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Chapter 1
Overview

Economics 1s a choice between alternatives
all the time. Those are the trade-offs.

Samuelson (2009)

1.1 Motivation

The fifth assessment report of the International Panel on Climate Change (IPCC) states that
the global average temperature increased by 0.85 degree Celsius since 1880.! In particular,
greenhouse gas (GHG) emissions contribute to global warming, where CO; is the most
important GHG.? Previous climate change has already modified natural and human systems.
Politicians are aware of the problem and have made agreements through the Kyoto Protocol
and the Paris Agreement to reduce GHG emissions voluntarily.

Climate change projections in Pachauri et al. (2014) show that the average global tem-
perature will very likely increase further. However, the magnitude depends on the respective
cumulative emissions. Stringent mitigation measures can reduce the global average tempera-
ture increase by 3°C by the end of the century.® Climate projections are uncertain even if all
anthropogenic influences are held constant. The current understanding of natural systems
is not perfect.

However, the earth’s primary source of energy supply is solar radiation. The climate
has been stable for the last centuries, which indicates that energy inflow is almost identical
to the energy outflow. Climate scientists report that 50% of the sunlight is in the visible

1 The global average temperature increase since 1880 lies with a probability of 90% between 0.65 to 1.06°C

(see Pachauri et al. 2014).

About two-third of the total cumulative CO5 emissions between 1750 to 2011 are from fossil fuels and
industrial processes.

The reference concentration paths (RCPs) 8.5 and 2.6 simulate the impact of no stringent mitigation effort
and relentless mitigation effort, respectively.
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spectrum and enters the atmosphere as solar shortwave radiation. Gases, aerosols and the
earth’s surface albedo directly reflect about 30% to space. The earth’s atmosphere absorbs
the remaining 20%. Earth’s surface absorbs half of the solar shortwave radiation and emits it
back as longwave radiation. The transformation of shortwave radiation to longwave radiation
releases heat. GHGs reflect longwave radiation to the surface of the earth. An increase in
the concentration in GHG increases the duration of trapped longwave radiation or heat in
the lower atmosphere. The atmospheric concentration of GHGs have increased since 1950
(see Pachauri et al. 2014) and the increase in CO, accelerates. Based on the finding that
GHG particles let ultraviolet light pass through and absorb infrared light, policymakers face
a typical trade-off. They can either start to implement costly mitigation measures or follow
a business as usual path and accept the economic, social, and ecological costs of climate
change.

Policymakers need tools to support their decision-making process. This thesis contributes
to the decision making process in three ways. First, dynamic general equilibrium models
(DGEs) are evaluated.® Second, new dynamic general equilibrium models quantify the im-
plied economic effects associated with the reduction in fossil fuel consumption. Third, the
historical and potential interaction between market frictions and energy markets is anal-
ysed. Appropriate model modifications of the standard DGE model are considered, such as
financial frictions or hiring costs.

Nobel laureate William D. Nordhaus used the Dynamic Integrated Climate-Economy
model to investigate potential policy measures for reducing GHG emissions. Nordhaus (1992,
1993) show that an optimal mitigation policy is to implement a carbon tax. It is common
to discuss the implementation of mitigation measures through the implementation of a COq
tax. The main question posed in the economic literature is the magnitude of an optimal
tax. Further, postponing the timing of mitigation into the future might accumulate wealth
to ease the implementation and transition towards a more sustainable economy.

A reduction of GHG emissions requires transforming the energy market currently based
on fossil fuels to an energy market based on energy carriers with low CO, emissions. There-
fore, national governments need to implement mitigation policies to reduce GHG emissions
caused by burning fossil fuels. Coal is the main energy source in the electricity sector and
oil in the transportation sector. Electricity generation using coal emits more CO, than any
other energy source. Renewable energy technologies that can transform the electricity sector
are already accessible. Nevertheless, the feasibility and efficiency of a coal phase-out in the
electricity market depends crucially on the respective region considered. One main reason
is the accessibility to renewable energy sources, which depends on geographical aspects.b
Nordhaus & Yang (1996) consider the different mitigation paths for multiple regions in the
world. The model includes the cost of reducing COs emissions, based on other detailed

4 Figure 1.1 in Pachauri et al. (2014) depicts this process.

5 One can solve DGE models for a deterministic or stochastic path of exogenous variables. For a deterministic

path, rational agents have perfect foresight about the realisation of the shocks and for a stochastic path,
agents form rational expectations about the realisation of the shocks.

The European Environment Agency (EEA) states that in 2017 the share of renewable energy was slightly
above 10% in Germany, but more than 30% in Austria (see European Environment Agency 2018).
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studies investigating mitigation policies. Further, the authors consider different modes of
international cooperation to reduce GHG emissions. Cooperative solutions like the Paris
Agreement and other international treaties are more efficient than non-cooperative solu-
tions. The approaches introduced in Nordhaus (1992, 1993) and Golosov et al. (2014) model
economic activity by one representative sector and rely on calibration techniques.

A stream in the literature uses integrated assessment models (IAM) with a more detailed
disaggregation of sectors and regions compared to Nordhaus (1992). Ciscar et al. (2011)
compute the impact of climate change for different geographical regions in Europe. The
results indicate that the potential consequences of climate change in this century differ in
Europe. Southern Europe will belong to the losers of climate change, while Northern Europe
might benefit from increasing temperatures. Impacts also differ by sector. Mercure et al.
(2018) look at global macroeconomic consequences of a fossil fuel phase-out. A primary result
of the analysis is that a phase-out of fossil fuel has negative impacts on fossil fuel-producing
countries (OPEC, US) and slightly positive effects for fossil fuel-importing countries (Europe,
China). The model is based on optimising agents and uses calibrated parameters informed
by the existing literature. TAM models are very rich in their economic structure, but fail
to account for inevitable market frictions. Market frictions determine short- and medium-
run consequences of mitigation policies. Consequences of mitigation policies can depend on
price rigidities and labour market frictions. Further, [AM is too big to estimate all structural
parameters using one standard econometric procedure entirely. Parameter values can depend
on each other, and classic regression methods can not take this into account.

A class of models able to capture nominal rigidities and labour market frictions are
dynamic stochastic general equilibrium (DSGE) models. Golosov et al. (2014) use a DSGE to
analyse optimal fossil fuel taxes to reduce GHG emissions. The model considers coal, oil, and
natural gas as fossil fuels. They show that the optimal mitigation strategy should focus on the
reduction of coal rather than oil. DSGE models are also commonly estimated using Bayesian
techniques described in Herbst & Schortheide (2015). After the Great Recession, the public
discussed the usage of DSGE models based on optimising agents. Stiglitz (2018) provides
a rigorous critique of DSGE models. The workhorse DSGE model introduced by Smets
& Wouters (2003) and Christiano et al. (2005) derives the equations from representative
agents. One representative agent represents all households and another all firms. The
production process is simplistic and does not account for different goods explicitly. The
primary purpose of the workhorse model was its easy estimation and the ability to guide
monetary policy. One main reason for its widespread use, despite its simplistic structure, is
the forecasting performance of the model. Smets & Wouters (2007) show that the estimated
model produces forecasts comparable to vector autoregressive (VAR) models in the short
run and better forecasts in the medium run. However, the micro-foundations of the models
are not sufficient to meet the demand of policymakers. Current research proposes several
improvements to these shortcomings. DSGE models have only a few contenders to replace
them (see Linde 2018), because DSGE models fulfil specific requirements that make them
useful for evaluating mitigation policies. First, DSGE models are general equilibrium models
able to capture the impact of policies on demand as well as on the supply side. Second,
policy decisions will trigger dynamics with path dependencies. Increasing fossil fuel taxes or
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decommissioning power plants will affect the evolution of the capital stock. It implies that
current policies have effects on future production capacities and consumption opportunities.
The standard DSGE model primarily analyses the consequences of monetary policy on a
business cycle frequency. Analysing mitigation policies requires modifications of the standard
DSGE model. One necessary modification is the combination of business cycle analysis and
long-run developments in one model, as stated by Ghironi (2018). In order to include the
long-run implications of mitigation policies on the respective structure of the economy, it is
not possible to solve models around a deterministic steady state. The long-run equilibrium
itself is affected by the policies considered. It is also necessary to include the heterogeneity of
economic agents affected by specific policy decisions. National and subnational regions might
be affected differently by climate change. Northern Europe might experience different climate
change effects than Southern Europe. Coastal areas are more vulnerable than non-coastal
areas to sea-level rise. Regional heterogeneity of climate change effects can lead to migration
on a national and subnational level. Long-run investment decisions into infrastructure and
other projects must also consider the potential of migration. Models to guide policy should
include migration. A coal phase-out in Germany, e.g., will have different implications across
different regions. Therefore, a useful model to guide policy decisions needs to model the
heterogeneity of regions explicitly. Increasing heterogeneity also implies more demand for
data in order to estimate and calibrate additional structural parameters. Computational
power demand increases with more heterogeneity. Therefore, the researcher needs to choose
additional heterogeneous features carefully.

For the development of suitable models to guide mitigation policies, it is essential to
assess model modifications and their impact of the model ability to describe reality. The
first chapter assesses modifications to the workhorse DSGE model for the euro area, the
United Kingdom and the United States (US). The chapter evaluates learning to alternate
the expectation formation process, financial market frictions and nominal rigidities. In the
second chapter, a DGE model quantifies the economic effects of a coal phase-out in Germany.
It introduces hiring costs to a model with multiple regions and sectors and reports a univari-
ate and multivariate sensitivity analysis. The last chapter develops and estimates a DSGE
model with oil as a production factor and financial frictions for the US. It also stimulates
the impact of mitigation policy to reduce oil consumption through increases in oil taxes.

1.2 Chapter Overview

Chapter 2, "Expectation Formation, Financial Frictions and Forecasting Performance of Dy-
namic Stochastic General Equilibrium Models” investigates how well rational expectations,
adaptive learning, financial frictions and nominal rigidities in DSGE models describe eco-
nomic relationships. Researchers modified DSGE models after the financial crisis from 2007
to 2009, because of their inability to forecast the crisis. Researchers have introduced different
features to the classical DSGE model by Smets & Wouters (2003). One stream of literature
introduces learning by agents to replace the rational expectation hypothesis (see Slobodyan
& Wouters 2012). Another stream of literature incorporates financial markets such as Merola
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(2015). The chapter analyses various model modifications and evaluates the forecasting per-
formance of the models by different metrics. The main conclusion is that the standard DSGE
model developed by Smets & Wouters (2003) is not systemically outperformed either when
using adaptive learning or including financial frictions.

Most studies evaluating the forecasting performance of DSGE models focus on the US.
The chapter will also consider the ability of the standard DSGE model to forecast critical
macroeconomic indicators for the euro area and the United Kingdom. A prerequisite of a
model applied to evaluate mitigation policies is also its applicability to different geographical
regions. The analysis shows that the forecasting performance of the model for all consid-
ered geographical regions is similar. Therefore, the core model ingredients are useful not
only for the US but also for other geographical regions. A modification of the assumed
expectation formation does not improve the forecasts significantly. Adaptive learning might
even decrease the forecasting performance of the model. It seems that adaptive learning is
not a very promising modification of the model proposed by Slobodyan & Wouters (2012).
It is important to note here that the modification of the expectation formation process is
still very close to rational expectations. For forecast horizons exceeding eight quarters, it is
not necessary to include nominal rigidities to forecast macroeconomic aggregates. Evaluat-
ing mitigation policies in the medium to long run does not require a model with nominal
rigidities for wages and prices. However, to evaluate mitigation policies on a business cycle
frequency nominal rigidities are essential.

Chapter 3, "Power Generation and Structural Change: Quantifying Economic Effects of
a Coal Phase-Out in Germany” analyses the potential economic effects of a coal phase-out in
Germany. Germany is a signatory of the Paris Agreement in 2015 and commits to reducing
its GHG emissions by more than 50% by 2030. Germany uses its natural stocks of lignite
to generate roughly 25% of its electricity each year. The greatest lignite stocks are in the
region of Rhineland, Lusatia, and Central Germany. A coal phase-out would affect those
regions the most. A calibrated multi-sector and multi-region model quantifies the medium-
term regional economic consequences. Previous studies investigating potential economic
consequences only use descriptive statistics (see, e.g., Markwardt & Zundel 2017) or static
input-output models (see, e.g., Buttermann & Baten 2011). However, these models are not
able to capture price and wage adjustments. Furthermore, they neglect potential recovery
processes through migration. The reduction of lignite coal leads to different regional relative
productivity profiles in the long run. The simulated path is the transition from an initial
steady-state with lignite as an energy carrier to a terminal steady-state with a lower share of
electricity generated by lignite. It is not necessary to include nominal rigidities to evaluate
the medium-run consequences of a coal phase-out in Germany, according to the results of
the first chapter. In order to evaluate the impact of a coal phase-out on unemployment, the
proposed model includes labour market frictions through hiring costs. The approach follows
Blanchard & Gali (2010) introducing hiring costs for firms. Further hiring costs depend
on a cyclical and non-cyclical component, as discussed in Christiano et al. (2016). Hiring
costs introduce an inter-temporal decision problem for the firm. Increasing hiring activity
today reduces hiring costs in the future. Hiring costs reduce incentives today to hire recruits.
Another important feature of the model is the introduction of migration between regions.
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Migration is one of the main determinants for achieving convergence in the labour market.
Especially after the German reunification, migration flows from East to West Germany had
macroeconomic consequences (see Grossmann et al. 2017). Here, migration ensures recovery
of the regional unemployment rates. It is motivated by a random utility maximisation
framework (see Beine et al. 2016, for a comprehensive introduction). The model parameters
are calibrated and not estimated. It is not possible to evaluate the model uncertainty in a
probabilistic framework as one could do using Bayesian techniques. Instead, a univariate
and multivariate sensitivity analysis is applied. It allows for quantifying the sensitivity of
the results to calibrated parameter values.

Chapter 4, "Is Risk the Fuel of the Business Cycle?” develops and estimates a medium-
sized DSGE model for the US. Policymakers need to apply appropriate measures to reduce oil
consumption. Further, it is necessary to have adequate tools to assess the potential impact of
mitigation measures on the economy. One tool to assess the impact of mitigation measures
on the economy is DSGE models. Golosov et al. (2014) use a DSGE model to compute
optimal taxes to reduce fossil fuel consumption. The structural parameters for the model
are not estimated but calibrated. Further, the model does not feature financial markets.

Christiano et al. (2014) (henceforth CMR) include financial frictions as described in
Bernanke et al. (1999). Through the inclusion of entrepreneurs producing capital services
with idiosyncratic productivity, the production process of capital becomes risky. Risk is the
variation of idiosyncratic productivity to produce effective capital services for the production
process using raw capital. Estimating the model with financial variables shows that risk
according to the variance decomposition at the posterior mean is the most important source
of the business cycle. Another stream of the existing DSGE literature incorporates oil into
DSGE models, such as Balke & Brown (2018), Bergholt et al. (2017), Dhawan & Jeske
(2008), Milani (2009).

The chapter combines the two streams of the literature by incorporating financial markets
and the market for oil in one model. My baseline model is the one introduced by Christiano
et al. (2005) (henceforth CEE). I will extend the model to include oil as production factor
(henceforth CEE—Oil). Therefore, I switch from a Cobb-Douglas production function of
the representative firm with two inputs (labour and capital services) to a nested constant
elasticity of substitution (henceforth CES) production function with three inputs (labour,
capital services, and oil). The nested CES production function has three layers, combining
at the top layer labour and a composite production factor of oil and capital. The next
layer combines oil and capital services to the composite production factor. In each layer,
the production factors may be either complements or substitutes. Each layer includes the
special case of a Cobb-Douglas production function. Bayesian techniques provide estimates
of the structural parameters of the model.

Oil market disturbances have not been a significant driver of the business cycle in the US,
according to the results. The comparison between a model with and without financial accel-
erator shows that oil market disturbances are more critical for explaining investment when
not controlling for financial market frictions. A model with financial accelerator emphasises
the importance of financial market disturbances for the variation in investment. Oil mar-
ket disturbances are very persistent and therefore do not alter growth rates of the primary
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aggregates, but they do lead to prolonged periods of lower economic activity. Mitigation
policies in the US to reduce oil consumption by 10%, in the long run, can reduce GDP by 1
to 2 % and initiate a weak recession. The last time oil consumption dropped by this amount
was in 1990 caused by the first Gulf War.
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Chapter 2

Expectation Formation, Financial
Frictions and Forecasting Performance of

Dynamic Stochastic General Equilibrium
Models *

Abstract

In this paper, we document the forecasting performance of standardly estimated macroeco-
nomic models and compare it to extended versions which consider alternative expectation
formation assumptions and financial frictions. We also show how standard model features
like price and wage rigidities contribute to forecasting performance. It turns out that nei-
ther alternative expectation formation behaviour nor financial frictions can systematically
increase the forecasting performance of standardly estimated macroeconomic models. Only
during periods of financial crises, financial frictions improve forecasts. Traditional price and
wage rigidities, to the contrary, systematically help to increase the forecasting performance.

JEL Codes: (32, 53, E37

Keywords: Business cycles, economic forecasting, macroeconomic modelling

* This chapter is published as: Oliver Holtemoéller and Christoph Schult (2019), "Expectation Formation,
Financial Frictions and Forecasting Performance of Dynamic Stochastic General Equilibrium Models’,
Historical Social Research, 44(2), 313-339.
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Expectation Formation, Financial Frictions and Forecasting Performance of Dynamic
Stochastic General Equilibrium Models

2.1 Introduction

Quantitative macroeconomic models are an important tool for economic policy analysis. Such
models are employed to simulate the effects of policy actions on macroeconomic variables
and to forecast future macroeconomic development. Since the worldwide financial crisis
state-of-the-art macroeconomic modelling has been heavily criticized.! A major reason for
critique is that state-of-the-art macroeconomic models have not predicted the financial crisis
and, in some cases, also not the pace of the recovery.? Professional forecasters started to
predict a downturn for the year 2009 when economic activity already started to slowdown
during the year 2008. Figure 2.1 shows that the mean of forecasts for German GDP growth
from professional forecasters considered in the Consensus sample have been positive until
October 2008. Consensus forecasts reached their minimum in July 2009 while the actual
second quarter growth rate of GDP has already been positive again. Overall it looks like
forecasts are following the actual development but not anticipating it.

Figure 2.1: Monthly Consensus forecasts of annual German GDP growth in 2009 and actual
quarterly GDP growth rates

German Real Gross Domestic Product

Growth Rate in Percent

5 Actual quarterly growth rate
Consensus forecast of armal rate 2009

- 7 + +r 1 ' - 1 r r 1 ' ' 1 r 1 T 1 ' T ]
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Soruces: Consensus Economics, Federal Statistical Office of Germany, own exhibition.

Why are forecasts of future economic developments by macroeconomic models biased?

1 See Buch et al. (2014) for a discussion of shortcomings of pre-crisis macroeconomic models.

2 The pre-crisis state-of-the-art features of macroeconomic models are described in Blanchard (2009), for
example.
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We are not able to reduce the uncertainty about the future to zero, even if we use the correct
model. Economic activity today depends on how agents think about the future. Especially
investment decisions depend on expectations, but the success and return of investments
is always to some extent not predictable. Therefore one source of forecast errors can not
be overcome by improving our models. Nevertheless, if we have the correct model our
forecast errors should not be biased anymore. But as Figure 2.1 shows this is not the case.
Omitted variables is a standard explanation for biased forecasts. An omitted variable bias
occurs if the model does not include all relevant variables necessary to describe the economic
system. Before the last financial crisis standard macroeconomic models did not include
financial market variables such as interest rates spreads, but they seem to be an important
determinant of future economic developments. Another potential source of biased forecasts
is the assumption how agents behave and form believes about the future. In economics a
standard and convenient assumption are rational agents forming rational expectations about
the future, i.e. model consistent and using all relevant and available information. A further
potential cause for biased forecasts by macroeconomic models is how financial markets and
their interaction with the real economy is modeled. Most models before the financial crisis
did not attribute a special role to financial markets for the development of the real economy.

In the center of model criticism are the way individual economic behaviour, in particular
expectation formation, is captured and the fact that the financial systems and its frictions
have been ignored in standard models for a long time. Standard models before the financial
crisis usually relied on the rational expectations (RE) hypothesis (Lucas 1976, Muth 1961)
and have not included money or credit aggregates. In the aftermath of the financial crisis
various model extensions both in the area of expectation formation and in the area of financial
frictions have been developed. However, a new standard model has not been established yet.

Furthermore, from an empirical perspective, it is not clear what kind of model features
are important to improve the forecasting performance of standard models. In this paper, we
document the forecasting performance of an estimated standard pre-crisis macroeconomic
model and compare it to extended versions which consider alternative expectation formation
assumptions and financial frictions. We also show how standard model features like price and
wage rigidities contribute to forecasting performance. Our results suggest that neither alter-
native expectation formation behaviour nor financial frictions can systematically increase the
forecasting performance of simple estimated macroeconomic models. Only during periods of
financial crises, financial frictions improve forecasts. Traditional price and wage rigidities,
to the contrary, systematically help to increase the forecasting performance.

The paper is structured as follows. In Section 4.2, we describe how the pre-crisis standard
macroeconomic model has evolved from earlier approaches to macroeconomic modelling. In
Section 2.3, we explain extensions to the simple standard model that have become prominent
after the financial crisis, namely financial frictions and adaptive learning. Then we conduct
pseudo-out-of-sample forecasts and document forecast performance of the various models in
Section 2.4. Finally, Section 2.5 concludes.
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2.2 The Pre-Crisis Standard Macroeconomic Model

2.2.1 Short review of empirical macroeconomic modelling

The pre-crisis standard macroeconomic model has been a small or medium-sized dynamic
stochastic general equilibrium (DSGE) model. The predecessors of DSGE models have been
traditional structural models, models following the London School of Economics (LSE) ap-
proach and vector autoregressive (VAR) models.? In the sixties and seventies of the twentieth
century, structural models have been the dominating technique. These traditional structural
models are sometimes designated as Cowles commission approach. A typical empirical anal-
ysis within this paradigm consists of three steps (Favero 2001, p. 103): (1) specification
of the theoretical models, (2) estimation of parameters, and (3) simulation of the effects of
policy actions. The economic model is formulated in terms of behavioural equations and
definitional identities and is summarized in the following econometric model:

Agzy = Al + Q"2 + ¢ (2.1)

In this equation, z; = (214, @y, ..., 2pe) is a (p X 1)-vector of endogenous variables,

z; 1s a vector of exogenous variables (especially policy instruments), Ay and A} are (pzp)
coefficient matrices, the matrix QQ* stores the coefficients of the exogenous variables and e,
is a (p x 1)-vector of error terms that is normally distributed with mean zero and covariance
matrix X, e ~ N(0,%.). Deterministic terms as well as further lags of endogenous and
exogenous variables can be added but are ignored in the following. This set of p equations
describes the simultaneous relationships between the variables. The impact of exogenous and
lagged endogenous variables on the actual endogenous variables is expressed by the reduced
form:

Ty = Aal AI Ti_1 + Aal Q* 2 + Aalet (22)
T/ T ——
1 ut

Equation (2.2) can also be used to forecast x; (and also the future time path {z;,,}, h > 0)
conditional on lagged realizations and exogenous variables. The Cowles commission approach
has been criticized extensively: (1) the a priori exogeneity assumptions are controversial. (2)
The aggregated behavioural equations in traditional structural models have usually been
ad-hoc equations without microeconomic foundations. (3) The coefficient estimates of non-
structural models might depend on policy rules and might change over time. Therefore those
estimates are not useful to evaluate policy changes (Lucas-Critique). (4) The statistical
performance of the estimated model has not been considered seriously. Especially, static
regressions of non-stationary variables have led to spurious regressions. A partial response
to these criticisms is the LSE approach that focuses especially on the statistical properties of
the estimated model but does not question the paradigm of simulating policy effects on the
basis of structural forms in principle.* The first step of the LSE procedure is the estimation

3 The modelling review is based on Holtemoeller (2002).

4 The econometric issues of this approach are for example discussed in Hendry (1995).
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of a general dynamic reduced form model that has to pass a sequence of diagnostic tests.
Equations for variables that are confirmed to be statistically exogenous can be omitted.
Non-stationary variables can also be modeled appropriately (error correction models). A
reduction technique is applied to impose non-rejected restrictions on the parameters of the
model. The resulting structural form is used for the simulation of policy effects. While
the LSE approach is mainly a response to the statistical problems of traditional structural
models, the VAR approach, which has achieved enormous popularity after seminal works of
Sims (1972, 1980), abandons the a priori exogeneity assumptions by including all relevant
variables into the vector of endogenous variables and estimating the reduced form

Tt = Z Aixt—i -+ Uy (23)

where u; ~ N(0,3,). Deterministic terms are again neglected. The lag length k£ is de-
termined by statistical criteria. In this framework it can be tested whether a variable is
exogenous or not. Different exogeneity concepts have been developed for this purpose, see
for example Engle & Granger (1987) and Dufour & Renault (1998). One of these concepts
is Granger causality (Granger 1969) that is based on the chronological asymmetry of cause
and effect.> The main purpose of VAR models is not to simulate the effects of policy ac-
tions but to analyze the impact of policy shocks on the variables of interest and to forecast
economic variables. This empirical evidence is used to build theoretical models based on
microeconomic foundations that are able to produce the empirically observed responses. If
a theoretical model is able to reproduce the observed response patterns it is used to derive
policy implications. The VAR approach has been extended over time. The observation that
many macroeconomic time series exhibit stochastic trends (Plosser & Nelson 1982) has led to
the development of cointegration models which were introduced by Engle & Granger (1987).
The second main extension of the VAR model is the development of structural VAR (SVAR)
models; one of the first contributions to the literature on SVAR models is Bernanke (1986).
Following Amisano & Giannini (1997), SVAR models can be characterized by the so-called
AB-model:

k
Agzy = ZAO A; oy + Agug, Aouy = Bey, €4 ~ N(07 [p)- (2-4)
i=1 A‘;

where I, denotes a p-dimensional identity matrix. The notion AB-model is based on
the definition A = Ay, such that the matrices A and B characterize the contemporaneous
relationships between endogenous variables and exogenous structural shocks ;.5 While VAR
models usually have a very good fit and can provide a reasonable characterization of statis-
tical properties of macroeconomic data they ignore theoretical restrictions that stem from

> The econometric analysis of VAR models is discussed for example in Hamilton (1994) and Liitkepohl
(2005).

6 See Kilian & Liitkepohl (2017) for a detailed discussion of SVARs and the identification of structural
shocks.
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general-equilibrium considerations or forward-looking behaviour. Kydland & Prescott (1982)
have developed an empirical characterization of macroeconomic time series that is completely
derived from the optimizing behaviour of economic agents and that takes general-equilibrium
restriction into account. This type of model is today known as dynamic stochastic general
equilibrium (DSGE) model and can be represented as follows:”

F(Etxt+1, Tt, €t+1) =0, (2-5)

where E; denotes the expectation operator. Expectations are rational in this framework in
the sense that they are compatible with the mathematical structure of the model. Often,
these models are log-linearized:

AZL’H_l = B[Et + O@t + th+17 (26)

where f;,; denotes the difference between expectation and actual realization (expectational
error). The solution of this model is a recursive law of motion:

Ti41 = Fflft + G@t7 (27)

which is again a VAR representation of the data, but with theory-based cross-equation
restrictions imposed. While early small-scale DSGE models have not performed as well as
reduced-form VAR models in terms of statistical fit and forecast performance, models that
are used today usually have a very good statistical fit and can even outperform reduced-form
models without restrictions in terms of forecasting for certain forecasting horizons (Cai et al.
2018, Del Negro et al. 2006).

2.2.2 The New-Keynesian standard DSGE model

The pre-crisis standard DSGE model has been developed from the framework introduced
by Kydland & Prescott (1982) by adding (New-)Keynesian elements like price and wage
rigidities. Gali (1999) showed that a small-scale New-Keynesian model can explain important
dynamic correlations in macroeconomic data. Methods for estimating DSGE models have
been developed, and Smets & Wouters (2003, 2007) provided an estimated New-Keynesian
DSGE model that has been intensively used in applied work.®

The structure of the Smets and Wouters (SW) model is depicted in Figure 2.2. Five
types of agents are considered: households, unions, final goods producers, intermediate goods
producers and a central bank. The model represents a closed economy without considering
international trade or capital flows.

7 See DeJong & Dave (2011) for an introduction into DSGE models.

8 An overview of DSGE models and their usage in policy institutions is given by Christiano & Trabandt
(2017).
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Figure 2.2: Main structure of the standard New-Keynesian model
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Source: own exhibition.

There is a continuum of households modeled by one representative household. Potential
implications of heterogeneous behaviour by households on aggregate development are not
considered.’ The representative household maximizes inter-temporal discounted utility over
time. The household has multiple income sources: labor, capital services and interest paying
securities. Unions negotiate wages, households supply the amount of labor demanded at
the negotiated wage. To introduce the empirically observed sluggishness of wages only a
fraction of unions is able to reset the wage in the current period. Therefore, unions re-
optimizing today take future developments into account. Consequently, future expected
developments will affect wages today more than under flexible wages. There are two types
of firms: intermediate goods producing firms and final goods producing firms (retailers).
Retailers have no market power and are price takers. However, intermediate goods producers
can set prices above marginal costs because retailers produce final goods from differentiated

9 Imposing homogenous behaviour on all agents is a further main critique against the standard model.
However, the discussion of heterogeneity in DSGE models is beyond the scope of this paper.
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products. Intermediate goods producers use labor and capital services from households to
produce intermediate goods. They first choose the amount of labor and capital services
as input according to their marginal products and costs. In a further step, they maximize
inter-temporal profits by setting prices given the retailer demand for their products. Only a
fraction of intermediate goods producers is able to set prices according to current marginal
costs and desired mark-ups, similar to unions. Price-setting behaviour is forward-looking
and future increases in marginal costs lead to higher inflation today than under flexible
prices. The central bank sets the short-term risk-free interest rate for securities. It follows
a monetary policy reaction function and varies the interest rate in response to deviations of
the inflation rate from target inflation and of the output from potential output. To complete
and solve the model it is necessary to specify how agents form expectations on consumption,
investment, labor, price of capital services, wages and inflation. In the Smets and Wouters
model it is assumed like in most other pre-crisis macroeconomic general equilibrium models
that expectations are rational and fully model consistent. Rational expectations require
that agents do not only know their own behavioural equations, but the complete structure
of the economy. In addition, agents use all information at a specific time point to form their
expectations. Systematic expectation errors are excluded.

2.3 Model Extensions

2.3.1 Financial frictions

The pre-crisis standard New-Keynesian model abstracts from financial markets and does not
consider financial frictions as a potential source of business cycle fluctuations. In recent years,
various extensions of the New-Keynesian standard model have been developed that include
financial frictions. Gertler & Kiyotaki (2010), for example, incorporate financial frictions
based on earlier work by Bernanke et al. (1999) as a propagation mechanism into the model
framework (financial accelerator). In this type of model, creditors must pay a risk-premium
in addition to the risk-free rate due to monitoring costs. Christiano et al. (2014) show that
financial frictions can account for a significant proportion of business cycle fluctuations in a
standard medium-scale DSGE model. Only the external finance premium enters the standard
Smets and Wouters model as additional observable variable. In our forecasting exercise, we
use a log-linearized version of the model of Merola (2015). Financial frictions are shocks to
the spread between the risk-free interest rate and the return to capital. These shocks trigger
a decrease in borrowing activities by firms and therefore reduce capital services. This in turn
has a negative effect on output and consumption. Since agents know the structure of the
economy (rational expectations), the amount of borrowing today is affected by expectations
about future developments.

2.3.2 Adaptive learning

Figure 2.1 indicates that even professional forecasters only slowly adapt to new information.
This poses serious doubts on the rational expectation hypothesis and models which rely
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on alternative expectation formation assumptions have evolved. In particular, models with
adaptive learning (AL) have been developed, for example Evans (2001), Bullard & Mitra
(2002), Evans & Honkapohja (2003, 2006), Carceles-Poveda & Giannitsarou (2007) and Slo-
bodyan & Wouters (2012). Adaptive learning assumes that agents use forecasting models
to form beliefs. They update the parameters of their forecasting model in real time. That
is, the most recent information is utilized to form beliefs, respectively. While the VAR law
of motion implied by rational expectation DSGE models (2.7) exhibits time-invariant coeffi-
cient matrices F' and GG, models with adaptive learning imply time-varying coefficients. The
source of the variation in the parameters originates from updating beliefs. In our forecasting
exercise, we use an adaptive learning model in which agents adjust their forecasting model
and update the coefficients of the model each period.! Over time, agents learn from their
expectation errors and adjust decision rules and beliefs. In contrast to rational expectation
models, this approach allows for systematic expectation errors by agents, but requires that
agents learn from their mistakes. In rational expectations models persistence is to a large ex-
tent captured by price and wage rigidities. Adaptive learning introduces an additional source
of persistence. Consequently, estimated parameters in wage and price setting equations, for
example, depend on the way in which expectation formation is specified. Milani (2007)
shows that a small-scale New-Keynesian DSGE model estimated with adaptive learning has
a better in-sample fit than the same model with rational expectations. Furthermore,Milani
& Rajbhandari (2012) find that adaptive learning models have a better in-sample fit than
models estimated with news shocks or nearly rational expectations. However, the in-sample
fit measures only the performance of the model evaluated with data used for estimation. This
measure alone is not appropriate to determine how useful models are as indicators for future
developments. Slobodyan & Wouters (2012) and Milani & Rajbhandari (2012) show that
adaptive learning performs better for short-run forecasts, but rational expectations are bet-
ter in producing long-run forecasts. In our forecasting exercise we will evaluate the relative
importance of various model features for the forecast performance.

2.4 Forecast Performance

2.4.1 Estimation and data

To investigate whether the extensions to the baseline model are useful for forecasting pur-
poses we estimate various models and compute pseudo-out-of-sample forecasts. We start
from the standard New-Keynesian model characterized in Section 2.2 but without price and
wage rigidities. We exclude price rigidities by allowing all firms to reset their prices and
unions to negotiate wages in each period. The special case without price and wage rigidities
collapses to a pure real business cycle model. The full set of models is: baseline model with-
out nominal rigidities (SW-NRI), without price rigidities (SW-NPR), without wage rigidities
(SW-NWR), baseline model with price and wage rigidities (SW-RI) and the baseline model
with financial accelerator (SW-FA). All models are estimated for rational expectations and

10 This is based on a Kalman filter approach Hamilton (1994).
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adaptive learning. We further estimate a vector autoregressive (VAR) model with and with-
out the external finance premium as endogenous variable model with lag order one as a
restriction-free naive benchmark model. The model is estimated for the United States of
America (US), the United Kingdom (UK) and the Euro area (EA). For the US, the full sam-
ple covers the period from 1954-Q3 to 2017-Q3 at a quarterly frequency. The samples for the
UK and the Euro area cover the period between 1999-Q1 and 2017-Q3. So far, most studies
estimating DSGE models with adaptive learning have only used US data. We use quarterly
seasonally adjusted national accounts data for gross domestic product (GDP), consumption,
investment, wages and salaries and total hours worked.!! Inflation is measured with the GDP
deflator and the short-term interest rate set by the central bank is the Federal Funds rate for
the US and the money market rate in the UK!? and Euro area. For the financial accelerator
version an additional variable to measure the external finance premium is necessary. For
the US, we use the spread between AAA and BAA rated corporate bonds yields. For the
Euro area and the UK , we use the spreads implied by the inverse price index of AAA and
BAA corporate bonds yields in the Euro area.'? Bayesian techniques are used to estimate
the structural parameters. The prior distribution or the starting distribution for all model
specifications for each parameter are the same. The prior distributions are also identical
across regions, except for trend parameters for inflation, output growth and interest rate.
For each region those parameters are set to the mean of the current sample. The models
are then estimated by drawing parameter values from the prior distribution and evaluating
the likelihood of the model given the vector of parameters. The posterior distribution of
the parameters is the update of the prior distribution given the observed data according to
the theorem of Bayes; the posterior distribution is used in the next step as prior to draw
parameters from. This procedure is repeated until the likelihood of the model does not im-
prove anymore or a predefined number of iterations is exceeded. A detailed description of
this method is provided by Schorfheide (2000). We estimate the model initially using data
up to 2006-Q3 and expand the estimation window by one year to re-estimate the model. We
use the same procedure for the VAR model. Forecast errors for horizons 1, 4 and 8 quarters
at the posterior mode of the estimated parameters are computed. In total we get 44 forecast
errors of horizon 1, 41 of horizon 4 and 37 of horizon 8. Based on these forecast errors root
mean squared percentage errors (RMSPE) are calculated.

2.4.2 Results

Figure 2.3 shows one-quarter ahead forecasts for the US from 2007-Q4 onwards together
with ex-post observed data. The model without nominal rigidities in most cases delivers
poor forecasts, independently from the expectation formation specification. However, the

1 For the US, the data is provided by the Federal Reserve Bank of St. Louis (https://fred.stlouisfed.
org). For the Euro area and the UK the data source is Eurostat (http://ec.europa.eu/eurostat/de/
data/database).

12 Unfortunately no comparable variables are available for the UK. Therefore, we follow the work by Hall
(2001) and use Euro area spreads.

13 Corporate bonds yields are published by IBOXX (https://ihsmarkit.com/products/iboxx.html).
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pre-crisis standard New-Keynesian model (SW-RI) with rational expectations seem to pro-
duce reasonable forecasts. Adding features like financial frictions (FA) or adaptive learning
seem not to lead to substantial improvements on average but during the year 2009 financial
frictions help to capture the deepness of the recession. This is compatible with the finding
by Del Negro et al. (2016) that the predictive power of DSGE models with financial frictions
for output growth and inflation is only better during periods of financial distress. For in-
flation the SW-RI model and the financial accelerator model produce very similar forecasts.
Under adaptive learning the forecast for output growth of the SW-RI model and the model
with financial accelerator do not track the downturn as well as under rational expectations.
Agents update their expectations given the current information not as quick as under ratio-
nal expectations. Figure 2.4 shows the same forecasts but estimated on a shorter sample to
make the results comparable to results for the UK and the Euro area which rely on shorter
samples due to data limitations.

The one-quarter ahead forecasts for the UK are depicted in Figure 2.5. Models with ra-
tional expectations predicted no downturn after 2007-Q4 for output growth. Under adaptive
learning only the financial accelerator model predicts a downturn, but only with a severe
lag. In contrast to the US the GDP deflator in the UK is more volatile in the respective
period. Therefore, all models have difficulties tracking this volatile behaviour. The financial
accelerator model under adaptive learning does the best job in tracing this behaviour.

Output growth in the Euro area during the crisis is also better predicted one-quarter
ahead under adaptive learning with financial accelerator (see Figure 2.6). The same is
true for the GDP deflator in the Euro area. All models can predict the downturn only
with a lag. In line with the literature, our estimation results regarding the in-sample fit
of models with adaptive learning compared to models with rational expectations show that
adaptive learning improves the likelihood of the SW-RI model. Table 2.1 reports the log-
likelihood for the US, the UK and the Euro area models, respectively. The SW-RI model
with adaptive learning has for all countries a larger likelihood than the SW-FA model with
financial accelerator. This is also true for rational expectations for the US and Euro area,
but not for the UK. In general, the inclusion of wage and price rigidities increase the log-
likelihood. It is not clear what nominal friction or model feature is in particular useful to
forecast inflation or output by looking at the log-likelihood. Table 2.2 to Table 2.5 report the
root mean squared percentage errors for the different regions. Root mean squared percentage
errors for all structural models and the VAR with external finance premium are reported
relative to the root mean squared percentage error of the VAR without external finance
premium for the respective region and horizon. Table 2.2 and Table 2.3 report the root
mean squared percentage errors for the full and short US sample, respectively. The RMSPE
for Output and the log-determinant is smaller using only more recent information to estimate
the VAR. Including the external finance premium into the VAR as endogenous variable will
not improve the forecasts for output, but for inflation. The SW-RI model and the SW-FA
model are the best models to make one-quarter ahead predictions according to the log-
determinant. They perform slightly better as the unrestricted VAR model. As expected,
the forecast accuracy decreases almost monotonically with the horizon. Compared to a VAR
with one lag the forecast performance of the structural models for output growth is pretty
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Table 2.1: Likelihoods

Model Adaptive Learning Rational Expectations
US (full sample)
SW-NRI -3449.74 -8411.14
SW-NWR -2201.14 -8215.23
SW-NPR -2588.75 -1844.63
SW-RI -1628.28 -1686.84
SW-FA -1736.63 -1369.70
UK
SW-NRI -793.89 -810.49
SW-NWR -807.49 -819.72
SW-NPR -783.48 -797.32
SW-RI -747.64 -788.56
SW-FA -982.40 -906.31
Furo area
SW-NRI -643.11 -659.35
SW-NWR -641.62 -664.30
SW-NPR -667.35 -647.83
SW-RI -575.83 -614.06
SW-FA -904.96 -762.56
US (short sample)
SW-NRI -450.81 -455.99
SW-NWR -451.60 -466.44
SW-NPR -374.68 -386.46
SW-RI -375.58 -393.38
SW-FA -822.81 -369.38
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Figure 2.3: One-quarter ahead forecast performance during the crisis US (full sample)
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Notes: The lines depict actual data (black) and forecasts: SW without nominal rigidities
(orange), SW without price rigidities (magenta), SW without wage rigidities (cyan), SW with
nominal rigidities (red), SW with financial accelerator (yellow) and VAR without external

finance premium (blue) and with external finance premium (grey).

close regardless of the underlying expectation formation process. The accuracy of inflation
forecasts can be improved substantially by using restricted models compared to unrestricted
models. Adaptive Learning improves the forecast accuracy for output and inflation in the
short sample but not in the full sample. The exclusion of nominal rigidities deteriorates the
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Figure 2.4: One-quarter ahead forecast performance during the crisis US short sample
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Notes: The lines depict actual data (black) and forecasts: SW without nominal rigidities
(orange), SW without price rigidities (magenta), SW without wage rigidities (cyan), SW with
nominal rigidities (red), SW with financial accelerator (yellow) and VAR without external
finance premium (blue) and with external finance premium (grey).

forecast accuracy for output growth and inflation. For increasing forecast horizons nominal
rigidities become less important. Rigid wages help to improve forecasts for output growth
and lead to worse forecasts for inflation. Rigid prices are helpful to forecast inflation but
not to forecast output growth. Including both rigidities leads to worse forecasts for inflation
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Figure 2.5: One-quarter ahead forecast performance during the crisis United Kingdom
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Notes: The lines depict actual data (black) and forecasts: SW without nominal rigidities (orange), SW
without price rigidities (magenta), SW without wage rigidities (cyan), SW with nominal rigidities (red),
SW with financial accelerator (yellow) and VAR without external finance premium (blue) and with external

finance premium (grey).

and output growth compared to the models with only one rigidity.

Table 2.4 reports the results for the United Kingdom. As for the US the inclusion of the
external finance premium into the VAR will not lead to better forecasts. Including financial
frictions into the structural model improves the forecasts up to one year for output growth
compared to a VAR without external finance premium and compared to the SW-RI model.

25



Expectation Formation, Financial Frictions and Forecasting Performance of Dynamic
Stochastic General Equilibrium Models

Figure 2.6: One-quarter ahead forecast performance during the crisis Euro area
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Notes: The lines depict actual data (black) and forecasts: SW without nominal rigidities (orange), SW
without price rigidities (magenta), SW without wage rigidities (cyan), SW with nominal rigidities (red),
SW with financial accelerator (yellow) and VAR without external finance premium (blue) and with external
finance premium (grey).

The root mean squared percentage errors do not improve contrary to the US by including
nominal rigidities. Adaptive learning improves one-quarter ahead output growth forecasts
for the SW-RI, SW-PR and SW-WR model compared to rational expectations. For one-year
ahead forecasts this statement remains valid and is also true for the SW-FA model. For two-
year ahead forecasts only the SW-WR produces better forecasts with rational expectations
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Table 2.2: Root mean squared percentage errors US (full sample)

Horizon Output Inflation Log Determinant Output Inflation Log Determinant

Adaptive Learning

Rational Expectations

Smets and Wouters without nominal rigidities

1 2.19 3.34 2.21 4.67 4.12 2.42

4 1.04 2.05 1.24 1.11 3.41 1.28

8 1.30 2.19 1.26 1.27 1.21 1.05
Smets and Wouters without price rigidities

1 0.66 4.21 1.06 0.65 4.14 1.07

4 0.20 2.19 0.91 0.14 2.17 0.83

8 0.10 1.92 0.76 0.14 1.88 0.89
Smets and Wouters without wage rigidities

1 0.79 1.47 1.49 8.06 1.09 2.34

4 0.88 4.86 1.34 1.59 1.57 1.22

8 2.51 2.10 1.41 1.81 1.56 1.19
Smets and Wouters with nominal rigidities

1 1.54 0.98 0.92 0.75 1.05 0.95

4 1.07 0.95 0.95 0.46 0.32 0.78

8 0.70 0.92 1.04 0.38 0.54 0.78

Smets and Woutres with financial accelerator

1 0.44 2.11 0.95 0.79 1.21 0.65

4 1.61 0.80 0.97 0.37 0.73 0.76

8 2.64 1.20 1.17 0.44 0.67 0.64

Vector autoregressive model
without external finance premium with external finance premium

1 10.82 2.44 15.25 1.07 1.23 0.85

4 14.87 4.83 22.72 1.07 0.90 0.86

8 15.60 5.94 25.64 1.00 1.00 0.84

Notes: For the VAR without external finance premium the root mean squared percentage
errors for the out-of-sample forecast errors for the respective horizons are reported. Root
mean squared percentage errors relative to the VAR model without external finance premium
are reported for the different models. Parameters are set to their posterior mode to compute

the forecast errors. Posterior distributions of the parameters are estimated every year.

compared to adaptive learning. The forecasts are not systematically better or worse than the
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Table 2.3: Root mean squared percentage errors US (short sample)

Horizon Output Inflation Log Determinant Output Inflation Log Determinant

Adaptive Learning

Rational Expectations

Smets and Wouters without nominal rigidities

1 1.86 1.03 1.23 1.85 1.03 1.23

4 2.42 1.02 1.23 2.24 1.03 1.15

8 3.60 0.98 1.46 4.17 0.98 1.44
Smets and Wouters without price rigidities

1 1.65 1.02 0.91 1.91 1.02 1.08

4 2.10 1.02 1.05 2.86 1.02 1.19

8 3.44 0.98 1.35 4.51 0.98 1.48
Smets and Wouters without wage rigidities

1 1.90 0.53 1.13 2.17 0.51 1.25

4 2.69 0.96 1.22 3.19 0.84 1.24

8 4.15 0.95 1.49 4.82 0.88 1.51
Smets and Wouters with nominal rigidities

1 1.65 0.50 0.78 2.02 0.50 1.02

4 1.89 0.82 1.02 3.28 0.83 1.22

8 3.65 0.80 1.33 4.78 0.85 1.51

Smets and Woutres with financial accelerator

1 0.64 0.33 0.55 0.93 0.60 0.69

4 0.88 0.43 0.77 0.99 0.88 0.85

8 1.72 1.44 1.17 3.09 0.77 1.16

Vector autoregressive model
without external finance premium with external finance premium

1 8.53 6.35 13.53 0.99 0.91 0.71

4 7.29 6.62 19.00 1.09 0.93 0.92

8 4.59 7.37 16.77 1.19 0.98 0.83

Notes: For the VAR without external finance premium the root mean squared percentage
errors for the out-of-sample forecast errors for the respective horizons are reported. Root
mean squared percentage errors relative to the VAR model without external finance premium
are reported for the different models. Parameters are set to their posterior mode to compute

the forecast errors. Posterior distributions of the parameters are estimated every year.

VAR forecasts. The log-determinant for the SW-RI model is smaller than the unrestricted
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VAR model at all horizons. The results for the Euro area are shown in Table 2.5. Wage

Table 2.4: Root mean squared percentage errors UK

Horizon Output Inflation Log Determinant Output Inflation Log Determinant
Adaptive Learning Rational Expectations

Smets and Wouters without nominal rigidities

1 1.10 0.33 1.06 2.72 0.33 1.12

4 0.77 0.45 0.88 1.10 0.43 0.92

8 1.29 0.31 0.91 1.29 0.30 1.02
Smets and Wouters without price rigidities

1 1.20 0.34 0.90 3.24 0.32 1.09

4 0.53 0.45 0.78 1.14 0.44 1.09

8 1.10 0.32 0.78 1.40 0.30 1.09
Smets and Wouters without wage rigidities

1 1.86 0.62 1.09 2.60 1.55 1.27

4 0.94 0.34 0.73 1.42 0.96 0.82

8 1.58 0.30 0.82 1.12 0.72 0.79
Smets and Wouters with nominal rigidities

1 1.47 1.04 0.96 3.19 0.71 1.28

4 0.70 0.91 0.86 1.37 2.91 1.02

8 1.09 0.43 0.92 1.11 1.01 0.98

Smets and Woutres with financial accelerator

1 2.00 0.72 1.07 1.36 1.16 1.30

4 0.72 1.20 0.94 1.50 0.84 1.12

8 0.90 0.92 1.14 0.97 0.30 1.06

Vector autoregressive model
without external finance premium with external finance premium

1 3.26 6.66 25.57 1.20 0.93 1.02

4 6.36 5.06 30.22 1.61 1.21 1.13

8 3.88 7.64 30.45 0.74 1.00 1.09

Notes: For the VAR without external finance premium the root mean squared percentage
errors for the out-of-sample forecast errors for the respective horizons are reported. Root
mean squared percentage errors relative to the VAR model without external finance premium
are reported for the different models. Parameters are set to their posterior mode to compute
the forecast errors. Posterior distributions of the parameters are estimated every year.

rigidities improve the forecasts for output growth and price rigidities are not helpful to
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forecast inflation. Therefore it is important to account for rigid wages in the Euro area
and not for rigid prices. Adaptive learning does not crucially improve the forecast accuracy
of the models in the Euro area. Structural models forecast output growth and inflation
better than unrestricted VAR models. It seems that the imposed structure on the implicit
reduced form VAR is helpful to improve inflation and output growth forecasts. To compare
the performance between adaptive learning and rational expectations more rigorously we
report the mean differentials between absolute forecast errors of models with AL and RE.
We further test whether the mean is significantly different from zero with the help of a two
samples t-test (Hardle et al. 2017, p. 160). The mean deviation in absolute forecast errors is
used under the assumption that forecasters are in general only interested how far away they
are from the actual value. The implicit assumption here is that over and under prediction
result in the same costs to the forecaster. For the US the results are tabulated in Table
2.6. Output growth is better predicted one-quarter ahead by adaptive learning than rational
expectations for the model without wage rigidities using the full sample. The SW-WI with
rational expectations predicts an initial increase in output growth after 2007-Q4 and under
adaptive learning tracks the actual behaviour very well. Otherwise the mean differential of
absolute forecast errors is not significantly different from zero at the five percent level. For
the baseline SW-RI model and the extension with financial frictions it does not matter to use
AL or RE. Inflation is not better predicted under RE or AL for models excluding nominal
rigidities. The two-year ahead forecast by the baseline model with financial accelerator for
inflation is significantly better under rational expectations than under adaptive learning. If
we consider all variables an RBC model performs better under adaptive learning for one-
quarter ahead forecasts. The baseline model and the extension with financial accelerator
perform better under rational expectations for one-year and two-year ahead forecasts. The
results for the short sample reveal that neither adaptive learning nor rational expectations
are significantly better for any horizon or variable. The results for the UK and the Euro area
are tabulated in Table 2.7. The mean absolute differentials for the UK and the Euro area
are negative for the baseline model. This implies that absolute percentage errors have been
lower using adaptive learning. Nevertheless, the difference between adaptive learning and
rational expectations is not statistically significant. Neither adaptive learning nor rational
expectations are preferable in all models to improve forecasts for all variables in the UK and
the Euro area. The one-quarter ahead forecasts by the financial accelerator model as depicted
in Figures 5 and 6 with adaptive learning and rational expectations always follows the actual
development of output growth in the UK and the FEuro area with a lag.. Therefore it is not
possible to reduce the bias significantly by using adaptive learning rather than rational
expectations.

