important driver of the aggregate output in the Visegrad economies. Not only does the
financial accelerator mechanism amplify the exogenous shocks in the economy, but the
financial sector itself can be a source of disturbances. In the baseline model with time-
invariant structure I modelled these disturbances as exogenous shocks to the effective
survival rate of entrepreneurs, which influences the development of the entrepreneurial
net worth. However, in the model with time-varying parameters I have shown that the
disturbances in the financial sector can originate in other areas as well. We have seen that
the elasticity of the external finance premium with respect to the leverage ratio and the
steady state leverage ratio itself can deviate from their long-run values quite markedly.
Since the developments in the financial sector have direct impact on the development of
the spread between the policy interest rate and the commercial interest rates, that the
subjects in the economy actually face, the central banks have to monitor the situation in
the financial sector closely. It is not sufficient to adjust the policy interest rate according to
the current macroeconomic conditions, especially in an environment of near-zero interest
rates. The central bank has to monitor and influence the behaviour of the commercial
banks via other tools as well in order to achieve desired changes in their lending rates.
This finding is in line with current trend of increasing importance of the macroprudential
policy standards and development of the institutions of financial system oversight in the
euro area as well as in the Visegrad economies.

Generally, the assumption of time-invariant underlying economic structure may be too
simplifying. The results presented in the thesis suggest that, while some parameters may
indeed be time-invariant, there are also parameters, such as the foreign goods preference
bias (openness parameter), Calvo parameters, capital adjustment costs or the financial
sector parameters, that can deviate from their initial values quite considerably at certain
times, which influences the behaviour of the model economy. It was shown in the thesis
that the nonlinear particle filter is a relatively robust tool, that can be used to identify
these short-term changes in the economic structure. Unlike in the case of recursive esti-
mation, additional assumptions about the law of motion of the time-varying parameters
can be imposed on the model economy. Also, only a subset of the model parameters can
be chosen to be time-varying, while in the recursive estimation all the model parameters
are re-estimated in each period. Compared to the recursive estimation, the interpreta-
tion of a filtered time-varying parameter trajectory is better and more straightforward,
because the values represent just the value in given period and not an average over the
known past up to the given period as is the case of recursive estimation. Therefore, it
is the main contribution of this thesis that it explored the applicability and robustness
of the nonlinear particle filter algorithm using the real world examples of the Visegrad
economies and the euro area during the turbulent period of the Great Recession.

Further research should be aimed at exploration of the properties of nonlinear particle
filter algorithm and its ability to identify the time-varying structure of the DSGE models
with more severe nonlinearities. The nonlinear particle filter could then be extended to
take into account a third-order approximation of the nonlinear DSGE model. Accord-
ing to Binning (2013), a second-order approximation introduces a constant correction for
the effects of risk, whereas a third-order approximation introduces a time varying risk
term and an additional control for the effects of skewed shocks. Apart from the poten-
tial structural changes it could be interesting to explore the effects of different kurtosis
and skewness of the exogenous innovations distributions. Another direction for further

105



research could be to employ the nonlinear particle filter algorithm to estimate the time-
variyng structure of different DSGE model specifications that contain, for example, more
elaborate labour market, more comprehensive structure of intermediate and final goods
production in the domestic economy or more complex foreign block. In case of the Slovak
economy, it would be desirable to further explore the possibilities how to implement the
euro adoption and monetary policy regime switch as an anticipated structural change
along the lines of Kulish and Pagan (2014) and estimate other unexpected structural
changes using the nonlinear particle filter at the same time.
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Appendix A

Notation

Devunnn. probability density
p(A|B) . conditional probability density of A,
depending on B
itd(0,0?) independent and identically distributed random variables,
zero mean and variance o2
N(u,0%) normal Gaussian distribution of probability,
mean 4 and variance o>
fn(p, )  normal probability density function,
mean g and covariance matrix X

L....... likelihood function

K.o.o..... likelihood kernel

L transposition operator

[ S Kronecker product operator

toooo. .. time index

Ey.o.o.... expectations at time ¢ operator

D, CU real variable, level

5(; ...... nominal variable, level

X ... steady-state variable, level

Typooennn. real variable, logarithmic deviation from steady state, z; = log (%)
Tpournns nominal variable, logarithmic deviation from steady state, x; = log <%>

Endogenous variables

Ypovonnnn aggregate output

Chownnnne aggregate consumption

NV . ... aggregate investment

kio.o..... capital stock

Thevennn. policy nominal interest rate
rery..... real exchange rate (CZK/EUR)
Steennn. nominal exchange rate (CZK/EUR)
deooonn.. domestic bonds

bp.oooonn. foreign bonds

Ty e profits of retail firms

tre.... .. transfers

i net foreign assets position

T oeenn.. CPI inflation rate
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Diernnnn. CPI index

DHp----- price index of home goods
DEg .- price index of foreign goods
toty .. ... terms of trade

meg..... domestic marginal costs
Ly .. households’ labour supply
Wgyt ... households’” wage

Wgy .... entrepreneurs’ wage
TGt gross rental rate of capital
TRt - gross return to capital investment
Gpovvnnn. real price of capital

Ng evennn enterpreneur’s net-worth
efp;.... external finance premium
SWi ... regime switch

Ezogenous variables

(T foreign aggregate output

7P foreign CPT inflation rate

Y. foreign nominal interest rate
lopg..... law of one price gap shock

a ... net worth shock

aVP ... debt-elastic risk premium shock

al ... domestic productivity shock

53* ...... foreign aggregate output innovation
e ... foreign CPI inflation innovation
S foreign interest rate innovation

eLOP .. law of one price gap innovation

eNW ... entreprencurial net worth innovation
eVIP ... debt elastic risk premium innovation
el ... domestic productivity innovation
eMP . monetary policy innovation

e?W ... regime switch innovation

Structural parameters

Bl discount parameter

T....... external habit in consumption

U....... inverse elasticity of labour supply

€vvnnnn elasticity of substitution between goods varieties
Nevennn. elasticity of substitution between home and foreign goods
0 P preference bias to the foreign goods

Q.o.o.... capital share in production

Worrnns share of entrepreneurs in aggregate labour supply
T steady state markup, inverted marginal costs

O i depreciation rate of capital

oo capital adjustment costs parameter

B elasticity of risk premium

O ...... Calvo parameter of home goods

Op...... Calvo parameter of foreign goods

Kovoonnn. inflation indexation parameter
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Xoonnnen financial accelerator parameter

ISP entrepreneurs’ bankruptcy rate

r....... steady-state ratio of capital and net-worth
Poevennn. Taylor rule - smoothing parameter
Brvunnn. Taylor rule - weight of inflation

Op...... Taylor rule - weight of output gap

Shock parameters

purp--.. AR(1) parameter of debt-elastic risk premium shock

prop --- AR(1) parameter of law of one price gap shock

pNw --.. AR(1) parameter of entrepreneurial net worth shock

PY <o AR(1) parameter of domestic productivity shock

psw --.. AR(1) parameter of regime switch shock

Py y* - VAR(1) - interaction of y; and y; 4

Preas .. VAR(1) - interaction of 7} and 7;_,

Prers .. VAR(1) - interaction of r;} and r;_,

Pyrr+- .. VAR(1) - interaction of y; and 7},

Py ...  VAR(1) - interaction of y; and r;_,

Prry o e VAR(l) interaction of 7} and y;