2.5 Conclusion
Standard macroeconomic models have been heavily criticized after the financial crisis be-

cause they have not well predicted the great recession 2009. Main points of critique have
been the rational expectation hypothesis and the absence of financial variables. In recent
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years, model alternatives which include financial variables, and which employ other expec-
tation formation specifications than rational expectations have been developed. Empirical
research has shown that these extensions can improve the in-sample fit of macroeconomic
models. However, in general they do not substantially improve forecasting performance. The
critique that standard macroeconomic models neglect the role of financial variables seems
a plausible explanation for the poor performance during the last financial crisis. Including
the financial accelerator to the Smets and Wouters model improve forecasts after the crisis
for output growth. This improvement can not be explained by the inclusion of the external
finance premium itself. The inclusion into an unrestricted vector autoregressive model does
not improve the forecast performance of the model. But the inclusion of the variable with
the restrictions on the coefficients improves the forecasting performance. Therefore, macroe-
conomists did not neglect an important variable but rather the role of financial markets for
the real economy. This paper only considers the external finance premium as additional
variable as in Merola (2015). Other papers like Christiano et al. (2014) use also stock re-
turns as measure for net worth to estimate the Smets and Wouters model with financial
frictions. Nevertheless, as stated by Del Negro et al. (2016) financial frictions are very help-
ful to predict the output contraction after the financial crisis but in normal times are not
as important. The inclusion of the financial market is important, if we want to investigate
potential spill overs to the real economy. A special limitation of micro founded models is the
theory based selection of variables to estimate the model. To include additional variables
to the model requires a theoretical foundation. This restriction is a drawback compared to
models solely driven by data mining procedures. But this limitation allows to have specific
explanations for the observed reactions. The use of rational expectations in DSGE models
has been heavily criticized. An alternative are expectations formed by adaptive learning like
in Slobodyan & Wouters (2012). This alternative framework does perform slightly better,
but is not able to statistical significantly beat rational expectations with regard to forecast-
ing output and inflation. Adaptive Learning implies time varying coefficients of the reduced
form VAR. The forecasting performance of all models using the short sample have been
better than using the full sample for the US. This implies that more distant data might be
less informative to predict the present. A usual way to account for less informative data
is using moving windows to estimate models or to assign data points further in the past
a lower weight. Time varying reduced form parameters per se as introduced by adaptive
learning in the full sample for the US do not necessarily improve the forecasting behaviour.
The fundamental reason for the change in parameters is probably not alternating forecast
models of economic agents. Macroeconomists should spend more attention on how to select
appropriate estimation windows for their models. A major source of economic fluctuations
are unpredictable structural shocks. These can be understood with the benefit of hindsight
within macroeconomic models, and applied macroeconomic analysis should take the model
extensions seriously. However, there is not a best unique model to predict the future. Per-
haps the most important lesson is that applied macroeconomists should not rely on one single
model but have several models in their toolkits. Macroeconometric models are summaries of
the empirical behaviour of important macroeconomic time series. What should be included
in the summary depends on the question at hand (including the forecasting horizon) and
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the specific economic conditions in the period and region under investigation. The pre-crisis
standard New-Keynesian DSGE model still is an important tool in the toolkit and is still a
good starting point for forecasts during normal times.
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Table 2.5: Root mean squared percentage errors Euro area

Horizon Output Inflation Log Determinant Output Inflation Log Determinant

Adaptive Learning

Rational Expectations

Smets and Wouters without nominal rigidities

1 0.92 0.24 0.72 0.89 0.22 0.72

4 0.49 0.42 0.62 0.80 0.40 0.89

8 1.27 0.49 0.76 2.73 0.46 1.09
Smets and Wouters without price rigidities

1 0.58 0.24 0.51 0.64 0.22 0.54

4 0.44 0.43 0.63 0.77 0.39 0.87

8 1.17 0.48 0.78 2.89 0.45 1.09
Smets and Wouters without wage rigidities

1 0.84 0.37 0.81 0.51 0.52 1.00

4 0.47 0.26 0.64 0.33 0.73 0.70

8 1.47 0.42 0.87 1.65 0.75 0.77
Smets and Wouters with nominal rigidities

1 0.42 0.50 0.46 0.73 0.75 0.91

4 0.34 0.19 0.47 0.47 0.75 0.80

8 1.56 0.21 0.60 1.43 1.13 0.89

Smets and Woutres with financial accelerator

1 0.50 0.57 0.81 0.48 0.76 0.71

4 0.68 0.53 0.86 0.34 0.54 0.86

8 1.55 0.79 1.16 1.17 1.16 1.36

Vector autoregressive model
without external finance premium with external finance premium

1 4.46 9.73 13.33 1.71 0.82 1.17

4 6.73 5.52 17.77 1.13 0.96 1.21

8 1.90 5.10 15.69 2.52 0.96 1.30

Notes: For the VAR without external finance premium the root mean squared percentage
errors for the out-of-sample forecast errors for the respective horizons are reported. Root
mean squared percentage errors relative to the VAR model without external finance premium
are reported for the different models. Parameters are set to their posterior mode to compute
the forecast errors. Posterior distributions of the parameters are estimated every year.
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Table 2.6: Mean deviations between AL and RE absolute forecast percentage errors for the
UsS

Horizon US (full sample) US (short sample)
Output Inflation All Output Inflation All

Smets and Wouters without nominal rigidities

1 -13.99 (0.07) -0.52 (0.77) -12.07 (0.01) 0.14 (0.97) -0.01 (1.00) 0.06 (0.93)

4 -0.98 (0.76) -1.20 (0.67)  -1.40 (0.34) 0.49 (0.89) -0.01 (1.00) 0.43 (0.52)

8 0.32 (0.94)  1.52 (0.50) 0.17 (0.94) -0.54 (0.89) -0.01 (1.00) 0.59 (0.48)
Smets and Wouters without price rigidities

1 0.48 (0.73)  0.05 (0.98)  -0.06 (0.88) -0.50 (0.87) -0.00 (1.00) -0.29 (0.57)

0.42 (0.34)  0.04 (0.99) 0.21 (0.76) -1.60 (0.67) -0.00 (1.00) -0.65 (0.32)

8 -0.41 (0.17)  0.08 (0.97) 0.57 (0.62) -1.67 (0.68) -0.00 (1.00) -0.87 (0.29)
Smets and Wouters without wage rigidities

1 -27.53 (0.03)  0.41 (0.50) -17.31 (0.00) -0.38 (0.91) 0.17 (0.79) -0.12 (0.88)

4 -1.01 (0.80)  3.61 (0.33) 0.71 (0.52) -1.11 (0.80) 0.23 (0.85) -0.19 (0.82)

8 1.80 (0.81) 1.83 (0.44) 3.21 (0.13) -1.12 (0.80) 0.25 (0.87) -0.03 (0.97)
Smets and Wouters with nominal rigidities

1 1.89 (0.48) -0.08 (0.86) 0.15 (0.75) -0.71 (0.82)  0.11 (0.87) -0.35 (0.48)

4 1.16 (0.65) 0.61 (0.36) 1.32 (0.04) -2.91 (0.47) -0.04 (0.98) -1.02 (0.13)

8 1.67 (0.37)  0.25 (0.79) 3.13 (0.00) -2.08 (0.63) -0.08 (0.95) -1.23 (0.13)

Smets and Woutres with financial accelerator

1 -0.47 (0.72)  1.39 (0.09) 0.51 (0.12) -0.49 (0.71) -0.21 (0.72) 0.01 (0.96)

4 4.90 (0.18)  0.51 (0.44) 1.45 (0.02) 0.03 (0.98) -0.57 (0.53) -0.07 (0.86)

8 6.15 (0.36)  2.21 (0.04) 3.67 (0.00) -1.57 (0.54) 1.68 (0.36) -0.35 (0.60)

Note: Values in parentheses denote p-values of two samples t-tests for zero mean of absolute
forecast differentials. Notes: Values in parentheses denote p-values of two samples t-tests
for zero mean of absolute forecast differentials.
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Table 2.7: Mean deviations between AL and RE absolute forecast percentage errors for the
UK and the Euro area

Horizon UK Euro area
Output Inflation All Output Inflation All

Smets and Wouters without nominal rigidities

-1.30 (0.32)  0.02 (0.97) 26.85 (0.86) -0.38 (0.63) 0.05 (0.90) -0.05 (0.86)
-0.90 (0.45) 0.02 (0.97)  2.67 (0.90) -0.91 (0.30) 0.05 (0.91) -0.69 (0.12)
-0.34 (0.74)  0.01 (0.98) -16.54 (0.65) -1.09 (0.19) 0.05 (0.92) -0.87 (0.06)

Smets and Wouters without price rigidities

1 -1.87 (0.24)  0.04 (0.93) -32.40 (0.67) -0.28 (0.57) 0.05 (0.89) -0.04 (0.88)

O =~ =

4 -1.82 (0.10)  0.03 (0.94) -28.06 (0.57) -0.93 (0.27) 0.05 (0.89) -0.63 (0.14)

8 -1.07 (0.28)  0.03 (0.95) -50.76 (0.39) -1.26 (0.14) 0.06 (0.90) -0.86 (0.07)
Smets and Wouters without wage rigidities

1 -1.25 (0.37) -1.55 (0.33) 37.18 (0.80) 0.52 (0.37) -0.61 (0.47) -0.28 (0.49)

4 -1.07 (0.48) -1.01 (0.15) 6.87 (0.63) 0.47 (0.36) -0.76 (0.18) 0.13 (0.79)

8 0.41 (0.71) -0.97 (0.27) 0.79 (0.97)  0.05 (0.93) -0.54 (0.38) 0.09 (0.79)
Smets and Wouters with nominal rigidities

1 -1.95 (0.22)  0.28 (0.81) -37.21 (0.56) -0.21 (0.68) -0.59 (0.63) -0.42 (0.20)

4 -2.01 (0.14) -1.65 (0.48) 5.73 (0.86) -0.28 (0.59) -0.83 (0.15) -0.50 (0.15)

8 -0.22 (0.80) -1.18 (0.35) 9.87 (0.56)  0.13 (0.82) -1.20 (0.17) -0.40 (0.21)

Smets and Woutres with financial accelerator

1 0.50 (0.64) -0.67 (0.59) -35.55 (0.39) -0.07 (0.85) -0.12 (0.93) -0.02 (0.95)

4 -2.17 (0.14)  0.40 (0.70)  -4.68 (0.74)  0.60 (0.39) 0.29 (0.59) 0.08 (0.78)

8 0.17 (0.81) 1.80 (0.10)  -0.45 (0.97) 0.33 (0.51) 0.09 (0.93) -0.21 (0.61)

Notes: Values in parentheses denote p-values of two samples t-tests for zero mean of absolute
forecast differentials.
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2.6 Appendix

2.6.1 Tables
Table 2.8: Prior distributions
Prior distribution Prior mean  Prior s.d.
Pt Beta Distribution 0.500 0.2000
o Beta Distribution 0.500 0.2000
ol Beta Distribution 0.500 0.2000
i Beta Distribution 0.500 0.2000
o Beta Distribution 0.500 0.2000
p Normal Distribution 4.000 1.5000
o Normal Distribution 1.500 0.3750
n Beta Distribution 0.700 0.1000
v Beta Distribution 0.500 0.1000
&p Beta Distribution 0.500 0.1000
T Beta Distribution 0.500 0.1500
P Beta Distribution 0.500 0.1500
P Beta Distribution 0.500 0.1500
CL Normal Distribution 1.250 0.1250
K™ Normal Distribution 1.500 0.2500
K" Beta Distribution 0.750 0.1000
cry Normal Distribution 0.125 0.0500
KAY Normal Distribution 0.125 0.0500
7100 Gamma Distribution 1>, diP, 0.1000
100(4 — 1) | Gamma Distribution 0.250 0.1000
[ Normal Distribution 0.000 2.0000
¥ Normal Distribution % > dIGDP, 0.1000
K Normal Distribution 0.500 0.2500
« Normal Distribution 0.300 0.0500
o Normal Distribution 2.000 0.5000
P Beta Distribution 0.500 0.2000
pv Beta Distribution 0.500 0.2000
e Beta Distribution 0.500 0.2000
< Beta Distribution 0.500 0.2000
p Beta Distribution 0.500 0.289
Standard Errors of Shocks
€t ‘ Inverse Gamma Distribution 0.100 2.0000

(Continued on next page)
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(continued)
Prior distribution Prior mean  Prior s.d.
e’ Inverse Gamma Distribution 0.100 2.0000
€9 Inverse Gamma Distribution 0.100 2.0000
€l Inverse Gamma Distribution 0.100 2.0000
em Inverse Gamma Distribution 0.100 2.0000
€" Inverse Gamma Distribution 0.100 2.0000
ev Inverse Gamma Distribution 0.100 2.0000
Financial Accelerator
lev Normal Distribution 1.7000, 0.2000
w Normal Distribution 0.0100 0.5000
Adaptive Learning
P ‘ Beta Distribution 0.500 0.2887
Table 2.9: Symbols and notation for the model
Variable Description
Endogenous

Lobs hours worked observational variable

robs policy rate observational variable

obs inflation observational variable

Ay output growth observational variable

Ac consumption growth observational variable

Ai investment growth observational variable

wage growth observational variable
residual for wage equation
residual for inflation equation
marginal cost

capital utilization rate

rental rate on capital services
capital

price of capital

consumption

investment

output

hours worked

inflation

wages

<5 §_> ~ S =0 O Q> o \%, <33 §> m:‘ ﬂ'\g g
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Symbol Description

7 risk free interest rate

f external finance cost

n net worth

prem external finance premium

a shock on productivity

b shock on demand

g shock in government expenditure

q° shock to capital productivity

m® monetary policy shock

el cost price push shock

ev cost wage push shock

kP capital services

lev leverage ratio
Parameters

w elasticity of external risk premium

v Kimball parameter in final goods aggregation function

(P Kimball parameter in labour market aggregation function

Q@ capital intensity in production function
Y reaction of capital utilization rate to rental rate "
g discount parameter

P adjustment cost parameter

) depreciation rate

o inverse elasticity of intertemporal substitution

h habit parameter

er fixed costs parameter

A wage indexation

v Calvo parameter for wages

P price indexation

&P Calvo parameter prices

0! elasticity of labor supply to real wage
AY wage mark up

KT monetary policy parameter for inflation

KAV monetary policy parameter for output growth

K" persistency in policy rate

p° AR 1 coefficient for technology shock

o’ AR 1 coefficient for demand shock

o AR 1 coefficient for government expenditure

i AR 1 coefficient for investment shocks

o AR 1 coefficient for money suplply

vy trend in the economy

AP Kimball parameter in final goods aggregation function
s

steady state share spend for capital services to output

41



Expectation Formation, Financial Frictions and Forecasting Performance of Dynamic
Stochastic General Equilibrium Models

Symbol Description
Aiw;;—k‘z Kimball parameter in final goods aggregation function
% ’ steady state share of wage bill to output
p gain parameter for adaptive learning
P AR 1 for inflation
pv AR 1for wages
o< MA 1 term for price shock

< MA 1 for wage shock

2.6.2 Baseline model

The model includes 14 endogenous variables. As can be seen in equations (2.18), (2.12),
(2.15), (2.24) and (2.27), expectations with respect to future realisations of variables have
to be formed. For example, the consumption Euler equation (2.18) requires agents to form
expectations about future price levels ;4. All in all, the setup requires agents to form
beliefs about seven forward-looking variables y{ . The standard approach is to assume RE.

In the following the log-linearized model equations are presented as stated in Slobodyan
& Wouters (2012). A complete list of symbols is reported in Table 2.9.

Optimal marginal cost:

me, = aif + (1 — ) 0 — ay. (2.8)

Optimal capital utilization rate:

iy = 7f — (2.9)
1=

Return on capital:
=+ 1 — . (2.10)

Capital utilization:
ke =Gy + k. (2.11)

Investment Euler equation:

i =i+ (1 —i1) @5 +iapf + g, (2.12)
i = %, (2.13)
= 2L (2.14)

v2p
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Optimal price of capital:
~ ~ ~e ~ ~k,e
pf = (=7Ft) + i + b1 + g2 Terl + (1 —q2) i1,

n
o (1 + v)
q1 = 1_12 )
¥
2= ™+ (1-90)
Consumption Euler equation:
&= b+ (1= 1) Gt + 1 &,y + 03 (l} . Z;’H) ey (i —72)
1
C]. - ﬂ?
1+ ! ]
(o1 2k
Co = C1,
o
C1 (1 — ﬂ)
C3 — 7
o
Resource constraint:
R . C ~ % . Tkk‘
Yy=CG—+u—-—+g+u —.
Yy Yy Yy
Production function:
§o=0" (a+ak+(1-a)l).

New Keynesian Phillips curve for prices:
A ~e . A1 | p
Ty — P = mi(fp, — PT) — momic; + €,

™ = B’Yl_afya
_—gma-g)
e (er-1))¢
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New Keynesian Phillips curve for wages:

= = m( Ry — ) = e e (2.27)
(1—¢&"m)(1—-¢")
Ty = , (2.28
T I+ 6" - D)C )
[P = by — wy ¢+ (1 —wy)é_y — o' Ly, (2.29)
1
W=y (2.30)

Monetary policy rule:

fr=m k" (1= K"+ (1= K") &Y (9 — a, OF) + 525 (Af — O Aay) + K" i1 +ms5.

(2.31)
Law of motion for capital:
K= kP 4+ (1= k)i + ko (2.32)
?
ky = 1T— T (2.33)
ky = %72 (1+ 8777 7). (2.34)
2.6.2.1 Shocks
All shocks are assumed to follow an AR(1) process.
Temporary technology shock:
a; = a;_1 p* + €. (2.35)
Risk premium shock:
by = pP by + €. (2.36)
Government expenditure shock:
G =P gi1 + €l + et K (2.37)
Capital utilization shock:
g =" g;_ +el. (2.38)
Monetary policy shock:
mi = p™ mi_| + e (2.39)
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2.6.3 Model without nominal rigidities

The exclusion of nominal rigidities will alternate the og-linearized version of the model. The
exclusion of price rigidities leads to a Calvo parameter for prices &P to zero. In the log-
linearized version this would lead to indeterminacy of the steady-state because eq. (2.24) is
not defined. The nonlinear version of the model shows that prices are set with a markup
over marginal costs. We replace (2.24) by

A= e (2.40)

This illustrates that a model without price stickiness is not informative about deviations
from trend inflation.

The exclusion of wage rigidities leads to a Calvo parameter for wages £ equal to zero.
In the log-linearized version this would lead to indeterminacy of the steady-state because eq.
(2.27) is not defined. The nonlinear version of the model shows that wages are set with a
markup over the marginal rate of substitution. We replace (2.27) by

UA}t = W1 ét + (1 — wl)ét_l — Ulj;t + 6;”, (241)

(2.42)
Here the shock €’ captures movements in the markup of wages.

2.6.4 Model with financial accelerator

Here only the equations which are modified by inclusion of the financial accelerator or added
are reported. The notation and equations follows the work by Merola (2015).

Resource constraint:

C ~ 1 rkk k r 1 A
)y = Cp— + 1y — iy —— + —f(1—=)(1 —-— 4 k). 2.43
Yt Ctg+ltg+gt+ut ” +yf( f)( lev)(ft—irpt’l—i_ t) (2.43)
Optimal price of capital:
k
~k r r ke 1-— 5 ~k.e
= — b ) e A —— 2.44
pt (ft + t + Tk + (1 . 6)Tt+1 + /r,k _|_ (1 . 5)pt+1 ( )
External finance costs:
ff+1 =T — T tw (ﬁf—&-l + ko1 — ﬁt) (2.45)
External finance premium:
prem, = J?te+1 — P = fg =W (ﬁf+1 + ]%t+1 — ﬁt) (2.46)
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Law of motion for net worth:

1 . _ R _
ﬁﬁt =levf;, —w (lev — 1) <ﬁf,1 + kt> — (le’u — 1) (F4—1 — ) + [w(lev — 1) + 1] 7y
(2.47)
Leverage ratio:
lévt = ﬁf + l;‘t - ’th_l (248)

2.6.5 Adaptive learning

Slobodyan & Wouters (2012) assume that agents forming beliefs about future outcomes by
applying forecasting models, relying on autoregressive models of order two. They refer to
this approach by adaptive learning. The forecasting model is expressed by

yit X1 0 e 0 Bt Uy
0 Xosq -~ O 3 u
oo T TR S (2.49)
yf;t 0 0 e Xm,t—l Bmt Umit
—— ~ A A N
y{ Xi-1 Bt ut

In the notation of state-space models, equation (2.49) is the space equation. The coefficient
vector of the forecasting model ( is described by a VAR process. It constitutes the state
equation. To estimate the forecasting parameters in 3, agents rely on the Kalman filter. The
coefficient vector 3 is updated at each point in time. Thus, agents do not use a static setup
to form beliefs, but follow a flexible forecasting approach that adapts to the most recent
data available. This is also the main difference between adaptive learning and rational
expectations. Like this, Slobodyan & Wouters (2012) consider agents that apply Bayesian
learning, i.e. AL when forming beliefs about relevant variables, rather than assuming rational
expectations. The idea of AL seems to be intuitively more convincing, as less knowledge is
demanded by agents. Specifically, agents are not required to rely on or even know the model
structure when forming expectations.

In total, the Kalman filter is used by Slobodyan & Wouters (2012) at two points. First,
it is used on the level of agents for learning (inner state-space system, as described above).
Second, it is also applied for the estimation of the model (outer state-space system) using
real data and a maximum likelihood approach. The state equation of the outer system is
the perceived law of motion and the space is represented by the observation equation that
will later be introduced in equation (2.55).

For the understanding of this approach, this distinction is of crucial importance. The
parameter vector [ is not estimated via maximum likelihood at any stage — neither within
the inner system, nor within the outer system. It is determined by state estimation —
which is the original purpose of the Kalman filter framework — within the inner state-space
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system. Increasing the number of lags that are represented in the state equation of the state
estimation of the inner system must therefore not be confused with an increase of the lags
of the equation which is the basis for the likelihood evaluation.

2.6.5.1 Inner state-space model

For the inner state space system the beliefs 3; are the state and evolve as follows'*:

Byt =Buye + Pep—1 X1 [X + XtT_lPt\Hthl]_l(yf - X, Brit—1), (2.50)

5t+1\t - ﬂ_ :F(ﬁt\t - 5): (2-51)
Py =Pyp1 + Py Xy [E + X;r_1Pt|t71Xt—1]_1 X;F_1Pt|t71> ( )
P =F PtltFT +V, ( )

where V is the covariance matrix of the shocks v;, 3 the covariance matrix of prediction
errors and Py;_; is the mean square prediction error. Note that the speed of learning is
determined by the diagonal matrix F' with main diagonal element p. This approach is the
baseline scenario in Slobodyan & Wouters (2012) and is the inner Kalman filter for the
forecast model. The beliefs ; are updated according to (2.50). We just replace x by 53, z by
y/, Hby X, R by ¥ and use that the Kalman-gain is K; = Py, 1 X1 [Z+X, Py Xq] 7

2.6.5.2 Estimation

Under AL the state-space representation of the model is slightly different as under RE. Our
outer state-space system used to estimate the structural parameters of the model takes the
form

&= e + T + Ry (2.54)
dIGDP, v dyy
diCons; v dcy
dIINV, v diy

diWag, | =1~y |+ |dw| . (2.55)
1HOURS, L Ly
diP, T Tty
RMM R 7y

The state vector & contains all endogenous variables as well as lagged exogenous shocks
and exogenous variables. In contrast to RE, not only elements of p; associated with obser-
vational equations are possibly nonzero but also all other endogenous variables might have
nonzero coefficients. Furthermore, the transition matrix T; is now time varying, because
it is a nonlinear function of the time varying state of the inner state space system for the

14 Different from the previous section, time and iteration step are both indexed by ¢.
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believes ;. In the literature, equation (2.54) is also called the actual law of motion derived
from the perceived law of motion and the model equations.

We estimate the model for the United States of America, the Euro area and the United
Kingdom . The same priors for the structural parameters of the model (see Table 2.8) are
applied as in Slobodyan & Wouters (2012), except for the trend parameters v and 7 denoting
the constants in the observational equations (2.55) which are sample specific. The estimation
approach for the deep parameters of the model follows the work by Chang et al. (2002).

Therefore, for each country the prior mean for the trend coefficients is the estimated
sample average. Other parameters remain unchanged and are identical to Slobodyan &
Wouters (2012).

To run the estimation in Dynare, we use the code provided by Slobodyan & Wouters
(2012) in Dynare 3.6.5. For By;—1, Py—1, X and V we use RE equilibrium consistent believes.
Those are derived by using the implied theoretical moments of the explanatory variables
used to predict the forward-looking variables. One can simply compute the initial believes
as follows:

Bip = E{(X'X)"} T E(X"Y), (2.56)

XY= E(y{ - Xlﬁuo)(y{ - Xl151|0)T; (2.57)
Py = 0p(X'EX) 7, (2.58)

V =0,(XgX) ™, (2.59)
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Chapter 3

Power Generation and Structural
Change: Quantifying Economic Effects
of the Coal Phase-Out in Germany™ |

Abstract

In the fight against global warming, the reduction of greenhouse gas emissions is a major ob-
jective. In particular, a decrease in electricity generation by coal could contribute to reducing
COs4 emissions. We study potential economic consequences of a coal phase-out in Germany;,
using a multi-region dynamic general equilibrium model. Four regional phase-out scenarios
before the end of 2040 are simulated. We find that the worst case phase-out scenario would
lead to an increase in the aggregate unemployment rate by about 0.13 [0.09 minimum; 0.18
maximum| percentage points from 2020 to 2040. The effect on regional unemployment rates
varies between 0.18 [0.13; 0.22] and 1.07 [1.00; 1.13] percentage points in the lignite regions.
A faster coal phase-out can lead to a faster recovery. The coal phase-out leads to migration
from German lignite regions to German non-lignite regions and reduces the labour force in
the lignite regions by 10,100 [6,300; 12,300] people by 2040. A coal phase-out until 2035 is
not worse in terms of welfare, consumption and employment compared to a coal-exit until
2040.

Keywords: Dynamic General Equilibrium Model, Labour Market Friction, Energy, Struc-
tural Change

JEL: E17, O11, 021, 044, Q28
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3.1 Introduction

Economic growth and development are accompanied by structural change. Technological
progress, international competition and shifting preferences, for example, affect the indus-
try structure and the regional distribution of economic activities. An important source of
structural change is the decarbonization of the economy that many countries are trying to
achieve. According to the Paris Agreement 2015, greenhouse gas emissions, which are a
major driver of global warming, need to be reduced strongly in order to prevent the global
average temperature to increase further. Germany aims to reduce its greenhouse gas emis-
sions by 40% by 2020 and by 55% by 2030 compared to 1990 (Figure 3.5 in the Appendix).
A possible way to achieve these targets is to stop producing electricity from lignite. Among
the electricity-producing technologies, burning lignite is the one that generates the most CO4
emissions per unit of electricity. In 2014, the lignite industry accounted for 25% of the total
electricity generation but for 50% of CO, emissions in the electricity sector in Germany (Icha
2013) and employed about 21,000 persons (0.05% of all employees).

The German government plans to shut down lignite coal power plants by 2038. The coal
phase-out will trigger two types of structural change: First, other energy sources will replace
lignite to produce electricity. New technologies and industries will develop while the lignite
coal power plants will disappear. Second, since lignite coal industries are regionally concen-
trated, regional effects of the coal phase-out vary across the country. In the lignite regions,
employment may decline, unemployment may be elevated during the process of structural
change and average labour income may decrease because salaries in the lignite industry are
above average. Other regions will be affected through production linkages as well as income
and price effects. Overall, the lignite coal phase-out will trigger or amplify structural change
in terms of both sectoral composition and regional distribution. In order to achieve a broad
consensus about the coal-phase out throughout Germany, the federal government inaugu-
rated a commission on growth, structural change and employment to develop a plan for the
stepwise reduction of electricity generation by lignite.! The political decision process needs
to be informed about the sectoral and regional consequences of various phase-out pathways.
Existing studies investigating the potential economic consequences of a coal phase-out in
Germany have assessed the current economic situation of the lignite regions using descrip-
tive statistics (e.g. Markwardt & Zundel 2017). Others have focused on the consequences
for energy markets (see, e.g. Heinrichs & Markewitz 2015). Studies quantifying the potential
employment effects have used static input-output models (see Frondel et al. 2018). Welsch
(1998) investigates the potential economic effects of a hard-coal and nuclear phase-out for
Germany on the national level with a dynamic general equilibrium model. However, many
important aspects as labour market frictions, migration and regional distribution have been
neglected in these studies. We contribute to the literature by incorporating these aspects
into a dynamic general equilibrium model with multiple sectors and multiple regions. Im-

1 See Federal Ministry for Economic Affairs and Energy:

https://www.bmwi.de/Redaktion/DE/Downloads/E/einsetzung-der-kommission-wachstum-
strukturwandel-beschaeftigung.pdf?__blob=publicationFile
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portant features of the model are an imperfect labour market (hiring costs like in Blanchard
& Gali (2010)), market power, trade and migration between lignite and non-lignite regions
and fiscal transfers among regions. We use the model to assess the economic effects of vari-
ous coal phase-out pathways that differ with respect to regional timing and speed of power
plant shutdowns. First, we specify a Null-Scenario in which the share of lignite in elec-
tricity production is constant but the population is decreasing due to demographic change.
Second, we define a baseline scenario, in which the political measures implemented before
2015 reduce the share of lignite in electricity production to about 48%. This already con-
tributes to structural change but is by far not sufficient to achieve the emission targets.
We draw model parameters from specific probability distributions in order to account for
the uncertainty about the exact structure of the economy. Due to the already implemented
political measures to reduce electricity generation by lignite in Germany, employment will
drop by 4,500 to 18,000 persons until 2035 and the unemployment rate will increase by 0.01
to 0.04 percentage points. Then, we model coal phase-out scenarios in which the emission
targets are actually met. The decline in employment may amount to 74,800 persons and
the unemployment rate might increase by up to 0.18 percentage points, depending on the
specific decommissioning plan. Regional employment effects differ depending on the regional
importance of the lignite industry. Absolute effects will be largest in Rhineland and relative
effects will be largest in Lusatia. We show in detail how the effects depend on the persistence
in unemployment benefits and wages, preferences for local production, and the magnitude
and persistence of market power. We also assess the welfare effects of the decommissioning
plans currently under consideration. It turns out that none of these plans clearly dominates
the others. The paper is structured as follows: Section 3.2 reports the current economic
profiles of the lignite regions and describes the phase-out scenarios. Section 3.3 explains the
multi-sector multi-region dynamic general equilibrium model. The calibration of the model
is described in Section 3.4. The results and a sensitivity analysis are presented in Section
4.4. Section 4.6 summarizes the main results of the paper.

3.2 The Lignite Industry in Germany

3.2.1 Status quo

Lignite industries are located in four German regions: Central Germany, Lusatia, the Rhine-
land, and Helmstedt. In the smallest of these territories, Helmstedt, lignite has no longer been
extracted since 2016. However, renaturation activities in Helmstedt have been employing
some people since 2016. The lignite regions can be defined in various ways. For the economic
analysis of regional structural change, labour market regions are a reasonable regional unit.
labour market regions consist of several counties with intensive commuting flows (Kosfeld &
Werner 2012) implying that the majority of workers in a region are living in the same region.
First, we cluster counties into lignite and non-lignite territories by sorting all counties with
an active lignite mine or power plant with an installed capacity of at least 50 MW into one
of the three active lignite territories Central Germany, Lusatia, or Rhineland. Table 3.5 in
the Appendix tabulates the identified territories. We then define lignite regions as labour
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market regions which include at least one county belonging to a lignite territory. Overall,
we consider four regions: three lignite labour market regions and the rest of Germany. Table
3.1 reports the employment shares in 2014 for each region and sector. In 2014, roughly
0.05% of the workforce worked in the lignite industry. The Lusatia region, located in East
Germany, has the highest employment share in the lignite sector, and Central Germany the
lowest. In the rest of Germany, only about 500 people are employed in the lignite sector.
In all lignite regions, unemployment rates are above the average national level. Gross

Table 3.1: Employment shares

Region Energy Non-Energy Unemployment Total
Rate
Lignite Coal Non-Lignite
Coal
Rest of Germany 0.001% 0.64% 94.03% 5.32% 100%
Central Germany 0.15% 0.67% 90.01% 9.17% 100%
Lusatia 1.54% 0.56% 86.92% 10.97% 100%
Rhineland 0.31% 0.74% 91.61% 7.34% 100%
Germany 0.05% 0.65% 93.64% 5.67% 100%

Note: Employment shares by region and sector in 2014.
Sources: German Federal Statistical Office, German Federal Agency for Employment and own calculations.

value-added shares are similar to employment shares, see Table 3.6 in the Appendix. More
important is the role of the lignite industry as a high wage paying regional employer. Wages
are retrieved from balance sheet data of the three major companies operating the lignite
mines and power plants.? Wages are high compared to other sectors. The average annual
compensation (including social security contributions) in Lusatia for a worker in 2014 was
about 26,500 euro. In contrast, the average annual compensation in Lusatia for a worker in
the lignite sector in 2014 was about 66,000 euro. Labour shares are reported in Table 3.7 in
the Appendix.

3.2.2 Phase-out paths

We start with a Null-Scenario in which the share of lignite in total electricity production stays
constant but the expected demographic change is taken into account. According to official
projections, the labour force will shrink by 3.5 million people by 2040 (Figure 3.6). Em-
ployment will decrease because more old employees will be retired in the years to come than
young employees enter the labour market. Given the large regional variation in demographic
dynamics it is important to isolate the employment effects triggered by the coal phase-out

2 Balance sheets for RWE Power AG, Vattenfall Mining and Generation, and MIBRAG are provided at
https://www.unternehmensregister.de/ureg/
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to the ongoing regional demographics without coal phase-out. Some specific measures to
reduce the share of lignite in electricity production have already been decided. These mea-
sures constitute our baseline scenario, see Table 3.3. They are described in Bundesregierung
(2017).2 In this scenario, electricity generation by lignite coal is reduced by 28% until 2030
and by 52% until 2040 in relation to the level of 2014, see Table 3.2. This is not sufficient
to meet the greenhouse gas emission targets.

Additional actions to achieve the greenhouse gas emission reduction goals are imple-
mented in scenarios named Phase-Out-2035-Weak, Phase-Out-2040-Age, Phase-Out-2040-
Balanced, and Phase-Out-2035-Strong. The scenarios differ with respect to speed and re-
gional distribution of emission reduction. Phase-Out-2035-Weak and Phase-Out-2035-Strong
only consider reductions in lignite and exclude additional reductions in hard coal. Without
further capacity management for hard coal power plants the installed capacity in 2030 is
18 GW and this requires a capacity reduction to 10 GW for lignite power plants. Therefore,
a total phase-out by 2035 is necessary to be consistent with the German greenhouse gas emis-
sion targets. Phase-Out-2035-Strong only deviates from Phase-Out-2035-Weak by assuming
a strong initial decline in 2020. Phase-Out-2040-Age and Phase-Out-2040-Balanced consider
an additional reduction in hard coal electricity generation in Germany. Lignite power plant
capacity needs to be reduced until 2030 to about 9 GW for a path where hard coal power
plant capacity is 10 GW in 2030. These paths lead to a total coal phase-out in Germany by
2040. In order to meet the GHG emission targets in the scenarios Phase-Out-2040-Age and
Phase-Out-2040-Balanced it requires an additional hard coal power plant capacity reduction
of roughly 30% compared to the installed capacity in 2014.

3.3 Model

We use a dynamic general equilibrium model for Germany with four regions and three sectors.
An overview of the model structure is depicted in Figure 3.1.% In order to include trade flows
between regions, we need to differentiate between destination regions r € {1,..., R} and
regions of origin o € {1,..., R} for traded goods. Regions are populated by a continuum
of representative households h. Household members " live and work in the same region.
Each household supplies labour to a representative firm f in its own region. Firms operate
in the energy and non-energy sector k € {E, NE}. The energy sector can allocate labour
to the lignite sector or to other energy sources s € { LC, NLC'} to produce energy. Further,

3 EU regulation No. 525/2013 of the EU Parliament makes it mandatory for every member state to report

historic and projected future developments of anthropogenic GHG emissions on the national level. The
German government assumes an annual reduction rate of EU emission allowances of 1.74% until 2020 and
after 2021 by 2.2% as well as the introduction of a Market Stability Reserve (MSR). Second, the federal
government estimates that by 2035 the share of renewable energy sources in electricity consumption will
be roughly 60%. Third, subsidies to increase the capacity of combined heat and power plants using natural
gas will disincentive investments to increase the lifetime of current coal fired power plants. We consider the
net electricity generation of lignite reported for the scenario ,,Mit-Weiteren-Mafinahmen® as our baseline
scenario and assume uniform percentage reductions in the regions.

The notation is summarized in Tables 3.8-3.9.
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Table 3.2: Net electricity generation by lignite coal

Year Germany Central Germany Lusatia Rhineland

Null-Scenario

2014 100% 100% 100% 100%
2020 107% 107% 107% 107%
2025 108% 108% 108% 108%
2030 108% 108% 108% 108%
2035 109% 109% 109% 109%
2040 111% 111% 111% 111%
Baseline
2014 100% 100% 100% 100%
2020 81% 81% 81% 81%
2025 82% 82% 82% 82%
2030 2% 2% 72% 2%
2035 48% 48% 48% 48%
2040 48% 48% 48% 48%

Phase-Out-2035-Weak

2014 100% 100% 100% 100%
2020 81% 81% 81% 79%
2025 44% 56% 56% 31%
2030 24% 15% 15% 31%
2035 0% 0% 0% 0%
2040 0% 0% 0% 0%

Phase-Out-2040-Age

2014 100% 100% 100% 100%
2020 81% 81% 81% 79%
2025 63% 70% 70% 54%
2030 42% 54% 54% 28%
2035 21% 13% 13% 28%
2040 0% 0% 0% 0%

Phase-Out-2040-Balanced

2014 100% 100% 100% 100%
2020 80% 83% 80% 79%
2025 61% 80% 44% 67%
2030 43% 54% 42% 41%
2035 22% 1% 22% 29%
2040 0% 0% 0% 0%

Phase-Out-2035-Strong

2014 100% 100% 100% 100%
2020 60% 60% 60% 60%
2025 44% 56% 56% 31%
2030 24% 15% 15% 31%
2035 0% 0% 0% 0%
2040 0% 0% 0% 0%

Note: Net electricity generation reduction compared to the base year 2014 in percent.

Sources: The Baseline path is based on Bundesregierung (2017). Phase-Out-2035-Weak, Phase-Out-2040-
Age and Phase-Out-2040-Balanced are based on Oko-Institut, Biiro fiir Energiewirtschaft und technische
Planung (BET) & Klinski (2017). Phase-Out-2035-Strong investigates the potential impact for the case that
Germany will meet its 2020 target.
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Table 3.3: Definition of scenarios

Path Description

Null-Scenario No change in the share of electricity generation
by lignite in total electricity generation.

Baseline Reduction of lignite electricity generation due
to already implemented political actions.

Phase-Out-2035-Weak Complete shutdown of lignite power plants by 2035
without further actions to reduce hard coal electricity
generation.

Phase-Out-2040-Age Complete shutdown by 2040 according to age criteria and

further reduction in hard coal electricity generation.

Phase-Out-2040-Balanced Complete shutdown by 2040 with balanced regional
capacity contributions and further reduction
in hard coal electricity generation.

Phase-Out-2035-Strong Complete shutdown by 2035 as in Phase-Out-2035-Weak
and a reduction of lignite electricity generation by 40%
in 2020.

Sources: The Baseline path is based on Bundesregierung (2017). In Phase-Out-2035-Weak and Phase-
Out-2035-Strong, net electricity generation falls according to the path “Kapa. nur BK” in Oko-Institut,
Biiro fiir Energiewirtschaft und technische Planung (BET) & Klinski (2017), except for the year 2020 in
Phase-Out-2035-Strong. In Phase-Out-2040-Age and Phase-Out-2040-Balanced, net electricity generation
falls according to the path “Kapa. BK&SK” in Oko-Institut, Biiro fiir Energiewirtschaft und technische
Planung (BET) & Klinski (2017).

households differentiate between three different employment opportunities indexed by [ €
{ELC¢ ENEC NE}. The central government collects taxes from labour income 7! and charges
a value-added tax on production 7.

The government consumes Gy, pays lump-sum transfers Tr;, and unemployment benefits
U;B; financed by tax revenues Tazr;. We assume a balanced government budget. Unem-
ployment benefits are adjusted according to the development of national wages and with a
backward-looking component to reflect rigidity in the adjustment of long-term unemploy-
ment benefits and wages. This specification allows for a sluggish adjustment of benefits,
reflecting empirical evidence. All products produced in a given period are consumed and
firms have no access to an inventory technology, i.e. we assume market clearing.’

5 For further details see the Section D.2 in the Online Appendix.
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Figure 3.1: Model overview

Source: own exhibition.

3.3.1 Households

3.3.1.1 Consumption and labour

Representative households maximize utility w(Cy114(h),...,Crrri(h), Nrat,-.., Nrpt(h))
with respect to (henceforth w.r.t.) consumption C,,+(h) and sectoral labour N, ;:(h), given
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the utility function

U(Cr,l,l,t(h>7 v 7CT,R,K,t(h’)7 Nr,l,b ety NT,L,t(h)) — (31>
K ne L L 1+oL
a1 n°=17 et 2 Ay Ny (R) o
D o) T Y
k=1 ! 1+ Tr.l
M M

np —1 -1 M

Z M oM | Mg
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The utility from consumption depends on sectoral consumption k£ from different regions o
and is transformed into utility by a standard CES function. The elasticity of substitution
between sectors 7¢ defines whether sectoral consumption goods are complements or substi-
tutes. Preference shares wj, define for equal prices of both consumption goods the share of
consumption expenditure. The disutility of labour is sector-specific [ and region-specific r
through a disutility parameter Aﬁl. The inverse Frisch elasticity is given by Ufjl and defines
the elasticity between wages and employment. The budget constraint of the representative
household is

Prc’t C’r‘,t(h) = PC TTt(h) -+ Prct Bt (pOpT,t<h) — Nr,t<h>> R

+ Z I, o (h) Prgy + (1 —75) PE,W, N, (R). (3.2)

h) = Z Z Po,k:,tOr,o,k,t(h)-
Pg Wi Np(h Z P iW14Npya(h).

Households have no access to bonds or other assets to save money. Their income sources are
the net profits of firms ZkK II, k+(h) Pk, net labour income ZlL(l — 7Y Py Wiyat Neps(h),
lump-sum transfers from the state 7r,(h), and unemployment benefits P¢,B;U,.,(h). House-
holds maximize utility (3.1) subject to the budget constraint (3.2) with respect to sectoral
consumption and employment in each sector. The first order condition (henceforth first-order
condition) for sectoral and regional consumption is

c

P\
Cr,k:,t(h) == w,f/, (P—7c]§’t> Or,t(h)' (33)
r,
—np
F,
Cropi(h) = wv("i,o,k (PT]”) Crii(h). (3.4)
r.k,t

We derive this expression by assuming that the Lagrange multiplier of the optimization
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problem reflecting the marginal utility of relaxing the budget constraint is the inverse regional
price level P7,. We can express the regional aggregate price index for consumption as

1
P?St = (Z wiPﬁk,tl‘”C) o (3.5)
k
Further, regional sector specific aggregate price indexes for consumption are given by
1
Pera = (D i Pogd ) (3.6)
o

Households derive income from labour and are compensated by the government for unem-
ployed household members. Firms that produce intermediate goods hire household members.
Households only send their members to work if the nominal wage compensates for the disu-
tility of working and the unemployment benefits. The first-order condition for labour is

Pry Whae = 2eAE N, (R)T7UPE, + B (3.7)

The left-hand side of (3.7) defines the nominal regional sectoral wage. The associated
marginal disutility by increasing labour supply in this sector and region is represented by
the first term on the right-hand side. Furthermore, the outside option of being unemployed
is also considered.

All households in a region are identical by assumption. Therefore, per capita variables

o Xer fol X, e(h)dh identical to individual iabl - X (h) d d
Try = Povr: fol p— (h)dh are idaentical to mdividual variables Xy = Ay and we can drop
the index h.

3.3.1.2 Migration

Migration is an important mechanism for regional economic adjustments after a regional
sector-specific shock. Smets & Beyer (2015) show that migration flows in the U.S. can
explain up to 50% of the long-run adjustment to region-specific economic shocks. After the
reunification of Germany, East Germany lost up to 15% of its inhabitants since 1990, also in
response to higher unemployment rates in East Germany. Accordingly, household members
in our model can migrate to different regions in Germany. Most of the migrants have been
between 20 and 30 years old belonging to cohorts entering the labour force (see Kiihntopf
& Stedtfeld 2012). Our approach to model intra-national migration as response to the coal
phase-out reflects this finding. Migration is therefore more rigid than implied by standard
classical economic models, because of hidden migration costs due to the potential loss of
social networks, cultural preferences or real estate investments. Every German citizen can
freely choose where to live and work.

In each period ¢ the labour force population pop; consists of individuals ¢, = {1,. .., pop;}.
A fraction 1 — pP? of individuals enters the labour force in period ¢ and the other fraction
PP°P has been part of the labour force in the previous period. Individuals entering the labour
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force in the current period actively decide in what region n they want to live and work.
The decision problem of an individual for one specific region is modelled by a random utility
maximization problem, standard in the empirical migration literature (see Beine et al. 2016).

Individuals participate in the labour market for T periods. At the beginning of their
working life, they decide where to work and live, taking into account the utility at the end
of their working life

L
O'L 0,
UlfnT‘t = log { vrie(h Z (1+ 0’ erT‘t<h)1+ 7.,1)} + nﬁ}lt + i (3.8)
l

given the information in period t. The first part of (3.8) is the utility function of the
representative household at the end of the working life and 7 f’% , denotes that part of utility
which depends on the economic fundamentals and common unobservable characteristics of
the region among individuals given the information available at time ¢. The law of motion
of exponential average regional attractiveness is given by

vt = PP ey + (L= p") exp(U, qy1)-

It is the weighted average of the utility derived from living in region r. The individual-specific
stochastic component 7, follows the Gumbell distribution (see McFadden et al. 1973). The
probability of an individual choosing region r in period t is

eXp(Uz r T|t)

Pr(i =rlt) = .
ZO eXp(UzLo T|t)

(3.9)

The fraction (1 — pP°?) choose to live in region r at time ¢ with probability Pr(: = r|t) the
remaining individuals pP°? stay at their current living and working place. Therefore, the
regional shares in the labour force are also given by w}{” = pPPw}” | + (1 — p*?)Pr(i = r|t).

3.3.2 Firms

3.3.2.1 Producers of final goods

In each region, there is a continuum of firms f in the energy and non-energy sectors, produc-

1
ing differentiated goods. These goods are combined into a final good Y, ., = ( fol Y ki (f) ket

)‘r,k,t

d f) in each sector, which is sold to the households. Firms operating in the final goods

sector are perfectly competitive and have no market power. This set-up allows including
price-setting power by firms (see Petrella & Santoro 2011). The profit maximization prob-
lem of the final goods firm in each sector looks as follows

29



Power Generation and Structural Change: Quantifying Economic Effects of the Coal
Phase-Out in Germany

1
max Pt Yop: —/ Pt(f) Yk ()dS, (3.10)
0

Yr,k,t(f)

r,k,t

1 1 A
stV = ([ Viaalpyviag) ™
0

The first-order condition of the final goods producer w.r.t. an intermediate good is also
the demand curve for each intermediate good given by

>‘r, ,t
Pr,k,t(f) :

Yori(f) = ( P, )AT"'“‘M Y, ki (3.11)

Living costs depend on migration and regional attractiveness. We assume that the mar-
ket power of a firm depends on the attractiveness of the region it operates in. A higher
attractiveness leads to a higher share of the population and therefore to more demand for
housing services. Further, a greater number of people in one region will increase the demand
for local services and increase the bargaining position of domestic firms. The market power
of a firm A, ;, follows an auto-regressive process of order one. Firms have a higher market
power in regions with a higher attractiveness €7 and therefore with a higher share of the
population. Other unobserved determinants of the market power in a region and sector are

: A
summarized by the parameter o7

At = pA)\r,k,t—l +(1- ,0’\) ed O'i\’k. (3.12)

3.3.2.2 Non-energy sector intermediate goods producers

Producers of intermediate goods in the non-energy sector use labour N, ;. They face ad-
justment costs M C,ffm +n» S0 that a fraction of their production is used by adjusting their
employment stock. We introduce hiring costs as in Blanchard & Gali (2010) with a non-
cyclical and a cyclical component. Non-cyclical components include, e.g. training costs.
Cyclical hiring costs depend on the tightness in the current labour market %’t: A struc-
tural change in the lignite regions is likely to increase unemployment rates for a longer time
period. A region’s losing a key industry leads to higher unemployment rates in that regions
for decades, compared to the national average — e.g. the Ruhrgebiet in Germany or the
Rust Belt in the US. A higher labour supply and a smaller labour demand will shift wage

bargaining power from employees to employers. Including a cyclical component in hiring
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costs captures this bargaining shift. The optimization problem of the firm is

o0

Nma%(f) Z /Bh{(l — Ty setth) Priiin(F) Yoraen(f) = Wik isn Nr,k,t+h(f)} (3.13)
r,k,t h=0

1
st Yoraen(F) = €nnen(Ankesn(H) Nekasn(H)™* = MOl o (F) Honaen(£)Y) (3.14)

h h HT,tJrh 1—¢
MGy iin = Br,k{w +(1—17) (US—) }pOPT,Hh, (3.15)

r,t+h
Hr,k,t+h(f) = Nr,kz,t+h(f) - ( ‘f;p - 5) Nr,k,tJrhfl(f)a (3-16)
1=Xp gk t+h
Y; Ar.k,t+h
Prrn(f) = (M) Pyt (3.17)
r.k,t+h

The index f can be omitted when prices are flexible. All firms behave identically, and
therefore aggregated variables are the same as individual variables, see Christiano et al.
(2010). We can derive the first-order condition with respect to labour by plugging the
constraints into the objective function and taking the first derivative with respect to labour.
Labour market friction is the only source of intertemporal optimization. The first-order
condition for firms is

Pr k,t a 1 P
sy rk T7k7t h v—1
o, Ok ekt Arke (1= Tred) Ny ™ = == MGy e (1= Toee) Hyjop -
rk,t rk,t
P
pop 7k t+1 h v—-1
+ <Mr,t+1 - 5) B MCr,k,tH €r ki (1 — TT,k,tH)Hr, 4+l Wikt (3.18)

rk,t+1

3.3.2.3 Producers of intermediate goods in the energy sector

The intertemporal optimization problem of producers of intermediate goods in the energy
sector is very similar to the problem of those in the non-energy sector. Energy firms can pro-
duce energy by allocating labour between the lignite and non-lignite sectors s € {LC, NLC'}.
They face hiring costs in each input sector. The intertemporal optimization problem of the
energy firm is the following:
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max Z 5 |: rk t+h ) rk t+h(f) - Z {Wr,k,s,tJrh Nr,k,s,tJrh(f) + Taxr,k,s,t+h(f)}:|

r k,s, t s
(3.19)
b
& nP—1y -
st Yeen(f) = (3 00 Yaksal D)7 )7 (3.20)
Y;‘,k,s,t-l-h(f) = €r.k,s,t+h (Ar,k,s,t—l—h(f)Nr,k:,s,t—i-h(f)ar’hs - EMChk s t+h(f)Hr,k,s,t+h(f)\I]>a
(3.21)
h Hr,t+h ’ 1—¥
MC r.k,s;t+h — Brks{w—i_ (1 _w) <3—> }papr’t_;_hu (322)
rt+h
Hrpesin(F) = Nean(f) = (127 = ) Nosarn-a(f), (3.23)
1= kyt+h
Y;« Ar.k,t+h
Prren(f) = (th;h(f)> Pk in- (3.24)
r.k,t+h

Energy firms allocate labour to the input sectors according to their relative marginal
productivity of labour and the respective wage paid to the workers, and the respective taxes.
The first-order condition for firms is

Prsi(f) o1 Prisi(f) -
L O{’r?k?S Ar7k7s7t (1 - Tr7k“787t) N:fk‘,’:,t - T’ 787 MChk S t T k 8 t (1 - Tr7k7s7t)HTtI’Ik7;7t ct
Ar,k,t )\r7k7t |

1) contemporaneous increase in production
Prsir1(f) _
+ (:uf?«)kl 5) B 7,7/\’57— MChk ,s,t+1 €rk,s,t+1 (1 — Tr k,s,t+1>H7117lk751,t+1 = rk,s,t-
N rk,t+1 J
2) avoided future hiring costs
(3.25)

As for the non-energy firm, the marginal product of labour for the respective input sector
equals the marginal cost. The marginal cost is the respective wage.

aY; ¢ % Y;” s,t ,%b
Prpst(f) = ﬁ’f{?) = k(fT(%)) Prai(f), (3.26)
aT r,k,s,t
#;&f()f) = Tkt Prist(f)- (3.27)

The marginal product of labour in one energy input sector depends on the marginal
product of energy (3.26) and the marginal tax burden (3.27). We could also assume that
energy input firms are independent companies selling to a competitive energy wholesaler.
The energy wholesaler would need to pay a price according to (3.26) for the inputs. The
first term on the left-hand side of (3.25) states the contemporaneous increase in energy
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production by increasing labour in one input sector less hiring costs. Hiring one more person
today will reduce hiring costs in the next period, as captured by the second term in (3.25).

3.4 Calibration and Simulation

We simulate a deterministic transition of the economy from an initial steady-state to a
terminal steady-state.® 3.7.1 provides a detailed description of the calibration of the initial
and terminal steady-states.

The initial steady-state reflects the state of the German economy in 2014. The regional
gross value-added shares of the initial steady-state are identical to the shares reported in
Table 3.6. To match the reported shares we set regional and sector specific productivity
a,; accordingly. Therefore, the model will consider the contribution of each sector to overall
gross value-added in the region. Our initial calibration also matches initial labour cost shares
as reported in Table 3.7 by setting the labour productivity exponent «,; in the production
function accordingly. Due to hiring costs and value-added taxes the parameter is not identical
to the labour cost shares. We need to calibrate the slope of the labour supply curve A,; to
match the employment shares reported in Table 3.1.

The terminal steady-state is computed by alternating regional sector-specific productivity
shocks to the lignite sector €, g 1o+ to match the relative net electricity generation reported
in Table 3.2. All structural parameters of the model are not changed as response to the coal
phase-out. We are not explicitly modeling the political actions described in Section 3.2.2. We
assume that the government has access to instruments to reduce the regional net electricity
generation by lignite as reported by the electricity market model. One instrument is the
decommissioning of power plants. Our model has no capital as input to the production of the
intermediate goods producers. Nevertheless, decommissioning power plants affects capital
utilization and capital stocks in the industry. The computation of productivity shocks is
a simplified way to implement the decommissioning plan. Another instrument are regional
lignite coal specific value-added tax rates (see Golosov et al. 2014, p.57). Because of legal
constraints they are hard to implement and are not considered here.

We explicitly model the evolution of regional and sectoral gross value-added of the lignite
coal industry P, g rct Yr e ot We set €. g e such that net electricity generation Y, g o+
compared to 2014 corresponds to the reported net electricity generation by the electricity
market model with a tolerance level of £2%. This approach requires that all potential
fluctuations of the ratio between intermediate inputs and net electricity are included in the
region and sector specific price P, g rc ¢

Unemployment rates of the labour market regions are converging since the beginning of
the 2000’s. One of the main reasons of a convergence of unemployment rates is migration
from lignite coal regions to other regions in Germany. In the long-run the lignite coal phase-
out will decrease the number of people staying in or moving to the region. We assume that
migration as a response to the coal phase-out will reduce the unemployment rate to the
values for the year 2014 in the long-run.

6 The model is implemented in Dynare (see Adjemian et al. 2006).
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Table 3.4: Parameter space

Parameter Interval

Description

Source for the mean

Ny U(760, 840) elasticity of substitution between estimated from regional national
regions for energy accounts data

IHome U(0.475, 0.525) home bias energy calibrated

Iifome U(0.8075, 0.8925) home bias non-energy Hristov (2016)

ok U(0.2375, 0.2625)  inverse Frisch elasticity / King & Rebelo (1999)
excluding lignite Rest of Germany

Ar U(1.1875, 1.3125)  market power in region n at start calibrated

n? U(19.57, 21.63) elasticity of substitution between calibrated
lignite coal and non lignite coal in region n

T U4(0.2131, 0.2355) steady-state job finding rate according to long-term

unemployed share
Ié] 4(0.9975, 0.9984)  discount factor Hristov (2016)
v 14(0.95, 1.05) hiring cost elasticity to labour Blanchard & Gali (2010)

market tightness

prep 4(0.9921, 0.9929) persistence in living preferences calibrated

o U(0.855, 0.945) posterior mode of mark-up shocks estimated by
Smets & Wouters (2007)
o0 U(0.8075, 0.8925) AR(1) coefficient for adjustment estimated from OECD data
replacement rate
ne U(0.7125, 0.7875)  elasticity of substitution between estimated from
energy and non-energy sector national accounts data
P U4(0.0617, 0.0683) relation of hiring costs to wage bill estimated by

Christiano et al. (2016)

In order to evaluate the sensitivity of the results to our calibrated parameter values we
define a parameter space. The parameter space is summarized in Table 3.4. We define
marginal uniform distributions U(a,b) for the reported parameters. We will report the
simulation results for all parameters set to the mean of their respective distributions. For
our sensitivity analysis we will draw 1200 parameter combinations and simulate all paths.
We conduct a univariate sensitivity analysis by changing only one parameter at the time and
all other parameters are set to their respective mean. We report the sensitivity of our results
for the minimum, the first quartile, the mean/median, the third quartile and the maximum
of the respective univariate distributions.

3.5 Results

A reduction of net electricity generation by lignite according to Table 3.2 described in Sec-
tion 3.2 will directly affect the demand for workers in the lignite industry, temporarily
increase unemployment rates, reduce labour income and lead to migration. To explain the
main results of the simulations we need to refer to simulation results of other variables.
Therefore, we report results for other variables in Table 3.11 to Table 3.17 and Figure 3.9 to
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Figure 3.15 in the Appendix.”

The reduction in lignite employees is depicted in Figure 3.2. The implemented climate
policy measures captured by the Baseline scenario will reduce the number of employees in the
lignite industry by 9,200 [9,200; 9,300] by 2040 compared to the Null-Scenario. The number
of employees in the lignite industry compared to the Null-Scenario in the Rhineland, Lusatia
and Central Germany will decrease by approximately 45% in each region compared to 2014.
Additional political measures will reduce the number of lignite employees in the Rhineland,
Lusatia, and Central Germany by 4,800 [4,700; 4,800], 3,800 [3,800; 3,800] and 1,100 [1,100;
1,100] people by 2040, respectively. Number in brackets indicate the smallest and largest
difference to the Null-Scenario simulated for the time period 2014 to 2040 and based on the
results of the multivariate sensitivity analysis.

The direct employment effects will trigger negative indirect and induced employment
effects, but also positive employment effects in other sectors by reducing labour costs and
expanding other energy sources. Negative effects exceed the positive employment effects
reflected by an increase in unemployment rates as depicted in Figure 3.3. Unemployment
rates increase in the Baseline scenario by 0.02 [0.01; 0.03], 0.06 [0.04; 0.07], 0.48 [0.44; 0.51],
and 0.10 [0.09; 0.11] percentage points between 2014 and 2040 compared to the Null-Scenario
in the rest of Germany, Central Germany, Lusatia, and the Rhineland, respectively. There
are up to 3,400 [-1,800; 9,700], 1,200 [1,000; 1,400], 5,000 [3,700; 5,700] and 5,500 [4,800;
6,100] fewer people employed between 2020 and 2040 compared to the Null-Scenario in the
rest of Germany, Central Germany, Lusatia, and the Rhineland, respectively.

A total phase-out of coal increases the unemployment rates by 0.11 [0.06; 0.16] (Phase-
Out-2040-Age, Phase-Out-2040-Balanced), 0.18 [0.13; 0.22| (Phase-Out-2035-Weak, Phase-
Out-2040-Age, Phase-Out-2040-Balanced), 1.07 [1.00; 1.13| (Phase-Out-2035-Weak, Phase-
Out-2035-Strong) and 0.25 [0.20; 0.28] [(Phase-Out-2035-Weak, Phase-Out-2035-Strong)
percentage points in the rest of Germany, Central Germany, Lusatia, and the Rhineland.
Therefore, up to 36,300 [20,400; 55,000] (Phase-Out-2040-Balanced), 2,800 [2,100; 3,300]
(Phase-Out-2035-Weak), 9,500 [7,500; 10,600] (Phase-Out-2035-Weak) and 11,400 [9,900;
12,600] (Phase-Out-2040-Balanced) more people are unemployed compared to the Baseline
in the rest of Germany, Central Germany, Lusatia, and the Rhineland. A total phase-out can
lead to a maximum reduction in employment in Germany by up to 55,100 [36,300; 74,800]
people in 2035 (Phase-Out-2040-Balanced). Only in the scenarios Phase-Out-2040-Age and
Phase-Out-2040-Balanced the national unemployment rate will be above the value for the
Null-Scenario in 2040. For the scenarios Phase-Out-2035-Weak and Phase-Out-2035-Strong
the national unemployment rate is close to the value for the Null-Scenario in 2040. The
recovery process is mainly driven by the rest of Germany and not the lignite coal regions
itself.