Prsr ... VAR(1) - interaction of 7} and r}_,

Preys ... VAR(1) - interaction of r; and y;_,

Prege ... VAR(1) - interaction of r} and m;_,

Opey- ... VAR(1) - interaction of 7" and &’

T vy VAR(1) - interaction of /" and &/

Opene ... VAR(1) - interaction of €] and &f

oyrp. ... standard deviation of debt-elastic risk premium innovations
orop .. standard deviation of law of one price gap innovations
onw --.. standard deviation of entrepreneurial net worth innovations
Oy unnn standard deviation of domestic productivity innovations
omp--.. standard deviation of monetary policy innovations

osw -... standard deviation of regime switch innovations

Oy ovnnn standard deviation of foreign aggregate output innovations
o standard deviation of foreign CPI inflation innovations

Ot vnnn standard deviation of foreign interest rate innovations
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Appendix B

Derivations

B.1 Definitions

B.1.1 Choice between goods varieties

Since the foreign goods index is perfect analogue to the home goods index, we will derive
the results only for home goods. Note that all the results for home goods hold similarly
for foreign goods.

In each period the representative household’s budget M; is limited and the prices
of goods Ppy.(h) are given. The representative household solves following optimization
problem

1
max CH,t — )\]—Lt (/ CH,t(h>PH,t(h) — Mt) .
0

{Cu,t(M)}heo,1)

The first order condition is NoE Py a(h)-
Chy(h) = = gt(
Hyt

and so between any two varieties following relation has to hold

~ { Pry(i)
Crelt) = (PH,t(j)

Substituting into the constraint we receive

CHt(]) /1 Ny - .
—_— Pr(1)7°di = M,.
PH,t(])_a 0 Hyt( ) '

We now define the home goods price index as

>_€ Cr(j)- (B.1.1)

1

Py, = (/01 Py (i)'~ dz’) - (B.1.2)

and simplify the previous equation to

M, P}
- Pu(y)e
Substituting this result into the home goods consumption index definition (3.1.2)) we

obtain
(LB 6T
! o LPmt+ \ Pu:(j)
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which can be simplified to

and the result is

Plugging for M, in (B.1.1) we receive the demand function for particular variety of home
goods

Cri(j) = Cry (pr—tf) - (B.1.3)

B.1.2 Choice between home and foreign goods

The representative household has also to choose optimal combination of home and foreign
goods in each period. The budget M; and price indices Py, and Pp; (both expressed in
domestic currency) are given. The optimization problem takes following form

max Ot — /\t (OH¢PH¢ + CF,tPF,t — Mt) .
Cut,Crpu

The first order conditions are as follows

C
1—~) = \"P"
CH,t( P)/) t+ Hit
C
— )\UP”]
CF7t t+ Fit

This means that we can express the home goods index as

1— P -
Cpe = Cpy— (ﬂ)
8 Pry

and substitute into the constraint. This yields

L—x (PH,t
7 PF,t

-7
Cry ) Pry 4 CpiPry = M,

which can be simplified to
Cre [(L =) Py + 7P, "] = YMi Py

Now we define the consumer price index P; as

P=[(1= )Py ++PE"] ™. (B.1.4)
The previous equation, therefore, simplifies to

CpeP, ™" = yM,Pp}
and the home and foreign goods consumption indices can be expressed as
Cry = (1 — )M PP, (B.1.5)
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Crpy = YMPr P/ (B.1.6)

Substituting these results into the consumption index definition (3.1.1)) we obtain
1 _ Tt Y 1 - Nt §
Cr=(L—=7)n [Mt(l - V)PH,ZP? 1} T (’)/MtPF,?Ptn 1) !

and after some algebra we receive following result
=5
Plugging for M, in (B.1.5) and (B.1.6) we receive the home and foreign goods demand

functions,

C

Puy\ "
CH,t = Ct(l — ’}/) —P’ s (Bl?)
t
P -n
CF,t = Ct’)/ (%) . (Blg)
t

B.2 Households

Formally, the representative household’s dynamic optimization problem can be summa-
rized as

max Eo{ Z gt [U(Cm Ci1, L) — A7 (WH,tLH,t + Ry 1Dy 1+
t=0

{Ct,Lg,,Dt,Bt}52,
+R§&W&1ﬂfﬁ&&1+ﬂﬁﬂﬂr411—m_sﬁﬂ}.
(B.2.1)

Derivating the Lagrangian (B.2.1) with respect to Cy, Ly, D, and B, for any given t we
receive following first order conditions:

= Lz
(Lt Whye = O (B.2.2)
t
1
(B : APCS, = APCBRIVE(Z,, AVE) S 44, (B.2.4)
(D)1 AP = A2 BR,. (B.2.5)
Combining (B.2.2)) and (B.2.3) we get labour supply relation:
W
_FftLt - WHﬂg - L%J(Ct - TC’t_l). (B26)

By combination of (B.2.3) and (B.2.5)) we derive the optimal choice between consumption
and domestic bonds:
_1Cin — TG P

_ﬁCt_Tthl P

Similarly, combining (B.2.3) and (B.2.4) we can derive the optimal choice between con-
sumption and foreign bonds:

Ry

(B.2.7)

1 S, (Coy1 —YC) Py
RUB (7, AVIPy = — 1 + + B.2.8
(V2 AT BS.1(C,—YC,y) P, ( )
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Equations (B.2.7) and (B.2.8) imply optimal choice between foreign and domestic bonds:

RIWP(z, AVIP) = S Ry,
Stt1

RER,P, P
R _.,B 7 AUIP - R tdt t+1
texp[ V(2 + A, )} t ' BaRERL,

(B.2.9)

which is a risk-adjusted uncovered interest parity (UIP) condition.

B.3 Entrepreneurs

B.3.1 Intermediate goods production

The representative entrepreneur takes nominal factor prices as well as the wholesale price
P}f . as given. Therefore, each period he solves following optimization problem

Lmir[l( EG’th T LHthHvt + WEJ - <YH,t - AtYKzfaLg(;_a)> :
H,t, At
where ﬁat is the gross nominal rental rate for capital, WHJ is the nominal wage paid

to households and /WVEVt is the nominal wage paid to entrepreneurs themselves. The first
order conditions of this problem are:

Y+
R —_ )\PF )
Gt t Kt )
—~ Y;
Wi, = A1 — a) 222
Ly
17 PF YH,t
WEﬂj:)\t (1—9)(1— )L
Et

Since the firm operates at zero profit condition and \I'T" represents the nominal marginal
cost of producing one additional unit of output MC H.t, it is equal to the wholesale price
P}{/‘f ¢ Also, L, is equal to 1 by assumption. Thus, we can rewrite the first order conditions
in a following way

~ Y,

Ra = Py,a—", (B.3.1)
5 Kt

— Y,

Wi, = PO — o)L (B.3.2)
’ Ly

Wy = Pl (1= Q)(1 — )Y, (B.3.3)

Following Shaari (2008), the effect of law of one price gap and real exchange rate on
the factor prices can be demonstrated. We have already shown that the nominal marginal
costs are equal to the wholesale price. This implies that the real marginal costs can be
expresses as

MCy, PY,
MCyqy, = == = B.3.4
e Py Py ( )

LAt perfectly competitive markets the profit maximizing condition require that the nominal marginal
costs of production equal the price, i.e. MC; = P,. At this particular market this implies A/’ =

J%H,t = Pgﬁt
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Dividing the equations (B.3.1)), (B.3.2)) and (B.3.3) by the CPI index P, and substituting
for Py, from (B.3.4) we receive

Ra Y Py
P, —RGt—Oé?tMCHt P, )
WHt YHt PHt
L= W, = Q1 — ~MC
Pt H,t ( >LH¢ Hit Pt )
W, P
Bl — Wy = (1= Q)1 — )Yy MCy —22
P, ’ P

B.3.2 Capital goods production
Log-linearizing the law of motion of capital (3.3.6) gives:

INV
K

Y (INV>K 1 Kkt,
K’
FktJrl = F(Sin’ut + (1 — (S)Fkt + (SFkt — 5?]@/,
kt—i—l = 5invt —|— (1 — 6)kt

[ — 1 —

K(1+kyy) = K+<I>’( =

N

When deciding about how much capital to produce, the entrepreneur solves following
optimization problem

IN Vt>
max Q Ky — P,INV,.
max ( e t t t
The first order condition is INV.
P’ Ll=r,
Qt < Kt ) ty
which implies B
0 Qr 1
, = 2%
P, a
o)

Since ¢’ <INVt) =1—-f <% — 5), in log-linear terms we receive

G = 1/115(% — k). (B.3.5)

B.3.3 Entrepreneurial net worth

During log-linearization of entrepreneurial equity definition (3.3.12)) we employ several
useful relations. From equation (3.3.9) shifted to time ¢ we can express f;,

F(Qt—l + ki) — Nn,

ft = F
next, we use the steady-state version of equation ((3.3.10))
— N\
QK
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and we also log-linearize (3.3.11)) and rearrange to receive

+1 EWEt %%
- L CLN .

Vo, =
V¢ 1—§ t

The log-linearized version of (3.3.12)) can be then obtained in following way

Nnt+1 — WEU}Eﬂg

< = RxkQK (rre+ qi1 + ki) —
—X

N
QK
now, using the fact that @ =1, F = K — N and V = RgN we can simplify to

Nngq — WEwE,t

= Ry |K (rect + qe—1 + k) —

[

1-¢
- (F - N) (—xm + Xq—1 + xXke + 121 — ) —
— F(qt,1 + kt) =+ Nnt + Naivw

express 1.1

K—-N

=2l

e = (1 — )EK [: (e + q—1 + ki) — B (=x1e 4+ XQe—1 + XFt + 1m0 — ) —

Va)

w
(Gio1 + ki) +ne +aMV | + TEwE,t

=l =

and simplify to

RE (=xn¢ + X1 + Xk + 71000 — T+ fi) + Vaiv

w

— [K K—-N K—-N
Niy1 = (1 — C)RK [ﬁTK’t - N (XCIt—l + th + Tt—1 — 7Tt) —+ (X N + 1) ny + aiVW
W
+ TEwE,t- (B.3.6)

Using the substitution LNN =1,

rewrite the equation (B.3.6)) as

_ Wg _ W
—F—i—landTE—?E

z|=|
2l

=T+ 1)% we can

ne1 = (1 —¢)Rg [(F + Drre — xD(g—1 + k) —=T(rey — m) + (X + D)ne + aivw} +

Wg

B.4 Retailers

B.4.1 Phillips curve of home goods

Let Yu(z) be the home good sold by a retailer z in period ¢. In line with (3.1.2)), the
aggregate good sold to households by all the home goods retailers is given by CES function,

1 =1
YH,t = (/ YH’t(Z) 5;1 dZ) .
0
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According to (B.1.3), expected future demands for the home goods of retailer z that has
re-optimized its price at time ¢ are given by

PNEW

Yiiis(z) = ( (ﬂ—t—l,t—&-s—l)){) Y its (B4.1)

PH,t+s

where m_1 4451 = lo P”S L). The representative retailer, therefore, solves following
+ e\ p_,

optimization problem when re-optimizing its price,
oo
NEW w
1%% E; ; 3505 [Yiass(2) (Piy" (miovirs—1)" = Phys)] -

Using the demand schedule and the fact that Hti’; MClh ik, this can be

rewritten in a following way

Py
;?V%EtZﬁH [(

NEW

H Jt+s

—E
(ﬂ-t—l,t—&-s—l)ﬁ> YH,t+s (Pjg[\{fw(ﬂt—l,t-i-s—l)ﬁ_

- PH,t+sMOH,t+s)] .

The first order condition of this problem is

> B0 E,
s=0

P[]{VEW €

,t K NEW K

Ya,ivs (Ti—1t+5-1) Py (M pes—1)"+

P b
Ht+s

MCH,tJrs)] =0.
Log-linearizing this first order condition we receive
> 03B E (07" + iprpso1 — Kpit — DHgts — MCHp4s) = 0

and isolating the py¥" we obtain

pZEW (1 - 5‘9H Ey Z 91{6 KPi—1 — KPt+s—1 + PH+s + MCH t+s) .
s=0

This equation can be rewritten in a following way

+
s=1 =0

s—1
pZ?W (1—B0u EtZGHﬁ [th+s+mCHt+s+KZ Pitr—1 — Ditr)

+ (1= B0u)(prs + mem )
and using the definition of inflation (3.1.8) this means

s—1
pg}tjw (1 —B0n)E; Z 045 <pH t+s T MCH 15 — fizﬁt_s-T) (B.4.2)
s=1 7=0

+(1 - ﬁQH)(pH,t + mCH,t>
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Now we subtract the equation ({3.4.1]) shifted to time ¢ — 1 from the original equation and

receive
Te = (1= 0m)pys" — (1 = 0y)pue—1 + Ourmy. (B.4.3)

Plug the pir¥" from (B.4.2) into the equation (B.4.3) to obtain

oo s—1
7TH7t == (1 - 0H)<1 - /BQH)Et Z 9?{58 (pH,t""S + mcH,t-ﬁ-S — K,Z 7Tt+7’) + (B44)

T7=0
+(1—0n)(1 - B0u)(pus +menys) — (1 — On)pri—1 + Oprm_.

s=1

We can use the equation (B.4.1) shifted to time ¢ + 1 and plug it back into the original
equation to get rid of the infinite sum, we receive

Tt = OuBE T 41+

s=1

—+ HHB(l — HH)(]_ — QHﬁ)Et (pH,t—H + mcH7t+1 — KTt Zﬁf{ﬂ9> —

— 0Bl —0p)(1 — 0uB)E(prit1 + mCht1)+
+ (1= 0u)(1 = 0uB) (Pt + mep)+
+0uB(1 = 0g)pus — (1 — 0n)prs—1 — KO3 BT + KO 1.

Summing up the geometric series >~ 0%,5° = m, rearranging the terms and using
the fact that pgy — pmi—1 = mm, we find that the dynamics of home goods inflation can
be approximated by following equation,

(1 = 0u)(1 = 0uf5)

MCH ¢ (B.4.5)
On

Tt = BE T 41 — KB + KTy +

B.5 Market clearing and equilibrium

B.5.1 Net foreign assets

Since Z; = %, the evolution of net foreign assets position can be derived in a following
way, s

S¢By = Rz:l\IJB(thla Aijff)StBt,l + N\)/(t,
SiB; St—lBt—lstPH,t—lyHi—l NX,
PH,tYH,t PH,t—lyH,t—lst—lpH,tYH,t PHJYH,t?