The recovery process is mainly caused by lower real wages in the regions. This will
also decrease labour income in the lignite regions permanently as depicted in Figure 3.11 in
the Appendix. The fall in labour income is the greatest in Lusatia compared to all other
regions. This even triggers in addition to the previous reasons a non-negative response in

7 More results are reported in Table D.1 to Table D.24 and Figure D.1 to Figure D.15 in the Online
Appendix.
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Figure 3.2: Simulation results for employment in lignite sector
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Note: Difference compared to the Null-Scenario in thousand people, Baseline (blue circle), Phase-Out-
2035-Weak (red square), Phase-Out-2040-Age (green diamond), Phase-Out-2040-Balanced (magenta triangle
point-up) and Phase-Out-2035-Strong (cyan triangle point-down). Horizontal lines indicate the maximum
and minimum value observed for 1200 simulations.

non-energy employment rates. Nevertheless, in absolute terms, migration leads to a smaller
labour force and to a smaller number of employees in the non-energy sector in Lusatia. A
reduction in wages will reduce unemployment benefits in the long-run and trigger an increase
in employment rates in Germany. The outside option of not working becomes less attractive.
The lignite industry pays relatively high wages and overall wages will fall after the industry
is no longer a potential employer. Due to this fall, unemployment rates also fall, because
lower overall wages will increase demand for employees and reduce unemployment benefit

rates.
Welfare depends on consumption and labour disutility as formulated in (3.1). There is no
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Figure 3.3: Simulation results for unemployment rates
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Note: Difference compared to the Null-Scenario in percentage points, Baseline (blue circle), Phase-Out-
2035-Weak (red square), Phase-Out-2040-Age (green diamond), Phase-Out-2040-Balanced (magenta triangle
point-up) and Phase-Out-2035-Strong (cyan triangle point-down). Horizontal lines indicate the maximum
and minimum value observed for 1200 simulations.

phase-out path clearly dominating the other phase-out paths in terms of aggregate discounted
future welfare (see Table 3.15 and Table 3.16). Ouly differences in discounted cumulative
welfare for Lusatia differ notably and indicate that Phase-Out-2035-Weak is welfare efficient
for Lusatia. Migration responds to new long-run differentials in utility. A total phase-out will
reduce the attractiveness of the lignite regions Lusatia and the Rhineland and increase the
attractiveness of the rest of Germany and Central Germany, which will result in lower and
higher labour force shares, respectively. Nevertheless, the attractiveness of Central Germany
does not increase sufficiently to attract more people, and leads to a more or less unaffected
labour force share (see Figure 3.10 in the Appendix). Migration decreases the labour force by
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5,600 [3,000; 7,000] and 4,300 [3,000; 5,100] in Lusatia and the Rhineland in 2040 compared
to the Null-Scenario, respectively. In Central Germany, the labour force only decreases by
200 [200; 300] people by 2040. Compared to the Baseline path, migration between Lusatia,
the Rhineland and the rest of Germany increases by roughly 4,000 people or 80%.

The previous results depend on the calibrated parameter values. We specify subjective
probability distributions for a systematic sensitivity analysis.® Further, we investigate what
parameters drive the simulated maximum increase in the unemployment rate between 2014
and 2040. Figure 3.4 depicts how the simulated maximum increase depend on the four most
important parameters.

Figure 3.4 reports the sensitivity analysis for Phase-Out-2035-Weak. The reported pa-
rameters are the same for all phase-out paths. The maximum increase in the unemployment
rate depends on the persistence in unemployment benefits. Higher persistence in unemploy-
ment benefits will reduce wage flexibility. At the mean the maximum increase in unem-
ployment is about 0.12 percentage points. At the minimum value the maximum increase
decreases by roughly 0.02 percentage points and at the maximum parameter value the max-
imum increase will be 0.02 percentage points higher. Future adjustments of unemployment
benefits and wages have to be considered as potential policy tool to reduce the employment
effects. Further, our introduction of rigid unemployment benefits also captures other rigidi-
ties in the adjustment of wages to changing economic fundamentals such as collective wage
agreements. But reducing the rigidity in unemployment benefits will increase the maximum
drop in wages. Nevertheless, the quantity effect dominates the price effect for labour com-
pensation and more flexible unemployment benefits will reduce the maximum drop in labour
compensation. The relationship between the maximum increase in the unemployment rate
and the persistence in unemployment benefits is the same across all regions.

A home bias parameter for non-energy products set to the maximum value can increase
the unemployment rate by less than 0.01 percentage points. Reducing the home bias param-
eter to its minimum value will decrease the maximum increase by roughly 0.02 percentage
points. The simulated maximum increase in the lignite regions increases with a higher pa-
rameter value for the non-energy home bias. A higher home bias in the non-energy sector
will reduce the demand in rest of Germany for non-energy products produced in the lignite
regions. New jobs in the non-energy sector to replace the old jobs in the lignite industry
require demand. A potential policy might be to stimulate demand for non-energy products
from lignite regions.

The persistence in market power and the initial steady-state of market power have the
weakest effect on the maximum increase in the unemployment rate. Unemployment rates
depend positively on the persistence. Market power increases in regions experiencing a
greater inflow of migration. More persistent market power will reduce the speed of adjust-
ment. Therefore, the simulated maximum increase in the unemployment rate declines with
a higher persistence in market power. A higher initial value for market power increases the
maximum increase in the unemployment rate.

8 The detailed results for all parameters are discussed in the Online Appendix D.3.
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Figure 3.4: Sensitivity analysis for maximum increase in the unemployment rate
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Note: Change in maximum employment drop between 2014 to 2040 for Phase-Out-2035-Weak compared
to the Null-Scenario in percentage points changing the value of only one parameter. The most important
parameters for the maximum increase in the German unemployment rate in descending order are: persistence
in unemployment benefits p® (blue circle), home bias non-energy I ]I\}[ g (red square), persistence of market
power p* (green diamond), steady-state value of market power A (magenta triangle point-up). We report the
change in the maximum drop for the minimum, first quartile, median/mean, third quartile and maximum
parameter value.

3.6 Conclusions

In January 2019, the Commission on Growth, Structural Change and Employment in Ger-
many proposed a plan for the stepwise reduction of electricity generation by lignite. The
proposal suggests a total phase-out until 2038 and includes an option to phase-out until
2035, if this does not threaten the security of electricity supply. Our analysis shows, that a
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phase-out until 2035 is not worse than a phase-out until 2040 in terms of discounted cumu-
lative welfare and might even be preferable in terms of the national unemployment rate. A
phase-out until 2035 leads to a faster increase of other energy sources by increasing energy
prices. This causes more employment in the rest of Germany. Albeit our simulation re-
sults do not explicitly model other energy sources we very likely underestimate the required
employees in the non-lignite energy sector to replace the lignite industry. An earlier exit
date is therefore very unlikely to increase negative employment effects. Nevertheless, this
finding depends not only on the technical feasibility of the phase-out paths, but also on the
assumption that migration is only determined by long-run variables and does not vary with
the timing of the decommissioning plan. Therefore, migration takes place in all total phase-
out scenarios at the same speed. Our sensitivity analysis identifies that the persistence in
unemployment benefits, the demand for domestic non-energy products and the persistence
in market power are important for the maximum drop in employment, labour income and
consumption. Policy measures to reduce the impact of a coal phase-out should focus on the
flexibility of wages and unemployment benefits, but should also lower formal and informal
costs of starting a business to reduce market power.

The potential employment effects in absolute terms seem to be large, but with regard
to the labour force of Germany rather small. Moreover, the labour force in Germany will
decrease by 3.5 million by 2040, i.e. 8% of the labour force in 2014, due to demographic
change. Compared to the effects of demographic developments in Germany, the lignite phase-
out has relatively small effects. Furthermore, our analysis excluded any potential technical
progress in other energy sectors, such as the renewable energy sector. Potential technological
improvements in these sectors might crowd out lignite as an energy source. Neither have
increasing extraction costs been considered. These developments would reduce the potential
economic effects of a politically induced lignite phase-out in Germany. Our results show that
postponing the phase-out will only move negative effects more into the future.

Our analysis did not consider potential effects of higher energy prices on the current
account of Germany. In recent years, Germany has been a net electricity exporter and,
hence, a coal phase-out might turn Germany into a net electricity importer, i.e. importing
electricity that might be generated by lignite in neighbouring countries, such as the Czech
Republic and Poland. However, this seems to be unlikely due to capacity constraints in these
countries (Matthes et al. 2018).

An unsettled issue is whether a coal-phase out is the abatement-cost minimizing policy
to achieve the national greenhouse gas emissions targets. The decommissioning of coal fired
power plants is an additional national measure parallel to the European Union Emissions
Trading Scheme. Hybrid regulations to reduce greenhouse gas emissions are inefficient com-
pared to purely market based mechanisms (Bohringer et al. 2006). Most studies investigating
the abatement costs of different policies use static estimates (see Gillingham & Stock 2018)
and ignore intertemporal dependencies. For instance, Lin & Chen (2019) show that higher
electricity prices lead to more innovations in the renewable energy sector in the long run.
Our analysis ignores the costs of stranded assets implied by the transition from lignite elec-
tricity generation to non-lignite electricity generation (see Rozenberg et al. 2020). The main
source of stranded assets induced by a lignite phase-out in Germany is a shorter life time of
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lignite power plants and mining fields. The book value of old lignite power plants is already
close to zero. If more efficient and younger power plants operate longer, then the effect of
stranded assets is reduced. Further, coal fired power plants can be modified to run based on
other energy sources, reducing also the opportunity costs to continue the operation of coal
fired power plants based on lignite. Future research should evaluate the impact of different
policies and stranded assets on dynamic abatement costs. Nevertheless, the major share of
abatement costs associated with a lignite phase-out in Germany is very likely a lower labour
market income in the lignite regions.
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3.7 Appendix

3.7.1 Calibration

3.7.1.1 Initial Steady State

Annual trend inflation is assumed to be 2% and the corresponding gross trend inflation 7¢
is set to 1.02. The annual real per capita technological trend growth rate is set to 0.75%
corresponding to a real per capita gross growth rate p* of 1.0075. The discount factor j3
is set to 0.998.° Employment shares are set in such a way that the values in Table 3.1 are
obtained. Furthermore, to reflect the relative importance of each sector for regional labour
income, we set the labour productivity exponent in the production function «,; to be

1+ (1= 7) €0 (1= (PP = 6) B 1 7€) b iy 32
Qp | = " —.
(1 — 7ok € (ﬁ + ’%r,l)

(3.28)

We take into account the labour cost shares ¢}, = % reported in Table 3.6. The share of
hiring costs relative to the wage bill k), = ﬁ is 6.5%, in line with Christiano et al. (2016).
The same formula holds for the energy input sectors. The exogenous separation rate 8 is set
such that the job finding rate z; is 22%. A short-term unemployed person in Germany (less
than one year) receives 60% of the last year’s average net wage, depending on their family
status, and a long-term unemployed person in Germany receives a compensation of 42% of
the current net wage in Germany, including housing and other assistance.!® The share of
unemployed who are long-term unemployed in steady-state is (1—2z)? and is around 37%. The
effective labour tax rate 7! is set to 35% (see Hristov 2016, p. 22). Unemployment benefits for
a representative unemployed person in steady-state is a weighted average over unemployment
benefits for short-term and long-term benefits. Therefore, unemployment benefits are set
to 35% relative to the real gross wage b = 1" w in steady-state. A regression of annual
real unemployment benefits on past realizations shows that the persistence parameter p° is
estimated to be 0.85. The inverse Frisch elasticity of substitution O’f:l is set to 0.25 (see King
& Rebelo 1999, p. 975).

In order to match the share of gross value-added to total production in Germany gbf’k

9 The calibration of the parameters is summarized in Table 3.10.

10 Replacement rates for long-term and short-term unemployed are reported by the OECD: http://www.
oecd.org/els/soc/benefits-and-wages.htm
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reported in Table 3.6, the productivity parameters a, are calculated by

w ,ir,k
rk =1- 1 w <329>
¢:J,k + erzkﬁ’f',k
Qbr k,s Hyk - b1
Qp ks w sy T,K,S nv-1
Ar,k,s =€rk,s nr,k,s Qr,k’,s < 1 T ) ) (330)
— Irks
1
7b Z’IS: ¢7‘ TA'V‘ S
R Phra O O e (SEEASRER)
A S Gmul” RS (3.31)
b 9
rk 1 —
op " if k= NE,
(1_Tr,k)w7" Vr,k €rk n'r,k Q'r,k
R K Y
_ 1 Hr,h Arvk
ae=ay ), KR, Ay (3:32)
r=1 h=1 r.k d,h
S
-1
¢T‘,k,q
Qr ks (Ar k,s A Qp k- (333)
q:1 T‘,k,q

The productivity parameters are rescaled such that on average a = 1. In our special case,
taxation is the same for each sector and region. The tax rate 7,.; on sales is 19%, which
corresponds to the value-added tax in Germany. Net value-added shares are identical to
gross value-added shares, because tax rates are the same for each sector.

The CES demand weights w?,, are calibrated to reflect a home bias and transaction
costs for trade between regions. Furthermore, the relative productivity profile and the size
of the population are taken into consideration.

pop.d [ffkomeBias if r—=d
wr,O,k = (1 o [HomeBias) wbP else . (334)
r.k Ri wgop
pop,d
W, Q|
d _ ok T
wr,o,k - ZR pop,d ’ (335)

o=1 wr,o,k Qo k

In the non-energy sector, non-tradable and tradable goods are combined. According to
Hristov (2016), the non-tradable share in Germany is 0.56 and the tradable home bias is
0.6, therefore we have a home bias in the non-energy sector of 0.85 a2 0.56 + 0.6 x (1 — 0.56).
The home bias share for the energy sector is set to 0.5. The scaling coefficients for marginal
hiring costs B, are

h
mey

Q+(1—Q)(h)v

s
Uy

Bﬁl = with mcﬁl = K Wy nnlh;f. (3.36)

Adjustment costs to the employment stock of a firm are quadratic ¢ = 2. To fulfill the
first-order conditions for wages, the disutility parameters ATLJ are set such that
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r = br
AL = (1) Dt (3.37)

Il
Vi Ty

The elasticity of substitution between the energy and non-energy sectors 7¢ is estimated
from gross-value-added data. The point estimate is 0.75, implying that the energy and non-
energy sector are complements. Therefore, a price increase in one sector causes a reduction
in demand for the other sector. To estimate the elasticity of substitution, we use (3.3).

The regional elasticity of substitution for non-energy products n}/ is estimated by pooled
OLS with national accounts data for the German states. A point estimate of 1.15 is estimated
in line with an estimate from Hristov (2016) for tradable regional products between European
countries and Germany.

The regional elasticity of substitution for energy products 7} is estimated by pooled
ordinary least squares with national accounts data for the German states. The point estimate
is 800, in line with the fact that electricity and other products of the energy sector from
different regions are perfect substitutes.

Unfortunately, there is no data source with which to estimate the elasticity of substitution
between lignite and non-lignite n° € (1,...,00]. Therefore, we calibrate this parameter to
the smallest value such that a permanent sector productivity shock to lignite in one region
triggers a non-negative employment reaction in the non-lignite energy sector of the region.
This reaction depends on the relative elasticities of substitution between and within regions.
The smallest value fulfilling this condition is n° = 20.6. This value indicates also that other
inputs to the energy sector are almost perfect substitutes.

3.7.1.2 Terminal Steady State

We simulate permanent shocks to sector productivity €, p o of lignite in Germany. A
decommissioning plan implies a stepwise reduction of sector specific productivity. We assume
that the decommissioning plan is certain and irreversible.

The shutdown of lignite power plants implies new long-run differentials in sector produc-
tivity of German lignite regions and the rest of Germany. Our simulation is the transition
from one deterministic steady-state to another. The terminal steady-state is calculated by
solving the static equations of the model given the new sector productivity profile. More
precisely, it is necessary to find new employment shares such that the first-order conditions
of the households with respect to labour are satisfied. It is also necessary to find the relative
prices given arbitrary employment shares such that the market clearing conditions hold.

Unobserved characteristics of regional attractiveness nﬁip adjust such that in the terminal
steady-state regional total employment shares are the same as before. Migration leads to
different population shares w;}” and to different demands for products from each region.

A higher attractiveness of a region increases its population density, triggers higher housing
prices and, therefore, alters the desired mark-ups in all sectors because the population density
increases. This idea originates from Grossmann et al. (2017), who postulate that migration
flows increase prices in regions with higher population densities through higher housing
prices. We further assume that firms operating in regions with a higher attractiveness leading
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to higher population density can charge higher mark-ups than those in regions with lower
attractiveness and population density.

The auto-correlation coefficient pP? is set such that a population shock has a half-life
of 22.5 years, corresponding to one-half of the time an individual participates in the labour
force. Our implied annual share of individuals actively deciding to migrate is 3%. New
individuals are assumed to have different preferences for where to live. In our set-up, the
long-run attractiveness n?? = f, rp(w({Crrrie(h) Hey, {Nryrpe(h)}1)) is a function of the
terminal steady-state values of the endogenous variables of the model Z and exogenous
variables X such that regional employment rates return to their original steady-state. Write
Z for the steady-state vector of endogenous variables without regional employment rates n,
and regional preferences n??. We can express regional employment shares as a function of
living preferences

iy = f{nP?, Z(f,, P, X), X }. (3.38)

Therefore, the steady-state is given such that 7n, corresponds to the initial value given the
new vector of exogenous and endogenous variables. The steady-state values of endogenous
variables without regional employment rates depend on the regional employment rates, living
preferences, and steady-state values of the exogenous variables. We are only able to find a
numerical solution and not an analytical solution.
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3.7.2 Tables

Table 3.5: Lignite labour market regions

Central Germany Lusatia Rhineland
Territory

Landkreis Leipzig Landkreis Elbe-Elster Rhein-Kreis Neuss
Stadt Leipzig Landkreis Oberspreewald-Lausitz ~ Kreis Diiren
Burgenlandkreis Landkreis Spree-Neife Rhein-Erft-Kreis
Nordsachsen Stadt Cottbus Stadteregion Aachen
Saalekreis Landkreis Bautzen Kreis Heinsberg
Stadt Halle Landkreis Gorlitz Kreis Euskirchen
Landkreis Mansfeld-Stidharz Stadt Monchengladbach

Labour Market Region

Erzgebirgskreis Diisseldorf

Mittelsachsen Krefeld

Zwickau Leverkusen
Mettmann
Kreis Heinsberg
Mettmann
Rheinisch-Bergischer Kreis
Viersen

Note: The counties belonging to territories using lignite and counties building a labour market region with
the former ones are tabulated.
Sources: German Federal Ministry for Economic Affairs and Kosfeld & Werner (2012).
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Table 3.6: Gross value-added shares

Region Energy Non-Energy  Total
Lignite Coal Non-Lignite Coal

Rest of Germany 0.002 1.81 98.18  88.66

Central Germany 0.42 2.94 96.64 2.70

Lusatia 3.86 4.92 91.22 0.86

Rhineland 0.60 2.08 97.32 7.78

Germany 0.09 1.89 98.02 100.00

Note: Gross value-added shares in 2014 in percent. Total states the share of gross value-added of the region
in national gross value-added.
Sources: German Federal Statistical Office and own calculations.

Table 3.7: Labour shares

Region Energy Non-Energy Total
Lignite Coal Non-Lignite Coal

Rest of Germany 50.87 35.65 56.85 56.28

Central Germany 54.48 31.55 57.52  56.75

Lusatia 60.09 24.75 55.61 56.75

Rhineland 58.42 46.32 57.53 54.27

Germany 58.37 36.15 56.91 57.30

Note: Labour shares for 2014 in percent. The ratio is the wage sum of the respective sector divided by gross
value added in the sector.
Sources: German Federal Statistical Office and own calculations.
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Table 3.8: Symbols of variables

Symbol  Description

z exogenous common trend
tax tax

n employment

Y output

b unemployment benefit

U unemployment

U utility

h hiring rate

w real wage

c consumption

g government spending

tr government transfers

5y relative producer prices

~¢ relative consumption prices
u® unemployment before hiring
U unemployment rate

wPoP population weight

T effective tax rate for the firm
h hiring rate

x job finding rate

mcl marginal hiring cost

K hiring cost

w* optimal real wage

A mark-up

mProfits  profits

€ technology shocks

el labour preference shock

" hiring cost shock

€PoP preference shock for living
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Table 3.9: Symbols of parameters

Symbol  Description

R regions

K sectors

S input sectors

Wy, CES weight for sector k

n° elasticity of substitution between energy and non-energy
n" regional elasticity of substitution

a productivity constants

1) CES shares for energy production with lignite coal
AL disutility to labour

B marginal hiring cost constants

Q share of business cycle invariant hiring costs
IHome  home bias

w regional demand preferences

ol inverse Frisch elasticity of labour

ot constant in law of motion of mark-up equation
o< constant in law of motion of regional attractiveness
a labour share

1) separation rate

I} discount factor

v hiring cost elasticity

) exponent for hiring costs

7 elasticity of substitution between sectors

n® elasticity of substitution between coal and non coal
Tt tax rate on labour

e steady-state inflation

% growth rate of exogenous trend z;

PP population growth rate

f AR(1) coefficient for real wage rigidity

p° AR(1) coefficient for adjustment replacement rate
Pe persistence productivity shock

prop AR(1) coefficient for living preferences

o persistence in mark-up
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Table 3.10: Parameter values

Parameter Value Description Source
ng 800 elasticity of substitution between regions for energy estimated from regional national
account data
T 0.190 VAT tax rate Hristov (2016)
JHome 0.500 home bias calibrated
[Home 0.8500 home bias calibrated according to Hristov (2016)
ol 0.25 / 0.001  inverse Frisch elasticity / King & Rebelo (1999) and calibration
inverse Frisch elasticity lignite Rest of Germany
An 1.250 market power in region n at start calibrated
n’ 20.600 elasticity of substitution between lignite coal calibrated
and non lignite coal in region n
1) T 177” uP°P separation rate computed
x 0.22 steady-state job finding rate according to long-term
unemployed share
B 0.998 discount factor Hristov (2016)
v 1.000 hiring cost elasticity to labour market tightness Blanchard & Gali (2010)
prop 0.9925 persistence in living preferences calibrated
o 0.900 posterior mode of mark-up shocks estimated by Smets & Wouters (2007)
oP 0.85 AR(1) coefficient for adjustment replacement rate estimated from OECD data
P 2.000 exponent for hiring costs calibrated
n°¢ 0.750 elasticity of substitution between energy and non-energy sector estimated from national accounts data
7l 0.350 tax rate on labour Hristov (2016)
Q 0.950 share of invariant business cycle varying hiring costs Christiano et al. (2016)
& 0.350 unemployment benefits replacement ratio estimated
e 1.005 steady-state inflation long-run inflation target of the ECB
JT% 1.002 steady-state growth rate potential growth rate according to IWH
PP 0.999 steady-state population growth rate average of projected labour

force growth (see Figure 3.6).
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Table 3.11: Employees in lignite sector

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario
2014 21.2 [0.0;0.0] 0.5 [0.0;0.0] 2.4 [0.0;0.0] 8.1 [0.0;0.0] 10.2 [0.0;0.0]
2020 -0.1 [0.0;0.0] -0.4 0.0;0.0] 0.0 [0.0;0.0] 0.1 [0.0;0.0] 0.2 [0.0;0.0]
2025 -0.7 [0.0;0.0] -0.5 [0.0;0.0] 0.0 [0.0;0.0] -0.1]0.0;0.0] -0.1 [0.0;0.0]
2030 -1.4 [0.0;0.0] -0.5 [0.0;0.0] -0.1 [0.0;0.0]  -0.4 [0.0;0.0] -0.4 [0.0;0.0]
2035 -2.0 [0.0;0.0] -0.5 [0.0;0.0] -0.2 [0.0;0.0]  -0.6 [0.0;0.0] -0.7 [0.0;0.0]
2040 -2.3 [0.0;0.0] -0.5 [0.0;0.0] -0.2 [0.0;0.0] -0.7 [0.0;0.0] -0.9 [0.0;0.0]
Baseline
2020 -3.0 [0.0;0.2] 0.0 [0.0;0.0] -0.3 [0.0;0.0] -1.2[0.0;0.1] -1.5[0.0;0.1]
2025 -4.5 [0.0;0.0] 0.0 [0.0;0.0] -0.5 [0.0;0.0] -1.8 [0.0;0.0] -2.2[0.0;0.0]
2030 -5.9 [0.0;0.1] 0.0 [0.0;0.0] -0.7 [0.0;0.0]  -2.3[0.0;0.0] -2.9 [0.0;0.1]
2035  -8.1 [-0.2;0.1] 0.0 [0.0;0.0] -0.9 [0.0;0.0] -3.2 [-0.1;0.0] -4.0 [-0.1;0.1]
2040  -9.2 [-0.1;0.0] 0.0 [0.0;0.0] -1.1 [0.0;0.0]  -3.6 [0.0;0.0] -4.5 [-0.1;0.0]
Phase-Out-2035-Weak
2020  -4.6 [-0.2;0.1] 0.0 [0.0;0.0] -0.4 [0.0;0.1] -1.7 [-0.1;0.0] -2.5 [-0.1;0.0]
2025  -9.4 [-0.2;0.2] 0.0 [0.0;0.0] -1.0 [0.0;0.0] -3.3 [-0.1;0.1] -5.1 [-0.1;0.1]
2030 -13.8 [-0.3;0.1] 0.0 [0.0;0.0] -1.6 [-0.1;0.0] -5.3 [-0.1;0.1] -6.9 [-0.1;0.0]
2035 -18.9 [-0.1;0.0] 0.0 [0.0;0.0] -2.2 [0.0;0.0]  -7.4 [0.0;0.0] -9.3 [-0.1;0.0]
2040  -18.9 [0.0;0.0] 0.0 [0.0;0.0] -2.2 [0.0;0.0] -7.4 [0.0;0.0] -9.3 [0.0;0.0]
Phase-Out-2040-Age
2020  -4.0 [-0.1;0.1] 0.0 [0.0;0.0] -0.4 [0.0;0.0] -1.4[0.0;0.1] -2.2[-0.1;0.0]
2025  -7.3 [-0.2;0.1] 0.0 [0.0;0.0] -0.7 [0.0;0.0] -2.5[-0.1;0.0] -4.1 [-0.1;0.1]
2030 -10.5 [-0.2;0.1] 0.0 [0.0;0.0] -1.0 [0.0;0.0] -3.5[-0.1;0.1] -6.0 [-0.1;0.0]
2035 -13.8 [-0.1;0.2] 0.0 [0.0;0.0] -1.5 [0.0;0.0] -5.3 [-0.1;0.1]  -7.0 [0.0;0.1]
2040 -18.8 [-0.2;0.0] 0.0 [0.0;0.0] -2.2 [0.0;0.0] -7.4 [-0.1;0.0] -9.2 [-0.1;0.0]
Phase-Out-2040-Balanced
2020  -4.1 [-0.2;0.0] 0.0 [0.0;0.0] -0.3 [0.0;0.0] -1.8 [-0.1;0.0] -2.0 [-0.1;0.0]
2025  -7.5[-0.2;0.1] 0.0 [0.0;0.0] -0.6 [0.0;0.0] -3.5 [-0.1;0.1] -3.4 [-0.1;0.0]
2030 -10.4 [-0.2;0.0] 0.0 [0.0;0.0] -1.0 [0.0;0.0] -4.4 [-0.1;0.0] -5.0 [-0.1;0.0]
2035 -13.6 [-0.2;0.1] 0.0 [0.0;0.0] -1.6 [0.0;0.1] -5.4 [-0.1;0.0] -6.6 [-0.1;0.0]
2040 -18.7 [-0.1;0.1] 0.0 [0.0;0.0] -2.2[0.0;0.0] -7.3[0.0;0.1] -9.2 [-0.1;0.0]
Phase-Out-2035-Strong
2020  -6.2 [-0.2;0.1] 0.0 [0.0;0.0] -0.6 [0.0;0.0] -2.4 [-0.1;0.0] -3.2 [-0.1;0.1]
2025 -10.5 [-0.1;0.2] 0.0 [0.0;0.0] -1.1[0.0;0.0] -3.7 [0.0;0.1] -5.7 [-0.1;0.1]
2030 -13.9 [-0.3;0.1] 0.0 [0.0;0.0] -1.6 [-0.1;0.0] -5.3 [-0.1;0.1] -7.0 [-0.1;0.0]
2035 -19.0 [-0.1;0.1] 0.0 [0.0;0.0] -2.2[0.0;0.0]  -7.4[0.0;0.1] -9.4 [-0.1;0.0]
2040  -18.9 [0.0;0.0] 0.0 [0.0;0.0] -2.2 [0.0;0.0]  -7.4[0.0;0.0] -9.3 [0.0;0.0]

Note: Simulation results for employees in the lignite industry in thousand people. Values for the Null-
Scenario are reported as change to the base year 2014 and for the year 2014 actual values are reported and
for the year 2014 actual values are reported. Values for other scenarios are differences to the Null-Scenario
in the respective year. Values in brackets denote the minimum and maximum difference from the reported
value obtained from 1200 simulations.
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Table 3.12: Unemployment rates

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario
2014  5.67 [-0.00;0.00] 5.32 [0.00;0.00] 9.17 [0.00;0.00]  10.97 [-0.00;0.00]  7.34 [-0.00;0.00]
2020  0.00 [-0.00;0.00] 0.00 [-0.00;0.00] 0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  0.00 [-0.00;0.00]
2025  0.00 [-0.00;0.00] 0.00 [-0.00;0.00] 0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  0.00 [-0.00;0.00]
2030  0.00 [-0.00;0.00] 0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] -0.00 [-0.00;0.00]
2035 -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] -0.00 [-0.00;0.00] -0.00 [-0.00;0.00]
2040 -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] -0.00 [-0.00;0.00] -0.00 [-0.00;0.00]
Baseline
2020  0.02 [-0.01;0.01] 0.01 [-0.01;0.01] 0.03 [-0.01;0.01]  0.21 [-0.02;0.03]  0.05 [-0.01;0.01]
2025  0.02 [-0.01;0.01] 0.02 [-0.01;0.01] 0.04 [-0.01;0.01]  0.21 [-0.03;0.02]  0.06 [-0.01;0.01]
2030  0.02 [-0.01;0.01] 0.02 [-0.01;0.01] 0.04 [-0.01;0.01]  0.25 [-0.04;0.04]  0.07 [-0.01;0.01]
2035  0.03 [-0.02;0.01] 0.01 [-0.02;0.02] 0.06 [-0.02;0.01]  0.46 [-0.04;0.04]  0.10 [-0.01;0.01]
2040  0.02 [-0.02;0.02] 0.01 [-0.02;0.02] 0.05 [-0.02;0.01]  0.48 [-0.04;0.03]  0.10 [-0.01;0.01]
Phase-Out-2035-Weak
2020  0.06 [-0.02;0.02] 0.06 [-0.02;0.02] 0.08 [-0.02;0.02]  0.20 [-0.04;0.03]  0.10 [-0.02;0.02]
2025  0.10 [-0.03;0.04] 0.09 [-0.03;0.04] 0.14 [-0.03;0.03]  0.44 [-0.05;0.05]  0.21 [-0.03;0.02]
2030  0.12 [-0.04;0.04] 0.10 [-0.04;0.05] 0.18 [-0.05;0.04]  0.81 [-0.07;0.08]  0.24 [-0.04;0.03]
2035  0.10 [-0.05;0.05] 0.08 [-0.05;0.05] 0.16 [-0.05;0.05]  1.07 [-0.07;0.06]  0.25 [-0.05;0.03]
2040  0.06 [-0.06;0.05] 0.04 [-0.06;0.05] 0.10 [-0.06;0.05]  0.89 [-0.06;0.07]  0.18 [-0.05;0.04]
Phase-Out-2040-Age
2020  0.06 [-0.02;0.02] 0.06 [-0.02;0.02] 0.08 [-0.02;0.02]  0.17 [-0.04;0.04]  0.10 [-0.01;0.01]
2025  0.10 [-0.03;0.04] 0.09 [-0.03;0.04] 0.13 [-0.03;0.03]  0.25 [-0.05;0.05]  0.18 [-0.03;0.02]
2030  0.12 [-0.04;0.04] 0.11 [-0.04;0.04] 0.16 [-0.04;0.04]  0.35 [-0.06;0.05]  0.24 [-0.04;0.03]
2035  0.13 [-0.04;0.05] 0.11 [-0.05;0.05] 0.18 [-0.05;0.04]  0.69 [-0.07;0.08]  0.24 [-0.04;0.03]
2040  0.11 [-0.05;0.05] 0.09 [-0.05;0.05] 0.16 [-0.05;0.05]  0.95 [-0.07;0.06]  0.24 [-0.05;0.04]
Phase-Out-2040-Balanced
2020  0.06 [-0.02;0.02] 0.06 [-0.02;0.02] 0.08 [-0.02;0.02]  0.24 [-0.04;0.03]  0.09 [-0.01;0.01]
2025  0.10 [-0.03;0.04] 0.09 [-0.03;0.04] 0.11 [-0.03;0.03]  0.56 [-0.06;0.06]  0.14 [-0.02;0.02]
2030  0.12 [-0.04;0.04] 0.11 [-0.04;0.04] 0.15 [-0.04;0.04]  0.59 [-0.06;0.06]  0.20 [-0.03;0.03]
2035  0.13 [-0.04;0.05] 0.11 [-0.05;0.05] 0.18 [-0.05;0.04]  0.69 [-0.06;0.07]  0.23 [-0.04;0.03]
2040  0.11 [-0.05;0.05] 0.09 [-0.05;0.05] 0.16 [-0.05;0.05]  0.95 [-0.07;0.06]  0.24 [-0.05;0.04]
Phase-Out-2035-Strong
2020  0.07 [-0.02;0.02] 0.06 [-0.02;0.03] 0.10 [-0.02;0.02]  0.43 [-0.04;0.05]  0.14 [-0.02;0.01]
2025  0.10 [-0.03;0.04] 0.08 [-0.03;0.04] 0.14 [-0.03;0.03]  0.52 [-0.06;0.05]  0.23 [-0.03;0.02]
2030 0.11 [-0.04;0.04] 0.09 [-0.04;0.05] 0.17 [-0.05;0.04]  0.79 [-0.06;0.07]  0.23 [-0.04;0.03]
2035  0.10 [-0.05;0.05] 0.07 [-0.05;0.05] 0.15 [-0.05;0.04]  1.07 [-0.07;0.06]  0.25 [-0.05;0.03]
2040  0.05 [-0.06;0.05] 0.03 [-0.06;0.05] 0.09 [-0.06;0.05]  0.88 [-0.06;0.07]  0.17 [-0.05;0.04]

Note: Simulation results for unemployment rates. Values for the Null-Scenario are reported as change to the
base year 2014 and for the year 2014 actual values are reported. Values for other scenarios are differences to
the Null-Scenario in the respective year. Values in brackets denote the minimum and maximum difference
from the reported value obtained from 1200 simulations.
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Table 3.13: Labour force

Year Germany Rest of Germany Central Germany

Lusatia Rhineland

Null-Scenario

40375.7 [0.0;0.0]  1611.5 [0.0:0.0]

2014 45782.6 [0.0:0.0] 521.9 [0.0;0.0]  3273.5 [0.0;0.0]

2020 910.7 [0.0;0.0] 803.1 [-0.0;0.0] 32.1 [-0.0;0.0]  10.4 [-0.0;0.0] 65.1 [-0.0;0.0]
2025  -263.8 [-0.0;0.0] -232.7 [-0.0;0.0] -9.3 [-0.0;0.0] -3.0 [-0.0;0.0] -18.8 [-0.0;0.0]
2030 -1915.2 [-0.0;0.0] -1689.1 [-0.0;0.0] -67.4 [-0.0;0.0] -21.8 [-0.0;0.0] -136.9 [-0.0;0.0]
2035 -3194.1 [-0.0;0.0] -2817.0 [-0.0;0.0] -112.4 [-0.0;0.0] -36.4 [-0.0;0.0] -228.4 [-0.0;0.0]
2040 -3872.6 [-0.0;0.0] -3415.3 [-0.0;0.0] -136.3 [-0.0;0.0] -44.1 [-0.0;0.0] -276.9 [-0.0;0.0]
Baseline
2020 -0.0 [-0.0;0.0] 2.1 [-0.8;0.5] -0.1 [-0.0;0.0] -1.0 [-0.3;0.5] -0.9 [-0.2;0.3]
2025 0.0 [-0.0;0.0] 3.5 [-1.4;0.8] -0.2 [-0.0;0.0] -1.7 [-0.4;0.8] -1.5 [-0.3;0.5]
2030 0.0 [-0.0;0.0] 4.5 [-1.8;1.1] -0.3 [-0.1;0.1] -2.3 [-0.6;1.1] -2.0 [-0.4;0.7]
2035 0.0 [-0.0;0.0] 5.4 [-2.1;1.3] -0.3 [-0.1;0.1] -2.7 [-0.7;1.3] -2.3 [-0.5;0.8]
2040 0.0 [-0.0;0.0] 6.1 [-2.4;1.4] -0.4 [-0.1;0.1] -3.1 [-0.8;1.4] -2.7 [-0.6;0.9]
Phase-Out-2035-Weak
2020 -0.0 [-0.0;0.0] 3.4 [-1.3;0.8] -0.1 [-0.0;0.0] -1.9 [-0.5;0.9] -1.5 [-0.3;0.5]
2025 -0.0 [-0.0;0.0] 5.7 [-2.2;1.2] -0.1 [-0.0;0.0] -3.2 [-0.8;1.5] -2.5 [-0.5;0.8]
2030 0.0 [-0.0;0.0] 7.4 [-2.8;1.6] -0.1 [-0.1;0.0] -4.1 [-1.0;1.9] -3.2 [-0.6;1.0]
2035 0.0 [-0.0:0.0] 8.9 [-3.4;1.9] 0.1 [-0.1;0.0]  -4.9 [-1.2;2.2]  -3.8 [-0.7;1.2]
2040 0.0 [-0.0:0.0] 10.1 [-3.8;2.2] 0.2 [-0.1;0.0]  -5.6 [-1.4;2.6]  -4.3 [-0.8;1.3]
Phase-Out-2040-Age
2020 -0.0 [-0.0;0.0] 3.4 [-1.3;0.8] -0.1 [-0.0;0.0] -1.9 [-0.5;0.9] -1.5 [-0.3;0.5]
2025 -0.0 [-0.0:0.0] 5.7 [-2.2:1.2] 0.1 [-0.0:0.0] -3.2[-0.8;1.5]  -2.5 [-0.50.8]
2030 0.0 [-0.0;0.0] 7.4 [-2.8;1.6] -0.1 [-0.1;0.0] -4.1 [-1.0;1.9] -3.2 [-0.6;1.0]
2035 0.0 [-0.0;0.0] 8.9 [-3.4;1.9] -0.1 [-0.1;0.0] -4.9 [-1.2;2.2] -3.8 [-0.7;1.2]
2040 0.0 [-0.0;0.0] 10.1 [-3.8;2.2] -0.2 [-0.1;0.0] -5.6 [-1.4;2.6] -4.3 [-0.8;1.3]
Phase-Out-2040-Balanced
2020 -0.0 [-0.0;0.0] 3.4 [-1.3;0.8] -0.1 [-0.0;0.0] -1.9 [-0.5;0.9] -1.5 [-0.3;0.5]
2025 -0.0 [-0.0;0.0] 5.7 [-2.2;1.2] -0.1 [-0.0;0.0] -3.2 [-0.8;1.5] -2.5 [-0.5;0.8]
2030 0.0 [-0.0;0.0] 7.4 [-2.8;1.6] -0.1 [-0.1;0.0] -4.1 [-1.0;1.9] -3.2 [-0.6;1.0]
2035 0.0 [-0.0;0.0] 8.9 [-3.4;1.9] -0.1 [-0.1;0.0] -4.9 [-1.2;2.2] -3.8 [-0.7;1.2]
2040 0.0 -0.0:0.0] 10.1 [-3.8;2.2] 0.2 [-0.1;0.0]  -5.6 [-1.4;2.6]  -4.3 [-0.8;1.3]
Phase-Out-2035-Strong
2020 -0.0 [-0.0;0.0] 3.4 [-1.3;0.8] -0.1 [-0.0;0.0] -1.9 [-0.5;0.9] -1.5 [-0.3;0.5]
2025 -0.0 [-0.00.0] 5.7 [-2.2;1.2] -0.1[-0.0;0.0] -3.2[-0.81.5]  -2.5 [-0.50.8]
2030 0.0 [-0.0;0.0] 7.4 [-2.8;1.6] -0.1 [-0.1;0.0] -4.1 [-1.0;1.9] -3.2 [-0.6;1.0]
2035 0.0 [-0.0;0.0] 8.9 [-3.4;1.9] -0.1 [-0.1;0.0] -4.9 [-1.2;2.2] -3.8 [-0.7;1.2]
2040 0.0 [-0.0;0.0] 10.1 [-3.8;2.2] -0.2 [-0.1;0.0] -5.6 [-1.4;2.6] -4.3 [-0.8;1.3]

Note: Simulation results for the labour force by region in thousand people. Values for the Null-Scenario are
reported as change to the base year 2014 and for the year 2014 actual values are reported. Values for other
scenarios are differences to the Null-Scenario in the respective year. Values in brackets denote the minimum
and maximum difference from the reported value obtained from 1200 simulations.
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Table 3.14: Employees

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario
2014  43188.7 [0.0;0.0]  38227.0 [0.0;0.0] 1463.8 [0.0;0.0]  464.7 [0.0;0.0] 3033.2 [0.0;0.0]
2020 858.1 [-0.3;0.3] 759.5 [-0.2;0.3] 29.1 [-0.1;0.0] 9.2 [0.0;0.0] 60.3 [0.0;0.0]
2025  -249.6 [-0.3;0.4] -221.0 [-0.3;0.4] -8.4 {0.0;0.0] -2.7 [0.0;0.0] -17.5 [0.0;0.0]
2030 -1807.1 [-0.4;0.5]  -1599.5 [-0.4;0.5] -61.2 [0.0;0.0] -19.5 [0.0;0.0] -126.9 [0.0;0.0]
2035 -3013.2 [-0.4;0.5] -2667.1 [-0.4;0.4] -102.1 [0.0;0.0] -32.4 [0.0;0.1] -211.6 [0.0;0.0]
2040 -3653.0 [-0.5;0.5]  -3233.4 [-0.4;0.4] -123.8 [-0.1;0.0]  -39.3 [0.0;0.0] -256.5 [0.0;0.1]
Baseline
2020 -8.1 [-4.0;3.6] -3.0 [-4.6;3.6] -0.6 [-0.1;0.1]  -2.0 [-0.3;0.5] -2.5 [-0.2;0.3]
2025 -10.0 [-5.4;5.2] -3.4 [-6.3;5.2] -0.8 [-0.1;0.2]  -2.6 [-0.3;0.8] -3.2 [-0.3;0.3]
2030 -10.5 [-6.2;6.3] -2.4 [-7.2;6 4] -0.9 [-0.1;0.2]  -3.3 [-0.5;0.8] -3.9 [-0.4;0.4]
2035 -11.5 [-6.5;7.0] -0.3 [-7.6;7.4] -1.2 [-0.2;0.2]  -4.7 [-0.7;1.1] -5.3 [-0.6;0.7]
2040 -8.1 [-6.3;7.0] 3.5 [-7.3;7.4] -1.1 [-0.1;0.2]  -5.0 [-0.7;1.3] -5.5 [-0.6;0.7]
Phase-Out-2035-Weak
2020  -28.9 [-10.8;8.7] -19.9 [-10.6;8.4] -1.3 [-0.3;0.3]  -2.8 [-0.4;0.8] -4.9 [-0.5;0.5]
2025 -46.2 [-16.5;14.4]  -29.6 [-16.4;13.9] -2.3 [-0.6;0.5]  -5.1 [-0.7;1.3] -9.2 [-0.9;1.1]
2030 -50.9 [-19.2;18.5]  -30.0 [-19.1;17.6] -2.8 [-0.6;0.7]  -7.7 [-1.0;1.7]  -10.4 [-1.0;1.4]
2035 -44.5 [-20.0;21.9] -21.2 [-20.0;19.8] -2.5 [-0.7;0.8]  -9.5 [-1.1;2.0]  -11.3 [-1.2;1.5]
2040 -23.8 [-20.0;23.7] -3.6 [-20.3;21.3] -1.5 [-0.6;0.9]  -9.2 [-1.2;2.2] -9.5 [-1.3;1.5]
Phase-Out-2040-Age
2020  -29.0 [-10.4;8.2] -20.5 [-10.5;7.9] -1.3 [-0.3;0.3]  -2.6 [-0.4;0.9] -4.6 [-0.4;0.6]
2025 -46.0 [-16.0;13.2] -31.8 [-16.0;12.7] -2.1 [-0.5;0.5]  -4.1 [-0.6;1.4] -8.0 [-0.7;0.9]
2030 -54.2 [-18.7;16.6] -35.9 [-18.7;16.1] -2.5 [-0.6;0.6] -5.4[-0.9;1.6] -10.4 [-1.1;1.3]
2035 -54.6 [-19.4;19.1] -33.4 [-19.7;18.4] -2.8 [-0.6;0.7]  -7.7 [-1.0;2.1]  -10.7 [-1.1;1.5]
2040 -47.0 [-19.6;21.6]  -23.7 [-19.9:19.9] 25 [-0.6:0.8] -9.5 [-1.2:2.2] -11.3 [-1.1;1.6]
Phase-Out-2040-Balanced
2020  -29.5 [-10.8;8.0] -20.7 [-10.6;7.9] -1.3 [-0.4;0.2]  -3.0 [-0.4;0.7] -4.5 [-0.5;0.5]
2025 -46.7 [-16.0;13.1]  -32.1 [-15.9;12.7] -1.9 [-0.6;0.5]  -5.7 [-0.8;1.4] -7.0 [-0.7;0.8]
2030 -54.6 [-18.8;16.3] -36.3 [-18.7;15.9] -2.5 [-0.7;0.5]  -6.6 [-0.9;1.6] -9.2 [-1.0;1.2]
2035 -55.1 [-19.7;18.8] -34.1 [-19.8;18.3] -2.9 [-0.7;0.7]  -7.7 [-1.0;2.0]  -10.4 [-1.1;1.5]
2040 -47.5 [-19.6;21.5]  -24.2 [-19.9;20.0] -2.4 [-0.6;0.8]  -9.5 [-1.3;2.2] -11.4 [-1.2;1.5]
Phase-Out-2035-Strong
2020  -31.9 [-11.1;9.3] -20.1 [-11.1;9.0] -1.7 [-0.3;0.3]  -4.0 [-0.6;0.9] -6.1 [-0.6;0.6]
2025 -45.6 [-16.6;14.7] -28.1 [-16.6;14.1] -2.3 [-0.5;0.6]  -5.5 [-0.6;1.3] -9.7 [-0.9;1.2]
2030 -47.8 [-19.3;18.7] -27.2 [-19.2;17.6] -2.7 [-0.6;0.7] -7.6 [-0.9;1.7] -10.3 [-1.1;1.3]
2035 -41.1 [-20.0;22.0] -18.1 [-19.9;19.8] -2.4 [-0.8;0.8] -9.5 [-1.1;2.0]  -11.1 [-1.2;1.5]
2040 -20.7 [-19.9;23.3] -0.8 [-20.1;21.2] -1.4 [-0.6;0.8]  -9.2 [-1.3;2.2] -9.3 [-1.3;1.5]

Note: Simulation results for the total number of employees by region in thousand people. Values for the
Null-Scenario are reported as change to the base year 2014 and for the year 2014 actual values are reported.
Values for other scenarios are differences to the Null-Scenario in the respective year. Values in brackets
denote the minimum and maximum difference from the reported value obtained from 1200 simulations.
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Table 3.15: Discounted welfare

Year Germany

Rest of Germany Central Germany

Lusatia

Rhineland

Null-Scenario

2014 100.00 [0.00;0.00]

2020  95.31 [-0.91;1.14]
2025  91.57 [-1.61;2.00]
2030  87.97 [-2.26;2.77]
2035  84.52 [-2.86;3.48]

2040  81.20 [-3.42;4.11]

100.00 [0.00;0.00]
95.31 [-0.91;1.14]
91.57 |-1.61;2.00]
87.97 [-2.26;2.77]
84.52 [-2.86;3.48]
81.20 [-3.42:4.11]

100.00 [0.00;0.00]
95.31 [-0.91;1.14]
91.57 [-1.61;2.00]
87.97 [-2.26;2.77]
84.52 [-2.86;3.48]
81.20 [-3.42:4.11]

100.00 [0.00;0.00]
95.31 [-0.91;1.14]
91.57 |-1.61;2.00]
87.97 [-2.26;2.77|
84.52 [-2.86;3.48]
81.20 [-3.42:4.11]

100.00 [0.00;0.00]
95.31 [-0.91;1.14]
91.56 |-1.62;1.99]
87.97 [-2.26;2.77|
84.52 |-2.86;3.48]
81.20 [-3.42:4.11]

Baseline

-0.02 [-0.01;0.00]
-0.03 [-0.02;0.00]
-0.02 [-0.01;0.01]
-0.03 [-0.02;0.01]
-0.02 [-0.01;0.02]

-0.04 [-0.01;0.01]
-0.03 [-0.02;0.01]
-0.03 [-0.02;0.02]
-0.07 [-0.03;0.01]
-0.04 [-0.01;0.02]

-0.24 [-0.03;0.02]
0.00 [-0.04;0.03]
-0.04 [-0.04;0.07]
-0.33 [-0.04;0.05]
-0.14 [-0.04;0.05]

-0.07 [-0.01;0.01]
-0.02 [-0.01;0.02]
-0.04 [-0.02;0.01]
-0.10 [-0.02;0.01]
-0.06 [-0.01;0.02]

Phase-Out-2035-Weak

-0.05 [-0.03;0.01]
-0.08 [-0.03;0.03]
-0.10 [-0.03;0.03]
-0.12 [-0.04;0.03]
-0.08 [-0.02;0.04]

-0.06 [-0.02;0.02]
-0.10 [-0.03;0.03]
-0.17 [-0.03;0.03]
-0.02 [-0.03;0.04]
0.02 [-0.03;0.04]

-0.09 [-0.06:0.05]
-0.16 [-0.09;0.07]
-0.57 [-0.09;0.11]
-0.08 [-0.07;0.10]
-0.06 [-0.09;0.13]

-0.05 [-0.02:0.01]
-0.21 [-0.03;0.03]
-0.08 [-0.04;0.04]
-0.10 [-0.04;0.04]
0.01 [-0.04;0.04]

Phase-Out-2040-Age

-0.05 [-0.03;0.01]
-0.08 [-0.03;0.02]
-0.09 [-0.03;0.03]
-0.11 [-0.04;0.03]
-0.11 [-0.02;0.04]

-0.07 [-0.02;0.01]
-0.10 [-0.03;0.02]
-0.11 [-0.03;0.03]
-0.18 [-0.04;0.03]
-0.02 [-0.04;0.04]

-0.22 [-0.05;0.05]
-0.18 [-0.08;0.09]
-0.16 [-0.08;0.12
-0.66 [-0.10;0.14]
-0.12 [-0.08;0.13]

-0.07 [-0.02;0.01]
-0.13 [-0.03;0.03]
-0.18 [-0.04;0.03]
-0.10 [-0.03;0.03]
-0.07 [-0.03;0.05]

Phase-Out-2040-Balanced

-0.05 [-0.03;0.01]
-0.08 [-0.03;0.02
-0.09 [-0.03;0.03]
-0.11 [-0.04;0.03]
-0.11 [-0.02;0.04]

-0.08 [-0.03;0.01]
-0.08 [-0.03;0.02]
-0.13 [-0.04;0.02]
-0.22 [-0.03;0.02]
0.00 [-0.03:0.04]

-0.07 [-0.06;0.05]
-0.53 [-0.08;0.06]
-0.11 [-0.07;0.09]
-0.32 [-0.08;0.12]
-0.14 [-0.07;0.14]

-0.09 [-0.02;0.02]
-0.10 [-0.03;0.03]
-0.17 [-0.03;0.03
-0.13 [-0.04;0.03)]
-0.08 [-0.04;0.05]

Phase-Out-2035-Strong

2020  -0.02 [-0.01;0.01]
2025  -0.02 [-0.01;0.01]
2030 -0.02 [-0.02;0.01]
2035  -0.03 [-0.02;0.01]
2040  -0.02 [-0.01;0.02]
2020  -0.05 [-0.03;0.01]
2025  -0.09 [-0.04;0.02]
2030 -0.10 [-0.04;0.03]
2035 -0.10 [-0.03;0.04]
2040 -0.07 [-0.03;0.04]
2020 -0.05 [-0.03;0.01]
2025  -0.08 [-0.03;0.02]
2030 -0.09 [-0.03;0.03]
2035  -0.10 [-0.04;0.04]
2040  -0.10 [-0.03;0.04]
2020  -0.05 [-0.03;0.01]
2025  -0.08 [-0.03;0.02]
2030 -0.09 [-0.03;0.03]
2035  -0.10 [-0.04;0.04]
2040 -0.10 [-0.03;0.04]
2020  -0.06 [-0.03;0.01]
2025  -0.09 [-0.03;0.02]
2030 -0.09 [-0.03;0.03]
2035  -0.10 [-0.04;0.04]
2040  -0.06 [-0.03;0.04]

-0.05 [-0.02;0.02]
-0.09 [-0.03;0.02]
-0.10 [-0.04;0.03]
-0.11 [-0.03;0.04]
-0.08 [-0.03;0.04]

-0.11 [-0.03;0.01]
-0.09 [-0.03;0.02]
-0.17 [-0.03;0.03]
-0.01 [-0.04;0.03]
0.02 [-0.03;0.03]

-0.48 [-0.06;0.04]
0.07 [-0.08:0.06]
-0.58 [-0.08;0.12]
-0.05 [-0.06;0.11]
-0.06 [-0.09;0.13

-0.13 [-0.02;0.01]
-0.16 [-0.03;0.03]
-0.07 [-0.04;0.03]
-0.07 [-0.04:0.04]
0.02 [-0.03;0.04]

Note: Simulation results for discounted welfare per capita as index. Values for the Null-Scenario are reported
as change to the base year 2014. Values for other scenarios are differences to the Null-Scenario in the
respective year. Values in brackets denote the minimum and maximum difference from the reported value
obtained from 1200 simulations.

87



Power Generation and Structural Change: Quantifying Economic Effects of the Coal
Phase-Out in Germany

Table 3.16: Discounted cumulative welfare

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario

2014  0.61 [-0.01;0.01] 0.64 [-0.01;0.01] 0.38 [-0.02;0.04]  0.38 [-0.03;0.04]  0.40 [-0.03;0.04]

2020 14.33 [-0.16;0.22]  15.01 [-0.26;0.30] 8.89 [-0.54;0.84]  8.95 [-0.56;0.85]  9.46 [-0.61;0.96]

2025 25.75 [-0.37;0.51]  26.97 [-0.55;0.62]  15.98 [-0.97;1.55]  16.09 [-1.02;1.58] 17.01 [-1.09;1.75]

2030 36.73 [-0.64;0.90] 38.47 [-0.90;1.06]  22.80 [-1.40;2.31] 22.95 [-1.47;2.35] 24.26 [-1.57;2.60]

2035 47.27 [-0.97;1.36]  49.52 [-1.32;1.58]  29.34 [-1.85:3.09] 29.55 [-1.92;3.14]  31.22 [-2.04;3.47|

2040 57.40 [-1.35;1.90] 60.13 [-1.78;2.18]  35.63 [-2.35;3.89]  35.88 [-2.45;3.96] 37.92 [-2.58;4.36]
Baseline
2020  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] 0.00 [-0.00;0.00] 0.01 [-0.00;0.00] 0.00 [-0.00;0.00]
2025 -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] -0.00 [-0.00;0.00] -0.00 [-0.00;0.00]
2030 -0.00 [-0.00;0.00] -0.01 [-0.00;0.00]  -0.00 [-0.00;0.00] -0.00 [-0.00;0.00] -0.01 [-0.00;0.00]
2035 -0.01 [-0.01;0.00] -0.01 [-0.00;0.00]  -0.01 [-0.00;0.00] -0.00 [-0.01;0.01] -0.01 [-0.00;0.00]
2040 -0.01 [-0.01;0.01]  -0.01 [-0.01;0.01]  -0.01 [-0.01;0.00] -0.02 [-0.01;0.01] -0.02 [-0.01;0.00]
Phase-Out-2035-Weak
2020 -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] 0.01 [-0.00;0.00] 0.00 [-0.00;0.00]
2025 -0.01 [-0.00;0.00] -0.01 [-0.00;0.00]  -0.01 [-0.00;0.00] 0.01 [-0.01;0.01]  -0.00 [-0.00;0.00]
2030 -0.02 [-0.01;0.01]  -0.02 [-0.01;0.01]  -0.01 [-0.01;0.01] 0.00 [-0.01;0.01]  -0.02 [-0.01;0.01]
2035 -0.03 [-0.01;0.01]  -0.04 [-0.01;0.01]  -0.02 [-0.01;0.01] -0.02 [-0.02;0.02] -0.03 [-0.01;0.01]
2040 -0.04 [-0.02;0.02] -0.05 [-0.02;0.02]  -0.02 [-0.01;0.01] -0.02 [-0.02;0.02] -0.03 [-0.01;0.01]
Phase-Out-2040-Age
2020 -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] 0.01 [-0.00;0.00] 0.00 [-0.00;0.00]
2025 -0.01 [-0.00;0.00] -0.01 [-0.00;0.00]  -0.01 [-0.00;0.00] -0.00 [-0.01;0.01] -0.00 [-0.00;0.00]
2030 -0.02 [-0.01;0.01]  -0.02 [-0.01;0.01]  -0.02 [-0.01;0.00] -0.02 [-0.01;0.01] -0.01 [-0.01;0.01]
2035 -0.03 [-0.01;0.01]  -0.04 [-0.01;0.01]  -0.02 [-0.01;0.01] -0.03 [-0.02;0.02] -0.03 [-0.01;0.01]
2040 -0.04 [-0.02;0.01] -0.05 [-0.02;0.01]  -0.03 [-0.01;0.01] -0.05 [-0.02;0.03] -0.04 [-0.01;0.01]
Phase-Out-2040-Balanced
2020 -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] 0.01 [-0.00;0.00] 0.00 [-0.00;0.00]
2025 -0.01 [-0.00;0.00] -0.01 [-0.00;0.00]  -0.01 [-0.00;0.00] 0.01 [-0.01;0.01]  -0.01 [-0.00;0.00]
2030 -0.02 [-0.01;0.01]  -0.02 [-0.01;0.01]  -0.01 [-0.01;0.00] -0.02 [-0.01;0.01] -0.02 [-0.01;0.01]
2035 -0.03 [-0.01;0.01]  -0.04 [-0.01;0.01]  -0.02 [-0.01;0.01] -0.03 [-0.01;0.02] -0.03 [-0.01;0.01]
2040 -0.04 [-0.02;0.01]  -0.05 [-0.02;0.01]  -0.03 [-0.01;0.01]  -0.05 [-0.02;0.02] -0.04 [-0.01;0.01]
Phase-Out-2035-Strong
2020 -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00]  -0.00 [-0.00;0.00] 0.02 [-0.00;0.00] 0.00 [-0.00;0.00]
2025 -0.01 [-0.00;0.00] -0.01 [-0.00;0.00]  -0.01 [-0.00;0.00] -0.01 [-0.01;0.00] -0.01 [-0.00;0.00]
2030 -0.02 [-0.01;0.01]  -0.03 [-0.01;0.01]  -0.02 [-0.01;0.01] -0.00 [-0.01;0.01] -0.02 [-0.01;0.01]
2035 -0.03 [-0.01;0.01] -0.04 [-0.01;0.01]  -0.02 [-0.01;0.01] -0.02 [-0.02;0.01] -0.03 [-0.01;0.01]
2040 -0.04 [-0.02;0.02] -0.05 [-0.02;0.02]  -0.02 [-0.01;0.01] -0.03 [-0.02;0.02] -0.03 [-0.01;0.01]

Note: Simulation results for stationary discounted cumulative welfare per capita in utils. Values for the
Null-Scenario are reported as change to the base year 2014 and for the year 2014 initial values are reported.
Values for other scenarios are differences to the Null-Scenario in the respective year. Values in brackets
denote the minimum and maximum difference from the reported value obtained from 1200 simulations.
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Table 3.17: Real consumption per capita

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario
2014  100.00 [0.00;0.00] 100.00 [0.00;0.00]  100.00 [0.00;0.00] 100.00 [0.00;0.00] 100.00 [0.00;0.00]
2020 104.58 [0.00;0.00] 104.58 [0.00;0.00] 104.58 [0.00;0.00] 104.59 [0.00;0.00] 104.58 [0.00;0.00]
2025 108.56 [0.00;0.00] 108.56 [0.00;0.00] 108.56 [0.00;0.00] 108.57 [0.00;0.01] 108.56 [0.00;0.00]
2030 112.70 [0.00;0.00] 112.70 [0.00;0.00] 112.70 [0.00;0.00] 112.70 [0.00;0.00] 112.70 [0.00;0.00]
2035 116.99 [0.00;0.00] 116.99 [0.00;0.00] 116.99 [0.00;0.00] 116.99 [0.00;0.00] 116.99 [0.00;0.00]
2040 121.44 [0.00;0.00] 121.44 [0.00;0.00] 121.44 [0.00;0.00] 121.44 [0.00;0.00] 121.44 [0.00;0.00]
Baseline
2020 -0.02 [-0.01;0.01]  -0.01 [-0.01;0.01]  -0.05 [-0.01;0.01]  -0.39 [-0.02;0.02]  -0.08 [-0.01;0.01]
2025 -0.02 [-0.02;0.01]  -0.02 [-0.01;0.01]  -0.05 [-0.02;0.01]  -0.21 [-0.03;0.03]  -0.06 [-0.02;0.01]
2030  -0.03 [-0.02;0.02]  -0.03 [-0.02;0.01]  -0.07 [-0.02;0.02]  -0.35 [-0.04;0.04]  -0.09 [-0.02;0.01]
2035 -0.04 [-0.03;0.02]  -0.03 [-0.02;0.02]  -0.12 [-0.02;0.02]  -0.85 [-0.04;0.03]  -0.18 [-0.02;0.02]
2040  -0.03 [-0.03;0.02]  -0.02 [-0.02;0.03]  -0.10 [-0.02;0.02]  -0.69 [-0.04;0.04]  -0.15 [-0.02;0.02]
Phase-Out-2035-Weak
2020  -0.05 [-0.02;0.02]  -0.05 [-0.02;0.02]  -0.08 [-0.02;0.02]  -0.28 [-0.05;0.04]  -0.08 [-0.02;0.02]
2025  -0.10 [-0.04;0.03]  -0.09 [-0.04;0.03]  -0.15 [-0.04;0.03]  -0.56 [-0.07;0.06]  -0.30 [-0.04;0.03]
2030  -0.13 [-0.05;0.05]  -0.13 [-0.05;0.04]  -0.27 [-0.05;0.04]  -1.33 [-0.09;0.06]  -0.20 [-0.04;0.05]
2035 -0.14 [-0.05;0.06]  -0.14 [-0.05;0.06]  -0.11 [-0.06;0.06]  -0.96 [-0.11;0.09]  -0.25 [-0.06;0.06]
2040  -0.09 [-0.06;0.07]  -0.10 [-0.05;0.07]  -0.05 [-0.04;0.06]  -0.96 [-0.09;0.09]  -0.11 [-0.05;0.05]
Phase-Out-2040-Age
2020 -0.05 [-0.02;0.02]  -0.05 [-0.02;0.01]  -0.09 [-0.03;0.01]  -0.39 [-0.04;0.03]  -0.10 [-0.02;0.02]
2025  -0.09 [-0.04;0.03]  -0.09 [-0.04;0.03]  -0.14 [-0.04;0.03]  -0.49 [-0.07;0.06]  -0.21 [-0.04;0.02]
2030  -0.13 [-0.05;0.05]  -0.13 [-0.05;0.04]  -0.19 [-0.05;0.04]  -0.62 [-0.08;0.09]  -0.30 [-0.05;0.04]
2035 -0.15 [-0.06;0.05]  -0.14 [-0.05;0.06]  -0.30 [-0.05;0.05]  -1.51 [-0.11;0.10]  -0.24 [-0.06;0.05]
2040  -0.15 [-0.06;0.06]  -0.16 [-0.06;0.06]  -0.11 [-0.06;0.06] -1.04 [-0.08;0.10]  -0.23 [-0.06;0.06]
Phase-Out-2040-Balanced
2020  -0.05 [-0.02;0.02]  -0.05 [-0.02;0.01]  -0.09 [-0.02;0.01]  -0.28 [-0.06;0.04] -0.12 [-0.02;0.01]
2025  -0.09 [-0.04;0.04]  -0.09 [-0.04;0.03]  -0.11 [-0.04;0.03]  -1.01 [-0.07;0.04]  -0.16 [-0.04;0.03]
2030  -0.13 [-0.05;0.04]  -0.13 [-0.05;0.04]  -0.20 [-0.04;0.04]  -0.68 [-0.07;0.05]  -0.28 [-0.04;0.04]
2035 -0.15 [-0.06;0.05]  -0.14 [-0.05;0.06]  -0.35 [-0.04;0.04] -1.08 [-0.07;0.09]  -0.26 [-0.05;0.05]
2040  -0.15 [-0.06;0.07]  -0.16 [-0.06;0.06]  -0.09 [-0.05;0.06]  -1.08 [-0.09;0.10]  -0.24 [-0.06;0.06]
Phase-Out-2035-Strong
2020 -0.06 [-0.02;0.02]  -0.05 [-0.02;0.02]  -0.13 [-0.02;0.02] -0.77 [-0.05;0.03]  -0.17 [-0.02;0.02]
2025 -0.10 [-0.04;0.03]  -0.09 [-0.03;0.04]  -0.14 [-0.04;0.03]  -0.36 [-0.08;0.06]  -0.26 [-0.04;0.03]
2030  -0.12 [-0.05;0.05]  -0.12 [-0.05;0.05]  -0.27 [-0.05;0.04]  -1.34 [-0.08;0.07]  -0.19 [-0.05;0.05]
2035 -0.14 [-0.06;0.05]  -0.14 [-0.05;0.05]  -0.10 [-0.06;0.05]  -0.93 [-0.11;0.08]  -0.21 [-0.06;0.06]
2040  -0.09 [-0.06;0.06]  -0.09 [-0.05;0.07]  -0.05 [-0.05;0.05]  -0.95 [-0.09;0.09]  -0.10 [-0.05;0.05]

Note: Simulation results for real consumption per capita as index. Values for the Null-Scenario are reported
as change to the base year 2014. Values for other scenarios are differences to the Null-Scenario in the
respective year. Values in brackets denote the minimum and maximum difference from the reported value
obtained from 1200 simulations.
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3.7.3 Figures

Figure 3.5: Greenhouse gas emissions of Germany
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Note: Greenhouse gas emissions in Germany. Black bars are historical values and grey bars are national
targets.

Sources: German Environment Agency, National Inventory Reports for the German Greenhouse Gas Inven-
tory 1990 to 2016 (as of 01/2018) and initial forecast for 2017 (UBA press release 08,/2018).
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Figure 3.6: Labour force projection
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Figure 3.7: Model diagram labour market

Labour Market Region r

Labour Market

Households Wages: Wy g ... Wik Firms
Employment: Ny ; ...... Ny

Net Hiring: Hp.q ...... Hy g

Migration between labour market regions

A\ 4

Labour Market Region o

Labour Market
Wages: W, 1 ...... Wo k

Firms
Employment: Ny ; ... ... No k

Households

Net Hiring: Hgyq ... ... H, g

Source: own exhibition.

92



Power Generation and Structural Change: Quantifying Economic Effects of the Coal

Phase-Out in Germany

Figure 3.8: Model diagram production
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Figure 3.9: Simulation results for

regional lignite coal specific productivity
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Note: Difference compared to the

2035-Weak (red square), Phase-Out-

Null-Scenario in percentage points, Baseline (blue circle), Phase-Out-
2040-Age (green diamond), Phase-Out-2040-Balanced (magenta triangle

point-up) and Phase-Out-2035-Strong (cyan triangle point-down). Horizontal lines indicate the maximum
and minimum value observed for 1200 simulations.

94



Power Generation and Structural Change: Quantifying Economic Effects of the Coal
Phase-Out in Germany

Figure 3.10: Simulation results for labour force
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Note: Difference compared to the Null-Scenario in thousand people, Baseline (blue circle), Phase-Out-
2035-Weak (red square), Phase-Out-2040-Age (green diamond), Phase-Out-2040-Balanced (magenta triangle
point-up) and Phase-Out-2035-Strong (cyan triangle point-down). Horizontal lines indicate the maximum
and minimum value observed for 1200 simulations.
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Figure 3.11: Simulation results for labour income
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mum value observed for 1200 simulations.
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Figure 3.12: Simulation results for total employment
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point-up) and Phase-Out-2035-Strong (cyan triangle point-down). Horizontal lines indicate the maximum
and minimum value observed for 1200 simulations.
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Figure 3.13: Simulation results for consumption
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and minimum value observed for 1200 simulations.
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Figure 3.14: Sensitivity analysis for maximum employment drop
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point-up) and Phase-Out-2035-Strong (cyan triangle point-down). Horizontal lines indicate the maximum
and minimum value observed for 1200 simulations.
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Figure 3.15: Sensitivity analysis for maximum consumption drop
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3.8 Online Appendix

3.8.1 Model equations

3.8.1.1 National aggregates

This section collects all the equations of the model associated with national aggregates.

national resource constraint

Yt =C+ g (3.39)
national consumption
R
Ct = Z Vot Wiy Cr (3.40)
r=1
national gross value-added
R K
Y= D0 D ek ek (3.41)
r=1 k=1
national government budget constraint
g + bt Up + t?"t = taact (342)
R K
taxt:ZZ P)/rkt'r wrktnrkt+yrktwrt Vrke,t Ty rkt) (343)

r=1 k=1

national real unemployment benefits

NI

b= ()7 by + (1= (p")7) ¢ wis (3.44)

national employment rate

R K
_ pop
ng = E g Wy Ny gt (3.45)
r=1 k=1

national hiring rate

i P (3.46)

1 k=1

||M:u
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national unemployment rate

R
_ pop
u=1— E Wyg Mg
r=1

national wage bill
R
(&
Ny Wy = E Vit Tt Wrt
r=1

3.8.1.2 Regional aggregates

This section collects all equations of the model associated with regional aggregates.

regional price index for consumption

K

en 1
%?,t = Z (w,i '7r,ki_77 ) e

k=1
regional budget constraint

K

77?775 Crt = Z(f)/r,k,t Yr.k,t (1 - Tr,k,t) - Tl Vrket Tor k.t wr,k,t) + Vf,t (br,t Uyt + tT’t)
k=1

regional wage bill

K

C
Yt Mot Wrt = E Yrjet Wr k.t Tor kot
k=1

regional aggregate production

K
Yrt = E Yrk,t Yr kit
k=1

regional employment rate

K
Ny = E N ket
k=1

regional unemployment rate

Uyt = 1— Ny
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regional unemployed looking for a job

4]
U’i,t =1- (1 - pop) Ny t—1 (355)
Tt
regional hiring rate
K
hr,t = Z hr,k,t (356)
k=1

law of motion for population weight

O O, Epop
p p ppopwftp 1 _I_ (1 - ppop) Z _pop (357)
d= 1

law of motion for living preferences

et = pPreEly + (L= ") o) Uy exp(yy) (3.58)

rt—

regional population growth

U}p(zp

pop __ L&) pop

M'rt - ,,pop Hy (359)
rit—1

3.8.2 Regional energy sector

This section collects all the equations of the model associated with the regional energy input
sector.

regional energy production function

nb

Yrkt = ( Z (br k,sYr st) " (3.60)

input production function

1
— Qr ks h ¥
Yrk,st = Erk,st (aﬁkas kst — E MCp kst hr,k,s,t (361)

wage from first-order condition of households

oL

I, k,s

bt + ’YTtArks rk,s,t
(1 =7") Yrk,s

(3.62)

Wy kst =
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law of motion for labour

)
Nr kst = h?”,k‘757t + (1 - W) Ny k,s,t—1 (363)
:ur,t
marginal hiring cost
By \*
mcﬁk,s,t - Bﬁk,s (\II + (1 — \Ij) <_U,s ! > ) (364)
rit—1

first-order condition for employment

1

)\r,k:,t

ks —1 h Pp—1
(ar,k,s Arks Erpost (1= Trkst) Mgay = Mgy €rkst (1= Trkst) hr,k,s,t)

I v
pop z c T7k737t+1 h 7/)_1 _
_l_ (MT,t+1 - 5) /BILI/ ™ )\ k.t_;’_l '7 kst (1 - T’I",]{},S,t-‘rl) ET‘,k),S,t-‘rl mc'f‘,k‘,sﬂf-f—l hT,k,S,t+1 - wr,k,s,t
TR, TyRyS,

(3.65)
marginal product for input of energy production
1 5
nb y 7k7 7t n
Vrk,st = :,l;c,s ( — ) Vrket (3'66)
yr,k,t
taxes on regional production
Tkt = P Trjes,_q T (1= p7) Tops €3 (”v%,m) (3.67)
tax revenues from regional energy production
s
Trkt VrktYrkt = Z Trk,s,t Vr.k,st Yrk,st (368>
s=1
law of motion for markups
)\T,k,s,t = PA )\r,k,s,t—l + (1 - P)\) 0—7/=\757k¢)\ Efgp (369)
regional energy wages
s
Voot Wy g p = Z Wy gost Ykt (3.70)
s=1
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regional energy employment rate

s
Ny ket = an,k,s,t (371)
s=1
regional energy hiring rate
s
hr,kt = Z hr,k,s,t (372)
s=1

regional marginal energy hiring costs

S
h _ h
Vrk,t mcr,k,t - E : mcr,k,s,t Vrk,s,t (373>

s=1

3.8.2.1 Regional non-energy sector

This section collects all the equations of the model associated with the regional energy input
sector.

production function

1
— Ark h P
y,rzk7t - ETzkyt (aT,k n”’,k,t - E mc’f’,k,t h”"7k3,t (3'74)

wage from first-order condition of households

L
c L Tk
o bt + ’yr,t Ar,k nr,k,t

rkt = 3.75
Wrk,t =7 ot ( )
law of motion for labour
)
Nkt = hrge + | 1 — 565 | Mk (3.76)
Tt

marginal hiring cost

h v
mc} ., = Bl (\If +(1-W) <—t> > (3.77)

Upt—1
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first-order condition for employment

/\:k’t (ar,k e €rgey (1= Toe) oy —mel e (1= Trpy) h?f;j)
+/\r,k1,t+1 (Mffﬁl - 5) B u* e % (1 - Tr,k,t—l—l) €rk t+1 mcﬁk,tﬂ hﬁﬁﬂ = Wrk,t (3~78)
taxes on regional production

Todkt =P Trkyq + (1 —p") Trpexp (77:7’%> (3.79)
law of motion for markups
Mgt = P A1 + (1= p*) o0 €F (3.80)

3.8.2.2 Household demand equations

This section collects all the equations of the model associated with household demand.

regional demand for sector consumption

c (=n°)
Tr
C’f‘,k,t - wli ( ’kt) C'f',t (381)

regional sector consumption price index

N 1
c 1_ m 1,7t
Vrky = Z <W7C~l,d,k Yd k¢ ks ) T (3.82)

d=1

regional demand for consumption from other regions

N (=)
d.k,
Crdkt = Wf,d,k (—c t> Crk.t (3.83)

market clearing

R
(1 - Tr,kt) W™y Yrky = Z Wy Crdk (3.84)
d=1
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3.8.3 National aggregates, derivation and scaling

3.8.3.1 Government

The national government consumes G;, pays lump-sum transfers 7r;, and unemployment
benefits (U;B;) financed by tax revenues (T'ax). We assume a balanced government budget

Ptht -+ PthtBt + PtCTTt = PfTaxt, (385)
N K

PiTar, = Z Z(TZ Pt Weget Negt + Tret Prit Yot)- (3.86)
r=1 k=1

Unemployment benefits are adjusted according to the development of national wages
and with a backward-looking component to reflect rigidity in the adjustment of long-term
unemployment benefits and wages. This specification allows for a sluggish adjustment of
benefits, reflecting empirical evidence.

By = (p") 1By + (1 — (") 1)C " Wiey. (3.87)

3.8.3.2 Market clearing

We assume market clearing. All products produced in a given period are consumed and firms
have no access to an inventory technology. Therefore, sectoral production in one region is
the sum of regional consumption from all regions.

Y;”Jf,t (1 - Tr,k,t) = Z Cr,o,k,t' (388)

o

Consumption expenditures in one region and one sector is the sum of the products con-
sumed from different regions purchased for the respective price.

Pfk,t 07”7/6,15 = Z Po,k,t Cr,o,k,ta (389)

PG Cri=> P Cra (3.90)
k

Overall regional consumption expenditures have to be equal to the sectoral consumption
expenditures. Note that the budget constraint of the representative household requires
that a household’s income from work, net profits and government transfers has to equal its
consumption expenditure. If we sum all regional budget constraints, we get an expression
for the gross value-added as from the expenditure approach

PFY, = PF Cy + PP G,. (3.91)

Total gross value-added from the production approach in the economy P Y; is the sum
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of all goods evaluated at their market price

PEY, =" PtV (3.92)
r k

3.8.4 National aggregates

The national consumption, gross value-added and government expenditures are given by the
following identities:

R
PiCy =Y P5Chry, (3.93)
r=1
R K
FiYi =Y % PridYone, (3.94)
r=1 k=1
P¢Y, = P'G,+ PFC,. (3.95)

3.8.5 Scaling of variables

In the following we refer to the vector of endogenous variables in the model by Z;. To make

the model trend stationary. we assume that all real non-stationary variables grow with a

2t

common trend z; with the growth rate p* = *-. Furthermore, all nominal variables are

scaled by the consumption price level P with trend inflation 7¢ = Pz—}c and are transformed
t—1

into regional per capita variables.

Ci = z popy ¢4, (
Yokt = 2 PODrt Yrk s (
Akt = 2t POPi,;aT’k r (3.98
MOy, = zpoply” el (
Wr,k,t = Pr,k,t 2t Wy k.t (
Pyt = Yrpe Pf, (3.101
Prc,t = 'V?,t Py (
(

3.8.5.1 Population growth, migration and labour market flows

The working age population pop; in Germany at time ¢ is the previous working age population

pop;—1 minus exits FX; plus entries EN; in the respective period. The gross growth rate

wt’? of the working age population is defined by -2 Tt is easy to see that the growth

popt—1
E Nt

rate of the working age population is determined by the entry rate en;, = popi and exit rate
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€T = pop—1 "
pop; = popi—1 + ENy — EXG, (3.104)
W’ — 1 =eny — ex;. (3.105)

The stock of employed and unemployed people grows at the same speed as the working age
population itself. A exogenous separation rate § and endogenous net hiring rate h; lead to
transitions between the state of unemployment and employment. The stock of employed
people evolves from newly hired people and already employed as follows

Nt = Ht + €ntNt_]_ - e.fEtNt_l + Nt—l - 5Nt_]_, (3106)

)
= ht + (1 — W) Ng—1q. (3107)
Mt

This law of motion holds for every sector and region. Given a sector invariant separation
rate, we are able to express the unemployment rate at the beginning of the period in one
region by

5
wi = = (1= ) s, (3.108)
t

Now we are able to define the job finding probability z; = % Using the definition of the

unemployment rate, we get

U = 1-— Ny, (3109)
o
Utzl—{ht—i— (1_W> nt_l}, (3110)
)
Ut = (]_ — .',Ut) Ut—1 + (1 - .[L't) MpOp Ne—1, (3111)
t
i—1 5
up = (1 — ) (1—x —o— T (- (3.112)
t t ;{(]:0 t—j > ILL?_};_’_I t }

We can use the last expression to define the probability for an individual to be long-term
or short-term unemployed. The probability of a person to be unemployed for up to one
year in period t is H?71(1 7;_;). In steady-state this corresponds to (1 — (1 — z)*). The
separation rate will be set such that this probability is 63%, to match German data.

The model only considers net migration. Regional population growth u P is given by

pop POopy¢

pop — Tt 3.113

Iu ! popr,tfl ( )
Wy

WP = (3.114)

rit—1
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3.8.5.2 Producers of intermediate goods in the energy sector

The problem of the producer of intermediate goods in the energy sector is slightly more com-
plicated than the problem of the producer of intermediate goods in the non-energy sector.
An producer of intermediate goods in the energy sector can either hire workers for the lignite
sector or for the non-lignite sector. Intermediate firms with labour face monopolistic com-
petition and, therefore, choose a production plan considering the demand for their products
from the producers of final goods. The optimization problem of the firm is

NmaX(f Z 5h{ (1 = Trpatn) Prasn () Yerpan(f) = Wikstn Nr,kz,s,t—i—h(f)} (3.115)
r.k,s,t h=0
poan
n—1
s.t. }/r,k,t—i-h <Z¢7"k3 rkst ES ) s (3116)
o 1
Yo kstth(f) = €rpsirn (Ar,k,s,t+h(f IWNrgoseen(F)te = M Clisrin(F) Hrpsirn(f )q’)a
(3.117)
Mcvh Hr t+h —
rk,st+h — rk s 77D + (1 - ¢) s popr R (3118)
rit+h
Hesiin(F) = Nogasn(f) = (B2 = 8) Nopasna(£), (3.119)
1=Xp kt+h
}/r Ark,t+h
Prjern(f) = (Y’”;h(f)) Pkt (3.120)
r.k,t+h

We can use the envelope theorem to obtain the following first-order condition with respect

to Nr,k,s,t(f)

dY;n,k,t<f) dY;",k,s,t<f) dPr,k,t(f)

el oracl) (dYW ( Yese) + Peself )
dY, s i1 (f) Yoot (f) (AP (f)

+ 61— Trps1) AN, st () dANpgsi(f) (dY},k,tﬂ(f)

Wr,k,s,t - (1 - Tr,k,t)

Yore(f) + Pr,k,t-i—l(f))a
(3.121)
dYrkt(f) o ( Ykt (f) )nlb
) )

dYTk s t(f) Yr,k,s,t(f

d}/TkSt(f) o, —1

dNrkst(f) = €rk,s,t At (ar,k,sArkstNkI;t _MCr]*l,k,stH;pkslt>
dY;"k s t+1<f) pop

—_— (5 MC r,K,S H 5 Y
dNrkst(f) (Mrt+1 ) rk,s,t+1 Erk,st+1 Zt+1 rkst+1

AP e(f) 1= Mgy (ﬁ,k,t(f))i:;i't . 1
Y,ei(f) A Y, MY el (f)
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Replacing all derivatives with their respective expressions we obtain the following first
order condition:

PT k,s,t « -1 P
,K,S, rk,s rk,s,t h -1
N, Ok Argesit (1= Tred) Noplsn = "y MO € Hyp gy oo (3.122)
T? b T? b
Pr,k,s,t-l—l pop (5 )\’r‘,k,t MCh 1 Hlllfl o W
+ Mokt (/%«,t+1 - )6/\ o rk,s,t+1 Ehk,s,tﬂ( _TT,k‘,tJrl) rhsttl — YVrkst
T,k t+ rk,t+
(Yl \
b T‘,k,t nb
Prst = Olg s (Y ) P (3.123)
r,k,s,t(f)
dYr,k,t(f)

For the non-energy sector, a = 1 and the index s can be omitted.

Yr,k,s,t(f)

3.8.6 Sensitivity analysis

Most of the structural model parameters are calibrated to match the German economy in
2014. The remaining ones, such as the inverse Frisch elasticity of substitution o, are taken
from the literature or are estimated, e.g. the persistence in unemployment benefits p®. It is
important to quantify how sensitive the reported results are with respect to these parameters.
We construct an interval with the 95%, 97.5%, 102.5% and 105% values of the calibrated
parameter value. For the persistence in regional attractiveness p©”" we construct an interval
around the implied average time an employee stays in the labour force. The interval around
the discount factor is constructed around the implied interest rate R = ™ in a model with
bonds. The sensitivity analysis is conducted for the following parameters: Discount factor
/3, elasticity of substitution between lignite coal and non-lignite coal n°, regional elasticity
of substitution for energy products 7}, regional elasticity of substitution for non-energy
products 7%, home bias energy products IH°"¢ home bias non-energy products IZome,
share of hiring costs in wage sum -*-, long-run market power M\, persistence in unemployment
benefits p°, persistence in regional attractiveness PP, persistence in market power P, inverse
Frisch elasticity o, labour market tightness hiring cost elasticity v and long-run job finding
rate x = %

In order to evaluate the sensitivity of the results with respect to each parameter, we report
the maximum drop in the employment rate between the Null-Scenario and the respective
scenario!! for the time period 2014-2040 (see Tables 3.26-3.41). A one percent change in
the inverse Frisch elasticity does not change the maximum drop in the employment rate by
more than one percent (see Table 3.26). Labour supply reacts less to changes in wages if the
Frisch elasticity is lower and vice versa. Wages react more to labour supply changes if the
Frisch elasticity is lower. In Table 3.27 the maximum percentage drop in real regional wages
are reported for different values of the inverse Frisch elasticity. A lower Frisch elasticity leads
to more volatile wages and less volatile labour.

The persistence parameter for unemployment benefits determines how fast unemployment
benefits react to changes in wages. We do not distinguish between long-term unemployment

. 144
' The maximum drop in employment is defined as follows: min ({nfie”“”o — anﬂll‘S°6"“71°} )
’ ’ t=1
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benefits and short-term unemployment benefits. A one percent increase in the persistence
of unemployment benefits increases the maximum drop in the employment rate by up to 5
percent (see Table 3.28). A higher persistence in the adjustment of unemployment benefits
leads to a lower adjustment of wages required by workers. Recovery in the model is achieved
through migration and lower wages and a higher persistence in unemployment benefits leads
to a slower adjustment process.

The sensitivity of employment to the elasticity of substitution between lignite coal and
non-lignite coal 7 is very low, as reported in Table 3.29. A higher elasticity of substitution
will increase the employment effects and indicates that less gross valued added from non-
lignite coal is required to replace lignite coal to produce energy. Therefore, fewer people will
find a job in the non-lignite coal energy sector. The results regarding employment rates are
also very insensitive to variations in the regional elasticity of substitution between energy
and non-energy products (see Table 3.30 and Table 3.31). An increase in the elasticity of
substitution between energy and non-energy products will increase the ability of households
to replace energy products by non-energy products while deriving the same utility. A one
percent increase in the elasticity of substitution leads to a less than one percent reduction
in the maximum drop in employment (see Table 3.32). Variations in the home bias for
energy products also have no impact on the employment effects, as shown in Table 3.33. A
one percent change in the home bias for non-energy products will trigger a more than one
percent change in the maximum drop in the national employment rate (see Table 3.34). A
higher home bias will reduce the maximum employment drop in the rest of Germany and
Central Germany, but increase the maximum drop in Lusatia and the Rhineland. It is harder
to generate new jobs in the non-energy sector for Lusatia and the Rhineland if demand from
the rest of Germany for non-energy products is lower.

Market power will increase the maximum drop in employment, as shown in Table 3.35.
Most of the increase is caused by a higher drop in the rest of Germany. In Central Germany;,
the Rhineland, and Lusatia, the impact on the maximum drop is negligible. A higher
persistence in market power determines how quickly firms adjust their mark-ups in response
to the change of attractiveness of the region they operate in. As stated before, attractiveness
determines migration flows and affects the market power. A lower persistence leads to a faster
adjustment of market power. Table 3.36 reports the results of the sensitivity analysis for
the persistence parameter in market power. Firms will adjust their desired mark-up not as
quickly according to their new market power if the persistence parameter is higher. As is
known from standard micro theory, higher market power leads to lower output and lower
demand for labour. Therefore, a slower adjustment to the new market power by firms will
reduce the maximum drop in the employment rate.

The speed of migration in the model is determined by the persistence in the attractiveness
of the region. As described before, we assume that entrants to the labour force decide where
to live and work. We assume that after 22.5 years (roughly half the time an individual
stays in the labour force) the labour force is populated to 50% by individuals who have
chosen their working and living place after the coal phase-out path was announced. We
construct the interval around the half-life an individual stays in the labour force (22.5 years)
to compute the respective persistence parameters p?°. Table 3.37 shows that the maximum
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drop in employment changes are less than one percent if the half-time an individual stays
in the labour force changes by one percent. A higher persistence in attractiveness leads to
lower drops in the employment rate. A lower persistence implies that a higher share of people
migrate each period. They only consider long-run developments in their decisions. This result
reveals that it is not possible to change this parameter without altering the assumption about
the process of migration. Reducing the persistence in the attractiveness of regions implies a
higher share of population migrating each period. Altering the parameter requires altering
the assumption about when individuals decide about their living and working place.

In Blanchard & Gali (2010) the elasticity of hiring costs with respect to the job finding
rate is assumed to be unity. In Table 3.38 we document the sensitivity of the maximum
drop in employment with respect to the elasticity of hiring costs. The results suggest that
the drop in employment is only marginally affected by the elasticity of marginal hiring costs
to the job finding rate. The quarterly job finding rate in Germany is assumed to be 22.43%
and determines the exogenous separation rate in each period. This parameter implicitly
determines steady-state hiring costs. A higher job finding rate will increase the exogenous
separation rate. A higher long-run job finding rate will increase the maximum drop in the
employment rate (see Table 3.39). It is easier to find new workers for firms and, therefore,
incentives to do labour herding are reduced. The same argumentation holds for the share
of hiring costs relative to the wage sum (see Table 3.40). An increase in the discount factor
leads to a higher maximum drop in the employment rate (see Table 3.41). A lower decrease
in the discount factor implies that future profits have a lower present value for firms. Their
incentive to herd labour to increase future profits is lower.
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Table 3.18: Regional and lignite specific productivity

Year Germany Rest of Germany Central Germany Lusatia Rhineland

Null-Scenario

2014 - -] 100.00 [0.00;0.00]  100.00 [0.00;0.00]  100.00 [0.00;0.00] 100.00 [0.00;0.00
2020 - [+] -71.00 [-3.00;3.00 0.00 [0.00;0.00 0.00 [0.00;0.00 0.00 [0.00;0.00
2025 - [+-] -67.00 [-6.00;5.00 0.00 [0.00;0.00 0.00 [0.00;0.00 0.00 [0.00;0.00

[-+-] | | | |
| gmpm mpn s amun
2030 - [—;—] -67.00 [-5.00;5.00] 0.00 [0.00;0.00] 0.00 [0.00;0.00] 0.00 [0.00;0.00]
[-+-] | | | |
[+l | | | |

2035 - [+ -67.00 [-5.00;5.00 0.00 [0.00;0.00 0.00 [0.00;0.00 0.00 [0.00;0.00
2040 - [+-] -67.00 [-5.00;5.00 0.00 [0.00;0.00 0.00 [0.00;0.00 0.00 [0.00;0.00
Baseline
2020 - |-+ -1.00 [-1.00;0.00]  -15.00 [-1.00;0.00] -13.00 [-1.00;1.00] -14.00 [-1.00;1.00]
2025 - |-+ 0.00 [0.00;1.00] -8.00 [-1.00;2.00] -6.00 [-2.00;2.00] -7.00 [-2.00;1.00]
2030 - [+ -1.00 [-1.00;0.00]  -13.00 [-2.00;2.00] -10.00 [-2.00;2.00] -11.00 [-2.00;2.00]
2035 - [+ -1.00 [-1.00;0.00] -32.00 [-2.00;1.00] -28.00 [-2.00;2.00] -29.00 [-2.00;2.00]
2040 - [+ -1.00 [-1.00;0.00] -26.00 [-3.00;3.00] -21.00 [-3.00;3.00] -23.00 [-3.00;3.00]
Phase-Out-2035-Weak
2020 - [+ -1.00 [-1.00;0.00] -11.00 [-1.00;1.00] -8.00 [-1.00;2.00] -9.00 [-2.00;1.00]
2025 - [+ -1.00 [-1.00;0.00] -22.00 [-3.00;2.00] -17.00 [-3.00;3.00] -43.00 [-2.00;2.00]
2030 - [+ -1.00 [-1.00;0.00] -56.00 [-2.00;3.00] -50.00 [-4.00;3.00] -18.00 [-7.00;7.00]
2035 - |-+ -1.00 [-1.00;1.00]  -92.00 [-3.00;2.00] -84.00 [-6.00;5.00] -88.00 [-5.00;3.00]
2040 - [+ -1.00 [-1.00;1.00]  -92.00 [-3.00;2.00] -84.00 [-7.00;5.00] -88.00 [-5.00;3.00]
Phase-Out-2040-Age
2020 - |- -1.00 [-1.00;0.00]  -13.00 [-1.00;1.00] -11.00 [-1.00;2.00] -11.00 [-1.00;2.00
2025 - |- -1.00 [-1.00;0.00]  -15.00 [-2.00;2.00] -12.00 [-2.00;2.00] -23.00 [-3.00;2.00

[-5-] | | | |

| | | |

2030 - H -1.00 [-1.00;0.00]  -20.00 [-3.00;2.00] -14.00 [-4.00;4.00] -40.00 [-3.00;3.00]
[-5-] | | | |

[-5-] | | | |

2035 - |- -1.00 [-1.00;0.00]  -58.00 [-2.00;3.00] -52.00 [-4.00;3.00] -20.00 [-8.00;7.00
2040 - |- -1.00 [-1.00;1.00] -92.00 [-3.00;2.00] -84.00 [-6.00;5.00] -88.00 [-5.00;3.00
Phase-Out-2040-Balanced
2020 - [+ -1.00 [-1.00;1.00] -13.00 [-1.00;1.00] -9.00 [-1.00;2.00] -13.00 [-1.00;1.00]
2025 - [+ -1.00 [-1.00;0.00] -7.00 [-2.00;1.00] -32.00 [-2.00;3.00] -13.00 [-2.00;2.00]
2030 - [+ -1.00 [-1.00;0.00] -23.00 [-3.00;2.00] -17.00 [-4.00;5.00] -30.00 [-3.00;3.00]
2035 - |+ -1.00 [-1.00;0.00] -78.00 [-3.00;3.00] -35.00 [-5.00;5.00] -25.00 [-6.00;5.00]
2040 - |-+ -1.00 [-1.00;1.00]  -92.00 [-3.00;2.00] -84.00 [-6.00;5.00] -88.00 [-5.00;3.00]
Phase-Out-2035-Strong
2020 - |- -1.00 [-1.00;1.00] -28.00 [-1.00;2.00] -26.00 [-2.00;1.00] -24.00 [-2.00;2.00
2025 - |- -1.00 [-1.00;0.00]  -15.00 [-3.00;3.00 -9.00 [-4.00;4.00] -38.00 [-3.00;3.00

2035 - -1.00 [-1.00;1.00] -92.00 [-3.00;2.00] -84.00 [-6.00;5.00] -88.00 [-5.00;3.00

-] | | | |
-] | | | |
2030 -+ -1.00 [-1.00;0.00] -56.00 [-3.00;3.00] -49.00 [-3.00:4.00] -15.00 |-7.00;6.00]
[--] | | | |
2040 - |+]  -1.00 [-1.00;1.00] -92.00 [-3.00;2.00] -84.00 |-7.00:5.00] -88.00 |-5.00;3.00]

Note: Simulation results for regional lignite productivity. Values in brackets denote the minimum and
maximum difference from the reported value obtained from 1200 simulations.
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Table 3.19: Net electricity generation in lignite sector

Year

Germany Rest of Germany Central Germany

Lusatia

Rhineland

Null-Scenario

2014
2020
2025
2030
2035
2040

100.00 [0.00;0.00]
107.00 [0.00;0.00]
108.00 [0.00;0.00]
108.00 [0.00;0.00]
109.00 [0.00;0.00]
111.00 [0.00;0.00]

[+]  100.00 [0.00;0.00]
[+]  107.00 [0.00;0.00]
- [+]  108.00 [0.00;0.00]
[+]  108.00 [0.00;0.00]
[+]  109.00 [0.00;0.00]
[+] 111.00 [0.00;0.00]

100.00 [0.00:0.00]
107.00 [0.00;0.00]
108.00 [0.00;0.00]
108.00 [0.00;0.00]
109.00 [0.00;0.00]
111.00 [0.00;0.00]

100.00 [0.00;0.00]
107.00 [0.00;0.00]
108.00 [0.00;0.00]
108.00 [0.00;0.00]
109.00 [0.00;0.00]
111.00 [0.00;0.00]

Baseline

2020
2025
2030
2035
2040

81.00 [-1.00;0.00]
81.00 [0.00;0.00]
72.00 [0.00;1.00]
48.00 [-1.00;0.00]
48.00 [0.00;1.00]

-] 81.00 [-1.00;0.00]
-] 82.00 [0.00;1.00]
-] 72.00 [0.00;0.00]
-]
-]

48.00 [-1.00;0.00]
48.00 [0.00;1.00]

)

- [_
- [_
- [_
- [_
- [_~

)

81.00 [-1.00;0.00]
81.00 [0.00;0.00]
71.00 [0.00;0.00]
48.00 [-1.00;0.00]
48.00 [0.00;1.00]

81.00 [-1.00;0.00]
82.00 [0.00;1.00]
72.00 [0.00;1.00]
48.00 [-1.00;0.00]
48.00 [0.00;1.00]

Phase-Out-2035-Weak

2020
2025
2030
2035
2040

80.00 [0.00;0.00]
44.00 [0.00;0.00]
23.00 [0.00;0.00]
0.00 [0.00;0.00]
0.00 [0.00;0.00]

)

| 81.00 [0.00;0.00]
| 56.00 [0.00;0.00]
| 16.00 [-1.00;0.00]
]
]

- [_-_
- {_;_
Sl 0.00 [0.00:0.00]
Tk 0.00 [0.00:0.00)

3

-

81.00 [0.00;0.00]
56.00 [0.00;0.00]
16.00 [-1.00;0.00]
0.00 [0.00;0.00]
0.00 [0.00;0.00]

79.00 [0.00;0.00]
32.00 [-1.00;0.00]
30.00 [-1.00;0.00]
0.00 [0.00;0.00]
0.00 [0.00;0.00]

Phase-Out-2040-Age

2020
2025
2030
2035
2040

80.00 [0.00;0.00]
61.00 [0.00;0.00]
41.00 [0.00;0.00]
21.00 [0.00;1.00]

0.00 [0.00;0.00]

| 81.00 [0.00;0.00]
| 70.00 [0.00;1.00]
-] 55.00 [0.00;0.00]
| 15.00 [0.00;1.00]
| 0.00 [0.00;0.00]

81.00 [0.00;0.00]
69.00 [0.00;0.00]
54.00 [0.00;0.00]
15.00 [0.00;1.00]
0.00 [0.00;0.00]

79.00 [0.00;0.00]
54.00 [0.00;0.00]
28.00 [-1.00;0.00]
26.00 |-1.00;0.00]

0.00 [0.00;0.00]

2020
2025
2030
2035
2040

80.00 [0.00;0.00]
61.00 [0.00;0.00]
43.00 [0.00;0.00]
22.00 [0.00;0.00]

0.00 [0.00;0.00]

[+]  83.00 [0.00;0.00]
[+]  80.00 [0.00;0.00]
~ [+ 54.00 [0.00;0.00]
[+]  2.00 [-1.00;0.00]
[+]  0.00 [0.000.00]

79.00 [-1.00;0.00]
44.00 [0.00;0.00]
41.00 [0.00;0.00]
22.00 [0.00;0.00]

0.00 [0.00;0.00]

79.00 [0.00;0.00]
67.00 [0.00;0.00]
41.00 [0.00;0.00]
28.00 [-1.00;0.00]

0.00 [0.00;0.00]

Phase-Out-2035-Strong

2020
2025
2030
2035
2040

60.00 [0.00;0.00]
44.00 [0.00;0.00]
23.00 [0.00;0.00]
0.00 [0.00;0.00]
0.00 [0.00;0.00]

3

-+ 60.00 [0.00;0.00]
-+ 56.00 [0.00;0.00]
-+ 17.00 [0.00;1.00]
-+ 0.00 [0.00;0.00]
~[+ 0.00 [0.00;0.00]

)

60.00 [0.00;1.00]
56.00 [0.00;0.00]
16.00 [-1.00;0.00]
0.00 [0.00;0.00]
0.00 [0.00;0.00]

60.00 [0.00;0.00]
32.00 [0.00;0.00]
30.00 [-1.00:0.00]
0.00 [0.00;0.00]
0.00 [0.00;0.00]

Note: Simulation results for net electricity generation by lignite relative to 2014 values. Values in brackets
denote the minimum and maximum difference from the reported value obtained from 1200 simulations.
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Table 3.20: Employees in non-lignite sector

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario
2014  297.4 [0.0;0.0] 259.5 [0.0;0.0] 10.8 [0.0;0.0] 2.9 [0.0;0.0] 24.2 [0.0;0.0]
2020 6.2 [0.0;0.0] 5.4 [0.0;0.0] 0.2 [0.0;0.0] 0.1 [0.0;0.0] 0.5 [0.0;0.0]
2025 -1.3 [0.0;0.0] -1.2 0.0;0.0] 0.0 [0.0;0.0] 0.0 [0.0;0.0] -0.1 [0.0;0.0]
2030 -12.1 [0.0;0.0] -10.6 [0.0;0.0] -0.4 [0.0;0.0] -0.1 [0.0;0.0] -1.0 [0.0;0.0]
2035 -20.4 [0.0;0.0] -17.8 [0.0;0.0] -0.7 [0.0;0.0] -0.2 [0.0;0.0] -1.7 [0.0;0.0]
2040 -24.8 [0.0;0.0] -21.7 [0.0;0.0] -0.9 [0.0;0.0] -0.2 [0.0;0.0] -2.0 [0.0;0.0]
Baseline
2020 2.6 [-0.1;0.2] 2.3 [-0.1;0.1] 0.1 [0.0;0.0] 0.0 [0.0;0.0] 0.2 [0.0;0.1]
2025 3.5 [-0.1;0.1] 3.2 [-0.1;0.1] 0.1 [0.0;0.0] 0.0 [0.0;0.0] 0.2 [0.0;0.0]
2030 4.7 [-0.2;0.2] 4.3 [-0.1;0.2] 0.1 [0.0;0.0] 0.0 [0.0;0.0] 0.3 [-0.1;0.0]
2035 6.3 [-0.2;0.4] 5.6 [-0.2;0.2] 0.2 [0.0;0.1] 0.0 [0.0;0.0] 0.5 [0.0;0.1]
2040 6.7 [-0.3;0.2] 6.1 [-0.2;0.2] 0.2 [0.0;0.0] 0.0 [0.0;0.0] 0.4 [-0.1;0.0]
Phase-Out-2035-Weak
2020 4.0 [-0.3;0.3] 3.6 [-0.2;0.2] 0.2 [0.0;0.1] 0.0 [0.0;0.0] 0.2 [-0.1;0.0]
2025 7.5 [-0.3;0.4] 6.8 [-0.3;0.3] 0.2 [0.0;0.0] 0.0 [0.0;0.0] 0.5 [0.0;0.1]
2030  10.2 [-0.2;0.5] 9.2 [-0.2;0.4] 0.3 [0.0;0.1] 0.0 [0.0;0.0] 0.7 [0.0;0.1]
2035 11.7 [-0.5;0.3] 10.6 [-0.4;0.3] 0.3 [0.0;0.0] 0.0 [-0.1;0.0] 0.8 [-0.1;0.0]
2040 12.3 [-0.4;0.5] 11.1 [-0.4;0.4] 0.4 [0.0;0.1] 0.0 [0.0;0.0] 0.8 [-0.1;0.1]
Phase-Out-2040-Age
2020 3.3 [-0.2;0.1] 3.0 [-0.2;0.1] 0.1 [0.0;0.0] 0.0 [0.0;0.0] 0.2 [0.0;0.0]
2025 5.6 [-0.3;0.2] 5.2 [-0.2;0.2] 0.1 [0.0;0.0] 0.0 [0.0;0.0] 0.3 [-0.1;0.0]
2030 7.9 [-0.4;0.3] 7.2 [-0.3;0.3] 0.2 [0.0;0.0] 0.0 [0.0;0.0] 0.5 [-0.1;0.0]
2035 10.1 [-0.4;0.4] 9.1 [-0.3;0.3] 0.3 [0.0;0.1] 0.0 [-0.1;0.0] 0.7 [-0.1;0.0]
2040 11.7 [-0.4;0.5] 10.6 [-0.4;0.4] 0.3 [-0.1;0.0] 0.0 [0.0;0.0] 0.8 [0.0;0.1]
Phase-Out-2040-Balanced
2020 3.3 [-0.2;0.1] 3.0 [-0.2;0.1] 0.1 [0.0;0.0] 0.0 [0.0;0.0] 0.2 [0.0;0.0]
2025 5.7 [-0.2;0.3] 5.2 [-0.2;0.2] 0.1 [0.0;0.0] 0.0 [0.0;0.0] 0.4 [0.0;0.1]
2030 7.8 [-0.4;0.3] 7.1 [-0.3;0.3] 0.2 [0.0;0.0] 0.0 [0.0;0.0] 0.5 [-0.1;0.0]
2035 9.9 [-0.5;0.3] 9.0 [-0.3;0.3] 0.2 [-0.1;0.0] 0.0 [-0.1;0.0] 0.7 [-0.1;0.0]
2040 11.6 [-0.5;0.4] 10.5 [-0.4;0.3] 0.3 [-0.1;0.0] 0.0 [0.0;0.0] 0.8 [0.0;0.1]
Phase-Out-2035-Strong
2020 5.2 [-0.3;0.1] 4.7 [-0.2;0.1] 0.2 [0.0;0.0] 0.0 [0.0;0.0] 0.3 [-0.1;0.0]
2025 7.9 [-0.3;0.2] 7.2 [-0.3;0.2] 0.2 [0.0;0.0] 0.0 [0.0;0.0] 0.5 [0.0;0.0]
2030 10.3 [-0.3;0.4] 9.3 [-0.3;0.3] 0.3 [0.0;0.1] 0.0 [0.0;0.0] 0.7 [-0.1;0.1]
2035 11.8 [-0.5;0.4] 10.7 [-0.4;0.4] 0.3 [0.0;0.0] 0.0 [-0.1;0.0] 0.8 [-0.1;0.0]
2040  12.3 [-0.4;0.5] 11.1 [-0.4;0.4] 0.4 [0.0;0.1] 0.0 [0.0;0.0] 0.8 [-0.1;0.1]

Note: Simulation results for employees in the non-lignite industry in thousand people. Values for the Null-
Scenario are reported as change to the base year 2014 and for the year 2014 actual values are reported.
Values for other scenarios are differences to the Null-Scenario in the respective year. Values in brackets
denote the minimum and maximum difference from the reported value obtained from 1200 simulations.
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Table 3.21: Employees in non-energy sector

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario
2014  42870.0 [0.0;0.0]  37966.9 [0.0;0.0] 1450.6 [0.0;0.0]  453.7 [0.0;0.0]  2998.8 [0.0;0.0]
2020 852.1 [-0.2;0.3] 754.6 [-0.2;0.3] 28.9 [0.0;0.0] 9.0 [0.0;0.0] 59.6 [0.0;0.0]
2025  -247.4 [-0.3;0.5] -219.2 [-0.3;0.4] -8.3 [0.0;0.1] -2.6 0.0;0.0] -17.3 [0.0;0.0]
2030 -1793.5 [-0.6;0.5]  -1588.3 [-0.4;0.5] -60.7 [-0.1;0.0]  -19.0 [0.0;0.0] -125.5 [-0.1;0.0]
2035 -2990.7 [-0.4;0.5]  -2648.6 [-0.4;0.5] -101.2 [0.0;0.0]  -31.7 [0.0;0.0]  -209.2 [0.0;0.0]
2040 -3625.8 [-0.5;0.5]  -3211.1 [-0.4;0.4] -122.7 [-0.1;0.0]  -38.4 [0.0;0.0]  -253.6 [0.0;0.1]
Baseline
2020 -7.6 [-3.8;3.5] -5.3 [-4.5;3.5] -0.4 [-0.1;0.1]  -0.8 [-0.3;0.5] -1.1 [-0.2;0.3]
2025 -9.1 [-5.3;5.0] -6.6 [-6.2;5.1] -0.4 [-0.2;0.1]  -0.9 [-0.4;0.7] -1.2 [-0.3;0.3]
2030 -9.2 [-6.0;6.2] -6.6 [-7.1;6.3] -0.3 [-0.1;0.2]  -1.0 [-0.5;0.9] -1.3 [-0.3;0.4]
2035 -9.7 [-6.5;6.9] -6.1 [-7.8;7.2] -0.4 [-0.2;0.2] -1.4 [-0.7;1.1] -1.8 [-0.6;0.6]
2040 -5.7 [-6.5;6.9] -2.6 [-7.3;7.3] -0.2 [-0.1;0.3]  -1.4 [-0.7;1.3] -1.5 [-0.7;0.7]
Phase-Out-2035-Weak
2020  -28.2 [-10.7;8.5] -23.4 [-10.6;8.3] -1.1 [-0.4;0.3]  -1.1 [-0.4;0.8] -2.6 [-0.4;0.5]
2025 -44.4 [-16.5;14.1] -36.4 [-16.4;13.8] -1.6 [-0.6;0.4] -1.8 [-0.7;1.3] -4.6 [-0.9;1.0]
2030 -47.3 [-18.8;18.5]  -39.2 [-19.1;17.2] 15 [-0.50.7]  -24 [-1.0;1.7]  -4.2 [-0.9;1.3]
2035 -37.4 [-20.1;22.0]  -31.9 [-20.0;19.7] -0.6 [-0.7;0.8]  -2.1 [-1.1;1.9] -2.8 [-1.1;1.5]
2040 -17.2 [-20.3;23.7]  -14.7 [-20.4;21.3] 0.3 [-0.8;0.8] -1.8 [-1.2;2.3] -1.0 [-1.2;1.5]
Phase-Out-2040-Age
2020  -28.5 [-10.7;7.9] -23.5 [-10.5;7.8] -1.1 [-0.4;0.2]  -1.2 [-0.5;0.8] -2.7 [-0.4;0.4]
2025 -44.6 [-15.9;12.7]  -37.0 [-15.9;12.5] -1.6 [-0.5;0.4]  -1.7 [-0.7;1.3] -4.3 [-0.7;0.8]
2030 -51.8 [-18.4;16.1]  -43.2 [-18.7;15.7] -1.7 [-0.5;0.6]  -1.9 [-0.8;1.7] -5.0 [-1.0;1.2]
2035 -51.1 [-19.6;19.1]  -42.7 [-19.8;18.2] -1.6 [-0.7;0.7]  -2.4 [-1.1;2.0] -4.4 [-1.0;1.5]
2040 -39.8 [-19.6;21.9]  -34.2 [-19.8;19.8] 0.6 [-0.7:0.8] -2.1 [-1.2:2.3]  -2.9 [-1.2;1.5]
Phase-Out-2040-Balanced
2020  -28.7 [-10.6;8.0] -23.7 [-10.5;7.8] -1.1 [-0.4;0.2]  -1.2 [-0.4;0.7] -2.7 [-0.4;0.5]
2025 -45.0 [-15.7;12.8] -37.3 [-15.8;12.5] -1.5 [-0.5;0.4]  -2.2 [-0.7;1.4] -4.0 [-0.7;0.8]
2030 -52.1 [-18.3;15.9]  -43.4 [-18.6;15.6] 1.7 [-0.50.5] -22[-09:1.7  -4.8 [-0.9:1.2]
2035 -51.5[-19.4;18.8] -43.2 [-19.7;18.0] -1.5 [-0.7;0.7]  -2.3 [-1.1;2.0] -4.5 [-1.1;1.5]
2040 -40.6 [-20.0;21.5]  -34.8 [-20.0;19.7] -0.6 [-0.8;0.7]  -2.2 [-1.3;2.2] -3.0 [-1.2;1.5]
Phase-Out-2035-Strong
2020  -30.8 [-11.0;9.2]  -24.8 [-11.1:8.9] 12 -0.3:04] -1.6 [-0.5:0.9]  -3.2 [-0.5:0.6]
2025 -43.1 [-16.4;14.6] -35.3 [-16.5;13.9] -1.5 [-0.5;0.5]  -1.8 [-0.6;1.3] -4.5 [-0.9;1.1]
2030 -44.2 [-18.9;18.8] -36.5 [-19.1;17.3] -1.4 [-0.5;0.7]  -2.3 [-1.0;1.7] -4.0 [-0.9;1.3]
2035 -33.9 [-20.0;22.1]  -28.9 [-19.9;19.7] -0.5 [-0.7;0.8]  -2.0 [-1.0;2.0] -2.5 [-1.1;1.5]
2040 -14.0 [-20.0;23.5]  -11.9 [-20.1;21.2] 0.5 [-0.7;0.9] -1.8 [-1.3;2.2] -0.8 [-1.3;1.5]

Note: Simulation results for employees in non-energy sector in thousand people. Values for the Null-Scenario
are reported as change to the base year 2014 and for the year 2014 actual values are reported. Values for
other scenarios are differences to the Null-Scenario in the respective year. Values in brackets denote the
minimum and maximum difference from the reported value obtained from 1200 simulations.
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Power Generation and Structural Change: Quantifying Economic Effects of the Coal

Phase-Out in Germany

Table 3.22: Real gross value-added total

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario
2014 2631268 [0;0] 2332970 [0;0] 71090 [0;0] 22606 [0;0] 204602 [0;0]
2020 175310 [-10;15] 155419 [-9;13] 4740 [-1;0] 1509 [0;0] 13642 [-1;2]
2025 208876 [-20;24] 185183 [-17;22] 5646 [-1;1] 1797 [0;0] 16250 [-2;2]
2030 210052 [-27;30] 186225 [-24;27] 5678 [-1;1] 1807 [0;0] 16342 [-2;3]
2035 232242 [-31;30] 205899 [-28;27] 6277 [-1;1] 1998 [0;1] 18068 [-2;3]
2040 293908 [-30;31] 260573 [-28;27] 7944 [0;2] 2528 [0;1] 22863 [-2;3]
Baseline
2020 -552 [-367;236] 276 [-444;275] -80 [-4;4] -310 [-31;50] -438 [-38;48]
2025 -551 [-513;368] 272 [-572;384] -84 [-10;7] -314 [-32;61] -425 [-33;40]
2030 -593 [-694;491] 550 [-807;529] -112 [-14;8] -444 [-50;94] -587 [-52;67]
2035 -914 [-884;621] 1031 [-1083;714] -185 [-13;10] =750 [-77;132]  -1010 [-96;121]
2040 -676 [-881;650] 1269 [-1091;734] -186 [-14;10] =762 [-77;133] -997 [-96;112]
Phase-Out-2035-Weak
2020 -1335 [-644;507] -416 [-685;506] -98 [-15;12] -323 [-38;72] -498 [-38;48]
2025  -2713 [-1200;977]  -456 [-1365;1030] -172 [-35;25] -631 [-66;124] -1454 [-124;187]
2030 -3216 [-1433;1294] -437 [-1582;1317] -349 [-25;28] -1165 [-112;205] -1265 [-91;99]
2035 -3237 [-1571;1533] 112 [-1742;1551] -292 [-58;44] -1291 [-107;200] -1766 [-144;208]
2040 -1973 [-1675;1716] 1234 [-1866;1719] -267 [-49;44] -1350 [-132;240] -1590 [-150;191]
Phase-Out-2040-Age
2020 -1366 [-667;493] -398 [-725;506] -99 [-15;11] -341 [-42;78] -528 [-44;63]
2025  -2472 [-1132;887] =765 [-1241;909] -146 [-32;22] -511 [-63;124]  -1050 [-85;121]
2030 -3179 [-1442;1200] -775 [-1620;1242] -192 [-40;29] -697 [-87;167] -1515 [-125;175]
2035 -3469 [-1624;1460] -458 [-1853;1507] -363 [-27;31]  -1250 [-137;252] -1398 [-104;133]
2040 -3401 [-1677;1636] 55 [-1892;1662] -296 [-65;47] -1361 [-128;239] -1799 [-144;217]
Phase-Out-2040-Balanced
2020 -1383 [-672;491] -396 [-734;508] -95 [-15;11] -333 [-35;70] -559 [-51;75]
2025  -2506 [-1134;887] -786 [-1228;905] -97 [-38;25] -834 [-84;149] -789 [-66;88]
2030 -3162 [-1435;1189] -812 [-1617;1229] -208 [-33;25] -824 [-83;154] -1318 [-121;179]
2035 -3460 [-1629;1450]  -493 [-1867;1504] -439 [-31;35]  -1107 [-116;218] -1421 [-116;149]
2040 -3441 [-1691;1635] 24 [-1907;1665] -288 [-62;49]  -1367 [-130;241] -1810 [-145;216]
Phase-Out-2035-Strong
2020 -1782 [-742;569] -182 [-851;615] -170 [-12;12] -589 [-58;93] -841 [-66;90]
2025  -2695 [-1120;963] -541 [-1234;984] -170 [-34;25] -595 [-54;102] -1389 [-110;148]
2030 -3017 [-1426;1298] -270 [-1565;1319] -347 [-24;28] -1166 [-114;212] -1234 [-91;95]
2035 -3036 [-1540;1520] 237 [-1684;1526] -282 [-58;45]  -1287 [-107;199] -1704 [-136;185]
2040 -1760 [-1654;1705] 1425 [-1859;1709] -262 [-48;44] -1348 [-132;241] -1575 [-154;191]

Note: Simulation results for real gross value-added in million euros. Values for the Null-Scenario are reported
as change to the base year 2014 and for the year 2014 actual values are reported. Values for other scenarios
are differences to the Null-Scenario in the respective year. Values in brackets denote the minimum and
maximum difference from the reported value obtained from 1200 simulations.