SiPuy Vi NX,
StflpH,tYH,t PH,tYH,t’

=R\ VP(Z, 4, ATTY)

Zy =R \VP(Z,,, AV Z, (B.5.1)

where N.X; are nominal domestic net exports in domestic currency. These are defined as
a difference of nominal exports and nominal imports,

NX, = Py;Cty, — RERP,(Cry + INVi,).

Law of one price holds for domestic exports, therefore, the price of exports in domestic
currency is given by S;Pj, = St% = Pp,. Retailers pay only the wholesale price for
imports to the foreigners. That is why we use price RER, P, = S;P; for the imports in

the nominal net exports definition.
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We assume that foreign agents have the same preferences as households, hence we can
write the foreign demand for domestic exports as

Since Pp, = Psit’* d %ﬁ = %, we can rewrite the foreign demand for domestic
exports in following form,
Prry 1 -
Ch, = Y. B.5.2
H,t < Pt > (RERt) t ( )

Using equation (B and its analogue for I NV, together with equation (B we can

express the nommal net exports as

|5  E2 W (R R Vo (L _U(C+INV) (B.5.3)
t =YL Hy P, RER, t Y 2% P, t t)- -9.

Now, we return to the law of motion of net foreign assets position (B and plug in the
nominal net exports from equation - Since foreign bonds and consequently also
net foreign assets position are both assumed to be equal to zero in steady state (B = 0,
7 = 0) we will linearize the terms containing Z; and Z; ; and log-linearize the rest to
obtain

=R UP(Z,AVTP)z,_; + [(1 — 0)prs — P+ npre + (0 — Drery+

o C INV . ]
— —Ct — nu|,
Yy Y t Y t

where we use the assumpti(?n RUB (Z, ZUIP) =R= % relations (3.1.9) and (3.1.11)) and
after some algebra we obtain

1 2n—yn—1 v — C INV
= —2zi1+ W +y————rer; + lo —C — Y —
t Btl YYy T 1—~ t 1— Pt — YHt VYH

inve.  (B.5.4)
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Appendix C

Figures

C.1 Data
Figure C.1: U.S. foreign block, VAR forecast
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Source: Author, Data: St. Louis FRED.
Note: Solid line - observed data, dotted line - unconditional VAR forecast, vertical line - 2009Q)1.
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Figure C.2: EA foreign block, VAR forecast

10 real GDP (EA) nominal interest rate (EA)
24 6

x

2.2

AN
X

1.8 0
2000 2005 2010 2015 2000 2005 2010 2015

HICP inflation (EA)

o N S
. ..:‘

2

2000 2005 2010 2015
Source: Author, Data: Eurostat.
Note: Solid line - observed data, dotted line - unconditional VAR forecast, vertical line - 2009Q)1.

Figure C.3: EA domestic block, VAR forecast
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Note: Solid line - observed data, dotted line - conditional VAR forecast, vertical line - 2009Q1.
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Figure C.4: CZ domestic block, VAR forecast
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Note: Solid line - observed data, dotted line - conditional VAR forecast, vertical line - 2009Q)1.

Figure C.5: SK domestic block, VAR forecast
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Note: Solid line - observed data, dotted line - conditional VAR forecast, vertical line - 2009Q1.
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Figure C.6: PL domestic block, VAR forecast
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Figure C.7: HU domestic block, VAR forecast
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Figure C.8: Input data with HP trend (1 of 4)
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Figure C.9: Input data with HP trend (2 of 4)
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Figure C.10: Input data with HP trend (3 of 4)
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Note: Solid line - observed data, dotted line - HP trend, vertical line - 2009Q1.

Figure C.11: Input data with HP trend (4 of 4)
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Figure C.12: End-of-sample bias correction using VAR forecast (1 of 4)
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Note: Per cent deviations from steady state are depicted, black line - data extended with VAR
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Figure C.13: End-of-sample bias correction using VAR forecast (2 of 4)
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Figure C.14: End-of-sample bias correction using VAR forecast (3 of 4)
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Figure C.15: End-of-sample bias correction using VAR forecast (4 of 4)
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C.2 Prior and posterior distributions

Figure C.16: Prior and posterior distribution of CZ model parameters (1 of 2)
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Figure C.17: Prior and posterior distribution of CZ model parameters (2 of 2)
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Figure C.18: Prior and posterior distribution of SK model parameters (1 of 2)
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Source: Author.
Note: Grey line - prior density, black line - posterior density, vertical line - posterior mode,
dashed line - CZ posterior density, dashed vertical line - CZ posterior mode.
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Figure C.19: Prior and posterior distribution of SK model parameters (2 of 2)
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Source: Author.
Note: Grey line - prior density, black line - posterior density, vertical line - posterior mode,
dashed line - CZ posterior density, dashed vertical line - CZ posterior mode.
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Figure C.20: Prior and posterior distribution of PL model parameters (1 of 2)
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Source: Author.
Note: Grey line - prior density, black line - posterior density, vertical line - posterior mode,
dashed line - CZ posterior density, dashed vertical line - CZ posterior mode.
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Figure C.21: Prior and posterior distribution of PL model parameters (2 of 2)
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Figure C.22: Prior and posterior distribution of HU model parameters (1 of 2)
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Note: Grey line - prior density, black line - posterior density, vertical line - posterior mode,
dashed line - CZ posterior density, dashed vertical line - CZ posterior mode.
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Figure C.23: Prior and posterior distribution of HU model parameters (2 of 2)
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Figure C.24: Prior and posterior distribution of EA model parameters (1 of 2)
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Source: Author.
Note: Grey line - prior density, black line - posterior density, vertical line - posterior mode,
dashed line - CZ posterior density, dashed vertical line - CZ posterior mode.
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Figure C.25: Prior and posterior distribution of EA model parameters (2 of 2)
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Source: Author.
Note: Grey line - prior density, black line - posterior density, vertical line - posterior mode,
dashed line - CZ posterior density, dashed vertical line - CZ posterior mode.
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C.3 Convergence diagnostics

Figure C.26: Brooks and Gelman multivariate convergence diagnostics, CZ
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Figure C.27: Brooks and Gelman multivariate convergence diagnostics, SK
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Figure C.28: Brooks and Gelman multivariate convergence diagnostics, PL
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Figure C.29: Brooks and Gelman multivariate convergence diagnostics, HU
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Figure C.30: Brooks and Gelman multivariate convergence diagnostics, EA
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C.4 Impulse response functions

Figure C.31: Impulse responses to law of one price gap shock, SK
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Note: Per cent deviations caused by 1% shock are depicted, solid line - SK, dashed line - CZ.

Figure C.32: Impulse responses to debt-elastic risk premium shock, SK
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Figure C.33: Impulse responses to productivity shock, SK
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Figure C.34: Impulse responses to monetary policy shock, SK
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Note: Per cent deviations caused by 1% shock are depicted, solid line - SK, dashed line - CZ.
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Figure C.35: Impulse responses to net worth shock, SK
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Figure C.36: Impulse responses to foreign output shock, SK
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Figure C.37: Impulse responses to foreign inflation shock, SK
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Note: Per cent deviations caused by 1% shock are depicted, solid line - SK, dashed line - CZ.
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Figure C.38: Impulse responses to foreign interest rate shock, SK
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Note: Per cent deviations caused by 1% shock are depicted, solid line - SK, dashed line - CZ.
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Figure C.39: Impulse responses to law of one price gap shock, PL
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Figure C.40: Impulse responses to debt-elastic risk premium shock, PL
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Figure C.41: Tmpulse responses to productivity shock, PL
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Figure C.42: Impulse responses to monetary policy shock, PL
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Figure C.43: Impulse responses to net worth shock, PL
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Note: Per cent deviations caused by 1% shock are depicted, solid line - PL, dashed line - CZ.

Figure C.44: Impulse responses to foreign output shock, PL
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Figure C.45: Tmpulse responses to foreign inflation shock, PL
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Note: Per cent deviations caused by 1% shock are depicted, solid line - PL, dashed line - CZ.

Figure C.46: Impulse responses to foreign interest rate shock, PL
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Note: Per cent deviations caused by 1% shock are depicted, solid line - PL, dashed line - CZ.
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Figure C.47: Impulse responses to law of one price gap shock, HU
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Source: Author.
Note: Per cent deviations caused by 1% shock are depicted, solid line - HU, dashed line - CZ.
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Figure C.48: Impulse responses to debt-elastic risk premium shock, HU
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Figure C.49: ITmpulse responses to productivity shock, HU
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Note: Per cent deviations caused by 1% shock are depicted, solid line - HU, dashed line - CZ.

Figure C.50: Impulse responses to monetary policy shock, HU
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Note: Per cent deviations caused by 1% shock are depicted, solid line - HU, dashed line - CZ.
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Figure C.51: Impulse responses to net worth shock, HU
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Note: Per cent deviations caused by 1% shock are depicted, solid line - HU, dashed line - CZ.

Figure C.52: Impulse responses to foreign output shock, HU
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Figure C.53: Impulse responses to foreign inflation shock, HU
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Note: Per cent deviations caused by 1% shock are depicted, solid line - HU, dashed line - CZ.
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Figure C.54: Impulse responses to foreign interest rate shock, HU
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Note: Per cent deviations caused by 1% shock are depicted, solid line - HU, dashed line - CZ.
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Figure C.55: Impulse responses to law of one price gap shock, EA
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Note: Per cent deviations caused by 1% shock are depicted, solid line - EA, dashed line - CZ.

Figure C.56: Impulse responses to debt-elastic risk premium shock, EA
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Note: Per cent deviations caused by 1% shock are depicted, solid line - EA, dashed line - CZ.
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Figure C.57: Impulse responses to productivity shock, EA
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Note: Per cent deviations caused by 1% shock are depicted, solid line - EA, dashed line - CZ.

Figure C.58: Impulse responses to monetary policy shock, EA
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Note: Per cent deviations caused by 1% shock are depicted, solid line - EA, dashed line - CZ.
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Figure C.59: Impulse responses to net worth shock, EA

0.2

0.1

0.01

-0.01
-0.02

0.6
0.4
0.2

0

aggregate product (yH)

T T~ —_
\/ S~——
0 50 100
nominal interest rate (r)
v ———
~ — —— -
0 50 100
NFA position (z)
0 50 100
real return to investment (r, )
0 50 100

Source: Author.
Note: Per cent deviations caused by 1% shock are depicted, solid line - EA, dashed line - CZ.

Figure C.60: Impulse responses to foreign output shock, EA

0.2

0.1

0.04
0.02

-0.02
-0.04
-0.06

0.4

0.2

0

aggregate product (yH)
)
I
RL/_\
\_—— T ————_
0 50 100
nominal interest rate (r)
0 50 100
NFA position (z)
7 S~
~o —_— -
0 50 100
real return to investment (rK)
0 50 100

Source: Author.
Note: Per cent deviations caused by 1% shock are depicted, solid line - EA, dashed line - CZ.
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Figure C.61: Impulse responses to foreign inflation shock, EA
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Note: Per cent deviations caused by 1% shock are depicted, solid line - EA, dashed line - CZ.

Figure C.62: Impulse responses to foreign interest rate shock, EA
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C.5 Filtered shock innovations
Figure C.63: Filtered shock innovations, SK
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Note: Shock innovations are depicted in per cent, solid line - SK, dashed line -
CZ, vertical line - 2009Q)1.

Figure C.64: Filtered shock innovations, PL
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Figure C.65: Filtered shock innovations, HU
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Figure C.66: Filtered shock innovations, EA
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C.6 Shock decompositions

Figure C.67: Shock decomposition of nominal interest rate, CZ
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Figure C.68: Shock decomposition of CPI inflation, CZ
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Figure C.69: Shock decomposition of real exchange rate, CZ
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Figure C.70: Shock decomposition of nominal interest rate, SK
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Figure C.71: Shock decomposition of CPI inflation, SK
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Figure C.72: Shock decomposition of real exchange rate, SK
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Figure C.73: Shock decomposition of nominal interest rate, PL
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Figure C.74: Shock decomposition of CPI inflation, PL
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Figure C.75: Shock decomposition of real exchange rate, PL
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Figure C.76: Shock decomposition of nominal interest rate, HU
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Figure C.77: Shock decomposition of CPI inflation, HU
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Figure C.78: Shock decomposition of real exchange rate, HU
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C.7 Filtered time-varying parameters

Figure C.79: Filtered time-varying parameters (95% HPDI bounds), CZ
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Figure C.80: Filtered time-varying parameters (95% HPDI bounds), SK
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Figure C.81: Filtered time-varying parameters (95% HPDI bounds), PL
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Figure C.82: Filtered time-varying parameters (95% HPDI bounds), HU
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Figure C.83: Filtered time-varying parameters (95% HPDI bounds), EA
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C.8 Time-varying impulse response functions

Figure C.84: Time-varying IRFs of real output, constant shocks, SK
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Figure C.85: Time-varying IRFs of real output, constant shocks, projection, SK
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Figure C.86: Time-varying IRFs of real output, historical shocks, SK
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Figure C.87: Time-varying IRFs of real output, historical shocks, comparison, SK
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181

real output to LOP shock

L ,/’
-
F/
2 4 6 8 10 12 14
lags
real output to foreign inflation shock
2 4 6 8 10 12 14 16 18 20
lags
real output to net worth shock
2 4 6 8 10 12 14 16 18 20
lags
real output to monetary policy shock
I 2008Q3 ]
| ——2008Q4 []
——2009Q1
) ——2009Q2 ||
2 4 6 8 10 12 14 16 18 20

lags



Figure C.88: Time-varying IRFs of real output, constant shocks, PL
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Figure C.89: Time-varying IRFs of real output, constant shocks, projection, PL
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Figure C.90: Time-varying IRFs of real output, historical shocks, PL
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Figure C.91: Time-varying IRFs of real output, historical shocks, comparison, PL
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Figure C.92: Time-varying IRFs of real output, constant shocks, HU
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Figure C.93: Time-varying IRFs of real output, constant shocks, projection, HU
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Figure C.94: Time-varying IRFs of real output, historical shocks, HU
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Figure C.95: Time-varying IRFs of real output, historical shocks, comparison, HU
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Note: Percentage deviations caused by 1% shocks are depicted, solid lines - time-varying structure,
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Figure C.96: Time-varying IRFs of real output, constant shocks, EA
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Figure C.97: Time-varying IRFs of real output, constant shocks, projection, EA
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Figure C.98: Time-varying IRFs of real output, historical shocks, EA
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Figure C.99: Time-varying IRFs of real output, historical shocks, comparison, EA
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C.9 NPF sensitivity to adhesion calibration