119



Power Generation and Structural Change: Quantifying Economic Effects of the Coal
Phase-Out in Germany

Table 3.23: Real gross value-added in lignite sector

Year Germany Rest of Germany Central Germany Lusatia  Rhineland

Null-Scenario

2014 2448 [0;0] 56 [0;0] 295 [0;0] 873 [0;0] 1224 [0;0]
2020 105 [050] -54 0;0] 20 [0;0] 58 [0;0] 81 [0;0]
2025 135 [051] -55 [0;1] 24 [0;0] 69 [0;0] 97 [0;0]
2030 136 [00] -55 [0;0] 24 [0;0] 69 [0;0] 98 [0;0]
2035 157 [0;0] -55 [0;0] 27 [0;0] 77 [0;0] 108 [0;0]
2040 212 [0;0] -55 [0;0] 33 [0;0] 97 [0;0] 137 [0;0]
Baseline
2020 -605 [-6;1] 0 [0;0] -74[0;0]  -222 [-2;1] -309 [-4;0]
2025  -634 [-1;10] 0 [-1;0] -78 [0;1]  -233 [-1:4] -323 [0;5]
2030 -873 [-2;3] 0 [0;0] -107 [0;1]  -320 [-1;1] -446 [-1;1]
2035 -1457 [-25;3] 0 [0;0] -180 [-3;0] -533 [-9;2] -744 [-13;1]
2040 -1518 [-3;12] 0 [0;0] -187 [-1;1]  -555 [-1;5] -776 [-1;6]

Phase-Out-2035-Weak

2020  -636 [-1;2] 0 [0;0] 74 [0:0] -223 [[1;1]  -339 [0:1]
2025  -1534 [-4;4] 0 [-1;0] 153 [0;0]  -454 [-1;2]  -927 [-4:3]
2030 -2024 [-1;3] 0 [0;0] 270 [-1;1]  -800 [-4;3]  -954 [-5;7]
2035 -2603 [-2;1] 0 [0;0] 322 [0;0] -949 [-1;1] -1332 [-1;0]
2040 -2659 [0;0] 0 [0;0] -328 [0:0]  -970 [0;0]  -1361 [0;0]

Phase-Out-2040-Age

2020 -635 [-1;3] 0 [0:1] 74 [0;0] -223 [1;1]  -338 [01]
2025  -1119 [-1;2] 0 [-1;0] 114 [0;0] -339 [-1;2]  -666 [0;0]
2030 -1601 [-2:4] 0 [0;0] “158 [0;0]  -469 [-1;2]  -974 [-2:2]
2035 -2111 [-1;2] 0 [0:0] -279 [-1;1]  -823 [-4;4]  -1009 |-5;6]
2040 2658 [-1;1] 0 [0;0] -328 [0;0]  -969 [0:1] -1361 [-1;0]

Phase-Out-2040-Balanced

2020  -645 [0;2] 0 [0:1] 70 [0;0]  -237 [0;1]  -338 [0;0]
2025  -1147 [-1;2] 0 [-1;0] -83[0:0] -559 [0;2]  -505 [-1;0]
2030 -1564 [-2;2] 0 [0;0] -160 [0;1] -584 [-2:1]  -820 [-1;0]
2035 -2059 [-3;2] 0 [0;0] 315 [-1;2]  -760 [-1;1]  -984 [-3:0]
2040 -2658 [-2;1] 0 [0;0] -328 [0;0] -969 [-1;1] -1361 [-1;0]

Phase-Out-2035-Strong

2020  -1124 [-2;2] 0 [0:1] -138 [0;0] -411 [-1;1]  -575 [-1;0]
2025 -1540 [-2;2] 0 [0;0] -153 [0;0] -455 [-1;1]  -932 [-2:1]
2030 -2022 [-3;1] 0 [0;0] 270 [-1;1]  -799 [-4:3]  -953 [-6:5]
2035 -2603 |-1;1] 0 [0;0] -322 [0;0]  -949 [0;1] -1332 |-1;0]
2040 -2659 [0;0] 0 [0;0] -328 [0;0]  -970 [0;0]  -1361 [0;0]

Note: Simulation results for gross value-added at constant prices in the lignite industry in million euros.
Values for the Null-Scenario are reported as change to the base year 2014 and for the year 2014 actual
values are reported. Values for other scenarios are differences to the Null-Scenario in the respective year.
Values in brackets denote the minimum and maximum difference from the reported value obtained from 1200
simulations.
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Power Generation and Structural Change: Quantifying Economic Effects of the Coal

Phase-Out in Germany

Table 3.24: Real gross labour income

Year Germany Rest of Germany Central Germany Lusatia Rhineland
Null-Scenario
2014 1482827 [0;0] 1312983 [0;0] 40342 [0;0] 12267 [0;0] 117235 [0;0]
2020 98766 [-12;11] 87442 [-9;11] 2689 [-3;0] 818 [0;0] 7817 [0;0]
2025 117634 [-10;11] 104142 [-10;12] 3205 [0;0] 975 [0;0] 9312 [-1;0]
2030 118288 [-16;12] 104724 [-15;14] 3222 [-1;0] 979 [0;0] 9363 [-1;0]
2035 130789 [-15;13] 115790 [-15;12] 3562 [0;0] 1085 [0;3] 10352 [-1;0]
2040 165535 [-21;18] 146555 [-17;14] 4507 [-3;0] 1372 [0;0] 13101 [-1;4]
Baseline
2020  -647 [-108;120] -47 [-114;106] =71 [-4;4] -216 [-7;9] -313 [-11;11]
2025  -962 [-200;190] -55 [-215;183] -111 [-5;5] -326 [-8;18] -470 [-16;14]
2030 -1244 [-232;232] -47 [-237;225] -147 [-6;6] -430 [-12;15] -620 [-20;19]
2035 -1716 [-223;263] 0 [-221;245] -215 [-8;5] -611 [-13;13] -890 [-25;19]
2040 -1912 [-229;271] 94 [-256;262] 252 [-6;9]  -713 [-10;23]  -1041 [-18;18]
Phase-Out-2035-Weak
2020 -1607 [-407;322] -630 [-379;304] -112 [-9;11] -304 [-16;20] -561 [-30;27]
2025 -3059 [-618;537] -1049 [-572;486] -236 [-19;13] -603 [-19;25] -1171 [-51;51]
2030 -4177 [-749;704] -1184 [-705;641] -389 [-24;24] -973 [-22;21] -1631 [-45;51]
2035 5712 [-717;791] -1107 [-754;727] -764 [-38;35]  -1403 [-27;34] -2438 [-94;89]
2040 -6124 [-724;809] -971 [-715;750] -839 [-14;23] -1464 [-17;32] -2850 [-53;60]
Phase-Out-2040-Age
2020 -1579 [-386;300] -714 [-370;277] -102 [-9;9] -259 [-10;17] -504 [-22;29]
2025 -2830 [-621;499] -1212 [-590;459] -187 [-16;14] -455 [-14;26] -976 [-29;38]
2030 -3863 [-747;644] -1505 [-704;594] -268 [-20;18] -655 [-20;27] -1435 [-45;48]
2035 -4706 [-801;760] -1559 [-758;694] -410 [-26;27] -994 [-21;23] -1743 [-45;56]
2040 -6330 [-749;825] -1430 [-789;765] -821 [-33;26]  -1444 [-27;35] -2635 [-96;93]
Phase-Out-2040-Balanced
2020 -1599 [-398;291] -722 [-372;276] -94 [-12;6] -324 [-14;19] -459 [-21;22]
2025 -2838 [-621;495] -1225 [-587;459] -164 [-19;13] -636 [-16;20] -813 [-30;37]
2030 -3801 [-755;635] -1523 [-708;590] -259 [-25;16] -828 [-19;28] -1191 [-39;45]
2035 -4655 [-817;756] -1572 [-766;695] -441 [-34;28]  -1018 [-18;29] -1624 [-47;56]
2040 -6349 [-746;824] -1452 [-783;766] -843 [-16;22]  -1433 [-31;36] -2621 [-100;101]
Phase-Out-2035-Strong
2020 -1897 [-387;335] -616 [-358;297] -154 [-10;11] -416 [-16;14] =711 [-28;28]
2025 -3230 [-628;550] -974 [-597;504] -262 [-16;15] -681 [-18;28] -1313 [-40;50]
2030 -4104 [-750;694] -1105 [-707;637] -386 [-24;22] -966 [-17;18] -1647 [-45;54]
2035 -5749 [-707;784] -1013 [-751;727] -788 [-37;28] -1413 [-26;35] -2535 [-100;99]
2040 -6030 [-717;806] -886 [-705;746] -837 [-15;23]  -1464 [-20;32] -2843 [-53;60]

Note: Simulation results for real gross labour income in Germany in million euros. Values for the Null-
Scenario are reported as change to the base year 2014 and for the year 2014 actual values are reported.
Values for other scenarios are differences to the Null-Scenario in the respective year. Values in brackets
denote the minimum and maximum difference from the reported value obtained from 1200 simulations.
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Power Generation and Structural Change: Quantifying Economic Effects of the Coal
Phase-Out in Germany

Table 3.25: Real gross labour income in lignite sector

Year Germany Rest of Germany Central Germany Lusatia Rhineland

Null-Scenario

2014 1428 [0;0] 28 [0;0] 161 [0;0] 524 [0;0] 715 [0;0]
2020 62 [0;0] -23 [0;0] 7 [0;0] 31 [0;0] 47 (0;0]
2025 77 [0;0] -28 [0;0] 14 [0;0] 38 [0;0] 53 [0;0]
2030 81 [0;0] -28 [0;0] 13 [0;0] 37 [0;0] 59 [0;0]
2035 92 [0;0] -28 [0;0] 12 [0;0] 44 10;0] 64 [0;0]
2040 123 [0;0] -28 [0;0] 18 [0;0] 57 [0;0] 76 [0;0]
Baseline
2020  -272 [-2;15] 0 [0;0] -28 [0;0] -103 [-1;7] -141 [-1;8]
2025 -401 [-2;2] 0 [0;0] -45 [0;0] -152 [-1;1]  -204 [-1;1]
2030 -539 [-4;6] 0 [0;0] -63 [0;1] -200 [-2;1] -276 [-2;7]
2035  -763 [-11;7] 0 [0;0] -85 [0;1] -286 [-6;2] -392 [-8;7]
2040 -878 [-7;4] 0 [0;0] -104 [-1;0]  -327 [-1;2] -447 [-7;2]

Phase-Out-2035-Weak

2020 -398 [-18;5] 0 [0;0] 36 [-1:6]  -140 [-8;1]  -222 [-9;1]
2025 -816 |-14;11] 0 [0;0] -86 [0:1] -274 [-7:7]  -456 [-9;9]
2030 -1169 [-14;9] 0 [0;0] -135 [-6;1] -431 [-6;7]  -603 [-6:2]
2035  -1511 [-4;2] 0 [0;0] 173 0;0]  -565 [0;1]  -773 [-4:1]
2040  -1551 [0;0] 0 [0:0] 179 [0;0]  -581[0;0]  -791 [0;0]

Phase-Out-2040-Age

2020  -351 [-9;8] 0 [0;0] -35[0:0] -118 [-1;7] -198 [-8:1]
2025  -643 [-14;3] 0 [0;0] 63 [-1;0]  -210 [-8;1]  -370 [-7:5]
2030 -925 [-16:6] 0 [0;0] 90 [-1;0]  -297 [-8:6] -538 [-8;2]
2035  -1209 [-9;10] 0 [0;0] -133 [0;1]  -446 [-8:6] -630 [-2:5]
2040 -1548 [-6;1] 0 [0;0] 179 [0;0]  -581 [-3;0] -788 [-3:1]

Phase-Out-2040-Balanced

2020  -358 [-16;2] 0 [0;0] 28 [0:0] -148 [-8;1] -182 [-8:1]
2025  -653 |[-11;6] 0 [0;0] 54 [0:0] -289 [-6:6] -310 |-8:2]
2030 -911 [-9;5] 0 [0:0] -89 [0:1] -363 [4;2] -459 [-8;2]
2035 -1194 [-15;6] 0 [0;0] 143 [-135]  -450 [-7;1]  -601 [-8;1]
2040  -1545 [-4;3] 0 [0:0] 179 [0;0] 578 [0:3]  -788 [-4;0]

Phase-Out-2035-Strong

2020  -541 [-14;9] 0 [0;0] 54 [-1;0]  -199 [-8;1] -288 [-7:8]
2025  -895 [-6;11] 0 [0;0] 94 [-1;0]  -302 [-2;6]  -499 [-6:8]
2030 -1176 [-19;4] 0 [0;0] -135 [-6;0] -431 [-6;5]  -610 [-8;1]
2035  -1514 [-3;4] 0 [0;0] 173 [0:0]  -565 [0;3] -776 [-3:1]
2040  -1551 [0;0] 0 [0:0] 179 [0;0]  -581 [0;0]  -791 [00]

Note: Simulation results for real gross labour income in the lignite industry in million euros. Values for the
Null-Scenario are reported as change to the base year 2014 and for the year 2014 actual values are reported.
Values for other scenarios are differences to the Null-Scenario in the respective year. Values in brackets
denote the minimum and maximum difference from the reported value obtained from 1200 simulations.
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Table 3.26: Sensitivity analysis for inverse Frisch elasticity

ok Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany

0.2375 0.0272 0.1175 0.1303 0.1310 0.1100

0.2437 0.0271 0.1168 0.1295 0.1302 0.1094

0.2500 0.0270 0.1162 0.1286 0.1294 0.1087

0.2562  0.0270 0.1155 0.1277 0.1285 0.1081

0.2625 0.0269 0.1148 0.1268 0.1277 0.1074

Rest of Germany
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0.2375 0.0173 0.0970 0.1130 0.1146 0.0895 =
0.2437 0.0172 0.0964 0.1123 0.1139 0.0889 gr
0.2500 0.0172 0.0958 0.1115 0.1131 0.0884 oS
0.2562 0.0171 0.0953 0.1107 0.1124 0.0878 g_
0.2625 0.0171 0.0947 0.1099 0.1116 0.0872 % Q
-

Central Germany g 0%

- @

0.2375 0.0599 0.1774 0.1845 0.1870 0.1687 E'(O
0.2437 0.0596 0.1763 0.1833 0.1857 0.1676 =
0.2500 0.0593 0.1752 0.1820 0.1844 0.1665 @ g
0.2562 0.0590 0.1741 0.1808 0.1831 0.1654 g E;
0.2625 0.0587 0.1730 0.1795 0.1818 0.1643 5 E
Lusatia oé

0.2375 0.4801 1.0709 0.9523 0.9491 1.0676 é
0.2437 0.4793 1.0697 0.9511 0.9479 1.0665 o
0.2500 0.4787 1.0685 0.9500 0.9468 1.0654 E
0.2562 0.4779 1.0673 0.9488 0.9456 1.0642 =
0.2625 0.4772 1.0660 0.9476 0.9443 1.0631 OEQ
Rhineland %

0.2375 0.1036 0.2559 0.2452 0.2467 0.2497 E:
0.2437 0.1032 0.2548 0.2440 0.2455 0.2486 g‘
0.2500 0.1028 0.2536 0.2428 0.2443 0.2476 A
0.2562 0.1025 0.2525 0.2416 0.2431 0.2465 8
0.2625 0.1021 0.2514 0.2404 0.2420 0.2454 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.27: Sensitivity analysis for wages depending on inverse Frisch elasticity

ok Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany
0.2375 -0.119 -0.387 -0.332 -0.332 -0.390
0.2437 -0.122 -0.390 -0.332 -0.335 -0.393
0.2500 -0.122 -0.393 -0.338 -0.335 -0.396
0.2562 -0.122 -0.393 -0.338 -0.338 -0.396
0.2625 -0.125 -0.396 -0.341 -0.341 -0.399
Rest of Germany
0.2375 -0.003 -0.067 -0.035 -0.035 -0.070
0.2437 -0.006 -0.067 -0.035 -0.038 -0.070
0.2500 -0.006 -0.070 -0.038 -0.038 -0.073
0.2562 -0.006 -0.070 -0.038 -0.038 -0.073
0.2625 -0.006 -0.070 -0.041 -0.041 -0.073
Central Germany
0.2375 -0.573 -2.112 -1.974 -2.043 -2.115
0.2437 -0.577 -2.126 -1.985 -2.057 -2.130
0.2500 -0.581 -2.137 -1.999 -2.068 -2.141
0.2562 -0.584 -2.148 -2.010 -2.079 -2.152
0.2625 -0.591 -2.159 -2.021 -2.090 -2.163
Lusatia
0.2375 -4.985 -10.621 -10.356 -10.257 -10.625
0.2437 -4.981 -10.628 -10.363 -10.265 -10.632
0.2500 -4.977 -10.640 -10.375 -10.272 -10.644
0.2562 -4.973 -10.647 -10.382 -10.280 -10.651
0.2625 -4.970 -10.655 -10.390 -10.287 -10.659
Rhineland

0.2375 -0.724 -2.230 -1.948 -1.930 -2.230
0.2437 -0.727 -2.238 -1.959 -1.943 -2.241
0.2500 -0.732 -2.248 -1.969 -1.953 -2.251
0.2562 -0.735 -2.256 -1.979 -1.964 -2.259
0.2625 -0.737 -2.266 -1.990 -1.971 -2.266

Note: Sensitivity analysis for the maximum drop in wages in percentage points between 2014 and 2040 compared to the Null-Scenario for the

respective region.
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Table 3.28: Sensitivity analysis for AR(1) for unemployment benefits

PP Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany
0.8075 0.0191 0.0950 0.1072 0.1082 0.0868
0.8287 0.0228 0.1049 0.1166 0.1175 0.0970
0.8500 0.0270 0.1162 0.1286 0.1294 0.1087
0.8712 0.0320 0.1292 0.1426 0.1431 0.1223
0.8925 0.0382 0.1444 0.1593 0.1596 0.1383
Rest of Germany
0.8075 0.0119 0.0746 0.0946 0.0958 0.0684
0.8287 0.0141 0.0846 0.1023 0.1034 0.0767
0.8500 0.0172 0.0958 0.1115 0.1131 0.0884
0.8712 0.0212 0.1089 0.1256 0.1270 0.1020
0.8925 0.0260 0.1241 0.1422 0.1434 0.1179
Central Germany
0.8075 0.0513 0.1535 0.1591 0.1617 0.1440
0.8287 0.0549 0.1636 0.1697 0.1722 0.1545
0.8500  0.0593 0.1752 0.1820 0.1844 0.1665
0.8712  0.0645 0.1887 0.1966 0.1987 0.1806
0.8925 0.0707 0.2043 0.2137 0.2157 0.1970
Lusatia
0.8075  0.4699 1.0394 0.9209 0.9177 1.0360
0.8287 0.4738 1.0528 0.9343 0.9311 1.0495
0.8500 0.4787 1.0685 0.9500 0.9468 1.0654
0.8712 0.4845 1.0868 0.9686 0.9654 1.0840
0.8925 0.4916 1.1084 0.9909 0.9876 1.1061
Rhineland
0.8075  0.0955 0.2265 0.2209 0.2172 0.2201
0.8287 0.0989 0.2391 0.2283 0.2297 0.2328
0.8500 0.1028 0.2536 0.2428 0.2443 0.2476
0.8712 0.1076 0.2707 0.2601 0.2616 0.2650
0.8925 0.1134 0.2910 0.2810 0.2824 0.2857

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.29: Sensitivity analysis for elasticity of substitution between lignite and non-lignite

n® Baseline  Phase-Out-2035-Weak  Phase-Out-2040-Age  Phase-Out-2040-Balanced = Phase-Out-2035-Strong
Germany

19.5700 0.0270 0.1163 0.1285 0.1293 0.1088

20.0850 0.0270 0.1163 0.1285 0.1293 0.1088

20.6000 0.0270 0.1162 0.1286 0.1294 0.1087

21.1150 0.0270 0.1162 0.1286 0.1294 0.1087

21.6300 0.0270 0.1161 0.1286 0.1294 0.1087

Rest of Germany

p—U
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&

D

]

)

l©)

B
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=

=4

z

B

o)

B

(o}

&

19.5700 0.0172  0.0959 0.1115 0.1131 0.0884 =
20.0850 0.0172  0.0959 0.1115 0.1131 0.0884 %
20.6000 0.0172  0.0958 0.1115 0.1131 0.0884 CE
21.1150 0.0172  0.0958 0.1115 0.1131 0.0884 g =
21.6300 0.0172  0.0958 0.1115 0.1132 0.0883 7 Q
D

Central Germany g 0%

=+ ®

19.5700 0.0594  0.1753 0.1822 0.1846 0.1668 5 o
20.0850 0.0593  0.1752 0.1821 0.1845 0.1667 o=
20.6000 0.0593  0.1752 0.1820 0.1844 0.1665 R
21.1150  0.0592 0.1751 0.1820 0.1843 0.1664 EE;
21.6300 0.0592  0.1751 0.1820 0.1842 0.1664 2 ‘g
Lusatia oé

19.5700  0.4792 1.0703 0.9522 0.9489 1.0679 é
20.0850  0.4789 1.0690 0.9511 0.9478 1.0666 5
20.6000 0.4787  1.0685 0.9500 0.9468 1.0654 E
21.1150 0.4784 1.0673 0.9490 0.9458 1.0642 o
21.6300 0.4782 1.0663 0.9481 0.9449 1.0630 =
Rhineland %

19.5700 0.1031 0.2548 0.2437 0.2451 0.2486 E’:
20.0850 0.1030  0.2542 0.2432 0.2447 0.2481 =
20.6000 0.1028  0.2536 0.2428 0.2443 0.2476 A
21.1150 0.1027  0.2532 0.2424 0.2439 0.2471 S
21.6300 0.1026  0.2527 0.2420 0.2436 0.2466 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.30: Sensitivity analysis for regional elasticity of substitution energy

Ny Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced = Phase-Out-2035-Strong
Germany
760.0000 0.0270 0.1162 0.1286 0.1294 0.1087
780.0000 0.0270 0.1162 0.1286 0.1294 0.1087
800.0000 0.0270 0.1162 0.1286 0.1294 0.1087
820.0000 0.0270 0.1162 0.1286 0.1294 0.1087
840.0000 0.0270 0.1162 0.1286 0.1294 0.1087
Rest of Germany
760.0000 0.0172 0.0959 0.1115 0.1131 0.0884
780.0000 0.0172 0.0958 0.1115 0.1131 0.0884
800.0000 0.0172 0.0958 0.1115 0.1131 0.0884
820.0000 0.0172 0.0958 0.1115 0.1131 0.0884
840.0000 0.0172 0.0958 0.1115 0.1131 0.0884
Central Germany
760.0000 0.0593 0.1752 0.1820 0.1844 0.1665
780.0000  0.0593 0.1752 0.1820 0.1844 0.1665
800.0000 0.0593 0.1752 0.1820 0.1844 0.1665
820.0000 0.0593 0.1752 0.1820 0.1844 0.1665
840.0000 0.0593 0.1752 0.1820 0.1844 0.1665
Lusatia
760.0000 0.4786 1.0684 0.9500 0.9468 1.0653
780.0000 0.4787 1.0685 0.9500 0.9468 1.0653
800.0000 0.4787 1.0685 0.9500 0.9468 1.0654
820.0000 0.4787 1.0685 0.9500 0.9468 1.0654
840.0000 0.4787 1.0685 0.9501 0.9469 1.0654
Rhineland
760.0000 0.1028 0.2536 0.2428 0.2443 0.2475
780.0000 0.1028 0.2536 0.2428 0.2443 0.2476
800.0000 0.1028 0.2536 0.2428 0.2443 0.2476
§820.0000 0.1029 0.2536 0.2428 0.2443 0.2476
840.0000 0.1029 0.2537 0.2428 0.2443 0.2476

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the

Null-Scenario for the respective region.
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Table 3.31: Sensitivity analysis for regional elasticity of substitution non-energy

NNE Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced  Phase-Out-2035-Strong

Germany
1.0735 0.0257 0.1141 0.1264 0.1272 0.1066
1.1017 0.0264 0.1152 0.1276 0.1283 0.1077
1.1300 0.0270 0.1162 0.1286 0.1294 0.1087
1.1582  0.0277 0.1172 0.1296 0.1304 0.1097
1.1865 0.0282 0.1181 0.1305 0.1313 0.1106

Rest of Germany
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1.0735 0.0160 0.0937 0.1093 0.1110 0.0863 =
1.1017 0.0166 0.0948 0.1104 0.1121 0.0874 gr
1.1300 0.0172 0.0958 0.1115 0.1131 0.0884 oS
1.1582 0.0177 0.0968 0.1124 0.1141 0.0893 g_
1.1865 0.0182 0.0977 0.1134 0.1150 0.0902 % g
-

Central Germany g 0%

- @

1.0735 0.0582 0.1736 0.1802 0.1824 0.1650 E‘(O
1.1017 0.0588 0.1744 0.1811 0.1834 0.1658 =
1.1300 0.0593 0.1752 0.1820 0.1844 0.1665 @ g
1.1582 0.0598 0.1761 0.1829 0.1853 0.1673 g E;
1.1865 0.0602 0.1768 0.1837 0.1862 0.1680 5 E
Lusatia oé

1.0735 0.4760 1.0621 0.9441 0.9408 1.0590 é
1.1017 0.4773 1.0654 0.9471 0.9438 1.0622 o
1.1300 0.4787 1.0685 0.9500 0.9468 1.0654 E
1.1582 0.4799 1.0714 0.9527 0.9496 1.0683 =
1.1865 0.4810 1.0743 0.9553 0.9522 1.0711 OEQ
Rhineland %

1.0735 0.1017 0.2514 0.2406 0.2421 0.2453 E:
1.1017 0.1023 0.2526 0.2417 0.2433 0.2465 g‘
1.1300 0.1028 0.2536 0.2428 0.2443 0.2476 A
1.1582 0.1034 0.2546 0.2438 0.2453 0.2486 8
1.1865 0.1038 0.2556 0.2447 0.2462 0.2496 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.32: Sensitivity analysis for elasticity of substitution between energy and non-energy products

n° Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany

0.7125 0.0280 0.1178 0.1299 0.1306 0.1106

0.7312  0.0275 0.1171 0.1292 0.1299 0.1097

0.7500 0.0270 0.1162 0.1286 0.1294 0.1087

0.7687 0.0265 0.1155 0.1279 0.1287 0.1079

0.7875  0.0262 0.1146 0.1274 0.1282 0.1070

Rest of Germany
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0.7125 0.0177 0.0976 0.1129 0.1145 0.0903 =
0.7312 0.0175 0.0968 0.1122 0.1138 0.0894 gr
0.7500 0.0172 0.0958 0.1115 0.1131 0.0884 oS
0.7687 0.0170 0.0951 0.1108 0.1124 0.0875 g_
0.7875 0.0166 0.0942 0.1103 0.1119 0.0865 % Q
-

Central Germany g 0%

- @

0.7125 0.0599 0.1765 0.1830 0.1853 0.1680 E‘(O
0.7312 0.0596 0.1758 0.1825 0.1849 0.1673 =
0.7500 0.0593 0.1752 0.1820 0.1844 0.1665 @ g
0.7687 0.0589 0.1747 0.1816 0.1839 0.1659 g E;
0.7875 0.0587 0.1741 0.1812 0.1836 0.1652 5 E
Lusatia oé

0.7125 0.4791 1.0696 0.9509 0.9477 1.0667 é
0.7312 0.4788 1.0691 0.9504 0.9472 1.0661 o
0.7500 0.4787 1.0685 0.9500 0.9468 1.0654 E
0.7687 0.4784 1.0679 0.9495 0.9463 1.0647 =
0.7875 0.4781 1.0674 0.9490 0.9459 1.0641 OEQ
Rhineland %

0.7125 0.1034 0.2550 0.2438 0.2453 0.2491 E:
0.7312 0.1031 0.2543 0.2434 0.2449 0.2483 g‘
0.7500 0.1028 0.2536 0.2428 0.2443 0.2476 A
0.7687 0.1027 0.2531 0.2422 0.2438 0.2469 8
0.7875 0.1024 0.2524 0.2418 0.2433 0.2462 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.33: Sensitivity analysis for home bias energy
IHome  Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced ~ Phase-Out-2035-Strong

Germany
0.4750  0.0270 0.1162 0.1286 0.1294 0.1087
0.4875  0.0270 0.1162 0.1286 0.1294 0.1087
0.5000 0.0270 0.1162 0.1286 0.1294 0.1087
0.5125 0.0270 0.1162 0.1286 0.1294 0.1087
0.5250  0.0270 0.1162 0.1286 0.1294 0.1087

Rest of Germany
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0.4750 0.0172 0.0958 0.1115 0.1131 0.0884 =
0.4875 0.0172 0.0958 0.1115 0.1131 0.0884 gr
0.5000 0.0172 0.0958 0.1115 0.1131 0.0884 oS
0.5125 0.0172 0.0958 0.1115 0.1131 0.0884 g_
0.5250 0.0172 0.0958 0.1115 0.1131 0.0884 % Q
-

Central Germany g 0%

- @

0.4750 0.0593 0.1752 0.1820 0.1844 0.1665 E'(O
0.4875 0.0593 0.1752 0.1820 0.1844 0.1665 =
0.5000 0.0593 0.1752 0.1820 0.1844 0.1665 @ g
0.5125 0.0593 0.1752 0.1820 0.1844 0.1665 g E;
0.5250 0.0593 0.1752 0.1820 0.1844 0.1665 5 E
Lusatia oé

0.4750 0.4787 1.0685 0.9500 0.9468 1.0654 é
0.4875 0.4787 1.0685 0.9500 0.9468 1.0654 o
0.5000 0.4787 1.0685 0.9500 0.9468 1.0654 E
0.5125 0.4787 1.0685 0.9500 0.9468 1.0654 =
0.5250 0.4787 1.0685 0.9500 0.9468 1.0654 OEQ
Rhineland %

0.4750 0.1028 0.2536 0.2428 0.2443 0.2476 E:
0.4875 0.1028 0.2536 0.2428 0.2443 0.2476 g‘
0.5000 0.1028 0.2536 0.2428 0.2443 0.2476 A
0.5125 0.1028 0.2536 0.2428 0.2443 0.2476 8
0.5250 0.1028 0.2536 0.2428 0.2443 0.2476 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.34: Sensitivity analysis for home bias non-energy

IHome  Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced ~ Phase-Out-2035-Strong

Germany
0.8075 0.0328 0.1247 0.1372 0.1380 0.1170
0.8287 0.0304 0.1212 0.1337 0.1344 0.1136
0.8500 0.0270 0.1162 0.1286 0.1294 0.1087
0.8712  0.0220 0.1088 0.1211 0.1218 0.1014
0.8925 0.0143 0.0973 0.1093 0.1100 0.0901

Rest of Germany
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0.8075 0.0228 0.1053 0.1210 0.1226 0.0977 =
0.8287 0.0204 0.1013 0.1170 0.1186 0.0938 gr
0.8500 0.0172 0.0958 0.1115 0.1131 0.0884 oS
0.8712 0.0126 0.0879 0.1035 0.1052 0.0806 g_
0.8925 0.0064 0.0761 0.0915 0.0932 0.0689 3 Q
N

Central Germany g 0%

<+ @

0.8075 0.0619 0.1780 0.1852 0.1890 0.1690 E'(O
0.8287 0.0610 0.1771 0.1843 0.1874 0.1683 =
0.8500 0.0593 0.1752 0.1820 0.1844 0.1665 o £
0.8712 0.0562 0.1714 0.1777 0.1793 0.1630 g E;
0.8925 0.0507 0.1637 0.1695 0.1703 0.1556 5 E
Lusatia oé

0.8075 0.4718 1.0670 0.9497 0.9465 1.0641 é
0.8287 0.4762 1.0696 0.9515 0.9484 1.0666 o
0.8500 0.4787 1.0685 0.9500 0.9468 1.0654 E
0.8712 0.4774 1.0607 0.9426 0.9393 1.0576 =
0.8925 0.4701 1.0426 0.9258 0.9224 1.0394 =2
Rhineland %

0.8075 0.1036 0.2587 0.2481 0.2495 0.2530 E:
0.8287 0.1036 0.2569 0.2460 0.2475 0.2510 =
0.8500 0.1028 0.2536 0.2428 0.2443 0.2476 A
0.8712 0.1007 0.2482 0.2373 0.2389 0.2419 S
0.8925 0.0963 0.2392 0.2287 0.2297 0.2326 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.35: Sensitivity analysis for market power

A Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany

1.1875 0.0265 0.1095 0.1202 0.1207 0.1029

1.2188 0.0268 0.1128 0.1243 0.1249 0.1058

1.2500 0.0270 0.1162 0.1286 0.1294 0.1087

1.2813 0.0272 0.1199 0.1333 0.1342 0.1119

1.3125 0.0273 0.1240 0.1385 0.1395 0.1153

Rest of Germany
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1.1875 0.0164 0.0895 0.1034 0.1048 0.0829 =
1.2188 0.0167 0.0925 0.1073 0.1088 0.0855 gr
1.2500 0.0172 0.0958 0.1115 0.1131 0.0884 oS
1.2813 0.0176 0.0994 0.1163 0.1178 0.0914 g_
1.3125 0.0181 0.1034 0.1222 0.1233 0.0948 % Q
-

Central Germany g 0%

- @

1.1875 0.0578 0.1670 0.1723 0.1741 0.1595 E‘(O
1.2188 0.0586 0.1710 0.1770 0.1791 0.1629 =
1.2500 0.0593 0.1752 0.1820 0.1844 0.1665 @ g
1.2813 0.0598 0.1798 0.1874 0.1900 0.1705 g E;
1.3125 0.0602 0.1846 0.1932 0.1960 0.1746 5 E
Lusatia oé

1.1875 0.4788 1.0663 0.9456 0.9441 1.0633 é
1.2188 0.4796 1.0671 0.9477 0.9455 1.0643 o
1.2500 0.4787 1.0685 0.9500 0.9468 1.0654 E
1.2813 0.4790 1.0700 0.9525 0.9488 1.0669 =
1.3125 0.4799 1.0708 0.9548 0.9502 1.0677 OEQ
Rhineland %

1.1875 0.1007 0.2498 0.2375 0.2387 0.2444 E:
1.2188 0.1018 0.2517 0.2401 0.2414 0.2459 g‘
1.2500 0.1028 0.2536 0.2428 0.2443 0.2476 A
1.2813 0.1035 0.2558 0.2457 0.2474 0.2493 8
1.3125 0.1040 0.2582 0.2498 0.2508 0.2512 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.36: Sensitivity analysis for AR (1) for market power

o Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany

0.8550  0.0277 0.1209 0.1329 0.1336 0.1135

0.8775 0.0274 0.1191 0.1311 0.1319 0.1116

0.9000 0.0270 0.1162 0.1286 0.1294 0.1087

0.9225 0.0263 0.1117 0.1244 0.1252 0.1043

0.9450  0.0252 0.1036 0.1168 0.1175 0.0962

Rest of Germany
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w2

=

0.8550 0.0182 0.1010 0.1162 0.1178 0.0935 g
0.8775 0.0178 0.0990 0.1143 0.1160 0.0915 =
0.9000 0.0172 0.0958 0.1115 0.1131 0.0884 U S
0.9225 0.0163 0.0910 0.1070 0.1086 0.0835 5‘;5
0.9450 0.0145 0.0821 0.0986 0.1002 0.0747 $ g‘
Central Germany g o%

- @

0.8550 0.0594 0.1795 0.1859 0.1883 0.1708 E’(O
0.8775 0.0593 0.1778 0.1843 0.1867 0.1691 N
0.9000 0.0593 0.1752 0.1820 0.1844 0.1665 e §
0.9225 0.0592 0.1712 0.1783 0.1807 0.1625 g&
0.9450 0.0589 0.1639 0.1713 0.1737 0.1553 5 =4
(0]

Lusatia o

a

0.8550 0.4721 1.0578 0.9407 0.9374 1.0547 g
0.8775 0.4747 1.0621 0.9444 0.9412 1.0590 %
0.9000 0.4787 1.0685 0.9500 0.9468 1.0654 =
0.9225 0.4850 1.0788 0.9591 0.9559 1.0757 <5
0.9450 0.4972 1.0981 0.9764 0.9732 1.0949 OER
a

Rhineland 7

o

0.8550 0.1021 0.2556 0.2444 0.2460 0.2495 :
0.8775 0.1024 0.2549 0.2438 0.2454 0.2488 g‘
0.9000 0.1028 0.2536 0.2428 0.2443 0.2476 o
0.9225 0.1036 0.2518 0.2412 0.2427 0.2457 8
0.9450 0.1051 0.2483 0.2380 0.2395 0.2423 =

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.37: Sensitivity analysis for AR(1) attractiveness

prep Baseline Phase-Out-2035-Weak Phase-Out-2040-Age Phase-Out-2040-Balanced Phase-Out-2035-Strong

Germany
0.9921 0.0277 0.1207 0.1338 0.1346 0.1132
0.9923 0.0273 0.1184 0.1311 0.1319 0.1110
0.9925 0.0270 0.1162 0.1286 0.1294 0.1087
0.9927 0.0267 0.1141 0.1261 0.1268 0.1067
0.9929 0.0265 0.1120 0.1237 0.1245 0.1046

Rest of Germany
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=
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=
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=

=

=

o

=

o

w0

5§

0.9921 0.0180 0.1010 0.1175 0.1191 0.0935 =
0.9923 0.0176 0.0984 0.1145 0.1161 0.0909 =
0.9925 0.0172 0.0958 0.1115 0.1131 0.0884 U=
0.9927 0.0168 0.0935 0.1086 0.1102 0.0860 5‘;5
0.9929 0.0164 0.0911 0.1062 0.1075 0.0836 $ =
Central Germany g g%

<+ @

0.9921 0.0588 0.1789 0.1863 0.1887 0.1702 E’(O
0.9923  0.0590 0.1771 0.1841 0.1865 0.1684 o R=
0.9925 0.0593 0.1752 0.1820 0.1844 0.1665 = §
0.9927 0.0595 0.1735 0.1800 0.1823 0.1648 g&
0.9929 0.0597 0.1718 0.1780 0.1804 0.1631 g B
o

Lusatia g3

&

0.9921 0.4627 1.0459 0.9253 0.9221 1.0427 S
0.9923 0.4709 1.0574 0.9379 0.9347 1.0543 %
0.9925 0.4787 1.0685 0.9500 0.9468 1.0654 =5
0.9927 0.4862 1.0792 0.9617 0.9585 1.0761 t
0.9929 0.4936 1.0896 0.9731 0.9699 1.0864 =5
S

Rhineland %

o

0.9921 0.1007 0.2545 0.2437 0.2452 0.2484 =
0.9923 0.1019 0.2541 0.2432 0.2447 0.2480 g
0.9925 0.1028 0.2536 0.2428 0.2443 0.2476 A
0.9927 0.1039 0.2533 0.2424 0.2439 0.2472 S
0.9929 0.1048 0.2529 0.2419 0.2435 0.2468 -

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.



Gel

Table 3.38: Sensitivity analysis for elasticity of marginal hiring costs to labour market tightness

v Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany

0.9500 0.0270 0.1161 0.1285 0.1293 0.1087

0.9750  0.0270 0.1162 0.1286 0.1293 0.1087

1.0000 0.0270 0.1162 0.1286 0.1294 0.1087

1.0250 0.0271 0.1162 0.1287 0.1294 0.1088

1.0500 0.0271 0.1163 0.1287 0.1295 0.1088

Rest of Germany

p—U

)

&

D

]

Q

l©)

B

le)

=

=4

z

B

o)

]

oL

&

0.9500 0.0172  0.0958 0.1114 0.1130 0.0883 =
0.9750 0.0172  0.0958 0.1114 0.1131 0.0883 gr
1.0000 0.0172  0.0958 0.1115 0.1131 0.0884 o 3
1.0250 0.0172  0.0959 0.1115 0.1132 0.0884 g =
1.0500 0.0172  0.0959 0.1116 0.1132 0.0884 7 Q
D

Central Germany g 0%

=+ ®

0.9500 0.0593  0.1751 0.1820 0.1843 0.1665 5 o
0.9750 0.0593  0.1752 0.1820 0.1844 0.1665 a s
1.0000 0.0593  0.1752 0.1820 0.1844 0.1665 R
1.0250 0.0593 0.1753 0.1821 0.1844 0.1666 EE;
1.0500 0.0593  0.1753 0.1821 0.1845 0.1666 2 ‘g
Lusatia oé

0.9500 0.4786 1.0684 0.9499 0.9467 1.0653 §
0.9750  0.4786 1.0684 0.9500 0.9468 1.0653 o
1.0000 0.4787 1.0685 0.9500 0.9468 1.0654 ?}
1.0250 0.4787 1.0685 0.9501 0.9469 1.0654 o
1.0500 0.4787 1.0686 0.9501 0.9469 1.0655 =
Rhineland %

0.9500 0.1028  0.2535 0.2427 0.2442 0.2475 E’:
0.9750 0.1028  0.2536 0.2427 0.2443 0.2475 =
1.0000 0.1028  0.2536 0.2428 0.2443 0.2476 A
1.0250 0.1029  0.2537 0.2428 0.2444 0.2476 S
1.0500 0.1029  0.2538 0.2429 0.2444 0.2477 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.39: Sensitivity analysis for job finding rate -

o

% Baseline Phase-Out-2035-Weak Phase-Out-2040-Age Phase-Out-2040-Balanced Phase-Out-2035-Strong ;D
Germany ;)

0.2131  0.0263 0.1131 0.1258 0.1266 0.1061 %
0.2187  0.0266 0.1147 0.1272 0.1279 0.1075 &3
0.2243 0.0270 0.1162 0.1286 0.1294 0.1087 g-
0.2299 0.0273 0.1177 0.1300 0.1306 0.1100 =
0.2355 0.0277 0.1192 0.1312 0.1318 0.1112 &
o

Rest of Germany wn

—+

0.2131 0.0167 0.0929 0.1087 0.1104 0.0858 =
0.2187 0.0169  0.0944 0.1102 0.1118 0.0871 3
0.2243 0.0172 0.0958 0.1115 0.1131 0.0884 5
0.2299 0.0174 0.0973 0.1128 0.1144 0.0896 5 5
0.2355 0.0176 0.0987 0.1140 0.1156 0.0908 & =
N

Central Germany g =

<+ @

0.2131 0.0583 0.1708 0.1781 0.1803 0.1629 =5 o
0.2187 0.0589 0.1731 0.1802 0.1824 0.1648 0=
0.2243  0.0593 0.1752 0.1820 0.1844 0.1665 o £
0.2299 0.0597 0.1772 0.1838 0.1863 0.1682 g =
0.2355 0.0601 0.1793 0.1856 0.1881 0.1700 5 E
o

Lusatia =

0.2131 0.4771 1.0632 0.9466 0.9422 1.0617 é
0.2187 0.4779 1.0660 0.9484 0.9446 1.0637 %
0.2243 0.4787 1.0685 0.9500 0.9468 1.0654 =L
0.2299 0.4803 1.0703 0.9511 0.9488 1.0670 =
0.2355  0.4809 1.0724 0.9523 0.9505 1.0683 =2
S

Rhineland S

0.2131 0.1018 0.2512 0.2411 0.2425 0.2458 E:
0.2187 0.1023 0.2524 0.2420 0.2435 0.2467 g‘
0.2243 0.1028 0.2536 0.2428 0.2443 0.2476 a
0.2299 0.1032 0.2549 0.2436 0.2451 0.2483 8
0.2355 0.1038 0.2560 0.2443 0.2458 0.2491 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.40: Sensitivity analysis for share of hiring costs to wage bill

o Baseline Phase-Out-2035-Weak Phase-Out-2040-Age Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany

0.0617 0.0273 0.1177 0.1301 0.1307 0.1099

0.0634 0.0272 0.1170 0.1293 0.1300 0.1093

0.0650 0.0270 0.1162 0.1286 0.1294 0.1087

0.0666 0.0269 0.1155 0.1279 0.1287 0.1082

0.0683 0.0267 0.1149 0.1272 0.1280 0.1076

Rest of Germany

0.0617 0.0174 0.0973 0.1129 0.1145 0.0895
0.0634 0.0173 0.0966 0.1121 0.1138 0.0889
0.0650 0.0172 0.0958 0.1115 0.1131 0.0884
0.0666 0.0171 0.0952 0.1108 0.1125 0.0878
0.0683 0.0170 0.0946 0.1102 0.1118 0.0873

Central Germany

0.0617 0.0595 0.1770 0.1838 0.1863 0.1681
0.0634 0.0594 0.1760 0.1830 0.1854 0.1673
0.0650 0.0593 0.1752 0.1820 0.1844 0.1665
0.0666 0.0591 0.1743 0.1812 0.1835 0.1658
0.0683 0.0590 0.1734 0.1803 0.1825 0.1651
Lusatia
0.0617 0.4807 1.0707 0.9516 0.9492 1.0674
0.0634 0.4802 1.0693 0.9510 0.9480 1.0664
0.0650 0.4787 1.0685 0.9500 0.9468 1.0654
0.0666 0.4781 1.0672 0.9490 0.9455 1.0644
0.0683 0.4776 1.0658 0.9480 0.9443 1.0634
Rhineland
0.0617 0.1030 0.2551 0.2440 0.2455 0.2486
0.0634 0.1028 0.2544 0.2433 0.2449 0.2481
0.0650 0.1028 0.2536 0.2428 0.2443 0.2476
0.0666 0.1027 0.2530 0.2422 0.2437 0.2471
0.0683 0.1026 0.2524 0.2417 0.2432 0.2466

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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Table 3.41: Sensitivity analysis for discount factor

B Baseline Phase-Out-2035-Weak Phase-Out-2040-Age  Phase-Out-2040-Balanced Phase-Out-2035-Strong
Germany

0.9984  0.0269 0.1160 0.1283 0.1291 0.1085

0.9982  0.0270 0.1161 0.1285 0.1292 0.1086

0.9980 0.0270 0.1162 0.1286 0.1294 0.1087

0.9977 0.0272 0.1164 0.1288 0.1296 0.1089

0.9975 0.0272 0.1165 0.1289 0.1297 0.1090

Rest of Germany

’—U

)

=

a

]

»!

@

=]

o)

=

=4

=

=]

o)

=]

Q.

L2

0.9984 0.0171 0.0957 0.1112 0.1129 0.0881 =
0.9982 0.0171 0.0958 0.1113 0.1130 0.0883 gr
0.9980 0.0172 0.0958 0.1115 0.1131 0.0884 oS
0.9977 0.0172 0.0960 0.1117 0.1133 0.0885 g_
0.9975 0.0173 0.0961 0.1118 0.1135 0.0887 % Q
-

Central Germany g 0%

- @

0.9984 0.0591 0.1748 0.1817 0.1841 0.1662 E‘(O
0.9982  0.0592 0.1750 0.1819 0.1842 0.1664 o=
0.9980 0.0593 0.1752 0.1820 0.1844 0.1665 @ g
0.9977 0.0594 0.1754 0.1823 0.1847 0.1668 g E;
0.9975 0.0594 0.1756 0.1824 0.1848 0.1669 5 E
Lusatia o;

0.9984 0.4793 1.0673 0.9493 0.9462 1.0648 é
0.9982 0.4785 1.0675 0.9497 0.9465 1.0650 o
0.9980 0.4787 1.0685 0.9500 0.9468 1.0654 E
0.9977 0.4788 1.0690 0.9505 0.9472 1.0659 =
0.9975 0.4790 1.0693 0.9508 0.9475 1.0662 OEQ
Rhineland %

0.9984 0.1026 0.2532 0.2422 0.2437 0.2470 E:
0.9982 0.1028 0.2535 0.2425 0.2440 0.2473 g‘
0.9980 0.1028 0.2536 0.2428 0.2443 0.2476 A
0.9977 0.1029 0.2541 0.2432 0.2448 0.2480 8
0.9975 0.1030 0.2544 0.2435 0.2451 0.2483 —

Note: Sensitivity analysis for the maximum increase in the unemployment rate in percentage points between 2014 and 2040 compared to the
Null-Scenario for the respective region.
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3.8.8 Figures

Figure 3.16: Sensitivity analysis for maximum drop in labour compensation
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Note: Difference compared to the Null-Scenario in million euro , Baseline (blue circle), Scenario cenario 1 (red
square), Phase-Out-2040-Age (green diamond), Phase-Out-2040-Balanced (magenta triangle point-up) and
Phase-Out-2035-Strong (cyan triangle point-down). Horizontal lines indicate the maximum and minimum
value observed for 1200 simulations.
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Figure 3.17: Sensitivity analysis for maximum drop in wages
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Note: Difference compared to the Null-Scenario in thousand euro, Baseline (blue circle), Phase-Out-2035-
Weak (red square), Phase-Out-2040-Age (green diamond), Phase-Out-2040-Balanced (magenta triangle

point-up) and Phase-Out-2035-Strong (cyan triangle point-down). Horizontal lines indicate the maximum
and minimum value observed for 1200 simulations.
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Figure 3.18: Simulation results for employment rates in lignite sector
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Note: The plots depict the simulation trajectories for the Null-Scenario (black solid line), Baseline (blue line
with circle), Phase-Out-2035-Weak (red line with square), Phase-Out-2040-Age (green line with diamond),
Phase-Out-2040-Balanced (magenta line with triangle pointing upward) and Phase-Out-2035-Strong (cyan
line with triangle pointing downward).
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Figure 3.19: Simulation results for unemployment rates
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Note: The plots depict the simulation trajectories for the Null-Scenario (black solid line), Baseline (blue line
with circle), Phase-Out-2035-Weak (red line with square), Phase-Out-2040-Age (green line with diamond),
Phase-Out-2040-Balanced (magenta line with triangle pointing upward) and Phase-Out-2035-Strong (cyan
line with triangle pointing downward).
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Figure 3.20: Simulation trajectory for productivity shocks on lignite sectors
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Note: The plots depict the simulation trajectories for the Null-Scenario (black solid line), Baseline (blue line
with circle), Phase-Out-2035-Weak (red line with square), Phase-Out-2040-Age (green line with diamond),
Phase-Out-2040-Balanced (magenta line with triangle pointing upward) and Phase-Out-2035-Strong (cyan
line with triangle pointing downward).
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Figure 3.21: Simulation trajectory for non-lignite employment rates
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Note: The plots depict the simulation trajectories for the Null-Scenario (black solid line), Baseline (blue line
with circle), Phase-Out-2035-Weak (red line with square), Phase-Out-2040-Age (green line with diamond),
Phase-Out-2040-Balanced (magenta line with triangle pointing upward) and Phase-Out-2035-Strong (cyan
line with triangle pointing downward).
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Figure 3.22: Simulation trajectory for non-energy employment rates
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Note: The plots depict the simulation trajectories for the Null-Scenario (black solid line), Baseline (blue line
with circle), Phase-Out-2035-Weak (red line with square), Phase-Out-2040-Age (green line with diamond),
Phase-Out-2040-Balanced (magenta line with triangle pointing upward) and Phase-Out-2035-Strong (cyan
line with triangle pointing downward).
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Figure 3.23: Simulation trajectory for population shares
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Note: The plots depict the simulation trajectories for the Null-Scenario (black solid line), Baseline (blue line
with circle), Phase-Out-2035-Weak (red line with square), Phase-Out-2040-Age (green line with diamond),
Phase-Out-2040-Balanced (magenta line with triangle pointing upward) and Phase-Out-2035-Strong (cyan
line with triangle pointing downward).
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Figure 3.24: Simulation trajectory for mark-ups
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Note: The plots depict the simulation trajectories for the Null-Scenario (black solid line), Baseline (blue line
with circle), Phase-Out-2035-Weak (red line with square), Phase-Out-2040-Age (green line with diamond),
Phase-Out-2040-Balanced (magenta line with triangle pointing upward) and Phase-Out-2035-Strong (cyan
line with triangle pointing downward).
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Figure 3.25: Simulation trajectory for regional consumption
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Note: The plots depict the simulation trajectories for the Null-Scenario (black solid line), Baseline (blue line
with circle), Phase-Out-2035-Weak (red line with square), Phase-Out-2040-Age (green line with diamond),
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Figure 3.26: Simulation trajectory for regional gross value-added
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Figure 3.27: Simulation trajectory for regional real wages
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Figure 3.28: Simulation trajectory for regional consumption price levels
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Figure 3.29: Simulation trajectory for regional hiring rates
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Figure 3.30: Simulation trajectory for national aggregates
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Chapter 4

Is Risk the Fuel of the Business Cycle?!