Figure C.100: NPF sensitivity to adhesion parameter calibration, SK
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Note: Percentage deviations from initial values are depicted, solid line - 048 = 0.5, dashed line -
ozg = 0.25, dotted line - ag = 0.10, vertical line - 2009Q)1.
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Figure C.101: NPF sensitivity to adhesion parameter calibration, PL
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Figure C.102: NPF sensitivity to adhesion parameter calibration, HU
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Figure C.103: NPF sensitivity to adhesion parameter calibration, EA
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C.10 NPF sensitivity to parameters selection

Figure C.104: NPF sensitivity to time-varying parameters selection, SK
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Note: Percentage deviations from initial values are depicted, solid line - structural parameters,
dashed line - structural parameters + AR, dotted line - structural parameters + AR + SVAR,
vertical line - 2009Q}1.

192



Figure C.105: NPF sensitivity to time-varying parameters selection, PL
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Note: Percentage deviations from initial values are depicted, solid line - structural parameters,
dashed line - structural parameters + AR, dotted line - structural parameters + AR + SVAR,
vertical line - 2009Q)1.
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Figure C.106: NPF sensitivity to time-varying parameters selection, HU
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Note: Percentage deviations from initial values are depicted, solid line - structural parameters,
dashed line - structural parameters + AR, dotted line - structural parameters + AR + SVAR,
vertical line - 2009Q1.
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Figure C.107: NPF sensitivity to time-varying parameters selection, EA
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Note: Percentage deviations from initial values are depicted, solid line - structural parameters,
dashed line - structural parameters + AR, dotted line - structural parameters + AR + SVAR,
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C.11 Comparison of NPF and recursive estimates

Figure C.108: NPF vs. recursive estimation, SK
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Note: Solid line - NPF estimates, dashed line - recursive estimates, vertical line - 2009Q1.
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Figure C.109: NPF vs. recursive estimation, PL
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Figure C.110: NPF vs. recursive estimation, HU
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Figure C.111: NPF vs. recursive estimation, EA
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Table D.1: Estimated parameters (CZ model)

‘ Prior Posterior
Parameter Distribution | Mean Std | Mean 95% HPDI
T habit persistence Beta 0.60 0.05 0.59 051 0.68
v inverse elasticity Gamma 2.00 0.50 1.24 0.72 1.75
of labour supply
B elasticity of debt- Gamma 0.05 0.02 0.02 0.01 0.03
elastic risk premium
n home and foreign goods Gamma 0.65 0.10 0.60 048 0.71
elasticity of substitution
K price indexation Beta 0.50 0.10 0.27 0.16 0.38
vy preference bias Beta 0.40 0.10 0.29 0.20 0.39
to foreign goods
O home goods Calvo Beta 0.70 0.10 0.81 0.77 0.85
parameter
OF foreign goods Calvo Beta 0.70 0.10 0.79 074 0.85
parameter
! capital adjustment costs Gamma 20.00  5.00 29.80 21.02 38.04
r steady-state capital Shifted Gamma 1.50 0.05 147 139 1.54
net worth ratio
S entrepreneurs’ bankruptcy rate Beta 0.025 0.005 0.031 0.022 0.041
financial accelerator Gamma 0.050 0.010 | 0.038 0.026 0.049
Taylor rule
p interest rate smoothing Beta 0.50 0.20 0.86 0.83 0.90
Br inflation weight Shifted Gamma | 1.50 0.20 194 154 231
Oy output gap weight Gamma 0.50 0.20 0.12 0.05 0.18
AR parameters
purp  debt-elastic risk premium Beta 0.50 0.20 0.69 0.57 0.81
prop law of one price gap Beta 0.50 0.20 0.86 0.80 0.91
pNw  entrepreneurs’ net worth Beta 0.50 0.20 0.54 0.27 0.82
% domestic productivity Beta 0.50 0.20 0.10 0.01 0.18
VAR parameters
py=y= interaction of y; and y; ; Beta 0.80 0.10 0.90 0.82 0.98
prrx=  interaction of 7} and 7w}, Beta 0.20 0.05 020 013 0.28
pr=r+  interaction of ry and r}_; Beta 0.60 0.20 060 045 0.74
py+x+  interaction of y; and m;_; Normal 0.00 0.50 0.51 0.16 0.86
py«r= interaction of y; and r;_; Normal 0.00 0.50 -049 -1.05 0.10
Pr+y+ interaction of m} and y;_; Normal 0.00 0.50 0.18 011 0.25
pr=r+ interaction of m; and r;_; Normal 0.00 0.50 -0.74 -1.17 -0.32
pr=y+  interaction of r; and y;_; Normal 0.00 0.50 0.05 0.03 0.08
pr«x+  interaction of v} and 7}, Normal 0.00 0.50 0.04 -0.02 0.11
Opeye  interaction of 7 and £/ Normal 050  0.25 014 0.04 024
Opey~  interaction of €] and Ezt/* Normal 0.30 0.15 0.10 0.07 0.12
Opene  interaction of €} and e Normal 0.00 0.50 -0.05 -0.10 0.00
Std of shocks
oyrp  debt-elastic risk premium Inverse Gamma 1.00 0 0.39 0.26 0.52
orop law of one price gap Inverse Gamma 1.00 00 499 3.72 6.24
oNw  entrepreneurs’ net worth Inverse Gamma 1.00 00 2.01 087 3.11
oy domestic productivity Inverse Gamma 1.00 00 3.81 215 5.43
oyp  monetary policy Inverse Gamma | 0.10 00 0.08 0.06 0.09
oy«  foreign output Inverse Gamma | 0.50 00 0.53 045 0.62
O foreign inerest rate Inverse Gamma 0.10 00 0.05 0.05 0.06
O foreign inflation rate Inverse Gamma 0.20 00 0.23 0.20 0.27

Source: Author.
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Table D.2: Estimated parameters (SK model)

Prior Posterior
Parameter Distribution | Mean Std | Mean 95% HPDI
T habit persistence Beta 0.60 0.05 0.57 049 0.66
v inverse elasticity Gamma 2.00 0.50 1.35 0.81 1.89
of labour supply
PP elasticity of debt- Gamma 0.05 0.02 0.05 0.02 0.08
elastic risk premium
N home and foreign goods Gamma 0.65 0.10 0.74 0.62 0.87
elasticity of substitution
K price indexation Beta 0.50 0.10 0.23 0.12 0.33
v preference bias Beta 0.40 0.10 0.35 0.27 0.43
to foreign goods
O home goods Calvo Beta 0.70 0.10 0.74 0.69 0.79
parameter
OF foreign goods Calvo Beta 0.70 0.10 0.69 0.62 0.75
parameter
! capital adjustment costs Gamma 20.00 5.00 | 29.48 20.44 38.38
r steady-state capital Shifted Gamma 1.50 0.05 147 139 1.55
net worth ratio
'S entrepreneurs’ bankruptcy rate Beta 0.025 0.005 0.029 0.020 0.038
X financial accelerator Gamma 0.050 0.010 | 0.043 0.030 0.056
Taylor rule
p interest rate smoothing Beta 0.50 0.20 0.70  0.62 0.77
B inflation weight Shifted Gamma | 1.50 0.20 1.83 149 216
Oy output gap weight Gamma 0.50 0.20 0.20 0.10 0.30
AR parameters
purp  debt-elastic risk premium Beta 0.50 0.20 0.67 0.56 0.78
prop law of one price gap Beta 0.50 0.20 0.72  0.60 0.85
pNw  entrepreneurs’ net worth Beta 0.50 0.20 0.57 0.27 0.86
% domestic productivity Beta 0.50 0.20 0.05 0.01 0.10
VAR parameters
py=y+= interaction of y; and y; ; Beta 0.80 0.10 0.89 0.82 097
Pr+x- interaction of 7} and 7} ; Beta 0.20 0.05 0.20 0.12 0.27
pr=r«  interaction of ry and r}_; Beta 0.60 0.20 0.56 042 0.70
py+x+  interaction of y; and m;_; Normal 0.00 0.50 044 0.08 0.80
py=r- interaction of y; and r;_; Normal 0.00 0.50 -0.65 -1.18 -0.11
Pr=y- interaction of m} and y;_; Normal 0.00 0.50 0.15 0.07 0.22
Pr+r- interaction of 7} and rj_; Normal 0.00 0.50 -0.66 -1.10 -0.23
pr=y+  interaction of v} and y;_, Normal 0.00 0.50 0.06  0.03 0.09
pr=z+  interaction of v} and 7}, Normal 0.00 0.50 0.04 -0.02 0.10
Oy interaction of 7 and a;ﬁ’* Normal 0.50 0.25 0.15 0.05 0.24
Opy~  interaction of €] and 5%* Normal 0.30 0.15 0.09 0.07 0.12
Opene  interaction of €} and e Normal 0.00 0.50 -0.04 -0.09 0.00
Std of shocks
oyrp  debt-elastic risk premium Inverse Gamma, 1.00 0 0.65 048 0.82
orop law of one price gap Inverse Gamma 1.00 00 494 3.73 6.09
onw  entrepreneurs’ net worth Inverse Gamma, 1.00 00 5.75 222 9.22
oy domestic productivity Inverse Gamma 1.00 0 3.74 230 5.11
oyp  monetary policy Inverse Gamma | 0.10 00 0.24 020 0.29
oy«  foreign output Inverse Gamma | 0.50 00 0.53 045 0.61
O foreign inerest rate Inverse Gamma 0.10 00 0.05 0.04 0.06
O s foreign inflation rate Inverse Gamma 0.20 00 0.23 0.20 0.27
Source: Author.
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Table D.3: Estimated parameters (PL model)

‘ Prior Posterior
Parameter Distribution | Mean Std | Mean 95% HPDI
T habit persistence Beta 0.60 0.05 0.58 0.50 0.67
v inverse elasticity Gamma 2.00 0.50 1.31  0.78 1.85
of labour supply
B elasticity of debt- Gamma 0.05 0.02 0.04 0.02 0.06
elastic risk premium
n home and foreign goods Gamma 0.65 0.10 0.58 049 0.67
elasticity of substitution
K price indexation Beta 0.50 0.10 0.36 0.22 0.50
vy preference bias Beta 0.40 0.10 021 015 0.28
to foreign goods
O home goods Calvo Beta 0.70 0.10 0.78 0.73 0.83
parameter
OF foreign goods Calvo Beta 0.70 0.10 0.81 0.76 0.85
parameter
! capital adjustment costs Gamma 20.00  5.00 33.56 24.38 42.66
r steady-state capital Shifted Gamma 1.50 0.05 147 139 1.55
net worth ratio
S entrepreneurs’ bankruptcy rate Beta 0.025 0.005 0.029 0.020 0.038
financial accelerator Gamma 0.050 0.010 | 0.042 0.029 0.055
Taylor rule
p interest rate smoothing Beta 0.50 0.20 0.66 059 0.72
B inflation weight Shifted Gamma | 1.50 0.20 199 1.60 2.36
Oy output gap weight Gamma 0.50 0.20 0.21 0.08 0.32
AR parameters
purp  debt-elastic risk premium Beta 0.50 0.20 0.80 0.71 0.90
prop law of one price gap Beta 0.50 0.20 0.86 082 091
pNw  entrepreneurs’ net worth Beta 0.50 0.20 0.55 0.28 0.81
% domestic productivity Beta 0.50 0.20 0.13 0.02 0.23
VAR parameters
py=y= interaction of y; and y; ; Beta 0.80 0.10 0.89 0.82 0.97
Prex+ interaction of 7} and 7}_; Beta 0.20 0.05 0.20 0.12 0.27
pr=r+  interaction of ry and r}_; Beta 0.60 0.20 0.56 041 0.70
py+x+  interaction of y; and m;_; Normal 0.00 0.50 047 0.12 0.82
py«r= interaction of y; and r;_; Normal 0.00 0.50 -0.50 -1.09 0.06
Pr+y+ interaction of m} and y;_; Normal 0.00 0.50 0.14 0.07 0.22
pr=r+ interaction of m; and r;_; Normal 0.00 0.50 -0.57 -1.02 -0.12
pr=y+  interaction of r; and y;_; Normal 0.00 0.50 0.06 0.04 0.09
pr«x+  interaction of v} and 7}, Normal 0.00 0.50 0.04 -0.02 0.11
Oney~  interaction of 7 and E%* Normal 0.50 0.25 0.15 0.05 0.25
Opey~  interaction of €] and Ezt/* Normal 0.30 0.15 0.09 0.07 0.12
Opene  interaction of €} and e Normal 0.00 0.50 -0.05 -0.10 0.00
Std of shocks
oyrp  debt-elastic risk premium Inverse Gamma 1.00 0 0.46 029 0.62
orop law of one price gap Inverse Gamma 1.00 00 6.92 5.57 8.23
oNw  entrepreneurs’ net worth Inverse Gamma 1.00 00 2.40 1.07  3.70
oy domestic productivity Inverse Gamma 1.00 00 1.64 1.01 2.28
oyp  monetary policy Inverse Gamma | 0.10 00 0.21 017 0.25
oy«  foreign output Inverse Gamma | 0.50 00 0.54 045 0.62
O foreign inerest rate Inverse Gamma 0.10 00 0.05 0.04 0.06
O foreign inflation rate Inverse Gamma 0.20 00 0.23 0.20 0.27

Source: Author.
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Table D.4: Estimated parameters (HU model)