Abstract

This paper develops a dynamic stochastic general equilibrium (DSGE) model with risky
capital and oil as production factors. The production function of the representative firm is
a nested constant elasticity of substitution function. The model is estimated using Bayesian
techniques with economic data and on oil prices, production and consumption for the United
States. The interaction between risk, investment decisions of firms, and the oil market are
analysed, taking the short-run elasticity of substitution between oil and capital and the
propagation mechanisms between risk in capital production and oil price movements into
account. The model is used to reassess the contribution of the different potential drivers to
the business cycle controlling for fluctuations in oil markets. Significant findings are that the
contributions of financial market frictions and oil market disturbances to the US business
cycle are low and that financial market disturbances mainly drove the Great Recession. The
model can quantify the impact of climate change mitigation policies on the economy. Cli-
mate change mitigation policies, e.g. increasing oil taxes, to reduce crude oil consumption
by 10% can cause a contraction of GDP by 1 to 2% and increases inflation. Monetary policy
can stabilize inflation increasing the federal funds rate dependent on the degree of financial
market imperfections by 0.15 to 0.40 percentage points annually.

JEL Codes: C32, C53, E37
Keywords: Business cycles, risk, energy, investment, DSGE, variance decomposition, struc-
tural models

1T would like to thank Katja Heinisch, Oliver Holtemdller, Thomas Krause, Axel Lindner, Tara Sinclair,
Thomas Steger, Mathias Trabandt, Gregor von Schweinitz, participants of the IWH-CIREQ-GW Macroe-
conometric Workshop 2019, the IWH Doctoral Research Seminar and the Leipzig Doctoral Seminar in
Economics for fruitful comments and suggestions.
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4.1 Introduction

Oil prices have been more volatile since the Yom Kippur war in 1973, and since then, macroe-
conomic research has been studying the relationship between oil prices and real economic
activity. The Great Recession from 2007 to 2009 initiated a macroeconomic research agenda
on the role of financial markets for the business cycle (see Christiano et al. 2014, Jermann
& Quadrini 2012, Khan & Thomas 2013, Mian & Sufi 2014). We also know that oil and
financial markets are interdependent (see Elder & Serletis 2009, 2010, Kilian 2008).

Suitable tools for investigating the macroeconomic role of oil (see Balke & Brown 2018,
Bergholt et al. 2017, Dhawan & Jeske 2008, Milani 2009) and financial markets are general
equilibrium models. A frequently used approach to model financial frictions is the so-called
financial accelerator mechanism. This mechanism was introduced into a standard New-
Keynesian DSGE (henceforth NK-DSGE) model by Bernanke et al. (1999). They showed
that the accelerator could amplify small shocks, that might come from monetary policy or
the oil market.

Christiano et al. (2014) (henceforth CMR) estimate a workhorse NK-DSGE model (see
Christiano et al. 2005, Smets & Wouters 2003, 2007) (henceforth CEE) augmented by the
financial accelerator mechanism described in Bernanke et al. (1999). Shocks to the credit
market (risk shocks) can explain a majority of the US GDP growth variance, according to
CMR. Quantitative financial variables (credit growth, networth) are necessary observables
to achieve this result. Further, the estimated persistence in prices, wages and consumption
are also important to obtain a dominant role of risk shocks for GDP growth.

Thus, CMR appear to have shown that risk is the fuel of the business cycle. However, they
did not control for fluctuations in crude oil markets. Including crude oil market observables
might change the estimated structural parameters. Persistence in wages and prices might be
lower or higher, including oil. Estimated standard deviations of shocks are interdependent.
Controlling for oil can change the contribution of other shocks to GDP growth and the
business cycle.

The main objective of this paper is to study the interaction between oil and financial
markets through the lens of an estimated DSGE model. This paper extends the model by
CMR to include oil as production factor (henceforth CMR~-Qil). It is essential to select a
suitable benchmark model to isolate the effect of the interaction between oil markets and
financial markets. This paper extends the CEE model (henceforth CEE—-Qil). To capture
the specific role of 0il, one can switch from a Cobb-Douglas to a nested constant elasticity of
substitution (henceforth CES) production function. There are two layers with the top layer
combining labour and a composite production factor. The next layer combines oil and capital
services to the composite production factor. Oil is used together with capital to produce
output. In each layer, the production factors might be complements or substitutes, with
the Cobb-Douglas production function as a particular case. It is standard to use Bayesian
techniques to estimate the structural parameters of the model.

The results reveal that risk is not the main driver of the business cycle, but technology
shocks are the main driver. However, risk shocks are an essential source for fluctuation. This
result is not directly related to the inclusion of oil. The reason for a lower contribution of
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Table 4.1: Overview of models

Abbreviation Description

CEE The workhorse model introduced by Christiano et al. (2005).
It is a balanced growth model with price and wage rigidities.
CMR The model introduced by Christiano et al. (2014) is based on

Christiano et al. (2005) and includes financial frictions
as described in Bernanke et al. (1999).
CEE-Oil The CEE model with oil as production factor.
CMR-Oil The CMR model with oil as production factor.

risk shocks to the business cycle is less persistent shocks to inflation, wages, demand and the
monetary policy rule parameters.

The financial accelerator does not amplify oil market shocks in the CMR~Oil model, in
contrast to the statement by Bernanke et al. (1999). Oil market shocks are essential to
explain investment behaviour and less so to explain consumption. They drive changes in the
permanent levels of consumption and investment, but not their growth rates. The theoretical
variance decomposition for the CMR~-Oil model reveals that oil explains less of the variation
in investment compared to the CEE-Oil model. Oil market shocks explain about 11% of
the variance without financial accelerator. With financial frictions, the contribution of oil
market shocks to the variance in investment declines to almost 3%.

While a variance decomposition explains the theoretical second moments of the model
variables, it does not describe specific historical episodes. Risk and oil market shocks might
have been extraordinary drivers in particular episodes of the US business cycle since 1984.
A historical decomposition reveals that risk shocks mainly contributed to the decline in
GDP during the Great Recession. Otherwise, the contribution of risk shocks to the business
cycle is low. Oil market variables have not been the leading cause of movements in GDP,
investment or consumption growth. Oil market shocks moderately drive inflation. There
is no remarkable difference between the historical decomposition of the variables using the
CMR-Oil and the CEE-QOil model.

A striking result of the variance decomposition is that oil market variables explain less of
the variance in GDP, consumption and investment with a financial accelerator. It contradicts
the idea that the financial accelerator amplifies oil supply shocks. The opposite is true for
monetary policy shocks. Impulse response functions to unexpected changes in the federal
funds rate and unanticipated oil supply shocks support this picture. The financial accelerator
mechanism amplifies the effect of monetary policy and reduces the impact of oil supply
shocks.

Risk shocks, according to the historical decomposition, have been significant during the
Great Recession. In contrast, oil supply shocks have not been significant during any historical
episode in the last four decades. However, the US might recommit to the Paris Agreement
enforced on November 4™ 2016. A very likely consequence is the reduction of US oil con-
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sumption. Policymakers need to apply appropriate measures to reduce oil consumption to
comply with the Paris Agreement. It is necessary to have adequate tools to assess the po-
tential impact of mitigation measures on the economy. Golosov et al. (2014) use a calibrated
dynamic general equilibrium model to evaluate mitigation measures and their effects on the
economy. The estimated CEE-Oil and CMR~Oil model can assess the economic impact of
mitigation policy. More precisely, the paper studies a reduction in oil consumption by an
increase in oil taxes.

Impulse response functions derived from the structural CMR-Oil model show that a
reduction in oil consumption by 10% causes a weak recession by -1 to -2%. An increase in
the tax rate on oil will lead to inflation that is about 0.1 annual percentage points higher.
Monetary policy may react to the rise in inflation. The federal funds rate needs to increase by
0.15 to 0.30 annual percentage points to stabilize price changes, according to the CMR-Oil
model. In the CEE-Oil model an increase between 0.25 to 0.40 annual percentage points is
required. Thus, more frictions in financing lead to lower changes needed in the federal funds
rate to stabilize inflation.

In Section 4.2 I describe the CEE, CMR and the oil extended models. Section 4.3
describes the data and estimation procedure. Results are presented in Section 4.4 and
discussed in Section 4.5. Section 4.6 concludes the paper.

4.2 The Model

This section describes the different models. Figure 4.1 is a graphical summary of all model
versions. First, the section will non-technically discuss the CEE model. Second, the section
will explain the modifications by CMR to include the financial accelerator into the CEE
model. Third, the section will report the changes to fit oil as production factor into the CEE
and CMR model.

4.2.1 CEE

The baseline NK-DSGE model is depicted in Figure 4.1 and the equations are reported in
Appendix 4.7.3.1.2 T generally follow the description of Christiano et al. (2014) to describe
the baseline DSGE model. All households j, provide capital services K* and hours worked A
in each period ¢. Households either consume C' or invest [ final goods into their raw capital
stock K, 1. The raw capital stock depreciates at a constant fraction §. Capital services
K? = uy K;_; are rented to intermediate goods producing firms. Households face utilization
costs a(u;) and investment adjustment cost S (Itl—il) Investment adjustment costs depend on
the growth rate in investment. The stock of raw capital evolves according to the standard
law of motion.

The government charges a tax rate on consumption 7¢, labour 7! and capital income
7. The government also collects taxes Taxy,, and provides lump-sum transfers Tr,,.
Government expenditures GG are financed by tax revenues. Households can purchase bonds B,

2 All symbols are explained in Table 4.5, Table 4.6 and Table 4.7 in the Appendix.
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Figure 4.1: Model overview
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and get an interest rate R;. Households live infinitely and maximize intertemporal discounted
utility (4.1) subject to their budget constraint (4.2).
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Households discount the future with the discount factor S. In each period households
utility depends positively on a weighted average of the current consumption level and the
change to the previous period. Habit persistence b measures how important the current
change in consumption is for utility. Working is associated with disutility, where the inverse
Frisch elasticity o’ measures how sensitive labour supply is to changes in wages. Each period
the budget constraint (4.2) is binding.

Firms j; use capital services K* and homogenous working hours [ to produce intermediate
goods Yj, ;. A Cobb-Douglas function combines the two primary production factors. Firms
have to pay wages W; and a rental price for capital services 7* P,. One can derive the
demand for production factors from cost minimization subject to a given amount of output.
Therefore marginal costs S; depend directly on the market prices for the primary production
factors. Fixed costs ensure zero profits in steady-state and reduce the incentives for new
firms to enter the market (see Christiano et al. 2010).
min  Wilj, , + Bt K

Jft?
ljf,thjf,t d

Ke O\
_ Jfit h an
S.t.Y;'th = € (F) (6 t Ztljf,t) - thZt, (43)
lije >0, K5 > 0.

These intermediate goods are imperfect substitutes to produce a final good Y; using a
constant elasticity of substitution production function. Parameter A/ determines the degree
of substitutability between the different products. Profit maximization of the final goods
producer (4.4) implies that the overall price index P, is a weighted average over all prices
set by intermediate goods producers.

1
maXPth — / ij,t}/jf,tdjf’ (44)
0

Jgt

1 4 oY

Intermediate goods-producing firms have price-setting power. They set their price Pj, ;
to maximize expected discounted profits. Only a random fraction 1 — &P is allowed in each
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period to reset their price. All other intermediate firms update their prices according to an
indexation rule 7, P, ;1. This two-stage production process, in combination with random
price-setting, allows to model price rigidity. Further, it ensures that price inflation m; can
influence real economic variables in the model. The intertemporal expected discounted profit
(4.5) is maximized choosing a optimal price P;, subject to the demand for intermediate
products (4.6).

o0

mJ?X E Z(/Bép)KAt'FK(ijyt‘f"‘ﬁ}/jf,t"r’i - St+nY}‘f,t+n)7 (4.5)
t k=0
_f
MaB\ V7
S.t.}/‘vjf,t_FH = }/;H‘H (%) . (46)
t+kK

Unions represent different types of labour, j; and sell them to a labour contractor. Labour
contractors sell homogenous labour [; to the intermediate goods producing firm. A CES
aggregation function bundles different types of labour. The parameter A determines the
degree of substitutability between the different types of labour. Total hours worked in each
year in the economy is denoted by h,. Similar to the problem of the intermediate goods
producing firm only a fraction of unions 1 — &% is allowed to reset the wage. All other unions
will reset their wage according to an indexation rule Wj,; = 7" Wj, ;—1. Unions reset the
wage to maximize the expected discounted wage bill less the foregone utility of the household
working (4.7), subject to the demand for the specific type of labour by labour contractors
(4.8). Unions take into account the disutility imposed on households by supplying labour to
the intermediate goods-producing firms.

o) 140,
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Monetary policy sets the risk free interest rate for bonds according to a Taylor rule (4.9).
Christiano et al. (2014) state in their paper the monetary policy rule as stated in (4.9), with
expected inflation and current GDP growth instead of past values. The risk free interest
rate R; responds to deviations in previous inflation m;_; from its target and in GDP growth
Coth Gt from its potential (see Bernanke et al. 1999). Government expenditures G,

Cio+Ii_2+Gi_2
are modelled as exogenous process.

. a 1-p
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The economy follows a balanced growth path. All real variables have a common stochastic
trend z; = pj 2—1. This trend reflects long-run technological change leading to economic
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growth. Nominal variables are scaled by the nominal price level P, = m, P,_;. Capital
follows the common stochastic trend and has a specific deterministic trend of Y?. Temporary
deviations from the balanced growth path are the result of shocks hitting the economy. The
standard model comprises a shock to government expenditure g;, total factor productivity
€, labour productivity e/, price mark-up shocks €/, wage mark-up shock €, technological
growth rate p?, shocks to the relative price of investment u¥, consumption preference shock
¢¢, and investment adjustment cost shocks ;. All shocks follow an autoregressive moving
average (henceforth ARMA) process. Each shock is driven by a white noise process n’=, j, €

{97 67 Eh? Ep? Ew? /"LZ7 /"LT7 Cc7 Cl}'

4.2.2 CMR

CMR . introduces entrepreneurs jg and mutual funds jyr to the CEE model. Appendix
4.7.3.3 reports different equations and modifications of the CMR model compared to the
CEE model. In principle, the financial accelerator mechanism is caused by a conflict of
interest between two agents (see Bernanke et al. 1999). Mutual funds use deposits (raw
capital) from households to provide loans Bj, ;11 at the gross nominal interest rate Z;,.; to
entrepreneurs. Mutual funds pay an interest rate R, for households deposits. Entrepreneurs
are owned by households and can either borrow or use their networth N;,, to produce
effective capital K, ;41 = w; K jzt+1- Each household j;, owns a continuum of entrepreneurs
je. All entrepreneurs experience in each period an idiosyncratic shock w;. This shock
follows a log-normal distribution with an expectation equal to one and variance varying
over time o;. This shock decides how much of the raw capital transforms into effective
capital. Households still own raw capital, but they sell it to entrepreneurs in each period
at a price Qg ;1. Mutual funds are operating under perfect competition to supply loans to
entrepreneurs jp using raw capital. These entrepreneurs are able to repay their loans with
probability 1 — F}(wy1), if their idiosyncratic productivity shock w is bigger than a critical
threshold w. Entrepreneurs with an idiosyncratic productivity shock below this threshold
file bankruptcy. Mutual funds need to verify whether entrepreneurs are bankrupt or not.
This monitoring process is associated with costs dcost(w);, which are proportional by a
factor u to the earnings of the bankrupt entrepreneurs. The expected value of the assets
of bankrupt entrepreneurs is given by Gi(@r41)(1 + Ry, 1)Qg K e11. The term Gy(@e1)
represents the expected value of w for bankrupt entrepreneurs. Costly state verification is
an agency problem. Further, it introduces a wedge between the risk-free interest rate and

the total return on raw capital RF. This wedge is the credit spread and is a consequence of
Njpt+Bjp t+1
to maximize their expected profits subject to the cash constraint imposed by mutual funds.

debt financing by entrepreneurs. Entrepreneurs choose the leverage ratio L; =
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Entrepreneurs solve the following optimization problem

max E, [ {1+ R )wQg 1 Kjp i1 — Bjpura(1+ Zt+1)}f(w)dw] (4.10)
¢ W41
581 = Fy(@er1)} (1 + Zep1) Bigrr + (1= ) Go(@rp1) (1 + R ) Qg o K - -
> Bjg i1 (L + Ry).

Entrepreneurs do not accumulate infinite wealth because of an exogenous survival rate
of v;. Entrepreneurs receive transfers from their households W€ each period. Entrepreneurs
leaving the market 1 — 7, can consume a share © of their assets. Entrepreneurs transfer the
remaining share of assets to households. The inclusion of entrepreneurs alternates resource
constraint. The resource constraint derived from the budget constraint of households includes
monitoring costs and transfers of entrepreneurs to households (see (4.11)). CMR include
shocks to the survival rate of entrepreneurs 7, and shocks to risk o;. These shocks are either
anticipated n; for s € [1, 8] or unanticipated 7y.

CMR also include long-term bonds Bth .+ to control for variations in the term structure

L
between short-term and long-term bonds. The Spread between interest rates 111121 is deter-

mined by a term structure shock 7/“"™. One can use long-run government bonds that have a
one-year maturity and not a ten-year maturity. The one-year maturity requires less auxiliary
variables for the leads included in the model. Solving the model is less time consuming, and
therefore the estimation time is faster. Further, it allows running parameter identification
tests discussed in Section 4.3.

4.2.3 CEE and CMR with oil

This section describes the inclusion of oil markets into the CEE and CMR model. Oil
production, consumption and prices have a deterministic trend of Tot, which follows the
approach for raw capital in CEE and CMR. A nested CES production function is introduced
rather than the particular case of a Cobb-Douglas production function. First, the subsection
explains the modifications to the budget constraint of the representative household, then the
behavioural equations of oil producers. Third, the subsection describes the behaviour of the
intermediate representative firm.

4.2.3.1 The representative household

The households optimization problem is the same as in CMR except that the budget con-
straint features now revenues from selling allowances to extract oil to local producers Of.
Households provide labour h;, ;,+ of type j; € [0, 1], raw capital K jn,t at price Qg ;, consume
final goods C}, + and invest into raw capital I;, ;. Further, they can purchase government
bonds of one-quarter maturity Bj, +y1 and 4-quarter maturity B]Lh t+4- Lhe budget constraint
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The modification of the budget constraint implies a modification of the resource constraint
as well. One can drop the index j, for households under the assumption of representative
households. Total profits of domestic firms A, include expenditures for oil P® O, used in the
production process. Oil is the only tradable production factor. One could also assume that
domestic households do not possess all active oil suppliers in the US. Further, households
receive transfers from entrepreneurs (1 —0) (1 — ;) {1 —Ty_1 (@) }RFQ g1 K, + leaving the
market, after they consumed a fraction of their assets ©.

4.2.3.2 QOil producers

There exists a continuum j, € [0, 1] of domestic oil producers d and oil importers im with
access to infinite oil reserves. All domestic oil producers are identical, and the same is true for
all oil importers. Homogeneity of suppliers rules out market power in the crude oil market.
Oil reserves are infinite in the model, which contradicts reality. Domestic intermediate
goods-producing firms buy oil Ofp”tn for the same price PC. Oil producers need to acquire
the allowance and rig services to extract a barrel of oil from their respective households. It
is also possible that the government sells the allowances and rig services to the household
and transfers the revenues through tax cuts or subsidies back. The price of an allowance

per barrel ['©:&im <Of ’Zm> is a function of the current extraction level O™, Firms maximize

profits choosing the amount of oil to extract

max P (1 —77) O — T (05). (4.12)
ipot
The model simplifies the more complex tax system for oil production in the United States
by a tax rate as a share on revenues 7. The log tax rate follows an auto-regressive process
of order one as the other shocks.
The solution to the optimization problem is straight forward and represents the supply
curve of the respective oil producers
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Oil producers reaction to oil price fluctuations is determined by ¢© > 0 the inverse price
elasticity of oil supply to an increase in oil prices. The inverse price elasticity needs to be non-
negative to ensure the existence of a maximum to the profit maximization problem. It also
provides an upward sloping supply curve. A lower elasticity implies a steeper supply curve
resembling very inelastic oil supply. Domestic and foreign oil producers have the same price
elasticities, but different cost functions. Differences in the extraction cost Y24 > 0 of the
respective reserves drive long-run differences in the supply curve. Idiosyncratic temporary
shocks Cto im0 allow for temporary changes in the costs to supply oil. The exploitation of
oil reservoirs might entail temporary different extraction costs depending on the remaining
reserves or the quality of oil extracted. Providing imported oil also requires transportation
costs, which fluctuate over time.

Total oil consumption in one period is domestic production, fewer oil exports plus oil
imports. Therefore, the following identity has to hold in each period.

O; = 0! — O + O™, (4.14)

How much domestic oil is exported is not the result of an optimization problem. Domestic
oil exports need to be greater than zero and smaller than the total amount of domestic oil
production. Therefore, the following relation is specified

o = ¢ oy, (4.15)
O,ex o O,ex o
! (c) ot (co) 0%, for (97 € (0,1) (4.10)

The exogenous process (Y follows an autoregressive process of order one and defines
the share of exported oil.

4.2.3.3 The representative firm

Firms (j) produce intermediate goods Y}, ; using capital services K e hours of homoge-
nous labour [, ; and oil O;, ;. The production function for gross output X, ; = X (M, 1,1, 1)
is a nested constant elasticity of substitution function. Each firm has access to the same
technology and can substitute between labour and a composite production factor M;,, =
M(Oj, +, K3 N) from capital services and oil. The production elasticity of substitution n™ &
(0,00) determines how easy it is for firms to substitute labour for other production factors.
The degree of substitution between oil and capital services is captured by the production
elasticity of substitution n° € (0,00) and the degree of substitutability is p© = ”7075 LT fur-
ther restrict the distribution parameters oy, € (0,1) and ap € (0, 1) of the CES production

function in each stage to sum up to one.
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It requires a suitable capital stock to use crude oil efficiently. The composition of the
capital stock is crucial for the ability of firms and households to abandon oil consumption.
The effectiveness of the workforce depends less on crude oil usage. However, it is also possible
to model labour and capital in one nest and combine the composite production factor with
crude oil in the final stage. Nevertheless, the model follows the approach by Balke & Brown
(2018) to model oil and capital services in one CES nest.

Firms face fixed costs ¢;2; to produce net output Y;, ;, where ¢ is set such that there are
no profits in steady-state. Fixed cost ensure that profits are zero so that no new firm enters
the market in steady-state. The intermediate good producing firms minimize the costs for a
given production level.

else.

}/}f’t _ {0 Jrt T ¢tZt7 if Xft > ¢tzt7 (419>

Temporary total factor productivity shocks ¢, temporary capital specific factor productivity
shocks €/ temporary oil factor productivity shocks € can change production factor demand.
The optimization problem is

min _ Wil; o + B KG,  + PPO; 4, (4.20)

ljfyth;f,t’ Jget

S.t.Y}fﬂg ( (Ojft, Gt t) Jfs t) ¢t2t7
ljf,t >O, K;f,t > 07 Ojf7t > O Mft > O th >O

The corresponding Lagrangian, ignoring the non-negativity constraints, of the problem is
LM =Wl o+ Pt K5, + PPO; o+ S{Y0 — (X (Mj,0,0,0) — 62} (4.21)

The first order conditions to (4.21) describe the demand for production factors by the rep-
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resentative firms.
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The constraint of the cost minimization is the CES production function for output.

Appendix 4.7.5 discusses the sufficient conditions for a minimum. The shadow price of oil-
0X; 1
M ;.

capital composite goods PM is equal to the marginal product
Sy.

times marginal costs

4.3 Estimation

This section describes the estimation procedure. It explains in detail the data used to esti-
mate the structural model. Standard Bayesian estimation techniques are applied. Further,
the section reports how priors for the structural parameters are selected. Finally, the esti-
mated model is analysed using conventional screening tools.

The main issue with the estimation of medium-sized DSGE models is parameter iden-
tification. It is vital to obtain convergence using the Random Walk Metropolis-Hastings
(RWMH) algorithm. First, one can check local parameter identification as defined in Iskrev
(2010) at the prior mean before one should apply the RWMH algorithm. Further, the pair-
wise correlation between parameters does not exceed the upper bound of 0.99 and decrease
the required number of draws for the RWMH algorithm to converge. Afterwards, a quasi-
Newton with BFGS optimization routine delivers a posterior mode candidate. Parameter
identification of the model is necessary at the posterior mode candidate®. In the next step,
the scale parameter for the proposal distribution ensures an acceptance ratio for the RWMH
algorithm of 0.25. It is important to note that some commonly used parameters are not es-
timated. Indexation parameters for inflation and wages are not estimated (¢™*), and habit
formation b. Including these parameters lead either to unidentified parameters at the prior
mean or the candidate for the posterior mode. Therefore, these parameters are set to zero
and excluded from the estimation. Further, I calibrate the monetary response variable to
inflation (@, = 0.5). The correlation between the monetary response variable and the mon-

3 Here, the potential point is the mode found using the CSMINWEL algorithm introduced by Sims.
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etary policy rigidity parameter (p) is very high. These changes make an exact replication
of CMR or CEE impossible. Nevertheless, it ensures local identification of parameters by
the data and model equations. It also ensures convergence of the RWMH after a reasonable
amount of draws.

4.3.1 Data

I declare observable variables as introduced by Smets & Wouters (2003) and Christiano
et al. (2005) to estimate the model. Those are GDP growth, GDP deflator as a measure
for inflation, consumption growth, investment growth, hours worked, wage growth, federal
funds rate and the relative price of investment (see Figure 4.8). The model includes additional
variables to control for fluctuations in the financial market, as discussed in Christiano et al.
(2014). The measure for net worth is the quarterly change in the DOW Jones Wilshire 5000
index. Credit growth is the change in loans to non-financial firms. The difference between
interest rates on BAA-rated corporate bond yields and the interest rate on government bonds
with a 10-year maturity measures the interest-rate spread. The observables include 1-year
instead of 10-year constant maturity US government bonds to compute the term structure.
This modification allows to introduce less auxiliary variables into the model and also to
run identification screenings as proposed by Iskrev (2010). Figure 4.9 depicts the observed
financial variables used to estimate the model.

The CMR~-Oil model extends the set of observable variables compared to CMR by do-
mestic crude oil production, consumption, and imports fewer changes in oil stocks growth
rates. The Energy Information Administration (EIA) provides monthly historical data for
crude oil field production, exports, imports and changes in the stock.* Further, the refinery
acquisition cost of imported oil (see Kilian & Vigfusson 2013) corrected for inflation is ob-
servable for the growth in the real oil price changes. Figure 4.10 depicts oil market variables
used to estimate the model. Growth rates in domestic field crude oil production, imported
crude oil fewer changes in oil stocks and crude oil exports contain the necessary information
to control for oil consumption in the US indirectly.

In Table 4.8, the p-values for Augmented Dickey-Fuller and Phillips-Perron tests are
reported. The tests can not reject the null hypothesis of a unit root at the five percent
significance level for hours worked using the Augmented-Dickey-Fuller test or the Phillips-
Perron test. Nevertheless, hours worked is a stationary series following a standard convention
in the literature. For the other variables, the test results are either not conclusive or indicate
that one can reject the null hypothesis of a unit root with an error probability of less than

5%.

4 One can download the data from https://www.eia.gov/ under data for petroleum and other liquids.
One can retrieve data for field production, exports, imports and stock changes from US crude oil supply
and disposition under the subcategory summary (release date March 29th 2019). The subcategory prices
(release date April 1st 2019) lists refinery acquisition costs.
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4.3.2 Steady-state

The model finds a steady-state using two different algorithms. First, one can use an algorithm
to calibrate the model to estimate it. This algorithm will find the share of assets eaten up
by monitoring p using a numerical approach, the threshold productivity value separating
solvent and insolvent entrepreneurs w, and the cross-sectional dispersion of productivity ¢ in
turning raw into effective capital. Otherwise, structural parameter values ensure to match
given long-run relationships.

Second, an algorithm is applied to compute impulse response functions to permanent
shocks. It requires a numerical procedure for a given set of structural parameters.

4.3.2.1 Calibration

Appendix 4.7.4 describes the procedure to calibrate the model and find the steady-state
and Table 4.9 reports the calibrated parameters. First, the algorithm sets r* = 0.0525
approximately the value reported by CMR at the posterior mode of their model. The steady-
state ratio between net worth and raw capital depends on the steady-state rental rate. This
value corresponds to long-run equity to debt ratio of 2 approximately the observed ratio
for the period 1984-Q2 to 2018-Q4.°. Further, production of y equals one. Therefore, the
steady-state values of consumption ¢, investment ¢ and government expenditure g are easily
interpretable as shares. The model without financial accelerator does not feature an external
finance premium. Therefore, the risk-free interest rate of R is twice as large as in the model
with a financial accelerator.

Transfers of households to entrepreneurs w® is equal to 0.005 identical to CMR. It is
necessary to find monitoring costs p such that the first-order condition of entrepreneurs and
its respective constraint is satisfied. The bankruptcy probability F'(w) = 0.56% corresponds
to the estimated mode by Christiano et al. (2014).

The solution of first-order conditions for the entrepreneur and its corresponding constraint
does not depend on the answer to other endogenous variables. Therefore, it is possible to solve
the remaining static equations independent of the credit market equilibrium. The procedure
requires to guess a net output value y* and to iteratively solve for all other endogenous
variables. The algorithm calibrates the capital ¢, the oil ¢© and the labour 1 — ¢™ cost
shares. Hours worked h are equal to unity in steady-state as done in Christiano et al. (2014).
Different from Christiano et al. (2014), The value of the disutility to work parameter 1*
ensures the unity of hours worked in a steady-state.

An essential modification of the routine to find the steady-state is the inclusion of a
nested CES production function but also including the particular case of the Cobb-Douglas
production function. Distributional parameters of the CES function o, o™ depend on the
steady-state expenditure shares and the ratio of oil consumption and output. Elasticities of
substitutions 7™, n° determine the value of distributional parameters.

> Compare with the series Non-financial Corporate Business; Credit Market Debt as a percentage of the
Market Value of Corporate Equities, %, Quarterly, Not Seasonally Adjusted published by the Federal Re-
serve of St. Louis.
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Table 4.2: Steady-state properties, model at priors versus data

Ratio CEE-Oil Model CMR-Oil Model Sample averages

z 0.25 0.25 0.26
< 0.55 0.55 0.58
g 0.19 0.19 0.19
ken 0.5 0.5
R 0.021 0.011 0.009
0 0.002 0.002 0.002
e 0.016 0.017 0.017
o 0.51 0.52 0.52

)

Notes: The sample range is 1984-Q2 to 2018-Q4. The first three ratios are computed as described in CMR.
Debt to equity ratio corresponds to the inverse of the non-financial corporate business debt to equity ratio.
The oil output ratio is computed for 2012 constant prices of the refinery acquisition costs and the deflator
for GDP. The share of oil is the ratio between domestic oil consumption expenditures and GDP.

Sources: Own computation, Federal Reserve Bank of St. Louis, US Energy Information Administration.

4.3.2.2 Permanent shocks

It is necessary for the computation of impulse response functions to permanent shocks to
modify the previous routine. It allows us to consider permanent shocks. However, the routine
needs the following assumptions to compute the permanent effects:

1. Long-run mark-ups are constant.
2. Long-run growth rates of prices and permanent technology shocks do not change.

3. Long-run utilization and price of raw capital are constant.

Therefore, the new long-run level of output and the associated magnitude and relative
demand for production factors will change. The algorithm allows changing all included
arbitrary shocks permanently. Nevertheless, the transition path for large innovations might
not be computable.

The routine computes the impulse response functions for permanent and temporary
shocks using a deterministic simulation framework with perfect foresight. Therefore, the
impulse response functions can be non-linear. This approach, as discussed in Lindé & Tra-
bandt (2018), is more suitable to retrieve information for policy advice compared to impulse
response functions derived from log-linearised models.

4.3.3 Priors for structural parameters

Table 4.10 reports the prior distributions for all 41 parameters. It is important to note that
some commonly used parameters are not estimated. Indexation parameters for inflation and
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wages are not estimated (¢, t*>*"), and habit formation b. Including these parameters lead
either to not identified parameters at the prior mean or the candidate for the posterior mode®
using the local identification analysis introduced by Iskrev (2010). Further, estimating the
monetary policy parameter a, leads to a pairwise correlation with the persistence parameter
p above 0.99. Therefore, these parameters are excluded from the estimation and set to zero.

For the estimation of the CMR—-Oil and CEE-Oil model I first obtain priors for the
standard structural parameters using posterior means and standard deviations from the
estimation of the baseline CEE model. For the first stage (where I estimate the CEE model),
I define usual priors. The price and wage rigidity parameters follow a Beta distribution with
prior mean equal to 0.5 and a prior standard deviation of 0.1. The monetary policy parameter
apy, which captures the response to output growth has the usual Gaussian prior distribution
with a prior mean of 0.3 and a prior standard deviation of 0.05. Standard deviations of
shocks follow an inverse Gamma distribution and have identical prior means and standard
deviations. Persistence parameters of the exogenous disturbances with equal prior means
and standard deviations follow the commonly used Beta distribution. Table 4.10 reports the
obtained posterior mean and standard deviation for the CEE model and the prior mean and
standard deviation.

In contrast to Christiano et al. (2014) I do not estimate the steady-state bankruptcy
probability F'(iw;), because it leads to non identified parameters at the prior mean. Fur-
ther, I exclude the share of assets used to monitor bankrupt entrepreneurs p from the set
of estimated parameters, because it is calibrated to ensure that lump-sum transfers w® of
entrepreneurs to their household is equal to 0.005 as in Christiano et al. (2014). The prior
distribution for signal correlation is modified to ensure that the estimated correlation is
bounded between minus one and one. The signal correlation for anticipated risk shocks, is
estimated indirectly through an auxiliary parameter (&g, &s11). The prior distribution of the
parameter follows a Beta distribution and ensures that signal correlation is zero at the prior
mean. Signal correlation Corr(&8, &) = 20(&,, €41) — 1 is zero if the auxiliary parameter
is equal to its prior mean of 0.5.

The main objective of this paper is to study the interaction between oil and financial
markets through the lens of a dynamic stochastic general equilibrium model. The extension
compared to the model described in Christiano et al. (2014) is the inclusion of oil as a
production factor. Further, the model allows for the short-run oil supply to be neither
perfectly elastic (see Milani 2009) nor inelastic to the oil price. Cost functions of domestic
and foreign oil producers are convex, and the inverse oil supply price elasticity is given by
0©. The prior mean of the inverse oil supply price elasticity is 10, such as in Baumeister
& Hamilton (2019). The inverse oil supply price elasticity follows a Gamma distribution
with a standard deviation equal to two. The nested CES production function with oil allows
defining the oil demand price elasticity 7°. The prior mean of the oil demand price elasticity
from Baumeister & Hamilton (2019) equals 0.1 and also follows a Gamma distribution with
a standard deviation of 0.05. The Gamma distribution and standard deviation ensure that
values above and below the prior mean have similar probability, but also restricting the

6 Here the posterior mode candidate is the mode found using the CSMINWEL algorithm introduced by
Sims.
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parameter space to positive values. Further, the set of estimated parameters contains the
elasticity of substitution between hours worked and the capital oil composite production
factor. The prior mean is set to one with a standard deviation of 0.2 and follows the Gamma
distribution function.

4.3.4 Posterior mode analysis

After finding a posterior mode candidate, an optimization routine finds a scale parameter
for the RWMH algorithm with an acceptance ratio of 25%.7 A target ratio of 25% is slightly
above the range Roberts et al. (1997) suggested, but well in the range of usually applied
acceptance ratios. The screening Brooks & Gelman (1998) analysis assesses whether the
simulations are sufficient to reach convergence, based on four RWMH chains with a total
length of one million per chain. Figure 4.13 depicts for both models the multivariate con-
vergence diagnosis. The Online Appendix reports single parameter diagnostics. A burn-in
period of about 1,600,000 draws is sufficient. After 1,600,000 draws the 80% inter-quantile
range based on the posterior likelihood interval and the respective second and third central
moments are indistinguishable close to each other and stabilize horizontally.

4.4 Results

First, this section compares the estimated structural parameters for the model with and
without financial accelerator. Second, the section reports the variance and historical decom-
position of the business cycle for the US economy. Third, temporary and permanent impulse
responses to an exogenous shock affecting the oil supply curve are depicted based on the
non-linear model equations. Fourth, the section discusses the potential recessionary effect of
mitigation measures to reduce oil consumption.

4.4.1 Structural parameters

The interaction between oil and financial markets in the model might change the estimation
results for the structural parameters common to both models. Table 4.3 reports the posterior
mean for the different model parameters. The elasticity of substitution between the capital-
oil composite production factor and hours worked is above one. It indicates that labour and
capital are imperfect substitutes and not complements, according to the estimation results.
Further, the posterior mean for the model with financial accelerator and oil is lower than
without financial accelerator. The posterior mean of the CEE-Qil model is still part of the
90% credibility interval for the CMR~Oil model. The posterior mean for the inverse supply
elasticity and the credibility intervals of oil are in both models very similar. The same is
true for the demand elasticity of oil. Note, that the demand elasticity is below the prior
mean and the supply elasticity above the prior mean. Therefore, oil demand reacts less to
price changes than the oil supply.

7 The optimization routine is implemented in Dynare using the mode compute option 6.
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Table 4.3: Estimation results for structural parameters

Model CEE-Oil model CMR~-Oil model
elasticity of subsitition between energy-capital composite good and labour 1.56 1.38
nM [1.29, 1.87] [1.12, 1.70]
curvature of investment adjustment cost 5.58 6.88
S” [3.89, 7.75] [5.13, 8.79]
curvature of utilization cost 1.12 1.12
oa(w) [0.97, 1.27] [0.97, 1.27]
weight on output growth in Taylor rule 0.37 0.38
[Ny [0.31, 0.44] [0.31, 0.45]
weight on inflation in Taylor rule - -
am [-] [-]
Calvo parameter wages 0.32 0.33
£ [0.28, 0.36] [0.29, 0.37]
Calvo parameter prices 0.44 0.43
&P [0.40, 0.47] [0.40, 0.47]
AR(1) coefficient for risk free interest rate 0.79 0.83
p [0.77, 0.81] [0.81, 0.85]
demand price elasticity for oil consumption 0.10 0.11
n° [0.08, 0.14] [0.08, 0.15]
inverse supply price elasticity for oil production 7.46 7.60
o© [5.96, 9.46] [6.04, 9.69]

Notes: The posterior mean and the 90% highest posterior density (HPD) interval for the
respective parameters in parentheses are reported.

For the CMR~-Oil model the posterior mean of the curvature parameter of investment
adjustment cost is higher than for the CEE-Oil model. Both posterior means are part of
the credibility interval of the other model and intervals overlap. The result indicates that
changing investment levels will be less effective in the CMR~Oil model compared to the
CEE-Oil model. Results for the curvature of capital utilization costs are very close in both
models.

The Calvo parameter for wage stickiness is very low but is close to the one reported by
CEE for the model without indexation. Including financial markets to the model leads to
a decrease in the Calvo parameter for wage stickiness. Calvo parameters for price rigidity
are slightly below the prior mean and indicate an average one-year duration of prices. The
monetary policy parameter for output is very similar between both models. However, the
monetary policy instrument is more rigid in the CMR~Oil model compared to the CEE-Oil
model.

Estimation results for persistence parameters are reported in Table 4.11 in the Appendix.
In the CMR~Oil model the persistence parameter for investment adjustment costs is smaller
compared to the CEE-Oil model. It implies that investment adjustment costs are less
persistent in a model with a financial accelerator. All other persistence parameters present
in both models are very similar. Table 4.12 in the Appendix reports Estimation results for
standard deviations of shocks. Here the standard deviations for investment adjustment costs
and price mark-ups are different across the two models. The estimated anticipated signal
correlation is weak (0.08) at the posterior mean. In 90% of the draws at the posterior mode,
it does not exceed a moderate (0.32) magnitude.
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The comparison of structural parameters reveals no tremendous difference between both
models. Therefore, results for the variance and historical decomposition are mainly driven
by including the financial accelerator.

4.4.2 Historical and variance decomposition

Table 4.4 reports the theoretical variance decomposition for the national account variables
for the CMR, CEE-Oil and CMR-Oil model. In contrast to the results by CMR, risk shocks
only explain one fifth instead of more than half of the theoretical variance of GDP growth.
The main reason for this reduction is the monetary policy rule. Christiano et al. (2014) use
a log-linearised version of (4.9). However, the monetary policy rule in their replication code
is not the log-linearised version of (4.9).% This misspecification is the main reason for the
divergence between results in Table 4.4 and Table 5 in Christiano et al. (2014).

Results of the variance decomposition using the estimated parameters by CMR show
that risk shocks contribute about 21% in total to GDP growth. The contribution of risk is
between 1.7% and 5.8%. Therefore, risk shocks are only a minor driver of GDP growth rates.
In addition to the Taylor rule persistence parameters for consumption, inflation and wages
are responsible for the drop. A lower persistence of prices and wages affect the contribution of
risk to GDP growth. Less persistent habits lead to a lower contribution of risk to consumption
behaviour.

Results at the posterior distribution of both model variants state that technology shocks,
especially to the long-run growth rate, explain 38% to 59% of the theoretical variance of
GDP growth. The introduction of financial frictions to the baseline model with oil leads to
an increase in the contribution of monetary policy shocks to the theoretical variance of GDP
growth. The second most important category are demand shocks. They explain 14% to 22%
of the variance in GDP growth. Risk shocks and the marginal efficiency of investment are
the main drivers of the growth rate in capital formation. The external finance premium,
credit and equity growth rates are mainly driven by risk shocks as reported by Table 4.15 in
the Appendix.

A first result is that the inclusion of financial frictions slightly reduces the theoretical
variance contribution of oil market variables to GDP growth at the posterior mean. However,
the credibility interval of the CEE—-Oil model includes the posterior mean for the CMR-Oil
model. The inclusion of a financial accelerator to the model does not affect the contribution
of oil to the variance of GDP growth. One main reason for the observed reduction is a lower
contribution of oil market variables to investment growth. It is noteworthy that shocks
from the oil market have a lower contribution to the variance of investment, consumption
and wage growth rates compared to their respective levels. It is valid for both models. Oil
market disturbances explain only a small fraction of the theoretical variance of the federal
funds rate and inflation.

As stated in Bernanke et al. (1999), the financial accelerator mechanism can amplify
small shocks such as discretionary monetary policy. The theoretical variance decomposition

8 The files are available under https://www.aeaweb.org/articles?id=10.1257/aer.104.1.27.
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shows that unexpected movements in the federal funds rate contribute between 11% and 16%
to the theoretical variance of GDP growth for the model with a financial accelerator. The
contribution ranges between 8.5% and 12% for the CEE-Oil model. Nevertheless, the results
can not verify the statement that the financial accelerator mechanism amplifies oil market
shocks. In contrast, for the reported aggregates oil market shocks contribute less to GDP
growth, consumption and investment with a financial accelerator. Here the main reason
is, that risk shocks explain more of the variance in investment and reduce the contribution
previously attributed to the oil market shocks.

Table 4.16 in the Appendix tabulates theoretical variance decomposition for the oil market
variables. Domestic and foreign oil supply shocks do not affect each other. The contribution
of domestic oil demand shocks is higher for home oil supply than for foreign production.
Domestic and foreign oil supply shocks equally drive crude oil prices. Further, technology
innovations and unexpected changes in domestic oil demand contribute with similar shares
to the theoretical variance of oil prices. Including the financial accelerator into the model,
shows that risk and investment shocks become as crucial as other technology innovations
explaining the variance of oil prices. Otherwise, including the financial accelerator does not
qualitatively alter the variance decomposition and also only slightly in a quantitative way.

Risk and the marginal efficiency of investment shocks mainly drive investment according
to the variance decomposition. Figure 4.2 depicts the historical contribution of the marginal
efficiency of investment (m.e.i.) and risk shocks to GDP growth. The inclusion of financial
frictions reduces the contribution of the marginal efficiency of investment, especially during
the Great Recession (through investment growth). The historical decomposition also reveals
that risk shocks are the main driver of the external finance premium and credit growth. Fur-
ther, the external finance premium reached its maximum observed value during the financial
crisis, and this coincides with the time risk contributed the most to GDP and investment
growth. The marginal efficiency of investment on the other side has only a small impact on
the external finance premium and credit growth.

Figure 4.11 in the Appendix depicts oil market disturbances and their contribution to
the business cycle. One can see here that the contribution of oil market disturbances to the
oil price is almost identical in both models. The same result holds for GDP, investment and
consumption growth. Therefore, the financial accelerator framework does not amplify the
role of oil market disturbances on the US business cycle for the period 1984-Q2 to 2018-Q3.
During the financial crisis, a tremendous oil price drop occurred. According to the historical
decomposition at the posterior mean, the results show that the change in oil price was mainly
due to oil market disturbances. It is clear that at the time, mostly lower oil demand driven
by lower global economic activity (see, e.g. Ratti & Vespignani 2013) caused the fall in
oil prices. A more detailed historical decomposition reveals that oil domestic productivity
shocks (o0il demand shocks) contributed the same share to the decline in oil prices as supply
shocks. One potential explanation for the contribution of oil supply shocks is the closure of
less profitable drilling wells, which implies that the remaining drilling wells are less expensive
to operate.”

9 The EIA publishes the number of US Crude Qil and Natural Gas Rotary Rigs in Operation under https:
//www.eia.gov/dnav/ng/hist/e_ertrrO_xrO_nus_cM.htm.
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Table 4.4: Variance decomposition for national account variables at the posterior distribution

Variable risk  investment demand financial M.P. markup technol. oil
GDP growth

CMR 21.1 4.3 39.8 0.2 1.4 19.2 14.0 0.0
CEE-Oil 0.0 114 17.0 0.0 10.3 8.6 51.7 0.8
[0.0, 0.0] [8.9, 13.6] [13.9, 19.9] [0.0, 0.0] [8.5, 12.1] [6.9, 10.3]  [44.8, 58.6] [0.5, 1.1]

CMR-Oil 3.9 10.1 18.8 2.1 13.4 7.0 43.8 0.7
[1.7,5.8]  [7.6,12.3] [15.5, 21.9] [0.6,3.5] [11.1, 16.0] [5.6,83] [37.8,49.9]  [0.5, 1.0]

inflation

CMR 51.2 20.0 3.0 0.4 1.9 13.9 9.6 0.0
CEE-Oil 0.0 18.9 5.2 0.0 8.5 14.3 51.4 1.2
[0.0, 0.0] [14.5, 23.4] [4.2, 6.2 [0.0, 0.0] [6.4,10.8] [10.3, 17.7]  [41.7, 59.8] [0.8, 1.6]

CMR-Oil 11.1 10.4 5.5 5.5 12.5 11.3 42.6 1.0
[4.7, 17.1] [7.8, 13.3] [4.4, 6.6] [1.6,9.7] [9.8, 15.4] [8.0, 14.6]  [34.3, 50.7] [0.6, 1.4]

federal funds rate

CMR 66.9 23.0 3.5 0.5 1.7 2.4 2.0 0.0
CEE-Oil 0.0 37.0 16.1 0.0 15.8 6.5 22.7 1.1
[0.0,0.0] [30.2,43.9] [12.8, 19.6] [0.0, 0.0] [12.9, 18.7] [4.1,8.55] [17.4, 27.7] [0.6, 1.7]

CMR-Oil 23.4 13.1 15.1 14.1 12.4 4.4 17.0 0.3

[10.9,35.2]  [8.8,17.6] [11.6,18.8]  [4.3,23.9]  [9.4, 15.4] [2.8,6.1] [12.6,21.6]  [0.2,0.5]
investment growth

CMR 68.1 21.8 1.0 0.7 0.7 6.5 1.2 0.0
CEE-Oil 0.0 75.1 0.4 0.0 0.3 6.4 15.8 1.1
[0.0,0.0] [66.7, 82.2] [0.2, 0.6] [0.0, 0.0] [0.1, 0.5] [3.8,8.6] [10.9, 20.6] [0.5, 1.7]
CMR-O0il 26.6 48.8 0.1 15.0 1.4 3.1 4.3 0.5
[12.9, 40.3] [37.8, 60.6] [0.0, 0.1] [5.3, 24.5] [0.8, 1.8] [2.2, 4.0] [3.0, 5.6] [0.3, 0.7]

investment
CMR 62.6 24.5 1.2 0.9 0.5 8.5 1.9 0.0
CEE-Oil 0.0 40.2 2.8 0.0 0.1 11.1 29.7 11.0
[0.0, 0.0] [30.0, 51.8] [1.3, 4.1] [0.0, 0.0] [0.0, 0.1] [6.1, 15.8] [21.8, 38.5] [2.3, 19.8]
CMR-O0il 29.1 14.6 0.1 33.9 1.7 5.5 8.8 3.7
[12.0, 44.1] [7.4, 20.4] [0.0, 0.2] [15.1, 52.8] [1.0, 2.4] [2.9, 8.5] [5.1, 13.1] [0.6, 7.0]

consumption growth

CMR 44.5 21.4 24.2 0.4 0.3 5.9 3.3 0.0
CEE-O0il 0.0 5.6 28.5 0.0 17.7 6.3 414 0.4
[0.0, 0.0] [4.2,7.0] [23.9, 32.5] [0.0, 0.0] [15.0, 21.0] [4.9, 7.7]  [34.9, 48.0] [0.3, 0.6]
CMR-O0il 2.7 3.2 27.6 2.0 19.3 5.6 39.2 0.4
[1.1, 4.2] [2.3,4.1] [23.0, 31.4] [0.5,3.4] [16.1, 22.8] [4.3, 6.8] [32.8, 45.3] [0.3, 0.6]

consumption
CMR 50.5 19.7 7.7 0.6 0.3 11.4 9.8 0.0
CEE-Oil 0.0 8.3 34.7 0.0 1.6 7.7 40.1 5.8
[0.0, 0.0] [5.5, 11.2]  [26.2, 44.4] [0.0, 0.0] [1.1, 2.0] [5.5,9.8] [31.4,49.7] 1.1, 10.9]
CMR-O0il 8.6 4.3 26.4 10.4 2.3 8.3 34.8 3.3
[3.4, 13.7] (2.7, 5.8] [18.4, 33.9] [2.7, 18.0] [1.6, 2.9] [5.9, 10.6] [25.7, 42.4] [0.7, 6.0]

wage growth
CMR 4.0 3.0 2.9 0.0 0.2 59.8 30.0 0.0
CEE-0il 0.0 0.4 0.8 0.0 0.0 40.8 56.9 0.8
[0.0, 0.0] [0.2, 0.6] [0.5, 1.0] [0.0, 0.0] [0.0,0.0] [36.1,45.9] [46.6, 66.4] [0.5, 1.2
CMR-0il 0.2 0.4 1.0 0.2 0.0 41.3 55.5 1.1
[0.1, 0.4] [0.2, 0.5] [0.6, 1.3] [0.0, 0.3] [0.0,0.1] [36.5,46.6] [45.2, 65.3] [0.6, 1.5]

wage

CMR 34.7 25.0 3.0 0.9 0.4 24.9 11.0 0.0
CEE-Oil 0.0 2.0 4.3 0.0 0.0 28.7 55.0 7.2
[0.0, 0.0] [1.1, 2.9] [2.9, 6.0] [0.0, 0.0] [0.0,0.0] [19.7,37.3] [42.8,67.8] [1.4,13.5]
CMR-O0il 2.6 1.2 2.6 8.1 0.4 31.6 45.9 4.7
[0.8, 4.4] [0.6, 1.7] [1.7, 3.7] [2.1, 14.3] [0.2, 0.5] [22.3,41.1] [33.8, 58.0] [0.8, 8.7]

Note: Theoretical contribution of each shock group in percent to the total variance of the respective variable
is reported. Results for the CMR model are computed using the parameter values of Christiano et al. (2014)
as tabulated in Table 4.14. The variance decomposition for the CEE-Oil and CMR~-Oil model are reported
for the estimated posterior distribution. Values in parentheses represent 90% HPD interval of the model
parameters. The shock groups are reported in Table 4.13.
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4.4.3 Impulse response functions

The variance and historical decomposition both mainly reveal a crowding-out of m.e.i. for
risk shocks. Bernanke et al. (1999) state that the financial accelerator can amplify the impact
of small shocks such as discretionary monetary policy. The variance decomposition reveals
a little amplification effect for monetary policy shocks, but the opposite for oil market dis-
turbances. Figure 4.3 presents impulse response functions for discretionary monetary policy
shocks on different variables.!® The monetary policy shock increases the risk-free interest
rate by more than two annualized percentage points for both models. This increase leads to
a rise in the external finance premium by about 0.25 annual and the bankruptcy rate by 0.5
percentage points. This increase in the probability of insolvency and the external finance
premium triggers an additional reduction in investment. With the financial accelerator, in-
vestment drops about four times more compared to the model without financial accelerator.
Further, the 90% HPD interval is not overlapping and suggests that this difference is unlikely
a random observation. Additionally, one can see that oil consumption also declines more per-
sistently as a response to monetary policy shocks. However, the drop in GDP growth is only
slightly more significant with financial accelerator compared to the model without financial
accelerator. Consumption responds similarly to a monetary policy shock in both models.
The model with financial accelerator simulates a more substantial drop in inflation for the
model without financial accelerator. This greater magnitude in the decline of inflation links
to a more persistent plunge in oil prices as a response to the more persistent decline in oil
demand.

The financial accelerator might amplify oil supply shocks. Here, domestic and foreign oil
supply shocks increase the oil price simultaneously by 50%. Figure 4.4 depicts the response
to oil supply shocks for a selected number of variables. Oil consumption drops only by
roughly five percent, reflecting the low price elasticity of oil demand. Investment will fall by
approximately two percent with the financial accelerator mechanism and by 2.5% without
credit market frictions. The resulting drop in GDP is indistinguishable for the two model
variants. Inflation will increase by the same amount with and without financial accelerator.
According to the monetary policy rule, the risk-free interest rate increases to reduce observed
inflation. Monetary policy amplifies the drop in GDP. The external finance premium and
bankruptcy probability both increase, but the decline in investment are lower with com-
pared to the model without financial accelerator. Raw capital prices fall less in the model
with financial accelerator compared to the model without financial accelerator. Household
investments react less in the CMR~-Oil model compared to the CEE-Oil model. A lower
drop in raw capital prices is at odds with the previous findings for the monetary policy
shock. For the monetary policy shock, an increase in the risk-free interest rate triggered a
rise in the external finance premium this lead to a further decrease in the raw capital price.
However, for the oil price shock, the external finance premium also increases. Neverthe-
less, the increase in the external finance premium is not sufficient to reduce the raw capital
price more compared to the model without financial accelerator. The financial accelerator

10T compute impulse response functions for the non-linear version of the model using deterministic simula-
tions.
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mechanism also introduces rigidity for the raw capital price through the law of motion for
net worth, the zero-profit condition of the mutual funds and the first-order condition of the
entrepreneurs. Financial frictions have not the expected amplification effect for the oil sup-
ply shocks. In contrast, the reported impulse response functions suggest that the financial
accelerator stabilizes investment compared to a model without credit market frictions.

Impulse response functions for permanent oil supply shock leads to a permanent increase
in the price of oil and will permanently decrease oil consumption. The rise in oil prices
triggers temporary initial higher inflation, an increase in GDP growth and an increase in
the risk-free interest rate. Long-run stationary investment and consumption will decline,
but consumption will initially increase. Here, the initial increase in consumption reflects
less incentive to invest in the future capital stock, which is less productive. Therefore,
households consume more disposable income. The bankruptcy probability and the external
finance premium initially increase and permanently fall. This initial increase does not lead
to a sharper drop in raw capital prices. In contrast, the raw capital price is more rigid and
will not decline as much as without financial accelerator. Therefore, investment declines
with a lower pace compared to the model without financial accelerator.

4.4.4 Mitigation and monetary policy

The historical decomposition did not attribute recessions to oil market disturbances. How-
ever, a future reduction in oil consumption to comply with the Paris Agreement might change
this. It is possible to increase the tax on oil paid by suppliers 7° to reduce oil consumption.
Here, the increase in the oil tax rate ensures that oil consumption permanently falls by 10%.
Also, the impact of mitigation policy on inflation requires discretionary monetary policy
to mute the effect on inflation. Therefore, computed monetary policy shocks ensure that
inflation does not deviate from its target value by more than 0.01 annual percentage points.
Figure 4.6 reports the trajectories for oil tax rate, risk free interest rate, and inflation.!!
Oil tax rate needs to increase by more than 50 percentage points to reduce oil consumption
permanently by 10%. As a result, the oil price will almost double. This increase in the
oil price will then trigger inflation without any intervention by monetary policy authorities.
Inflation will increase by more than 0.1 annual percentage points five quarters after the oil
tax rate increase. After ten quarters inflation will be at least 0.05 percentage points lower
compared to its initial value. The risk-free interest rate slightly increases, but after five quar-
ters, it falls. The initial reaction of consumption is positive for the model without financial
accelerator and negative for the model with a financial accelerator. Investment drops, but
for the model, without the financial accelerator, the initial investment drop exceeds the one
for the model with a financial accelerator.