Prior Posterior
Parameter Distribution | Mean Std | Mean 95% HPDI
T habit persistence Beta 0.60 0.05 0.59 0.51 0.68
v inverse elasticity Gamma 2.00 0.50 1.35 0.78 1.90
of labour supply
PP elasticity of debt- Gamma 0.05 0.02 0.05 0.02 0.08
elastic risk premium
N home and foreign goods Gamma 0.65 0.10 0.59 0.50 0.69
elasticity of substitution
K price indexation Beta 0.50 0.10 0.37 0.22 0.53
v preference bias Beta 0.40 0.10 024 015 0.32
to foreign goods
O home goods Calvo Beta 0.70 0.10 0.69 0.57 0.83
parameter
OF foreign goods Calvo Beta 0.70 0.10 0.66 0.54 0.79
parameter
! capital adjustment costs Gamma 20.00  5.00 36.08 25.82 46.16
r steady-state capital Shifted Gamma 1.50 0.05 147 139 1.54
net worth ratio
'S entrepreneurs’ bankruptcy rate Beta 0.025 0.005 0.029 0.020 0.038
X financial accelerator Gamma 0.050 0.010 | 0.040 0.028 0.053
Taylor rule
p interest rate smoothing Beta 0.50 0.20 0.68 0.58 0.78
Br inflation weight Shifted Gamma | 1.50 0.20 200 155 241
Oy output gap weight Gamma 0.50 0.20 0.23 0.10 0.35
AR parameters
purp  debt-elastic risk premium Beta 0.50 0.20 0.77 0.67 0.88
prop law of one price gap Beta 0.50 0.20 0.83 0.76 0.90
pNw  entrepreneurs’ net worth Beta 0.50 0.20 0.52 0.23 0.81
% domestic productivity Beta 0.50 0.20 0.65 026 0.95
VAR parameters
py=y+= interaction of y; and y; ; Beta 0.80 0.10 0.89 0.81 0.97
Pr+x- interaction of 7} and 7} ; Beta 0.20 0.05 0.20 0.12 0.27
pr=r«  interaction of ry and r}_; Beta 0.60 0.20 0.54 040 0.68
py+x+  interaction of y; and m;_; Normal 0.00 0.50 044 0.08 0.80
py=r- interaction of y; and r;_; Normal 0.00 0.50 -0.60 -1.15 -0.07
Pr=y- interaction of m} and y;_; Normal 0.00 0.50 0.13 0.06 0.21
Pr+r- interaction of 7} and rj_; Normal 0.00 0.50 -0.57 -1.01 -0.13
pr=y+  interaction of v} and y;_, Normal 0.00 0.50 0.06 0.04 0.09
pr=z+  interaction of v} and 7}, Normal 0.00 0.50 0.04 -0.02 0.10
Oy interaction of 7 and af* Normal 0.50 0.25 0.15 0.06 0.25
Opy~  interaction of €] and 5%* Normal 0.30 0.15 0.09 0.07 0.12
Opene  interaction of €} and e Normal 0.00 0.50 -0.05 -0.10 0.00
Std of shocks
oyrp  debt-elastic risk premium Inverse Gamma, 1.00 0 0.49 030 0.67
orop law of one price gap Inverse Gamma 1.00 00 6.28 4.86 7.68
onw  entrepreneurs’ net worth Inverse Gamma, 1.00 00 2.98 1.21 4.69
oy domestic productivity Inverse Gamma 1.00 0 1.52 0.58 291
oyp  monetary policy Inverse Gamma | 0.10 00 0.30 024 0.35
oy«  foreign output Inverse Gamma | 0.50 00 0.53 045 0.61
O foreign inerest rate Inverse Gamma 0.10 00 0.05 0.04 0.06
O s foreign inflation rate Inverse Gamma 0.20 00 0.23 0.20 0.27
Source: Author.
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Table D.5: Estimated parameters (EA model)

‘ Prior Posterior
Parameter Distribution | Mean Std | Mean 95% HPDI
T habit persistence Beta 0.60 0.05 0.66 0.56 0.77
v inverse elasticity Gamma 2.00 0.50 1.18 0.66 1.67
of labour supply
B elasticity of debt- Gamma 0.05 0.02 0.02 0.01 0.03
elastic risk premium
n home and foreign goods Gamma 0.65 0.10 046 043 048
elasticity of substitution
K price indexation Beta 0.50 0.10 0.21 0.11 0.30
vy preference bias Beta 0.40 0.10 021 0.16 0.25
to foreign goods
O home goods Calvo Beta 0.70 0.10 0.81 0.77 0.86
parameter
OF foreign goods Calvo Beta 0.70 0.10 0.82 077 0.86
parameter
! capital adjustment costs Gamma 20.00  5.00 27.31 18.99 35.32
r steady-state capital Shifted Gamma 1.50 0.05 147 139 1.55
net worth ratio
S entrepreneurs’ bankruptcy rate Beta 0.025 0.005 0.027 0.019 0.035
X financial accelerator Gamma 0.050 0.010 | 0.040 0.028 0.052
Taylor rule
p interest rate smoothing Beta 0.50 0.20 0.72 065 0.79
B inflation weight Shifted Gamma | 1.50 0.20 1.67 138 1.95
Oy output gap weight Gamma 0.50 0.20 0.18 0.08 0.27
AR parameters
purp  debt-elastic risk premium Beta 0.50 0.20 0.77 0.70 0.83
prop law of one price gap Beta 0.50 0.20 0.82 0.78 0.86
pNw  entrepreneurs’ net worth Beta 0.50 0.20 0.42 0.17 0.67
% domestic productivity Beta 0.50 0.20 0.07 0.01 0.13
VAR parameters
py=y= interaction of y; and y; ; Beta 0.80 0.10 0.79 0.70 0.88
Prex+ interaction of 7} and 7}_; Beta 0.20 0.05 019 011 0.26
pr+r=  interaction of r; and r;_; Beta 0.60 0.20 0.8 0.77 0.96
py+x+  interaction of y; and m;_; Normal 0.00 0.50 0.11 -0.08 0.30
py«r= interaction of y; and r;_; Normal 0.00 0.50 0.58 0.18 0.97
Pr+y+ interaction of m} and y;_; Normal 0.00 0.50 -0.02 -0.12 0.08
Pprep=  interaction of 7w} and r}_, Normal 0.00 0.50 032 -0.09 0.73
pr=y+  interaction of r; and y;_; Normal 0.00 0.50 0.02 -0.01 0.04
pr«x=  interaction of v} and m}_, Normal 0.00 0.50 -0.02  -0.06 0.02
Oney~  interaction of 7 and E%* Normal 0.50 0.25 035 0.19 0.52
Opey~  interaction of €] and Ezt/* Normal 0.30 0.15 0.09 0.05 0.12
Opene  interaction of €} and e Normal 0.00 0.50 0.02 -0.02 0.06
Std of shocks
oyrp  debt-elastic risk premium Inverse Gamma 1.00 0 0.41 027 0.54
orop law of one price gap Inverse Gamma 1.00 00 7.10 581 8.39
oNw  entrepreneurs’ net worth Inverse Gamma 1.00 00 1.66 0.82 247
oy domestic productivity Inverse Gamma | 1.00 6] 1.75  0.96 2.50
oymp monetary policy Inverse Gamma | 0.10 00 0.07  0.06 0.08
oy«  foreign output Inverse Gamma | 0.50 00 0.57 049 0.65
O foreign inerest rate Inverse Gamma 0.10 00 0.09 0.07 0.10
O foreign inflation rate Inverse Gamma 0.20 00 0.50 0.43 0.57
Source: Author.
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