In case monetary policy wants to stabilize inflation, it needs to discretionary deviate from
its monetary policy rule. The interaction panel of Figure 4.6 shows the required response to
the risk-free interest rate to stabilize inflation. The risk-free interest rate needs to increase
by at least 0.15 annual percentage points for the first seven quarters to mute the impact of

1 The response of oil market variables are depicted in Figure 4.12 in the Appendix.
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the oil price increase. The required growth is by 0.1 yearly percentage points greater for
the model with financial accelerator compared to the model without financial accelerator.
This increase in the risk-free interest rate can stabilize inflation, but also leads to a faster
decline in investment and consumption (see Figure 4.7). For the CEE-Oil model investment
declines more severely compared to the CMR~Oil model.

4.5 Discussion

The comparison of the CEE-Oil and CMR-Oil model shows that the estimated structural
parameters are very similar and do not reveal any credible difference at the posterior mean.
Therefore differences between the models in explaining the macroeconomic variables are
mainly caused by the financial accelerator mechanism. The variance decomposition reveals
that risk shocks are the primary driver of investment, but not of consumption. The historical
decomposition shows that risk explained most of the drop in real variables during the Great
Recession. However, risk shocks are not the main driver of the business cycle in the US.
Oil market shocks also contribute only with roughly one percent to GDP or inflation. Tech-
nology and demand shocks contribute the most to GDP growth according to the variance
decomposition. More specifically, shocks to the long-run growth rate mainly drive GDP. For
the sample period, 1984-Q2 to 2018-Q4 oil market shocks only played a minor role in the
business cycle in the US.

The impulse responses reveal that monetary policy has more severe implications for
investment in a model with financial accelerator compared to a model without financial
accelerator. Monetary policy needs to monitor financial market imperfections to ensure that
the selected policy instruments are adequate for the respective purpose. However, with the
financial accelerator mechanism investment reacts less to oil supply shocks. Further, inflation
is less volatile for the model with a financial accelerator. The degree of imperfections in the
credit market determines the response of inflation and investment to oil supply shocks. The
monetary policy response to oil market disturbances depends on the financial frictions.

Oil market variables have not been a major driver of the business cycle in the US, but this
might change with ambitious future mitigation policies. It is in line with previous studies
(see Mercure et al. 2018). More precisely, a reduction of oil consumption by 10%, in the
long run, can lead to a decline in consumption by 0.6 to 1.6%. Further, the models predict
a permanent reduction in investment by 3 to 7%. Financial market imperfection reduces
the immediate response of investment to an increase in oil taxes. Inflation will be above the
target rate for about six quarters. Afterwards, inflation will be below the target rate for
the same number of quarters. The monetary authority can stabilize inflation, but the risk-
free interest rate needs to increase substantially above the rate determined by the monetary
policy rule. This increase in the risk-free interest rate will reduce consumption. Nevertheless,
the reduction in investment is almost identical to the path without interaction.

The costs of deviating from the monetary policy rule are not only captured by a further
decline in consumption or investment. There are also costs not directly measurable with a
DSGE model. As stated in Fischer (1990), a discretionary monetary policy might lead to a
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loss in confidence and further to an increase in political pressure. Therefore, it seems not
recommendable to mute the rise in inflation by deviating from the monetary policy rule. The
reduction in consumption will increase political pressure to stick with the monetary policy
rule.

The present study considers the interaction of financial markets and oil markets in a model
for the US economy. Future research should reconsider some of the underlying assumptions
of the model. First, the model considers oil as production factor without a differentiation of
the usage of oil in the economy. Balke & Brown (2018) differentiates between oil for trans-
portation and consumption. Mitigation policies will target the oil used in the transportation
sector. Therefore, a more elaborate model will explicitly include alternatives to oil as an
input to the transportation sector. Oil as a raw material in the chemical industry is still not
easy to replace by other raw materials. Mitigation policies will target the reduction of oil as
an energy source mainly applied in the transportation sector.

Another issue is that oil supply is not finite in the model, and the discovery of new
reserves is costless. Hansen & Gross (2018) includes limited natural resources and introduces
exploration activities to increase the reserves of natural resources for a small open economy. It
seems worthwhile to extend the model to include such features. Nevertheless, this extension
requires additional data to estimate the model. Identical extraction costs for domestic and
foreign oil producers is a testable assumption.
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4.6 Conclusion

Is risk the fuel of the business cycle? The present study shows that disturbances from the
credit market are not the main driver of the business cycle in the US. Nevertheless, they
explain about one-fifth of the variance in GDP growth. Further, they are essential to explain
investment behaviour. During the Great Recession, risk shocks have been the leading cause
of a drop in investment and GDP.

Oil market shocks have not been a significant driver of the business cycle in the US
between 1984-Q2 to 2018-Q4. These findings are based on the historical and theoretical
variance decomposition of the US economy using a DSGE model with financial frictions and
oil as a production factor. The impulse response functions at the posterior mean show that
the financial accelerator amplifies the effect of monetary policy shocks on investment, but
not for oil supply disturbances. In contrast to the statement in Bernanke et al. (1999), the
response in investment to oil price shocks is not amplified compared to a model without
financial accelerator.

In the future mitigation measures to reduce oil consumption can cause a recession. An
increase in the oil tax rate by roughly 50 percentage points will decrease oil consumption
permanently by 10%. This increase in the oil tax rate triggers higher oil prices by 50 to
90%. Inflation increases by 0.1 to 0.2 annual percentage points. Consumption permanently
drops by 0.5 to 1.7% and investment by 3 to 7%. Monetary policy can stabilize inflation,
but its reaction depends on financial market imperfections. The risk-free interest rate has
to increase by 0.15 to 0.3 annual percentage points and without financial frictions by 0.25 to
0.45 annual percentage points, to mute the initial increase in inflation completely.

The developed model can study the interaction between financial and oil markets. Fur-
ther, the model can analyse the impact of mitigation measures on the US economy. However,
the discussion tackled some potential avenues for future modifications of the model. The
model results are based on estimated parameters and the underlying estimation uncertainty
and resemble the main contribution of the model to mitigation policy discussions.
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Figure 4.3: Impulse response functions for monetary policy shocks
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Figure 4.4: Impulse response functions for temporary oil supply shocks
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Figure 4.5: Impulse response functions for permanent oil supply shocks
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Figure 4.6: Trajectories for shocks to oil taxes: policy instruments and inflation
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Figure 4.7: Trajectories for shocks to oil taxes: GDP growth and components
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4.7 Appendix

4.7.1 Figures
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Figure 4.8: Standard macroeconomic variables
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Figure 4.9: Financial market variables
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Figure 4.10: Oil market variables
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Figure 4.11: Historical contribution
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of oil market shocks
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Figure 4.12: Trajectories for shocks to oil taxes
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Figure 4.13: Multivariate parameter convergence
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4.7.2 Tables

Table 4.5: Endogenous variables

Variable Description

stationary non-

stationary

24 long-run unit root technology shock
e temporary productivity shock composite good
€’ temporary productivity shock to oil usages
™" pm price of composite good
m M composite good
) O oil consumption
o? ok oil domestic production
0" o oil exports
o' om oil imports
p° PO oil price
T° oil tax rate
¢ domestic oil productivity shock
¢oim domestic oil imports shock
(0" domestic oil exports shock
T° oil tax
0% observational variable for oil consumption growth rate
poobs observational variable for relative price of oil growth rate
oobs observational variable for domestic oil production growth rate
oimobs observational variable for oil imports growth rate
0°T:0bs observational variable for oil exports growth rate
R long-run interest rate
RF return on capital
n N net worth
w threshold for idiosyncratic risk
o risk
v fraction of entrepreneurs not leaving the market
F(w) risk of bankruptcy
F(w) expected value of @
dcost(w) monitoring cost
£t news to risk 1 periods ahead
£2 news to risk 2 periods ahead
£3 news to risk 3 periods ahead
£ news to risk 4 periods ahead
I news to risk 5 periods ahead
I news to risk 6 periods ahead
" news to risk 7 periods ahead
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Table 4.5 — Continued

Variable Description
stationary non-
stationary
8 news to risk 8 periods ahead
Crerm term structure
bobs observational variable for credit
Rk — RL® observational variable for relative price of risk premium
Globs observational variable for spread
nobs observational variable for net worth
c C consumption
g G government expenditure
1 I investment
q Q price of raw capital
A? marginal utility of consumption
y? Y net output
10) fix costs
h hours worked
k K raw capital
U utilization rate of raw capital
rk i rental rate of capital
w w wage
S S real marginal cost
W long-run technology growth rate
ut long-run investment growth rate
R risk free interest rate
kP auxiliary variable for optimal price
K? auxiliary variable for optimal price
v auxiliary variable for optimal wage
K" auxiliary variable for optimal wage
w* wage dispersion index
p* price distortion index
T gross inflation
s gross inflation of non-optimizing firms
T gross wage inflation of non-optimizing unions
w gross wage inflation
€ temporary TFP shock
el temporary productivity shocks for hours worked
¢t investment adjustment cost
¢ consumption preference shock
¢h labour supply preference shock
ev wage mark up shock
P price mark up shock
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Table 4.5 — Continued

Variable Description
stationary non-
stationary
y°bs observational variable for GDP growth
hebs observational variable for hours worked
i investment observation
wos observational variable for wages
cobs observational variable for consumption
phobs observational variable for relative price of investment
mobs inflation observation
Robs observational variable for risk free interest rate
Table 4.6: Exogenous variables

Shock Description

nek productivity shock for capital

ne productivity shock for capitak

n%’ exogenous temporary oil cost shock

™ exogenous temporary oil import shock

n®”“  exogenous temporary oil export shock

n exogenous temporary oil tax shock

N’ survival rate of entrepreneurs

n° unanticipated risk

nt news to risk 1 periods ahead

nt news to risk 2 periods ahead

e’ news to risk 3 periods ahead

7754 news to risk 4 periods ahead

7]55 news to risk 5 periods ahead

i news to risk 6 periods ahead

7 news to risk 7 periods ahead

a news to risk 8 periods ahead

nt™  term structure shock

n" measurement error net worth

nd@mme  gsurvival rate of entrepreneurs

n* exogenous monetary policy shock

ne" exogenous temporary shock wage mark-up

ne exogenous temporary shock price mark-up

'r]“T exogenous long-run investment shock

nt exogenous long-run TFP shock
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Table 4.6 — Continued

Shock Description
ne exogenous temporary TFP shock
77€h exogenous temporary productivity shock hours
nch labour supply preference shock
ns* consumption preference shock
n marginal efficiency of investment shock
79 exogenous shock to government expenditure
Table 4.7: Parameters
Parameter Description
A Apo weight on oil inflation in Taylor rule
ek steady-state capital technology shock
o< standard deviation capital technology shock
o AR(1) coefficient for capital technology shock
€° steady-state oil productivity
o standard deviation oil productivity
o< AR(1) coefficient for oil productivity
a?f distribution parameter for oill
aM distribution parameter for composite good
o AR(1) coefficient for oil productivity shocks
0 AR(1) coefficient for oil cost shocks
e AR(1) coefficient for oil imports shocks
p AR(1) coefficient for oil exports shocks
o AR(1) coefficient for oil tax shocks
v° oil extraction cost parameter
yo'e oil exports extraction cost parameter
voim oil imports extraction cost parameter
n° inverse demand price elasticity for oil consumption
o inverse supply price elasticity for oil production
70 tax on oil production
¢° long-run value of cost push shock
¢oim long-run value of oil imports
(o long-run value of oil exports
€’ long-run value of oil productivity shock
ot standard deviation productivity of oil
oP standard deviation measurement error refinery acquisition price
¢’ standard deviation oil supply shock
¢ standard deviation oil imports shock
A standard deviation oil exports shock
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Table 4.7 — Continued

Parameter Description
o™ standard deviation oil tax shock
i long-run oil output ratio
% long-run oil domestic output to oil consumption ratio
O;m long-run oil imports to oil consumption ratio
oo long-run oil exports to oil domestic ratio
e -trend.obs trend in net oil exports observation
oimutrend,obs trend in oil imports observation
ohtrend,obs trend in oil domestic production observation
otrend.obs trend in oil consumption observation
pOrtrend.obs trend in oil price observation
© share of consumed remaining assets of leaving entrepreneurs
F(w) steady-state bankruptcy rate
~ steady-state survival rate of entrepreneurs
% steady-state equity to asset ratio
P AR(1) coefficient for survival rate of entrepreneurs
I monitoring cost
0° AR(1) coefficient for o
prerm AR(1) coefficient for term structure
RL— R steady-state term structure
o steady-state risk level
w* transfers to entrepreneurs from households
o’ standard deviation unanticipated risk shock
ot standard deviation anticipated shock
o(&,&-1) signal correlation
gterm standard deviation term structure shock
o7 standard deviation survival rate entrepreneurs
o standard deviation measurement error net worth
credittrend.ebs trend in consumption observation
ptrend.obs trend in net worth observation
premium!Te"®%  trend in premium observation
Spreadltrend1obs  trend in spread 1 observation
aX distribution parameter capital
aN distribution parameter labour
o¢ steady-state share of government expenditure on output
o° steady-state share of oil on output
oK steady-state share of capital on output
M elasticity of substitution for intermediate products
AY elasticity of substitution for different labour types
nM elasticity of substitution between energy-capital composite
good and labour
6] weight on risk in Taylor rule
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Table 4.7 — Continued

Parameter Description
) depreciation rate of capital
€ steady-state technology shock
e steady-state labour productivity shock
€t steady-state wage mark-up shock
T steady-state growth rate
ur steady-state investment growth rate
Pr weight on disutlity on labour
rk steady-state rental rate on capital services
o) curvature of utilization cost
&p Calvo parameter prices
v Calvo parameter wages
p AR(1) coefficient for risk fre interest rate
- weight on inflation in Taylor rule
Ay weight on output growth in Taylor rule
7_r steady-state inflation
L price indexing weight of inflation target
W wage indexing weight on persistent technology growth
LY wage indexing weight on inflation target
R steady-state interest rate
p° AR( ) coefficient for tfp shocks
o< AR(1) coefficient for hours shocks
< AR(1) coefficient for price mark-up shock
e AR(1) coefficient for wage mark-up shock
o AR(1) coefficient for p*
P AR(1) coefficient for u¥
pS AR(1) coefficient for (¢
P~ AR(1) coefficient for (*
o< AR(1) coefficient for ¢"
P AR(I) coefficient for government expenditure
p° AR(1) coefficient for marginal cost
b habit formation parameter
7€ consumption tax rate
Tk capital income tax rate
7t labour income tax rate
S” curvature of investment adjustment cost
ok curvature for the disutility to labour
v mean growth rate for capital
v° mean growth rate for oil consumption
Ce steady-state consumption preference
& steady-state marginal efficiency of investment
Ch steady-state marginal efficiency of labour
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Table 4.7 — Continued

Parameter Description
g steady-state government expenditure
1y steady-state output
o€ standard deviation technology
o standard deviation technology hours worked
ot standard deviation growth rate shock
or” standard deviation investment specific growth rate
¢ standard deviation consumption preference shock
o' standard deviation investment specific preference shock
<" standard deviation labour preference shock
load standard deviation government expenditure shock
o standard deviation price mark-up
o< standard deviation wage mark-up
o standard deviation monetary policy shock
ctrend;obs trend in consumption observation
gdptrend.ebs trend in GDP observation
pirend.obs trend in hours observation
jirendobs trend in investment observation
wirend.obs trend in wage observation

i,trend,obs
p

trend in relative price of investment observation

Rtrend.obs trend in interest rate observation
grirend,obs trend in inflation observation
Table 4.9: Parameter Values
Parameter Value Description
¢ 1.000  long-run value of cost push shock
¢! 1.000  long-run value of oil imports
€’ 1.000  long-run value of oil productivity shock
;—j 0.002  long-run oil output ratio
% 0.474  long-run oil domestic output to oil consumption ratio
% 0.512  long-run oil imports to oil consumption ratio
005 0.013  long-run oil exports to oil domestic ratio
© 0.005  share of consumed remaining assets of leaving entrepreneurs
F(w) 0.006  steady state bankruptcy rate
~ 0.985  steady state survival rate of entrepreneurs
w* 0.005  transfers to entrpreneurs from households
o 0.190  steady state share of government expenditure on output
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Table 4.9 — Continued

Parameter Value Description

o° 0.017  steady state share of oil on output

oK 0.400  steady state share of capital on output

M 1.200  elasticity of subsitition for intermediate products
AY 1.050  elasticity of subsitition for different labour types
6] 0.999  weight on risk in Taylor rule

) 0.025  depreciation rate of capital

€ 0.516  steady state technology shock

eh 1.000  steady state labour productivity shock

ew 1.000  steady state wage mark-up shock

et 1.000  steady state wage mark-up shock

JTE 1.004  steady state growth rate

7 1.000  steady state investment growth rate

rk 0.052  steady state rental rate on capital services

- 0.500  weight on inflation in Taylor rule

s 1.006  steady state inflation

L 0.000  price indexing weight of inflation target

s 0.000  wage indexing weight on persisitent technology growth
L 0.000  wage indexing weight on inflation target

R 0.011  steady state interest rate

b 0.000  habit formation parameter

T¢ 0.047  consumption tax rate

Tk 0.320  capital income tax rate

Tt 0.241  labour income tax rate

ol 1.000  curvature for the disutility to labour

v 1.004  mean growth rate for capital

Ce 1.000  steady state consumption preference

Ci 1.000  steady state marginal efficiency of investment
¢h 1.000  steady state marginal efficiency of labour

g 0.188  steady state government expenditure

Y 1.000  steady state output

Table 4.10: Prior information (parameters)

Parameter Distribution Mean Std.dev.

baseline parameters

(Continued on next page)
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Table 4.10: (continued)

Parameter Distribution Mean Std.dev.
nM Gamma 1 0.2
S’ Gaussian 4.9844  1.7662
o) Gaussian 1.0499  0.0965
apy Gaussian 0.3422  0.0461
& Beta 0.2989  0.0342
&r Beta 0.4634  0.0364
p Beta 0.7795  0.0196
o€ Inv. Gamma 0.0091  0.0006
ot Inv. Gamma 0.011 0.0008
oh* Inv. Gamma 0.0075  0.0005
o Inv. Gamma 0.035  0.0057
o< Inv. Gamma 0.0161  0.0013
o9 Inv. Gamma 0.0203 0.0013
o Inv. Gamma 0.0089  0.0006
oA Inv. Gamma 0.0112  0.0008
P Beta 0.9033  0.0163
i Beta 0.0897  0.0444
P Beta 0.4813  0.1491
o Beta 0.6529  0.0601
P Beta 0.9711  0.0078
p? Beta 0.9276  0.0141
e Beta 0.8562  0.0348
oil market
nM Gamma 1 0.2000
n° Gamma 0.1000  0.0500
o9 Gamma 10.0000 2.0000
¢’ Inv. Gamma 0.1000 2.0000
o< Inv. Gamma 0.1000  2.0000
o< Inv. Gamma 0.1000  2.0000
p°° Beta 0.5000  0.2000
P Beta 0.5000  0.2000
P Beta 0.5000  0.2000
< Beta 0.5000  0.2000
financial accelerator
o” Inv. Gamma 0.1000 2.0000

(Continued on next page)

204



Is Risk the Fuel of the Business Cycle?

Table 4.10: (continued)

Parameter Distribution Mean Std.dev.
ot Inv. Gamma 0.1000  2.0000
o’ Inv. Gamma 0.1000 2.0000
glerm Inv. Gamma 0.1000 2.0000
o" Inv. Gamma 0.1000  2.0000
0(&,&-1) Beta 0.5000  0.1000
o2l Beta 0.5000  0.2000
o Beta 0.5000  0.2000
plerm Beta 0.5000  0.2000
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Table 4.8: Tests for stationary observable variables

Augmented Dickey-Fuller Phillips-Perron

robs 0.22 0.01
y°bs 0.01 0.01
cobs 0.08 0.01
iobs 0.02 0.01
hobs 0.21 0.73
bobs 0.34 0.01
nobs 0.01 0.01
phobs 0.01 0.01
premium®®  0.06 0.03
Robs 0.01 0.21
G1-0bs 0.01 0.01
wos 0.01 0.01
oimobs 0.01 0.01
0008 0.01 0.01
ohobs 0.01 0.01
p2obs 0.01 0.01

Note: p-values for the tests are reported.
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Table 4.11: Estimation results for rigidity parameters

Model CEE-Oil model =~ CMR-Oil model
AR(1) coefficient for TFP shocks 0.92 0.91
p° [0.90, 0.93] [0.89, 0.93]
AR(1) coefficient for p* 0.05 0.04
o [0.02, 0.10] [0.01, 0.09]
AR(1) coefficient for u¥ 0.46 0.45
p”T ) [0.28, 0.64] [0.28, 0.63]
AR(1) coefficient for ¢* 0.63 0.57
oS [0.56, 0.69] [0.49, 0.65]
AR(1) coefficient for government expenditure 0.93 0.94
9 [0.92, 0.95] [0.92, 0.95]
AR(1) coefficient for price mark-up shock 0.87 0.90

e [0.83, 0.90] [0.86, 0.92]
AR(1) coefficient for survival rate of entrepreneurs - 0.56
oY [-] 0.31, 0.72]
AR(1) coefficient for o - 0.92
o7 [-] [0.88, 0.94]
AR(1) coefficient for term structure - 0.21
pterm [-] [0.16, 0.26]
AR(1) coefficient for oil cost shocks 0.99 0.99
oS’ [0.98, 1.00] [0.97, 1.00]
AR(1) coefficient for oil exports shocks - -
pe [-] [-]
AR(1) coefficient for oil imports shocks 0.96 0.96
ot [0.93, 0.99] [0.94, 0.99]
AR(1) coefficient for oil productivity 0.86 0.87
o [0.79, 0.92] [0.81, 0.93]

Note: The posterior mean and the 90% highest posterior density (HPD) interval for the respective parameters
are reported in parentheses.
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Table 4.12: Estimation results for standard deviations

Model CEE-Oil model =~ CMR~Oil model
standard deviation technology 0.01 0.01
o€ [0.01, 0.01] [0.01, 0.01]
standard deviation growth rate shock 0.01 0.01
ot [0.01, 0.01] [0.01, 0.01]
standard deviation investment specific growth rate 0.01 0.01
P [0.01, 0.01] [0.01, 0.01]
standard deviation investment specific preference shock 0.03 0.03
o¢’ [0.03, 0.04] [0.02, 0.03]
standard deviation consumption preference shock 0.01 0.02
o¢¢ [0.01, 0.02] [0.01, 0.02]
standard deviation labour preference shock - -
o< [-] [-]
standard deviation government expenditure shock 0.02 0.02
o9 [0.02, 0.02] [0.02, 0.02]
standard deviation monetary policy shock 0.01 0.01
o’ [0.01, 0.01] [0.01, 0.01]
standard deviation price mark-up 0.01 0.01
o<’ [0.01, 0.01] [0.01, 0.01]
standard deviation oil productivity 0.03 0.03
o [0.03, 0.04] [0.03, 0.04]
standard deviation oil supply shock 0.03 0.03
o¢’ [0.03, 0.03] [0.03, 0.03]
standard deviation oil imports shock 0.05 0.05
o< [0.04, 0.05] [0.04, 0.05]
standard deviation oil exports shock 3.38 3.38
o¢7 " [3.07, 3.74] [3.07, 3.75]
standard deviation survival rate enetrepreneurs - 0.01
o [-] [0.01, 0.01]
standard deviation anticipated shock - 0.02
ot [-] [0.02, 0.02]
standard deviation unanticipated risk shock - 0.04
load [-] [0.04, 0.05]
standard deviation term structure shock - 0.02
gterm [-] [0.01, 0.02]
standard deviation measurement error net worth - 0.06
on [-] [0.06, 0.07]
signal correlation - 0.54
o (&, &—1) [-] [0.43, 0.67]

Note: The posterior mean and the 90% highest posterior density (HPD) interval for the respective parameters
are reported in parentheses.
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Table 4.13: Classification of shock groups

Group Shocks
anticipated risk n* forie {1,...,8}
unanticipated risk n’

risk

financial

investment

monetary policy (M.P.)
fiscal policy

policy

markup

demand

domestic oil supply
oil demand

foreign oil supply
oil supply
oil

anticipated and unanticipated risk

777? 77term

e

"

ng

fiscal policy and monetary policy
€P

n

e

77Cod ’ ncoez

e

ncolm

domestic and foreign oil supply

oil supply and oil demand

€
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Table 4.14: Parameter values for CMR replication

Description Symbol Value
Structural parameters
share of consumed remaining assets of leaving entrepreneurs © 0.005
steady state bankruptcy rate F(w) 0.0056
steady state survival rate of entrepreneurs ¥ 0.985
monitoring cost o 0.3074
curvature of utilization cost o) 2.5356
Calvo parameter prices &P 0.7412
Calvo parameter wages & 0.8128
AR(1) coefficient for risk free interest rate p 0.8503
weight on inflation in Taylor rule ar 2.3965
weight on output growth in Taylor rule Ay 0.3649
price indexing weight of inflation target 2 0.8974
wage indexing weight on persisitent technology growth WM 0.9366
wage indexing weight on inflation target A 0.4891
habit formation parameter b 0.7358
curvature of investment adjustment cost S 10.78
Persistence parameters
AR(1) coefficient for TFP shocks pe 0.8089
AR(1) coefficient for hours shocks peh 0.5
AR(1) coefficient for price mark-up shock e’ 0.9109
AR(1) coefficient for wage mark-up shock pef 0.5
AR(1) coefficient for p* ot 0.1459
AR(1) coefficient for pu p”T 0.987
AR(1) coefficient for ¢° p<e 0.8968
AR(1) coefficient for ¢* p¢ 0.9087
AR(1) coefficient for ¢ p<h 0.5
AR(1) coefficient for government expenditure pY 0.9427
AR(1) coefficient for marginal cost P 0.5
AR(1) coefficient for o p° 0.9706
AR(1) coeflicient for term strucut pterm 0.9744
Standard deviations of shocks
standard deviation unanticipated risk shock load 0.07
standard deviation anticipated shock ot 0.0283
signal correlation o(&,&—1) 0.6757
standard deviation term structure shock gterm 0.0016
standard deviation survival rate enetrepreneurs o 0.0081
standard deviation measurement error net worth o” 0
standard deviation technology o€ 0.0046
standard deviation technology hours worked O'Eh 0
standard deviation growth rate shock oH” 0.0071
standard deviation investment specific growth rate Py 0.004
standard deviation consumption preference shock o¢° 0.0233
standard deviation investment specific preference shock o¢ 0.055
standard deviation labour preference shock O’Ch 0
standard deviation government expenditure shock o9 0.0228
standard deviation wage mark-up o< 0
standard deviation price mark-up o<’ 0.011
standard deviation monetary policy shock ®? 0.0049

Notes: The parameter values are from Christiano et al. (2014) to compute the variance decomposition at
the posterior mode as reported in Table 4.4.
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Table 4.15: Variance decomposition for financial market variables at the posterior distribu-
tion

Variable risk  investment  demand financial M.P. markup technol. oil

credit growth
CEE-Oil model 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
[0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0]
CMR-Oil model 19.0 1.3 0.4 64.0 3.1 2.3 9.6 0.2
(8.8, 28.6] [0.8,1.8] [0.2,0.5] [56.9, 72.0] [2.3,3.9] [1.5, 3.1] (6.8, 12.6] [0.1, 0.3]

external finance premium

CEE-Oil model 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
[0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0]
CMR~-Oil model 75.8 1.5 0.4 19.9 1.5 0.1 0.9 0.0
[45.7, 105.3] [0.9, 2.1] [0.3,0.5] [9.4, 30.7] [1.0,1.9] [0.0,0.1] [0.5,1.2] [0.0, 0.0]

equity growth
CEE-Oil model 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
[0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0] [0.0, 0.0]
CMR-Oil model 15.7 1.6 0.1 11.6 4.3 0.2 0.4 0.1
[7.7, 23.1] [1.1,2.2] [0.0,0.1] (6.2, 16.8] [3.2,5.2] [0.2,0.3] [0.3,0.6] [0.0, 0.1]

term spread
CEE—-Oil model 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
[0.0, 0.0] [0.0,0.0]  [0.0, 0.0] [0.0, 0.0] [0.0,0.0] [0.0, 0.0] [0.0,0.0] [0.0, 0.0]
CMR~Oil model 10.6 10.9 2.4 27.6 25.5 5.7 16.8 0.5

[4.8,16.5]  [8.1,13.9] [1.6,3.0] [20.7,35.0] [22.1,29.3] [3.6,7.5] [12.3,21.0] [0.2,0.7]

Note: Contribution of each shock group in percent to the total theoretical variance of the respective variable
is reported. Values in parentheses represent 90% HPD interval of the model parameters. The shock groups
are reported in Table 4.13.
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Table 4.16: Variance decomposition for oil market variables at the posterior distribution

¢l¢

Variable risk, financial and inv.  policy, demand, markup technol.  domestic oil supply  foreign oil supply = domestic oil demand
domestic oil supply growth

CEE-Oil model 0.1 1.3 2.4 66.3 15.0 14.9
[0.1, 0.1] [0.9, 1.7] [1.4, 3.5] [51.9, 80.4] [8.8, 20.3] [11.7, 18.4]

CMR~-O0il model 0.2 1.2 2.5 67.5 13.9 14.6
[0.1, 0.3] [0.8,1.7] [1.5, 3.6] [52.4, 82.2] [8.4, 19.8] [11.2, 18.2]

domestic oil supply

CEE-Oil model 0.2 0.5 1.1 89.6 6.7 1.9
[0.0, 0.4] [0.1, 1.0] [0.2, 2.0] [80.7, 98.9] [0.7, 12.5] [0.4, 3.3]

CMR~-Oil model 1.4 0.8 1.3 85.5 8.4 2.6
[0.2, 2.9] [0.2, 1.4] 0.3, 2.3] [73.9, 97.6] [1.1, 15.4] [0.7, 4.6]

foreign oil supply growth

CEE-Oil model 0.1 0.8 1.4 11.2 77.4 9.1
[0.0, 0.1] [0.4, 1.1] [0.9, 2.0] (6.3, 16.5] [69.2, 84.0] (6.4, 12.3]

CMR~-O0il model 0.1 0.8 1.5 10.4 78.5 8.8
[0.0, 0.2] [0.4, 1.1] [0.9, 2.0] [5.3, 15.4] [70.9, 85.6] [6.0, 11.8]

foreign oil supply

CEE-Oil model 0.3 0.7 1.5 11.1 83.8 2.6
[0.1, 0.5] [0.2,1.3] [0.3, 2.5] [1.9, 21.4] [71.7, 96.3| [0.5, 4.2]

CMR~-O0il model 1.5 0.8 1.3 8.1 85.5 2.7
[0.1, 2.9] [0.2, 1.5] [0.3, 2.4] [1.2, 15.6] [75.3, 97.0] [0.5, 4.5]

oil price growth

CEE-0il model 0.2 2.5 4.7 34.9 28.7 29.0
[0.1, 0.2] [1.8,3.1] [3.4,5.9] [27.8, 42.0] [23.3, 34.9] [22.1, 35.8]

CMR~-Oil model 0.4 2.6 4.1 34.6 28.0 30.4
[0.2, 0.6] [1.9,3.2] [3.1, 5.4] [27.3, 41.4] [22.7, 33.5] [23.0, 37.6]

oil price

CEE-Oil model 1.2 3.1 6.2 42.7 35.7 11.1
[0.5, 1.9] [1.3,5.0] [3.0,9.5] [20.7, 62.4] [17.3, 53.4] [4.2, 17.5]

CMR~-O0il model 6.4 3.6 6.0 34.4 37.0 12.6
[1.2, 11.8] [1.6,5.7] [3.1,9.0] [15.8, 53.2] [18.1, 54.1] [4.3, 19.9]

Note: Contribution of each shock group in % to the total theoretical variance of the respective variable is reported. Values in parentheses
represent 90% HPD interval of the model parameters. The shock groups are reported in Table 4.13.
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4.7.3 Model equations

4.7.3.1 CEE model equations

The CEE model consists of equations (4.26) to (4.49), which describe the behaviour of
endogenous variables.Here the stationary version of the model is reported. The derivation

of all model equations is provided in the Online Appendix. Shocks are described by (4.50)
to (4.58).

4.7.3.1.1 Households
This block contains model equations describing the behaviour of representative households
in the model.

Households face investment adjustment costs. These investment adjustment costs reduce
the effectiveness of investments into the raw capital stock. Investment adjustment costs
depend on the curvature parameter S”, marginal efficiency of investment adjustment shocks
¢!, the change in investment Z.jjl, the growth rate of technological change pf and investment
specific trend Y.

S (&) _ (mp ( /S (& oy M)) (426
1t 2 1
. <_ 5" (&—m)) _2)_
2 -1

Raw capital evolves according to a standard law of motion. Each period a constant fraction
0 of the old capital stock depreciates. Investments into the capital stock are necessary to
maintain and extend the raw capital stock.

ky = (1=9) ko1 + (1 ~-S (m)) i (4.27)

p T bt—1

From the intertemporal optimization problem of the household the first order condition
with respect to consumption is the marginal utility of consumption. The marginal utility of
consumption depends on preference shocks (f, the discount factor 3, habit formation b, the
tax rate on consumption and the growth rate of technological change 1.

1 G _ B¢

Ny (14 7°) = |
¢ ( ) price —bei—y cp e —cib

(4.28)

Investments into the capital stock by households is a trade-off between foregone con-
sumption today for future income. The first term in (4.29) represents foregone consumption
today by increasing investment today. The second and third term represents the increase in
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potential consumption tomorrow by an increase in the capital stock.

' 2, Y e
_)\Z z T 1 1 aS <M i1 )
. Tt)+Atht 1_S(ut. Ct@t)_ (4.29)
ny -1 a?
Boagn Xy begn P 2
n BN G 05 < it ) (T P G Zt+1)
T g % t

Households provide capital services ki = u; k;_; for a rental rate r¥. Utilization of raw
capital u; is associated with costs a(u;). The optimal utilization rate equates marginal costs
and benefits.

rk =7 exp (aa(“) (up — 1)) . (4.30)

In the CEE model raw capital is a control variable of households. The benefit of having
one more unit of raw capital in the next period is additional discounted marginal consump-
tion using revenues from renting capital services. This benefit equals the cost of foregone
consumption today.

AZ

0=4 ZLI Tfﬂ Ut4+1 (1 - Tk) — @A + (1 - 5)6 qt+1 >\§+1' (4-31)
Fig1 Te+1

In addition to raw capital, households can also access short-term bonds b;. Those bonds
are purchased such that forgone consumption today A; equals potential additional consump-
tion tomorrow. It is the Euler equation for bonds and is an implicit arbitrage condition
between raw capital and bonds.

BN i1

Te+1 V¥4

0=(1+R) — N (4.32)

4.7.3.1.2 Production
The standard NK-DSGE model introduces a two layer production process of final goods.

In the first stage the two primary production factors homogenous labour l; = hy (wyf )ﬁ
and capital services u;f—:}l are used to produce intermediate goods. Homogenous labour
depends on the wage dispersion index and total hours worked. Wage rigidity leads to a
mismatch between the marginal product of the specific type of labour and its price. This
mismatch determines the total level of homogenous labour supplied by labour contractors.
Intermediate goods are transformed into a final good. The effectiveness of the transformation

depends on the price dispersion index p;. Therefore total final output y, is given by

_ K

A B \“ w o\ oV

Yt = p*tAL1 €t (l:jz t,rl) <€ht hy w*t”i\”*1> — O (4.33)
t
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It is standard to include fixed costs to ensure that the no entry condition is fulfilled in
steady-state. Fixed costs ¢ are set to ensure zero profits in steady-state. Further, I model
fixed costs proportional to the previous year total final output.

1— L
¢r = —2L Y4 (4.34)
Vi

Intermediate goods producing firms demand capital services such that the associated
relative marginal costs "t are equal to its marginal product.

A
St o UtEt—l ’ ’
p* e T

Firms producing intermediate goods demand hours worked such that the marginal prod-
uct of an additional unit of homogenous labour equals its marginal cost.

f

y
*q_\f
W o [ Qtyeni ) (4.36)

AW
St ht w*tkw_l

4.7.3.2 Price setting

Intermediate goods producing firms minimize costs associated with their primary production
factors. However, they also maximize expected discounted profits. The expected discounted
profits of intermediate goods producing firms depend on the optimal price p; they set today.
Firms not able to reset their price use an indexation rule. The indexation rule is a weighted
average between previous inflation m;_; and the inflation target 7. The weight on past
inflation is ¢.

1—¢

7. (4.37)

Ty = T¢—1

The share of intermediate goods-producing firms 1 — &P able to reset their price choose
P

all the same price. The optimal price is given by p; = % Here we introduce two auxiliary
t

variables to express infinite sums recursively. The denominator
1

T 1-2f
FP =y, Ny + <7Tt“) BEPEL . (4.38)

Tg+1

The numerator of the optimal price is the infinite sum of discounted expected marginal
costs. Further, the shock € are temporary deviations to the relationship between the optimal
price and marginal costs.

N

T 1-2F
K} = s,y Ny M e+ BEP (::1) Ky (4.39)
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A relationship between numerator K¥ and denominator F} can be derived from the price
index.

1-\f

1_¢p (ﬁ) 1-xf
KP = F? — gp : (4.40)

Price dispersion is a consequence of the random price setting mechanism. The price
dispersion index depends on the optimal price and previous price dispersion.

12
A A

N,
" KP\ 1-a7 T . 1T
po={01-¢) (F—Z) + & (—tpt_l) : (4.41)
t

Uv’

4.7.3.2.1 Wage setting

Households provide different labour types hj, j ;. Unions represent these labour types.
Unions negotiate wages for each type of labour. Labour contractors use the different types
of labour to provide homogenous labour ;.

Unions can only renegotiate wages each period with a probability of 1 —£" and otherwise
reset wages according to an wage inflation indexation rule 7%,. This rule depends on previous
price inflation, the inflation target, the long-run growth rate of technological change and the
contemporaneous growth rate of technological change.

z
~ w Z

0, = A (4.42)

Nominal wages are W; = z; P, w; a product of real wages, technological change and the
current price level. Wage inflation 7 is a product of current price inflation and the growth
rate of technological change.

7 = p; . (4.43)

The wage dispersion index like the price dispersion index depends on the previous level
of wage dispersion and the current optimal wage set by negotiating unions. It measures the
inefficiency in the labour market caused by rigid wage setting.

B AW P
1 =& (tw—t) Ty Wy, @
wy = [ (1-¢ +&v | —wy . (444
t ( g ) 1— gw 5 w; t—1 ( )
Unions set wages w; = I;iﬁf to maximize expected discounted wage bills reduced by
t

the implied disutility of households supplying labour. The denominator F}* is an auxiliary
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variable introduced to express an infinite sum.

AW 1 AW
hy w*, =1 )%, (1 — 7 “w v T—@
Fwt _ t W ¢ t ( T ) + /ng (M) ( Wt ) Fwt+1. (445)

AW ey T4 W1

The numerator K’ is like F}" also an auxiliary variable to express an infinite sum. This
infinite sum captures the expected disutility of households to work for the optimal wage.

AW 1+UL
AW 1+O’L wt % 1=a®
w o * ST w Tl w
Ky = <htw t* 1) +68EY | — Ky (4.46)
Wi41

It is possible to derive a relationship between the numerator and denominator for optimal
wages using the wage index.

) 1 1—>\w(1+0'L>
o (1 E)T
F*wy #

K/ =

¢t

(4.47)

4.7.3.2.2 Monetary policy and resource constraint

A main objective of NK-DSGE models is the analysis of monetary policy. To model mon-
etary policy the Taylor rule is included. The Taylor rule postulates that the risk-free interest
rate is a function of deviations in previous inflation from its target value and deviations in
GDP growth from it s potential. The parameters @, and aa, govern the response of the
monetary policy authority to the respective deviations. Further, monetary policy considers
previous risk free interest rates and weights them with p. Potential discretionary deviations
form the rule are captured by 2} measured in annualized terms.

, anyy 1P
~ bt— 2y
4R, (1 + R) (T (i D T (a)
U - - - : . (4.
1+ R 1+ R T p? Ct_2+ut;f:22+gt—2 4

The resource constraint can be derived from the budget constraint of the household.
Total output used in the economy is either used for investment, consumption, government
expenditure or eaten up by capital utilization costs.

it ktfl
Yy =C+ —+ g+ aluy). (4.49)
e pi t p# T '

4.7.3.2.3 Shocks
Shocks in the CEE model are responsible for fluctuations of the endogenous variables
around the balanced growth path. These variables do not depend on the development of
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endogenous variables.
The standard NK-DSGE model does not explicitly model the behaviour of fiscal policy.
It is therefore assumed that government expenditure follows an autoregressive process of

order one.
log (%) = p?log (gt 1> + o). (4.50)
g g

In order to capture potential fluctuations on the supply side total factor productivity
shocks are introduced. These shocks capture fluctuations in the efficiency of combining
primary production factors to intermediate and final goods. These shocks have no direct
impact on the relative productivity of the production factors.

log (%) = plog ( ) + o n%. (4.51)

Labour productivity shocks only affect the productivity of labour and have direct impli-
cations for the relative productivity of both production factors.

Eht Eh
log (eTh) =p° log( 7 >—|—U ne . (4.52)

Cost-push shocks are shocks to the desired mark-up over marginal costs and are a stan-
dard shock included in NK-DSGE models. They mainly capture variations in the markup

over the business cycle.
Ept € Ept—l P ¢
log <€Tp) = p< log (67) + 0% 0%, (4.53)

Wage markup shocks are similar to price mark-up shocks. They mainly capture variations
in the wage markup over the business cycle.

log (e—wt> “log (6 ) +0o (4.54)
€

Episodes of more and less rapid technological growth require a time varying growth rate.
Nevertheless, this growth rate is independent of endogenous variables in the model.

log ('u_zt) = p" log (H ) + o (4.55)
I e

The relative price for investment is driven by an exogenous shock. This shock is necessary
to include the relative price of investment as an observable variable for the estimation of the
model.

mh x e
log (,MTT) = pt' log (T) + ot 77“ .- (4.56)
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Households preferences to consume might fluctuate over time. This is captured by tem-
porary shocks to consumption preferences.

log <%) = p*" log <%) + 0% . (4.57)

Capital formation depends on the effectiveness of investment into the capital stock. This
efficiency fluctuates over time due to an exogenous process.

log (%) = o log (%) + ¢ ngit. (4.58)

4.7.3.2.4 Observational Equations

Estimating the model requires to define observational variables. Standard observational
variables are the main components of GDP. It is necessary to define suitable transformations
of the observed variables and the model variables. Observational variables for the CEE
model are consumption growth (4.59), GDP growth (4.60), hours worked (4.61), investment
growth (4.62), wage growth (4.63), relative price of investment (4.64), inflation (4.65), and
the risk free interest rate (4.66).

z
—obs M ¢ Ct

obs
C =C —_, 459
: o (4.59)
Wy (Ct + Mz_%t + gt)
yg)bs — yobs - i 7 (460)
I (Ct—l +oaot gtfl)
—obs ht
hots = h" —, 4.61
.obs  =obs T
1 =1 —_ 462
: i (4.62)
wobs = ggovs K10t (4.63)
HF Wy
T
3,0bs —1,0bs 1%
O = phots — (4.64)
' n,
obs —obs 't
mobs = b = (4.65)
R = R eap (R, — R) . (4.66)

4.7.3.3 CMR model equations

The CMR model uses (4.26) to (4.48). Including the financial accelerator leads to modifi-
cations of the resource constraint. Further, (4.67), (4.69), (4.70), (4.71), (4.72), (4.73) are
additional model equations. These equations describe the behaviour of entrepreneurs and
mutual funds. The new resource constraint is now (4.74) and replaces (4.49). Further, the
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financial accelerator model will introduce new shocks to the model. These shocks drive the
dispersion in the idiosyncratic productivity of entrepreneurs.

4.7.3.3.1 Entrepreneurs

The main modification of CMR compared to the CEE model is to introduce entrepreneurs
and mutual funds as agents. Households do not supply capital services to the intermediate
goods producing firms. Entrepreneurs provide now effective capital to intermediate goods
producing firms. Mutual funds grant loans to entrepreneurs. Loans need to be repaid.
The probability that an entrepreneur cannot repay the loans is given by F'(i;). Default
probability increases with the threshold w;. Here ® denotes the normal distribution and oy
is the cross-sectional dispersion of w.

(4.67)

)t (zog (@) +—) |

O¢—1

The value of the assets of insolvent entrepreneurs depends on the expected value of w below
the threshold w. This expected value is required to model monitoring costs and the credit
spread.

— op—12
G(@) = @ (Zog @) + 75 _ at_1> . (4.68)
O¢—1
Entrepreneurs purchase raw capital from households. Profits of entrepreneurs depend on
the return on raw capital purchases. The return on raw capital depends on inflation, current
and past raw capital prices, the rental rate for effective capital services and the possibility
to deduct taxes on depreciated capital.

A (Gl M U 7}’;; a(w)) + (=0 @) 5 i (4.69)

Mutual funds operate under perfect competition and free entry. This rules out profits
of mutual funds. The zero profit condition determines the leverage ratio for a given credit
spread.

(14 R%) B2 (Gw) (1= )+ @ (1= F@)))  Ey g
0=1+ B '
1+ R -1

(4.70)

Entrepreneurs optimal choice of leverage defines the threshold value W as a nonlinear
function of the credit spread, given a dispersion value in the current period. An increase in the
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credit spread will reduce the threshold value separating insolvent and solvent entrepreneurs.

(L= @1 (1= F@ip) + C(@))) (1 + REr)

0= 4.71
1+ R, ( )
1 - F(® 1+ RF
E =l ( PR (4 (1 Pl
1 — F(@1) — M@(%) o, t

(1= 1) Gl@n)) — 1>.

Networth of the representative surviving entrepreneur is the sum of current profits (first
term), transfers w® from households and previous net worth (last term) in (4.72).

Wy T

ne = g1 ki—1 g (Rkt — Ry — (1 + Rkt) e (4.72)

(G(@r) + @ (1= Fwn)) = (G(@)e (1 —p) + @ (1 F(W)J))) T Wit

ne1 (14 Re1) %
Wy T
Mutual funds need to monitor default entrepreneurs. Monitoring costs will eat up some
of the resources in the economy. Monitoring costs are by a factor p proportional to their

value of assets. Their value of assets depends on the expected value of w below the threshold
w given by G(w;).

ki1 G- (1 + Rkt) G(w), p
p# T .

deost(w), = (4.73)

The resource constraint includes now additional terms. These additional terms are mon-

itoring costs dcost(w;) and assets used by exiting entrepreneurs W.

O (I —) (ny —w°)
+ .
pe Y a(Ut) Ve

i Ky
Yy = dcost (i) + ¢ + M—; g+ ——
t

(4.74)

4.7.3.3.2 Shocks

The CMR model features additional shocks. Shocks affect directly the financial variables.
The most important shock is the so-called risk shock o;. This shock is the dispersion in
the idiosyncratic productivity of entrepreneurs. This dispersion is driven by unanticipated
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shocks n? and anticipated shocks &°.
o o 5
log (2) = ™" log (=4) + 07" log (€°,_.).. 4.75
og(—)=p"log(—)+0 nt+;09(€ts) (4.75)

Anticipated risk shocks are correlated o (&7, &s + 1;). The number of signals is a degree
of freedom. CMR use 8 shocks in their baseline model.

{aﬁ 0+ (20(&, €5+ 1,) — 1) log (671,) if s < S,

. 4.76
o*n, jif s = 8. (4.76)

log (£°)) =

The survival rate is time-varying and is also labelled equity shock. The survival rate
defines how much networth from the previous period remains.

log (%) = p"log (%) +o'n,. (4.77)

Shocks to the term structure are also included. These shocks are responsible for wedges
between the effective short-term risk free interest rates on short-term bonds R and long-term
interest rates R’

term term
lOg (&W) — pterm lOg (i;_rlm) + O_term ntermt. (478)

t

4.7.3.3.3 Observational Equations

One of the main findings in CMR is that the contribution of risk shocks to the business
cycle depends on the inclusion of quantitative variables describing the financial market. The
CMR model is estimated in addition to the observables from the CEE model with data on
extended credit growth (4.79), networth growth (4.80), credit spread (4.81) and the term
structure (4.82).

bfbs _ QEI;?t — Ny M_f (4 79>
P ki — gy
met_ g (4.80)
ﬁobs N1 ,UZ? .
premium®® gk gk
———obs eXp{MGt—l(wt)%— - MG(W) 7. }’ (481>
premium Qr—1Rke — Ny gk —n
1,0bs
gtl,obs =1 + RtL - Rt' (482)

4.7.3.4 CMR/CEE—-Oil model equations

I will now outline the modifications of the CEE model and CMR model to include oil as
production factor. To include oil as production factor I replace equations (4.33), (4.35),
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and (4.36) with equations (4.83), (4.84), (4.85), (4.86), (4.88) and (4.89). These equations
describe the production process. It is also necessary to describe the behaviour of oil supplying
firms. The behaviour of oil supplying firms is described by (4.90), (4.91), (4.92), and (4.93).
It is necessary to modify the resource constraint to include oil as reported in (4.87). Oil
market shocks are introduced with (4.94), (4.95), (4.96), (4.97), and (4.98). A shock for
capital productivity is introduced as well (4.99).

4.7.3.4.1 Production

In contrast to the CEE and CMR model the production of final goods is described by a
two layer CES production function. The upper layer of a nested CES production function
in stationary firm and including price and wage dispersion combines capital-oil composite

A
goods m; and homogenous labour [, = h; w*; X1,

M

M AT 1
A 1 M 1 aw N\ T\ Yt
Y p t>\f_1 €t aM ! my ' + aNnM (Eht ht w*tkw_1> ’ - ¢ta if 77M 7é 17
t f—
o M v @ )
PN e my <€ht hy @U*t*w‘1> — O, if 77M =L
(4.83)

The capital-oil composite production factor combines the primary production factors oil
and effective capital. I include specific productivity shocks for both production factors.

O
(o}
1 . n_—1 1 201 nO—1
Ko m utktfl) n9 070 (,0 o) IN)
a9 | emy Lt +a% 7% (€% 0) 7 , if 1,
m, — ( ( T (201) ) e (4.84)
K
m U ’;t— * o a© .
(e f ﬁ) (€% 0,)" if n© # 1.

The demand for the capital composite production factor depends on the relative price
% and the marginal product represented by the right hand side of (4.85).
=Y

WM
my

(4.85)
¢ + Yy p?s‘#f‘—l

The demand for hours worked depends on the relative price S and its marginal product
represented by the right hand side of (4.86).

—1)
AW ,]M
M * i
1 —1 -1 YT
Wy Noar |t ehtn”M hy wy
A

b+ yep; N

(4.86)

The resource constraint of the economy changes. It now features oil export revenues
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and oil import expenditures. Oil export revenues increase the funds disposable for different

purposes. Oil import expenditures require goods to pay for them.

]_ft—l G(Ut)
pe T

{—l—dcost(w)t 4+ Q0= =) CMR-Oil model,

1
Yt =Ct + M_; + g+ — ! (O%t — Oft) (4.87)
¢

Tt
for CEE-Oil model.

4.7.3.4.2 0Oil market

Demand for oil in the economy is given by the first order condition of representative inter-
mediate goods producers. Intermediate goods producers demand oil as long as its marginal
cost does not exceed its marginal product (right hand side of (4.88)).

(=1

o O _ re}
P _ 05 o Bt (0_) “ (4.88)
™y my

As for oil demand for capital is given by the first order condition of the intermediate
goods producer. In case of n°® = 1 and an oil share equal to zero this equation is identical
to (4.35).

()]

k 1 o) 1 Ut I_Ct71 "IO
T L n_— z, Y
—L =0 em o | . (4.89)
Py my

The previous equations represent the behaviour of the demand side for oil in the econ-
omy. Now the supply side is considered. The first order condition derived from the profit
maximization problem of domestic oil producers equates the marginal product pf(1 — 77)
with the marginal cost of providing one more unit of oil (right hand side of(4.90)). This is
the domestic oil supply curve.

CO 1409 o
P (1—1%) = (7—t> o . (4.90)

Oil importers also supply oil according to a supply curve. This supply curve is derived
from their profit maximization problem. Costs for supplying importing oil to domestic
intermediate goods producers are not identical.

0,im 1409
o o\ __ C ’ t imUO
P (1—71%) = o o™ . (4.91)

In contrast to domestic oil producers and oil importers the supply o foil exports is not
the result of an optimization problem. It is modelled as the share of domestically produced
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oil, which is not consumed domestically.
0e® = o, (7", (4.92)

Domestically produced oil and imported oil represent the available oil in one period. This
oil supply can either be consumed or exported as stated in (4.93).

0 + 05 = o + o™, (4.93)

4.7.3.4.3 Shocks
Costs for providing domestic crude oil can fluctuate over time. This motivates the inclusion
of a domestic oil cost shock (°.

log (CCO ) = p%" log (Cg ) + ¢ ", (4.94)

The same is true for import oil. Costs for providing imported crude oil might have
different short-.term developments than costs for domestically produced oil. In order to
capture such differences (**™ is included.

log (i‘o imt> - Co Zml og (CCO Z:n_1> + Uco’im 77(07imt- (4-95)

The share of oil exported relative to overall domestic oil production is not constant.
Therefore, a shock to the share of exported oil (*** is included.

o0 (22 = g (£52) g, e

In the US different tax rates on crude oil are applied in the federal states. I model only
a simplified tax system. Taxes paid by oil suppliers 7° are modelled as an autoregressive

process of order one.
7_Ot O
log (—) =p" log ( ) +o (4.97)
T° T°

Demand for oil is also driven by the efficiency of oil. The quality of crude oil can vary
over time. It is also possible that extending the quantity of used oil in refineries will impact
the effect of oil on the productivity of the factor.

log (%) = p< log < ) + 09, (4.98)

The same reasons to include productivity shocks for oil apply to effective capital. It is
possible to use €* for permanent shocks. A combination of € and " is interesting to study
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potential mitigation scenarios.

Ekt ek th,1 ek ok
log| =) =p"log{ ——)+o" 1, (4.99)
€ €

4.7.3.4.4 Observational Equations

In addition to the observables in the MCR and CEE model I introduce observables for
the oil market. The oil makret obseervagbles are oil consumption growth (4.100), domestic
oil production growth (4.101), oil import growth (4.102), oil exports growth (4.103) and real
price of oil changes (4.104).

Oobst — M_t Ot 50b57 (4100)
W 0p1
z d
0.
0d7obst — /{Zt dt 5d7obs’ (4101)
K= 0pq
Oim,obst — & Oztm 5im70b57 (4102)
HZ 07
Oem,obst — Q C:; 561701’5’ (4103)
HZ 077y
p?,obs — ]—?o,obs Dy ) (4104)

jZa)
(4.105)

4.7.4 Steady-state

4.7.4.1 Calibration

For the estimation of the model around a deterministic steady-state the following algorithm
is used.

1. define the following steady-state shares:

(a) rental rate on capital services r*

rk _E_
capital expenditure share ¢ = ‘;ZT

. . (o}
oil expenditure share ¢© = ’%

oil and capital expenditure share M = ¢ + ¢©

. . o d
domestic oil share 8« = %

exr
ofw

od

)
)
(d) oil to output ratio
)
)
)

oil exports share 0T =
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(h) oil imports share 0% — %
(i) oil tax rate 7°

(j) steady-state output g

2. set the following variables to pre-defined values under a flexible price equilibrium:
(a) mark-up A/
(b) long-run growth rate p*
()
(d)
(¢)

(f) hours worked h, capital utilization rate u, price dispersion index p* and wage
dispersion index w* are equal to one

investment specific long-run growth rate p¥
gross inflation and inflation target =, 7*

retained earnings of entrepreneurs ~y

3. compute the following variables:

marginal cost s = /\—lf

)
_ 1=

(b) fixed cost ¢ = =2
(c) price of raw capital ¢ = i+
(d) short-run and long-run interest rate R = RF = % -1
(e) return on capital R = {(I_Tk)7;€+1—§}7r RS 1

i — 1+RK
(f) interest rate spread s? = = R

4. compute ¢ =y %

- K z
5. compute k = %
_ {1-(¢% 449}y
6. compute w = +————"-

7. compute o = O Y
8. compute 0 = 0% o

9. compute o? =

1 _¢O€Cl)
10. compute 0 = §°° o¢
11. compute p° = (bo%
12. if n° =1 do
O
(a) compute a® = —¢>O¢+¢>K
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K
(b) compute o = ¢>O¢T¢K
M p°© a® rk ot
(c) compute p* = ( 25 I
(d) compute m = %

13. if 79 # 1 do

() compute p = (55ep

¢© _on-1 oK knOﬂ)ﬁ
+ otk T
¢+
O K
(b) compute m = %
o
o_ ()"
(c) compute a¥ = (F) <
o U/E
K _ (T A
(d) compute o™ = <;—M> -

14. if ™ =1 do

(a) compute oM = ¢ + ¢

(b) compute o™ =1 — «
aM
(c) compute € = s~ ! (g—M) ()"

15. if Y™ #£ 1 do

(b) compute o™ = (P_M>n m

s y+o
(c) compute o = ()" b
16. compute i = (1 — ;Z_%) L
17. compute dcost = %jfﬁ

18. solve the contract problem of entrepreneurs for the monitoring cost parameter p the
bankruptcy threshold w and the idiosyncratic dispersion o.

use numerical procedure to find p such that |e#| < 7

(a) use numerical procedure to find @ such that |e?| < 7%

i. use numerical procedure to find o such that |¢7| < 7

A. guess o

B- deﬁne z = M

228



Is Risk the Fuel of the Business Cycle?

C. calculate €7 = F — ®(2)
ii. define I' = ®(z — o) + w(1 — P(2))
iii. define G = p®(z — o)
(W + =z (r*— R—pG (14r%) F)
1+ R

1_7 TPz

v. calculate ¢¥ = (1 —T) s? — #ﬂi@(z) (sP(I' = pnG)—1)

(b) calculate e = 2 — (1 —s? (I' = uG))

iv. define n =

19. compute ¢ = (1= 7%y + (o' —0) &5 —d = © 5% (n —w) — ;fr

20. compute g = 72~ (c + )

1—n9

¢ b
(I47¢)c p*—b

21. compute \*

—’Tl z 7UL
22. compute Ul = %
Ay

23. compute F? = e

24. compute K? = A ysAS

1-p¢p

w . h(A=THI*

25. compute F" = {5m—s (=pew)
o'L
26. compute K% = 1hi;£w

4.7.4.2 Permanent shock

For the computation of impulse response functions to permanent shocks I need to modify

the steady-state routine.

1. solve the oil consumption identity, the first order condition defining labour supply, the
first oder condition of entrepreneuers with respect to leverage ratio and the constraint

of the optimality problem of entrepreneurs

2. guess the real price of oil p°, the capital stock k, the rental rate of capital 7* and the
threshold value dividing entrepreneurs into solvent and insolvent firms w such that

"]

3. set mark-up A/

4. set long-run growth rate u}
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5. set investment specific long-run growth rate p*

6. set gross inflation and inflation target =, 7*

7. set retained earnings of entrepreneurs -y

8. set capital utilization rate u, price dispersion index p* and wage dispersion index w*

to one

. _ 1
9. compute marginal cost s = 57

1—s

10. compute fixed cost ¢ =~y

11. compute price of raw capital ¢ = #LT

12. compute short-run and long-run interest rate R = RV = % —1

13. oz(f—,:)_n 2‘— L eon-1
14. Oz‘m _ p° (1-7°)

1

16. 0% = (" o

17. if n° =1 do

18. if 9 # 1 do
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21. 1

22.

23.

24.

25.

26.
27.
28.
29.

30.

31.

32.

33.

34.

35.

36.

37.

k~y RF—_R—1G (1+R¥)

z 1+ R
R et ey T S

n =

compute i = (1 — 1=2) k

w*r
compute d = pG(A+r)k
THF
define z = log(w0)+0.5 02
o
compute F' = ®(z)

define I' = ®(z — o) + w(1 — P(2))
compute G = p®(z — o)

define n = (Wt (F* = R—pG (147%) k)

1y 22

compute ¢ = (1 =)y + (0 —0) 25 —d — © 2% (n —w*) — &
compute g = 1229 (c+ )
compute \* = a f:c)c “;;f’f
compute P = ; :\;‘ZP
compute K? = %
compute F = %

pi+ol
compute K% = T 5w
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38. compute residuals for the following model equations

(A=Y A= wh—o"
Ch AW

)

b) compute € = 0 — (0? — 0% + o'™)
) ™ pF Uy
)

computeerk:we—<1 7)(R’“—R—/LG(l%—Rk))lif—ﬂl_Jr.f%)n
)

s — — =L (T —puG)—1)

1-F—pwe(z)

4.7.5 Sufficient conditions for a minimum of the cost minimization
problem

I will now discuss sufficient conditions for a minimum of the intermediate goods produc-
ing firm’s cost minimization problem. Intermediate goods producing firms use homogenous
labour [;, ;, capital services Kjﬁt and crude oil O;, ;. These production factors are com-
bined in a two layer nested CES function to produce intermediate goods Yj, ;. The cost
minimization problem of the firm is

: ~k 178 O
» }I;lrtlojf t Wilj, + + BTy Kjf’t + P70y, 1, (4.106)
L TRl D

S.t.}/}f,t = ( (O]ft, ity t) Jfs t) ¢tzt7
ljf,t>07 K;f,t>07 Ojf,t>0 Mft>0 th>0

l

Intermediate goods producers pay wages W, rental rates on capital Pi7* . and a price for
crude oil PtO. In addition to variable costs firms also have fixed costs z;¢;. The production
functions for total output X(M(Oj 4, K7, 1), hj, ) and the capital-oil composite production
factor Mj,, = M(Oj, +, K3, ;) are given by
X(My, 1,05 0) € MY (24l ) ~om if ! = 1
ity bjpt) = L 5 )
S € [( M)T T Mjpft (1 —anr) ™ (2l 1)" P otherwise.

(4.107)
) o KS l—ao
(0 %8)" (a6 5is) e =
M(Kj, 1, Ojpe) = 2 K N\ 1 0;,.\*° 50
{(1 — ap) <ef( —Tif’f) + (o) "® (e? ;g;f) }p otherwise.
(4.108)

The corresponding Lagrangian, ignoring the non-negativity constraints, of the problem
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18

J

LM =Woly g+ Pt K3 4 PPO; + S{Y 0 — (X(M(0j,4, K, ) L) — 620}

(4.109)
The necessary conditions for a stationary point of (4.109) are
aLF,min oMy X, e
! 0= W, — Xl,jf,t =W, — Sz M Et(OéN)"M (Lt> UM,
ﬁljf,t ljf7t
(4.110)
aEF,min 1 M %
o 0= P = Xie o= Pt = BY (1= o) (017 (:)7° ( Jsf’t) £
jf)t .]f7t
(4.111)
Ly min 0 ~ M, 13 -6
aOt 0= EO . XO,jf,t — PtO . PtM(OZO)"O (TOt) p© (EOt)pO { Ojf t} O,
Jgit jfvt
(4.112)
aﬁf,min
95, 0= Xjf,t - X(ljfm Mjf»t)'

(4.113)

1 1
.. . M M X\ g
I define an auxiliary variable PtM = St Xt = St 2 e agy, <lj—ft> " to define the
ifs

partial derivative of total output Xj, , with respect to M, ; times marginal costs. For the
following analysis I will drop the time index ¢ and the index for firms j;.

I apply Theorem 1.14 in De la Fuente (2000) to check whether the solution to (4.110),
(4.111), (4.112), (4.113). is indeed a minimizer of the cost function. The optimization
problem consists of choice variables x; = [0}, 4, K3 hm]T, an objective function F(x;) =
Wihj, 4 + PP Oj, 4 + Piry K3 . and one constraint G(x,) = X(M;, s, hj 1) — Xj, 0. The
optimization problem in compact notation is {II)l(iIl]: (x¢); G(x¢) = 0}. According to Theorem
1.14 the objective function F needs to be pseudto—convex and all constraints quasi-concave
G’ for a minimum. F is pseudo-convex for positive factor prices. All constraints need to be
quasi-concave. If all constraints are concave they are also quasi-concave. I show that the
CES production function is concave if pM© € (0,1) and a™© > 0. The Hessian matrix of
X(Mj, 4, hyj, ) is denoted by H*.
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?92?)5 88259)1(@ gz)gz Xoo Xoks Xoi
HY = | 5555 aafg)sg s | = [ Xxoo Xrers X
82 82
ng eI aTg( Xio  Xigs  Xgsks
1 /1 M,
Xoo = — — M ME - (= - S Mo X
00 = X < ) 0~ 0 (O M) 0 M>
X 1 1 M3
XKSKs: ( M) IQ{S_?’]_O (5— ]\j—()MKSXM>
| 1 X
X R ‘G
! M (l X)
Xogs = =7 Xur (7 =~ | Mis Mo + —5 M. Xar.
OK nM (M b ) Ks Mo + 0 03 XM

1 1
Xoir=—X; Xy Mo —.
or= o A o

In order to check that the matrices are negative semidefinite, the first principal minor
needs to be harmful, and the sign of the principal minors are alternating. The leading

principal minors <4Y" are

,@Tlnmf” = Xoo, (4.114)
K5 = Xoo Xkoxs — Xoxs? (4.115)
/aninor = XOO XKSKS X” + XOKS XOl XlO + XOl XKSO XIKS (4116)

—Xoxs Xors Xy — Xoo X1 Xik — Xoi Xksks Xio-

The first principal minor is the second derivative of output with respect to oil. This term
is negative, if ONE > (0 and n™© > 0. Further, note that X (M,[) and M(K*,O) are
both homogenous of degree one. This implies that the following identities hold

M = My K* + Mo O, (4.117)
X =XyM+Xl. (4.118)

It is now necessary to show that the second principal minor is positive. Under the
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parameter restrictions this indeed is the case.

minor 2
l€2 :XOOXKSKS _XOKS ,

e = <a}é +b]\]\j;> <a}(38 +b]\]\4;:> —(a—b)*,

minor — (2—1— ]\ZOS}O(S + Aﬁog ) ab>0,

My Mo Xr

a:—MnO

My Mo X X1
B M X nM

>0,

b

The third principal minor is the determinant of the Hessian matrix HX. The production
function is homogenous of degree one, and the determinant of the Hessian matrix is zero.
One can derive the following expression for the determinant.

k5T = Xoo Xisxs Xu + Xoxs Xot Xio + Xoi X0 Xixs

—Xors Xors Xu — Xoo X1 Xik — Xoi Xksks Xio,

abecd abed
= +

€ (&

a= My MHXP XS, (X — X, 1),

X 1 1 Mics 1 1
n

minor __

3 =

Y

X M M Ks ) no’
Xp 1 1 Mo 1 1
V2 X

d=(Xn" = Xn°+MXyn°),
e= M2X717M77702l.

The determinant is zero, and this implies that the Hessian matrix is negative semidefinite.
The optimization problem satisfies the conditions for Theorem 1.14 to apply.
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4.8 Online Appendix

4.8.1 Model derivation

4.8.1.1 Scaling and observational equations

I will now explicitly state the scaling of the different variables to transform the non-stationary
model to a stationary model. The following scaling is applied:

_ t
Qg R W N~ P
qt — ) Yot = —, 1y = £ Wy = 3 2zt = L2t
Pt Zt ZtT ZtPt
b — K 2 2 R e Ny
t = i1’ My = ———5 G = —H Thyp1 = Do
Zt—1 Zt—1 2t t 2t
~k d,im,ex 0
Tk _ T_t Od,im,ex o Ot 2t po _ P_t TOt
t t - t ) t .
Tt YO P,
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I have 17 observational equations, linking the model variables to the observed variables. The

sample average of arbitrary variable z; is denoted by Z;.

premium

premium

I demean the observed variables by their respective sample means. This approach allows to
deal with different growth rates of oil market quantities in the sample. Sample means also

obs
t

obs =

b i
A T
—obs Tg—1 z’
Yy Gt o T M

b.
—obs
cobs Ciq qu
-0bs : z
i _ i i
—obs ~  ; :
ZO S Qi1 P
b i
bf s gk — 1y M_f
—obs 7 :
b Qr—1k—1 — g p?
b
i
7obs o N1 llz
_ qi—1ky .\ qk
exp{uGy1 (@) —2— — G(@)—
Gi—1ky — 4 gk —n
obs z
w _ e p
wobs Wy MZ
1,0bs
g
t
2 —1+RF-R,.
Sl,obs
hobs h
t 1
—obs _ p°
7 h
i,0b.
12570 s 1
—i,0bs
p Hor ¢
Rabs
t
= =exp(R; — R)
eI,
—obs 17
I II
O,0bs o)
Py Py
=0,0bs O
p Pi1
d,obs d
O _ O M
“dobs  d :
odobs ol Mz

include the deterministic trends Y©.
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4.8.1.2 Final goods producers
The firms producing homogeneous output Y; from Y}, ; solve

1
I}IKIaXPt}/;f - / ]Djf,t}/jf,tdjfﬂ (4119)
Jgot 0

1 A
st Y, = (/ Yj;ftdjf) .

The firms are facing perfect competition and can not set their prices and have no influence on
the input prices. Therefore the FOC w.r.t. Y}, ; can be derived with the envelope theorem,

dY;

PtdY; ij,t = 0, (4120)
Y, \ 57
t Af

Solve for Y}, ; and set back in definition for Y; to get a relationship between P; and P;, ;

A
1
Y, = ( / Yj;ftdyf> , (4.121)
1 M
v = (

by o
Y, = {/ (B ff M d]f} Y,
0 1 1-\f
()

I need to express total output by firms Y, = fol Y, +djs by total demand for output.
Remember, that prices for production factors in the model are identical for all firms. Under
the assumption of identical production functions, all firms use the same production factor
ratios.
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M, \ &M 1 .
1 €t (Zt l]]ffﬂf) 2t Jjf=0 ]f tdjf ¢t2t if 77M =
. M
/ Y}f»td]f = €& M. ni”MI oMy 7,17‘74 1
0 e o (Zt lji;,t) T+ (1 —ap)(1) M 2ihy — ¢z else.
(4.122)

/1 e M™ (2 lt)l M bz if M =1,
Y +djy = L Mo . 2V M (4.123)
o € [a]\f M, [ (1 —apr) ™ (2 ly) } me=t _ Oz else.

Using the demand for individual products of intermediate goods-producing firms I derive

s
! L P\ T
/ ij,tdjfzyt/ (%) djy- (4.124)
0 jf:O t
1 1 P .
: A -1
() [ e
0 §§=0 t

I can write the current price dispersion level P as a function of prices set optimally in ¢ and
the ones which have to stick with the old prices. Due to the Calvo assumption only a share
of 1 — &P can reset their prices, the others have to stick to the old prices.

1-2S

1 N A
P = / P : (4.126)
0
~ Af _ A ;}\f
P = {5” (P, )™ + (1 - 5?)13;-”‘} ,
1-\f
ﬁt 1i>\f /\ff M
P =8| P +(1—&)p : (4.127)
t
Here I define p; = t and p; = and use again the homogeneity of degree one. The current

price level is a Welghted average ‘over optimally set prices and the price level of the past.

= Ht =p;_;. The firms which can not optimize their prices, set them
according to Pt H +P,_1, where TI, = (TI})"TT} ¢

Now I can use the price dispersion index derived above to express total demand for the
final good as a function of the price dispersion and the production factors.

1- .
oo [ M (zele) T — iz if pM =
Y, =p/r— a0 M n anl M
€t Oé]?/;w Mt ! (1 — aM) (Zt lt) ] e - ¢tzt else.
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4.8.1.3 Intermediate goods producers

Let us turn to the optimization problem of the firms facing monopolistic competition. They
seek to maximize

ml_gx Et Z(ng) /\t—m( Jf t+nYJf t+k T St—i—HY;'f,t—i-n)a (4'128)
¢ k=0
P 5
. 7_
S~t-ij,t+n = Y;H—n (M) A -1 | (4129)
Pt-‘rl'i
ij’tJr,{ = Ht,t+npt~ (4130)

Firms optimizing their prices consider future states in which they are not able to reset their
prices. Therefore they take into account that an optimal price set today P, might be effective
forever.

Consider the fraction of prices

P+ , I can plug in (4.130) in this expression to obtain

PJ’f7t+H o Ht,tJmPt

Pt—&—/{ -Pt—l-n

Furthermore use p; = % and manipulate the price fraction such that

~ . B 11, t+h ~
il H) _ e 4131
< tit+r | Pt Pron Ht,t—‘rl{pt ( )

Note that Pj;;*‘ =1l 44w = HhK:O II;4p, . For the following define X, = Huter  Now take

It 45
the first derivative of (4.128) w.r.t P, set it to zero and make use of the envelope theorem.

> . dY;, 1hn -
0= Et Z(ﬂgp)n)‘ﬂrn { (Ht,t+ﬁpt - StJrn) ;g+ + Ht,tJrHY}f,tJrn} . (4132)

k=0 t

I know that only Yj, ;4. and Pj, ;.. depend on P,. Tt is therefore necessary to find the first

PJf t+r

derivative for these variables w.r.t. P. For this is trivial and equals I, t+r- The first

derivative is

f \

Yy tin =Y, px?_1 -\ v
dpt t+rd t+x )\f 1 t )
AYjy _ —\ thJr”

T = 4.133
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Now plug in (4.133) into (4.132) to obtain

S P - —1 MY
0=E Z(ﬁfp) Attr {Ht,t+nmy}f¢+n + = St—l—n} )

e M—-1 p
S v 1 fY}fvt*“
0 - Et Z(ﬁf ) )‘t-i-n Ht,t-‘rny;'ﬁt-i-n - )\ ]5 St-f—:‘i . (4134)
k=0 t

Use (4.129) to rearrange (4.134).

S P = —1 MY
0=E ) (BE) Avin {Ht,t+nmyjf,t+n T o1 : B Sm} : (4.135)
k=0
N P\~ 1 ijva’i
0=E > (B N { MipnYipiim — A 7 St (4.136)
k=0 t
> K PO S f ~ )
0=E, Z(ﬁ§p> DY S & {(Xt,tJrnpt)’\fl — N st (X pgwDe) M1 } . (4.137)
k=0

In the above derivation I made use of several simplifications to obtain the last align. To
get from (4.137) to (4.135) use the demand constraint and take P,,, and Y, . out of the
parentheses. Therefore you get the real marginal cost s;, = Siir/Piis. For the first part
of the sum I use (4.131). Now solve for p; to obtain the following fraction

S

ZZ.;O (ﬁfp)n)‘t+nn+npt+n)‘f3t+n (Xt,tJrn)ﬁ
=1 .
Do (BEP) At Y P (X ) M
Define auxiliary expressions for the numerator K),; and denominator F,; of (4.138). Derive

the law of motions for these two. For the auxiliary expression F),; the law of motion is
derived by

ﬁt:Et

o0

Fpat - Et Z(ﬁgp)n/\t-&-n}/t-&-npt-&-n (Xt,t+n)ma (4138>
k=0

1
Foo = MY, P4 E BEP (Xiq) =M Fpiq, (4.139)

(T )
Fpr = NY P+ E; 5§ M., Fpii1. (4.140)

Analogously the law of motion for K, is

~ Af

f o [ e M
Kp,t = AthPtSt)\ + Et 65 Ht+1 Kp,t+1' (4141)
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These two law of motions are used for the simulation and estimation of the model in Dynare.
Therefore (4.127), (4.140) and (4.141) are entering the equilibrium conditions of the model.

Further, I know that the price index is a weighted average of optimal prices and not reset
prices. I can derive the following relationship between numerator and denominator.

~ 1-MY 1247
KP={1-¢ <—> FP. (4.142)

In contrast to Christiano et al. (2014), one can differentiate between the mark-up charged
by a firm As, over marginal cost and the elasticity of substitution between intermediate goods
to produce final goods A;. This modification affects the law of motion of the price dispersion
index. It is only possible to reformulate the price dispersion index recursively, assuming
time-invariant elasticities of substitution.

The inflation adjustment rule (4.127), the law of motion for the denominator of the
optimal price (4.140), the law of motion for the numerator of the optimal price (4.141), the
relationship between numerator and denominator (4.142), and the price dispersion index
(4.127) enter the model.

4.8.1.4 Labour contractor

After the unions negotiated for each type of labour h;, ; the wages W), +, the labour contractor

L w . .
has to decide how much labour is supplied {; = ( fol ha'y dj;)*". Therefore a similar problem as
for the final goods producer has to be solved. Here the optimization problem is the following

1
max tht — / Wt,jl ht,jldjl7
0

hjl,t

1, AY 1
max Wt (/ h;ﬁ;d]l) — / Wt,jl hjl,tdjl- (4143)
0 0

Ji.t

(4.143) is a typical static profit optimization problem. The FOC condition is

AW—1  1-\%

Just

Now I can obtain an expression for the demanded labour h;, , of the different types relative
to the total supplied labour h,. Therefore solve (4.144) for h;,, to obtain

/\w
W. t 1-2W
he =1, (Wit) . (4.145)

This labour demand function for each type can be used to express the current wage level
W, as a function of the different wages for the different labour types W, ;. Plug (4.145) in
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lh = (fol hj\:tdjl))‘% to obtain

1 W. %fw "
zz/ (#> I | 4.146
t 0{ W, t ]l ( )
W = [ W g, (4.147)
0

L 1=A"
W, = (/ Wj};w djl> ) (4.148)
0

Now one can derive an expression for the aggregate wage level depending on the different
wages for the different labour types. Analogously to the price-setting problem only a fraction
of unions &% is allowed to reset their prices in period ¢. If they reset their prices in period t,
all unions set their prices to the optimal wage W;. The share 1 — £ of unions have to reset
their wages according to the following rule

Wi = ﬁw,t(ﬂZ,t)L“ (Mz)liL“Wt—la
I, = (TG0 e (T ) 0wy e, (4.149)
I = 1L g (4.150)

Define f[;"t I My n, (fhziin, ) (112) = for further computations this will be useful.
As for the intermediate firms wee need to derive a relationship between total homogenous
hours supplied [; and total hours worked h; = fol hj, +dj;. As for the intermediate firms unions
can optimize their wages with probability £“. Therefore the current wage dispersion level
can be expressed as

1-\%

~ A v ] T
Wy = [(1 — W 48 {xquthl} 1w] . (4.151)
Now divide the whole expression (4.151) by W; and I get
w 1-\%
Aiww xw 1j>\w AW
w; = (1 =&Y)w, " +¢&¥ {W—twwfl} ) (4.152)
t

Here 1 define w; = W, /W, and @, = W,/W,.

4.8.1.5 Unions

Now one can turn to the optimization problem of the unions. They face similar to the
intermediate goods producers monopolistic competition. Nevertheless, the unions are repre-
senting the households. Therefore they maximize the wage bill less the associated disutility
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to work. Their objective is

[e'e) o h/l—‘y-O'Ll‘i
max By Y (BE)" [ Mg Wil (1 = 74,) — ¥r lﬁr—t; , (4.153)
¢ k=0 L

>\'LU
w T
s (M
s.t. gitte — Uitk W— .
t+r

The objective function (4.153) is the maximization of the wage bill and minimizing the
disutility to work. Here the discounted net wage bill th;"’t wnljieen(1 — 71, expressed
in utility terms A;y is the revenue and the costs are the dis-utility to labour. Similar to
the intermediate goods producer the unions have to consider the demand for their labour
captured by the constraint (4.153).

Lets derive the FOC of the above optimization problem. This is done analogously as for
the intermediate good producer. The FOC reads

(4.154)

. K w Aw w
0=E ) (8¢) [)‘t-"ﬁxt,tJﬂi Pjaew (1= 7l) + T e Taaltiten (1= 7)o
k=0
v hitE
L= W, |’

—Ur
(4.155)

AW

= K w T Ty nWt 17>\w
0=E Z(ﬂ&p) [/\t+l€xt,t+nWt <tvtv%+> lwn(1 — Ttl+n) e

k=0
~ L(l—i—aL)
o, W\
_)\w¢ tit+r "l l1+0'L
t+rK )
Wt+n

(4.156)
0= Ei Y (B | Aanlly s Wil X)) =5 g (1= 7, 0)
k=0

_/\w¢L( tt-mwt) — ) ll}jrrgL] '
(4.157)

The FOC (4.157) is obtained by plugging in the demand constraint (4.154) in (4.155), rescale

by W; and define X}, = H:t;}[" . I can now solve for @;. Therefore divide (4.157) by
’ t+h

w
)\Aw (14o1)

W, and obtain
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A\
1-AY(1407) 00_ PYR\W Xw Ttttk (1+oL)
”[I)t 1—\W — E ZI{—O(B& ) wL( t’t+;{> , (4158)

[ i
> oo (BEP) A I W (X ) T3 g (1 — Thr)

1-\%

oo K\Ww w Aiww o - e
sz{ T (B A () e s } i
oo o (BEPYEN I V(X ) T (1 — T

Now the fraction is split again in numerator K’ and denominator F{*. The law of motions
is then derived analogously to the price equations. I can rewrite (4.159) as

(4.159)

1-\%
K, \ T00tn
i, = B, <1€[2F :) o (4.160)
)\ l 1-— Tl 1
Fr = % + By BECTTY, (X)) T3, (4.161)
K = 157 4 By BEU(X) T o, (4.162)

The wage index in each period states an implicit relationship between the numerator K’
and denominator F;”. One can use the wage index w; to derive.

- B 1 1-Av
1 TTw Y
1= 1 — YN 1-\w w ) 7t
: . 1 1-Aw
) 1_ fw {g—?} T—x
Wy = 1 IR gw )
) 5 1 1-\w
w | 1-en{FE T
w Wt F, IT;
Kv = th — (4.163)

Consider again the aggregated labour input h; = fol hj, +dj; can also be expressed as
function of homogenous labour supply /;. I know that

1
ht — / hjl,t7
0

1
‘/-‘/4 ¢ AW
— l I I—Au’d'
/(; t( IIrt ) L1,

AW

= I, (w}) T (4.164)

One can solve (4.164) and solve for /; and plug it back in (4.161) and (4.162).
For the model the wage block consists of (4.149), (4.150) (4.152), (4.161), (4.162) and
(4.163).
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4.8.1.6 Production

Firms produce intermediate goods Y}, ; using capital services K St hours of labour h;, ; and
oil Oj, ; The production function is a nested constant elasticity of substitution function. Each
firm has access to the same technology and can substitute between labour and a composite
production factor M;, ; from capital services and oil. The production elasticity of substitution
nM determines how easy it is for firms to substitute labour for other production factors. The
degree of substitution between oil and capital services is captured by the production elasticity
of substitution n°. One can further restrict the distribution parameters a; and oo of the
CES production function in each stage, to sum up to one in contrast to the paper by Cantore

et al. (2015).

an : M __
]ft( Lip )N — drz it =
— M
Vit = R e
77 n -
€¢ |: M]f t + OéN (Zt ljfvt) n :| — gbtzt s else.
ag
. (6% s
0 Gipt\" (oM S if n© =
t YO t Yi-1 , L™ =
M; , =¥ '
gpt = € 1 o o 79
T TR 37 (.0 Qipt Tt | w01
1254 (Et Tt—l) K +aon (Et 1O ) K ) else.

Gz = ()\f - 1) ij,tle-

min Wilj, o + By K5, 4 PPO;, 4,
l]f ty K7f t7O]f t7M]f t

5.1.(4.165), (4.166),
ljfﬂg > 0>K;f,t > 0, Ojf,t >0, Mjf,t > 0.

The corresponding Lagrangian of the problem is

Ef,min :Wt l]f . + Ptrt Ks t+ PtOOjfﬂf + St{}/rjﬁt — (X(M]f 2RI t) ¢zt)} e

PtM{ gt _M<Ojf,t7K;f,t)}'
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It is straightforward to solve (4.169). The FOCs are

oL, ™" Mo 1 X\
lt 0= Wt - StztnnM Et(OéN)"?O < ljf’t> K , (4170)
Jgit Jgst
oL, ™" . iy w ( Xjpa\
0 = PM _ LY Tt_l P K \p ( Jfs )n 4171
M, i = (o) (T70)7 (%) i, (4.171)
aEF,min o 1O O M %
0= Pt = P (1 - ao)? (T 0 ()P (Kfsf’t> o (4.172)
Jrit Jgot
aLF,min N 1,0 o, M. s
o= PO~ PM(a0) (19 (2" TP (a173)
]f’t ]fvt
aEF,min .
PttM 0= Mj, o — M(Oj 4, K5, ), (4.174)
8£F,m1n
g 0 = X0 — X0 My, o). (4.175)
t

I can transform the equations into stationary versions, I need to divide them with z; and
P,

M M 1
oMo Moy 2z Gy e\
W .PtZt = StPtZt nM €t nM OéN"M (fl—> K s (4176)
.]f?t
M 1
n_-1 T - v
piwpt = s¢Preg M apnt (f—> . (4-177)
mjf,tzt
1
O_4 o
k O_ 5 1 . o
T et (LY7o i i (4.178)
Tt Lot Tt B\ wypakjpazma X! ’ )
Tt
O_
pO EO nTOI % Myt 2 1
) m
i TN (0 R S TE R
T T 0,4 TO 2

Now I need to consider the results from the previous subsections regarding the repre-
sentation of y;., and l;, ; as a function of aggregate production y; and total hours worked
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hy.
o (e (hwps=r)ey — g, i M =
Yo =pp B o oMo (4.180)
[C(Mn m," —l—aN (hywyxo=1) oM } T — ez else,
v ((Gto Ot)ao ?—E o , if 770 =
my = € 77% K;f,t 71051 1 oOjf,t noo_l ng(il (4.181)
{O‘K (i) @ +ao"™ (¢ Yo ) n } , else,
¢ =N = 1) yia, (4.182)
f ,,]JW
n"— 1— /\ +
Wy = Sy€; ],,]M upi N + o ’ (4.183)
ht w*/\w 1
b Z/tpl*f‘i‘(ﬁt "
Py = s : (4.184)
mjft
re =ple P (Utkt> (4.185)
ufT
1
n
p? = et o () 2 azs {0—} ”. (4.186)
t

Equations (4.180), (4.181), (4.182), (4.183), (4.184), (4.185), (4.181) and (4.186) are part
of the model.

4.8.1.7 Households

Households face a typical dynamic problem to maximize their discounted present utility.
They have to find optimal level of consumption C}, ;1.. Furthermore, they can either pur-
chase short term risk-free bonds Bj, ;4. used by mutual funds or long term risk-free bonds

B ... Households are also able to invest in capital I, ;4,. The dynamic optimization
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problem for a representative household is

max EtZB |:{<ct+n 111 Gtttk T ijh,t—l—n—l)}---

. . L . .
C]h,t+naB]h,t+m+l 7th’t+m+4vljh,t+r€7[]h,t+m+l

+0'L
_ Dpt+e\JL) ]l d}
¢ / 1 + oy, Ji]s

(4.187)

Py, )

8.6.(1+7°) PirsCliy e + B ntr + By, +(—
( ) PenCl, 4 Jnottrtl Jnottrtd TRy s

[jh,t+/< + TaxtJrn

1
-d .d . . .
:Agiig + F(O§+n) + (1 - Tl)/ Wi, s G0 gy s (1)t + Riyr Bew + (Rf+n)4Bth t+r
0

+ Qi ndptnt1 — Qi apn (1 — 0) Ky + Dj, 14
+ (1 - @)(1 - ’Yt+m){1 - FH‘N—l<@t+ﬁ)}Rf+an_(7t+n—lKjlut'i‘ﬁ + TTjhi"!‘H' (4~188)

The raw capital stock evolves according to a standard law of motion. This law of motion
for capital features proportional depreciations and investment adjustment costs.

RtJrnJrl = (1 - 5)Kt+1€ + {1 - S(Ci,t+l€[t+ﬁ/[t+ﬁfl)}jt+ﬁ' (4189>

At every point in time, a household maximizes utility for each variable to optimize. It is
necessary to set up a Lagrangian to solve this problem. The following Lagrangian has to be
solved.

+or

= Et Z /8 |:<C t+kK ln( Jhot+k bC]mt«Hg 1 w / M

d‘} 4.190
1+o0g Ji ( )

c Pt—i-k
- )\jh,t+f€{(1 + 7)PikCiiy st + By trnr1 + Bﬁl,t+n+4 + (—TH“ Ly 14
K t+k

1
+ Taxjh,H,{ — (1 — Tl) / th,t<jl)hjh,t+n<jl)djl - Rt—i—nth,t—i-n - (RtLJrH) BI;L tdw s
0
% 7 0,d
+ Qk,t+nth,t+H+l - QK,tJm(l - 5)th,t+m A]h t+r + F(Of) st
—(1=0)(1 =y ){1 — Ft+m—1(@t+m)}Rf+an<,t+n lK]h,t—I—n - TTj;,,,tJm}]-

One can use the standard law of motion for raw capital K;,; as a function of non depre-
ciated previous capital and former investment I;. Here ¢ is the standard depreciation rate of
capital and S((; 14x Lt/ lt+r—1) is a convex adjustment cost function. This function punishes
either to high investment today or to low investment in the past. Consider the Lagrangian

and the law of motion for capital (4.189). To find the optimal level of investment in each
period the effect of I;,, on K; .1 and K, ..o has to be considered. The FOC w.r.t to I,
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reads
dL,{{ PtJrn dkt+l€+1 th+n+1
E{—AH—AH*H——AN1—5*K—
il t t+ Yoy 1m + A n@i it T BAtgrt ( ) QR t4rt1 o
(4.191)
dK;. .
+ 5>\t+n+1Qf(,t+n+1%+2}-
t+kK

The first term reflects the marginal cost for investment expressed in expected utility terms
today. The second term reflects the increase in raw capital revenue in the next period, while
the third term mirrors the decrease in purchase costs for raw capital two periods ahead by
decreasing adjustment costs. To see this more clearly it is necessary to look at the FOCs for
Ky and Kyqpypo,

d[_( K i H[ K
WRetl )  §(GurnTion Tirnmr) = S Gortnlin/ Tisy) 2, (4.192)
dIt-i‘H It-i—n 1
dK; . dK; . ' Tiini1\?
akam = (1 - 5) atiag S (Ci,t-‘rlf-i—l[t+ﬁ+1/It+H)Ci,t+N+1< = +1> : (4193)
dItJrH dItJrn [tJrn
One can insert (4.192) and (4.193) in (4.191) to obtain the final FOC. For the final expression
Tusezf,, = If”" In the following all FOCs are reported, which are then used in the model.
dLH gc t+k Cc t—l—m—i—lb
—E { —Nan(1 4 TP ,.@}, 4194
dCt—l—n ! Ct—&—n - th—H@ 1 Ct—l—n—l—l - th—H; " ( ) " ( )
dL
= E, { Attr + BAt+K+1Rt+ﬁ+1} (4.195)
dBt-Hi-‘rl
dLH 4
BL = Et { >\t+m + ﬂ H Cterm t+n+s)/\t+m+4(Rt+n+4) }a (4196)
d t+r+4
dL{! R&—I—
= Eu{ — Mwmmmet— + MenQi (1 = S(Girset] 4197
il ¢ Y iy e + Aerw QR 4w (GitrnTis) ( )
- S (Ci,t+ﬁ$t+m))Ci,t+H$t+ﬁ + 5)‘t+n+1Qf(,t+n+1Sl(Ci,t+n+l$1{+n+1)Ci,t+H+l($£’+n+1)27
dL?
—t = Ey {)\tJran_(,t-i—n - 5)\t+ﬁ+1QI_(,t+H+1(1 - 5)} (4-198)
e

Equations (4.194), (4.195), (4.196), and (4.197) are used in all model versions. The FOC
for capital (4.198) is not used in the risk shock model with entrepreneurs.
4.8.1.8 Entrepreneurs

Christiano et al. (2014) is the main source for this section. The key modification of the risk
shock model compared to the classic NK-DSGE model is the introduction of entrepreneurs.
To each household belongs a large number of entrepreneurs of different types. Entrepreneurs
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jr purchase raw capital K., from different households for the price Q &—1- To finance these
purchases, each entrepreneur has its net worth N;, ; and access to loans B;, ;11 from mutual
funds. They purchase loans after production took place in the period t. N, introduces
heterogeneity to entrepreneurs. One can assume that net worth N;, ; in all periods satisfies
the following conditions

° NjE,t Z 0 vjE? ta
e N, has the density function f;(N;, ),

b NJ'E¢+1 = fooo NjEft(NjE)djE-

Let us consider the actions of an entrepreneur during one period. Each entrepreneur does
the following actions during one period.

1. The entrepreneur purchases raw capital with the loans from mutual funds and its net
worth. This leads to the following condition for each period ¢,

QraKjpir1 = Nigi + Bjpii1. (4.199)

2. After raw capital is purchased an idiosyncratic shock hits each entrepreneur w. This
shock transforms raw capital to effective capital K, ;11 = wK;, ;41. | assume that the
idiosyncratic shock follows a log-normal distribution with an expectation equal to one
and variance varying over time.

e E(w) =1 and Var(w) = o2,

o logw~ N(~Z,0?).

3. The entrepreneur has to decide how much capital services u;1wKj, 11 she wants
to provide at a competitive market rental rate ry,,. Here the variable u;, ;41 is the
utilization rate for effective capital. The utilization of effective capital will produce
costs a(usr1). Therefore the net revenues by capital services can be expressed as

o % Pt-‘rl
{Ut+17”f+1 — T a<ut+1)}WKjE,t+1W(1 — Tk), (4200)
I find the optimal level of utilization by taking the first derivative with respect to ;.
Therefore the rental rate for capital is given by

Tf—&-l = a'(Ug+1)- (4.201)
This FOC implies that optimal utilization rates are independent of the type of en-
trepreneur. All entrepreneurs face the same utilization costs and the same return on
capital services. The utilization costs come later.

4. In t+1 the entrepreneurs will sell the non depreciated effective capital (1 — 8wk, 111
to the households at price Qg ;.. Furthermore, it is assumed that entrepreneurs can
deduct depreciated effective capital by 7% at historical costs @ Rt
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With the information from above, it is possible to determine the total return to effective cap-
ital in one period. Therefore one can set up the profit function for an NN;, type entrepreneur.
The costs for an entrepreneur purchasing raw capital from households are given by

C(W[_(jatﬂ) = Qf(,tWKjE,t-i-L
The Revenues are given by

_ . _ Py _ _
R(WKjE,t+l) = (Ut+lrf+1 — T a(utﬂ))ijE’tHTt—L(l — Tk)WKjE,t+l + (1 — 6)Qk,t+lejE,t+1

+(57'ka/¢&).

The total return of effective capital 1+ Rf,; can be derived by dividing the revenues by the
costs.

(Ut+17“f+1 - Toa(utﬂ))%(l - Tk) +(1— 5)Qf(,t+1 + 5TkQK',t

Qf{,t

In (4.202) there is no variable depending on the type of the entrepreneur. This is caused by
the fact that all entrepreneurs will choose the same level of utilization. The return for raw
capital is for each entrepreneur uncertain, because of the realization of w and the return to
raw capital is given by w(1 + Ry, ;).

1+ Rfﬂ =

(4.202)

Njpt+Bjp t+1

Nigt
This variable expresses the expenditures for raw capital relative to the net worth of an
entrepreneur. Mutual funds lend loans B, ;11 to entrepreneurs at the gross nominal rate
of interest Z,,. Therefore an entrepreneur has to repay B, ;+1(1 + Zi41). Whether the
entrepreneur is able to pay this amount depends on w. Let w;,; denote the threshold for the
value of w which separates entrepreneurs in insolvent and solvent ones. The total returns of
effective capital are just enough to cover the loan costs, which translate into

The most crucial decision of an entrepreneur is about its leverage L, =

(1+ R )@ Qi Ky ei1 = Bjp o1 (1+ Zis). (4.203)

It is assumed that entrepreneurs evaluate debt contracts according to their expected net
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worth in period ¢t + 1. They will maximize

B[ [ {0+ RE0Qk K = Bipasa(1+ Zi) M (w)dw| = .. (4.204)
W41
Ef{l — Ty(@1) (1 + Ry ) LeNj 0,
Ly(@i41) = {1 = Fy(@e41) foi1 + Gi(©0p11), (4.205)
W41
Fy(@e1) :/ fe(w)dw, (4.206)
0
W41
() = / w fy(w)dos, (4.207)
0
Qr i+ K,
Lt _ K;V JE,t+1 .

JE,t

[ define T'y(@;11) and Gy(wiy1) for notational purposes. To obtain the right hand side of
(4.204) insert (4.203) into the left hand side. I then obtain the following

N.

W41 JE,t

- N,
Et/ (W = @rp1) filw, or)dw(1 +Rt+1)QKt it st _

Et/ (W = @ep1) fe(w, o) dw (1 + Ry, ) LiNj, o,

Wt 1

/°° (W = W) fe(w, or)dw = 1 = Go(@r41) = {1 = F(@r41) }wr1 = {1 = Te(@eq1) }-

(Wi41

Here I use the fact that lim Gy(@wiy1) fo w)wdw = Ew = 1 and that I can arbitrary
wt+1—>

split the integral. This implies thH f(w)wdw = fo w)wdw— Owt“ f(wwdw = 1—G(@11)-

Note that 1—I";(@;11) is the share of average entrepreneurlal earnings. Here f > f(w)wdw de-

notes the expected value of w conditional that w > w; ;. On the other side th fw o f(w)dw
weights w;1 with the probability that Pr(w > @;11). Entrepreneurs with w < @iy are
ignored, because their net worth in ¢ + 1 is zero. These entrepreneurs will go bankrupt,
because they are not able to repay their obligations to the mutual funds.

This raises the question how mutual funds decide how much loan they grant to en-
trepreneurs. It is assumed that each mutual fund holds perfectly diversified loans of port-
folios to entrepreneurs with different IV;, ;. Mutual funds get deposits from households and
they have to pay them back the principal times R;. Therefore the opportunity costs of
extending loans to entrepreneurs at rate Z;,; is reflected by loans granted to households.
If an entrepreneur goes bankrupt the mutual fund obtains (1 — p)w(1 4+ RY,)Qg K. 141
Here p is the fraction of monitoring costs a mutual fund has to pay for knowing whether the
entrepreneur is bankrupt or not. In this case the mutual fund gets all the effective capital of
this entrepreneur. From solvent firms they get the promised (1 + Z;11)Bj,+1. Due to the
fact that they hold perfectly diversified portfolio and they are not allowed to discriminate
a priori, they have to provide loans to every entrepreneur at the same rate of interest. A
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mutual fund extends loans to entrepreneurs according to

{1 = Fi(@0) YA+ Zip1) Bjp i1 + (1= ) Go(@e)) (1 + R ) Qg oK1 2 Bjpira(1+ Ry).
(4.208)

(4.208) is the cash constraint, stating that expected earnings from lending loans to en-
trepreneurs must be greater or equal to the amount, which mutual funds have to repay to
the households. New mutual funds do not face entry costs. It is therefore not possible for a
mutual fund to make expected nonzero profits. The inequality is equality under free entry.

I can simplify this expression by inserting (4.203) and use Qkij—(’&lH = Lthl. The cash
Rah) oR
constraint is given by
Li—1 1+ R,
Iy (0 — Gy (@ = . 4.209
t(@e1) — pG(@e11) L, 1+Rf+1 ( )

An entrepreneur has to choose the optimal level of leverage given the realized w according to
the menu of contracts supplied by mutual funds (4.209). One can now set up the Lagrangian
for the entrepreneur’s optimization problems. The objective is given by (4.204) and the
constraint is (4.209). One can obtain the following Lagrangian

LY = E{1 = Ty(@1)}(1 + RE ) LN - - (4.210)
L,—1 1+ R, )
L 1+ Rfﬂ '

+ w7 {Te(@Gp1) — p Ge(@41) —

Here it is important to know that the entrepreneur knows ;. before they optimize L;. The
FOC associated with @w;,; determines the value of the Lagrange multiplier. This multiplier
is derived by

aLE o, I, !,
B = By[-T (@) (1 + Rfﬂ)LthE,t + AT (@r41) — pG (@)}
+
Ty(@i1)(1+ RF) LN,
MtE — Et t(u/)t‘tl)< + t+/1)_ t ]E:t. (4211>
Ly (@e41) — pGy(@i1)
Now plug (4.211) into (4.210) and take the FOC w.r.t. L; to get
dL” 1+ RF T (@41) (1+ RF )
—E 1 =T (& +1 : t -‘r/ t+1 (&
dLy |1 (@)} 1+ R Dy(@e1) — pGy(@p) L (14 Ry) (@)
(4.212)

—pG(@r1)} — 1]] -

The standard debt contract is independent of the specific N;, ; of an entrepreneur.
Note, that revenues of mutual funds Byy1 Zy41 are equal to T'y(wi1) (1+ R, 1) Qg Ky 041
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Further, the cash constraint can be solved for the risk free interest rate R;. Therefore, it is
possible to express the credit spread by

Zy — Ry = [0 (wr) = {T1-1(0r) — pGror (@)} Q1K (4.213)
Zy — Ry = Gy (@) Qi p 1 K

This expression is used for the observational equation to estimate the model.
It is also necessary to derive the law of motion for N;,;. One can define

Vi={1-Tq(w)}(1+ Rf)@[{,tq[(ta (4.214)

Vi=[1—{1 - Fa(@)}@ — G (@)](1 + RY)Qg -1, (4.215)
Vi=(1+R)Qgu—1 — [{1 = Fia(@)}a

+(1 = )G @)1+ RY)Qg -1 — nGra (@) (1 + RY) Qg -1, (4.216)

Vi ={R} = Ri-1 — pGy1(w)) (1 + RY) Qg s 1 }Qr s 1 Ky + (14 Re) V.. (4.217)

Here V; in (4.214) represents the net worth of an entrepreneur minus lump sum transfers W
from households and the transfers from entrepreneurs to households 1—-;. The average share
of entrepreneurial earnings received by entrepreneurs is {1 — I';_;(&;)}, which is multiplied
by the initial amount of investment Qx ;_ K and the total return to capital 1+ RF. I plug in
(4.205) into (4.214) to obtain (4.215). Afterwards I use the fact that mutual funds earnings
are equal to the second addend in (4.216) or (1 + R;) (Qg,_1K: — N;), which follows from
(4.203) and (4.208). Now you just rearrange terms in (4.216) to get to (4.217).

Now one can multiply this expression by the share of earnings not transferred to house-
holds v; and add lump-sum transfers W to get

Nivi =R — Ry — pGia (@) (1 + R)IQr 41 Ko+ 7(1 + RN, + W (4.218)

Lets now take a look at the aggregates of the model. The aggregate, raw capital stock,
capital services and loans extended are given by

Kt-‘rl / 1ft ’ (4219)
K = / / wwKY fi_1(N) f(w,00)dwdN = w,K,,  (4.220)
1
B = [ BYLA(N)AN = / (QuiKYy — N)L(NYAN = Qg R — Neww. (4221)

The following equations are used in the model: (4.202), (4.206), (4.207), (4.212), (4.209)
and (4.218).
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4.8.1.9 Monetary policy

Risk free interest rates for short-term bonds B; are determined by the central bank. The
central bank or the monetary authority is assumed to set R; according to an interest rate
rule,

_ any 1=p

1+ R (1 + Rt—l)ﬁ <7Tt_1>1+(~l7r pz =1 + ;3_11 + gt—1 P

ag
Yo - Et , + 2P (4.222
1+ R 1+R R N 4 ( )
t—2

™

The specification is the same as the one used by Christiano et al. (2014), with an annual
monetary policy shock z7.

4.8.1.10 Resource constraint

The whole economy produces aggregate real output Y;. This aggregate output consists of
private real consumption C}, government real consumption G;, real monitoring costs by
mutual funds D; and real costs for providing capital services a(ut)T_t_f(t. I can derive the
following resource constraint from the budget constraint of the representative household
Y, =D, +G,+C, + #tr,t + Ttoa(ut)% + @%(Nﬁ_l — W) — PtO(OfJ»‘ - O™).
(4.223)

Here one can use the fact that government expenditure is the sum of all lump-sum taxes
Tazx,;, taxes on capital, taxes on labour income, taxes on oil and less lump-sum transfers 1'r;
to households and deductible taxes on capital depreciation. Profits of intermediate goods-
producing firms are A, = P, Y, — W,;h; — ff Pu K, | — PtOOt. Domestic oil-producing firms
transfer profits P° O — T'(O¢) to households. One can use the identity for oil consumption
to replace domestic oil production O? by domestic oil consumption O, oil exports O and
oil imports O™. Domestic oil consumption expenditures will cancel out, but oil exports
and imports remain in the resource constraint. In order to have monitoring costs by mutual
funds and the share of net worth consumed by existing entrepreneurs, one can modify the

256



Is Risk the Fuel of the Business Cycle?

following expressions from the budget constraint

Bt+1 + Qf(ﬂg (1 - 5)Kt + We - (1 + Rt—l) Bt + Qf(,t Kt+1 “ e (4224)
——
Biy14+Nii1

+(1=%)(1=0)1-T(@)] 1+ R)Qr 1 K ...
+ {TtKUt —a(u) } PYT'K, + (1-9) Qf(,t—f(t —(1+ Rf) Qi1 Ky,

— 5 Nip1 — We
a(u) YT Ky = 1y ug PYT' Ky + Nepy = W+ (1= %) (1 - ©) % (4.225)
t
- \((1 + Rf) Ql_(,t—l [_(t - (1 + Rt—l) Bt)j
L (Vo)
—t 70 e K —t 70 Nt+1 - Wwe
a(ut)PtT Kt :Nt+1 _W ‘I’Tt UtRT Kt‘f‘(l—’}/t) (1—@)7 (4226)
t

Ny —We
Yt .

(.

— (1 + RY) Qi1 Ky — (1 4+ Ry—1) By) +0 (1 — )

1 3
Tt(Nt+1*W")+Dt

The real monitoring costs D, is the share of earnings of entrepreneurs spent for monitoring
relative to the present price level,

211 K
Dy = pGy1 (@) (1 + Rf)%. (4.227)
t
I assume that government expenditures is the product of z; and g,
Gt = ZtG¢- (4228)

Further I know that oil imports and oil exports have a different trend and I assume that
government expenditures is the product of z; and g,

Ot = Zt TOtOt, (4229)
O = 2, 1% (4.230)

4.8.1.11 Utilization costs

I assume the following cost function for the utilization of effective capital into capital services
a(ug). This function is given by

a(uy) = r*{exp(oa(u — 1)) — 1}0%, (4.231)

where o, > 0 and ¥ is the steady-state rental rate of capital. In steady-state u = 1 by the
definition of a(u). To see this just consider the first derivative of (4.232) set to zero. Here I
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get

!

a (u) = r*{exp(o,(u—1))} =0 <= u=1. (4.232)
The steady-state level of u is independent of .

4.8.1.12 Investments adjustment costs

One can model the adjustment costs for investment such that the global minimum appears
if investment today is equal to investment from yesterday. If this ratio is greater or smaller
than in steady-state, the adjustment costs will increase. I therefore formulate the following
adjustment cost function

S(Crat) = %[exp{x/? (Crewt = Gra")} + oxp{=VS"(Crawf = ')} =2 (4.233)
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4.8.2 Figures
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Figure 4.14: Priors and posteriors CEE-Oil
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Notes: The grey line depicts the prior density and the black line the posterior density. The posterior mode

02040608 1

is depicted by the green dashed line.
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Figure 4.15: Priors and posteriors CMR-Oil
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Notes: The grey line depicts the prior density and the black line the posterior density. The posterior mode
is depicted by the green dashed line.
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Figure 4.16: Parameter convergence CEE-QOil
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Notes: The first row shows Brooks & Gelman (1998) convergence diagnostics for the 80% interval. The blue
line depicts the pooled draws from all sequences, while the red line shows the mean interval range based on
the draws of the individual sequences. Second and third central moments of the same statistic are depicted
in row 2 and row 3. The grey line represents the ratio between the blue and red line depicted on the right
y-axis.
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Figure 4.17: Parameter convergence CEE-Oil I1
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Figure 4.18: Parameter convergence CEE-Oil III
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Notes: The first row shows Brooks & Gelman (1998) convergence diagnostics for the 80% interval. The blue
line depicts the pooled draws from all sequences, while the red line shows the mean interval range based on
the draws of the individual sequences. Second and third central moments of the same statistic are depicted
in row 2 and row 3. The grey line represents the ratio between the blue and red line depicted on the right

y-axis.
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Figure 4.19: Parameter convergence CEE-Oil IV
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Notes: The first row shows Brooks & Gelman (1998) convergence diagnostics for the 80% interval. The blue
line depicts the pooled draws from all sequences, while the red line shows the mean interval range based on
the draws of the individual sequences. Second and third central moments of the same statistic are depicted
in row 2 and row 3. The grey line represents the ratio between the blue and red line depicted on the right
y-axis.
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Figure 4.20: Parameter convergence CMR-Oil
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Notes: The first row shows Brooks & Gelman (1998) convergence diagnostics for the 80% interval. The blue
line depicts the pooled draws from all sequences, while the red line shows the mean interval range based on
the draws of the individual sequences. Second and third central moments of the same statistic are depicted
in row 2 and row 3. The grey line represents the ratio between the blue and red line depicted on the right
y-axis.
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Figure 4.21: Parameter convergence CMR-Oil I1
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Notes: The first row shows Brooks & Gelman (1998) convergence diagnostics for the 80% interval. The blue
line depicts the pooled draws from all sequences, while the red line shows the mean interval range based on
the draws of the individual sequences. Second and third central moments of the same statistic are depicted
in row 2 and row 3. The grey line represents the ratio between the blue and red line depicted on the right
y-axis.
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Figure 4.22: Parameter convergence CMR-Oil III
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Notes: The first row shows Brooks & Gelman (1998) convergence diagnostics for the 80% interval. The blue
line depicts the pooled draws from all sequences, while the red line shows the mean interval range based on
the draws of the individual sequences. Second and third central moments of the same statistic are depicted
in row 2 and row 3. The grey line represents the ratio between the blue and red line depicted on the right
y-axis.
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Figure 4.23: Parameter convergence CMR-Oil IV

rhoepsil_p (Interval) o1 rhoepsil_p (m2) o1 rhoepsil_p (m3)
0.1 12 §
< 0.05 1.2 0.05
0.05 1.2
o o
0 1 -0.05 1 -0.05
-0.05 : : 1
05 1 1.5 2 05 1 1.5 2 05 1 1.5 2
=10° =10° =10°
rhomuzstar_p (Interval) rhomuzstar_p (m2) rhomuzstar_p (m3)
0.15 0.1 0.1 15
0.05 0.05
0.1 11 1o
0.05 o o
o 1 005 1 -0.05 1
0.9
05 1 15 2 05 1 15 2 05 1 15 2
=108 =108 =108
rhomuup_p (Interval) rhomuup_p (Mm2) rhomuup_p (M3)
12 01 0.1
0.35 . 1.2 1o
0.3 0.05 0.05
0.25 o o
1 1
0.2 -0.05 -0.05 1
05 1 15 2 05 1 15 2 05 1 15 2
=10° =10° =10°
rhozetai_p (Interval) rhozetai_p (m2) o rhozetai_p (m3)
0.2 L, Ot 11 oo
0.15 0.05 . 1.1
| Goe—
0.1 1 o 1 0 N
0.05 0.05 -0.05
0.9 0.9 0.9
05 1 15 2 05 1 15 2 05 1 1.5 2
=108 =108 =108
rhozetac_p (Interval) rhozetac_p (m2) rhozetac_p (m3)
0.1 01 0.1 15
11
0.05 0.05 1.2 0.05
o 1 (o] (o]
0.05 -0.05 1 -0.05 N
0.9
05 1 15 2 05 1 15 2 05 1 15 2
=10° =10° =10°
rhog_p (Interval) rhog_p (m2) rhog_p (m3)
_ 01 0.1
0.1 1.2 1.4
0.05 0.05 15
0.05
o [ 12 o
1 R
0.05 oosf__ |, -005 .
05 1 1.5 2 05 1 1.5 2 05 1 15 2
=10° =10° ~ 106
rhoepsilp_p (Interval) rhoepsilp_p (m2) rhoepsilp_p (m3)
0.15 0.1 0.1 1.4
0.1 1.0 0.05 1.2 0.05
0.05 t o o 12
o 1 -0.05 1 o050 — 1
-0.05
05 1 15 2 05 1 15 2 05 1 15 2
=10° =10° =10°
rhogamma_p (Interval) rhogamma_p (m2) rhogamma_p (m3)
12 o1 0.1
0.35 § 12 08
03 0.05 : 12
0.25 N o ) 0
0.2 -0.05 -0.05 1
05 1 1.5 2 05 1 1.5 2 05 1 1.5 2
=106 =106 =106
rhosigma_p (Interval) o1 rhosigma_p (m2) o1 rhosigma_p (m3)
0.1 1.1 0.05 1.2 0.05 15
0.05 o] (o]
o 1 .05 1 -0.05 N
-0.05 0.9
05 1 1.5 2 05 1 1.5 2 05 1 1.5 2
=10° =10° =10°

Notes: The first row shows Brooks & Gelman (1998) convergence diagnostics for the 80% interval. The blue
line depicts the pooled draws from all sequences, while the red line shows the mean interval range based on
the draws of the individual sequences. Second and third central moments of the same statistic are depicted
in row 2 and row 3. The grey line represents the ratio between the blue and red line depicted on the right
y-axis.
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Figure 4.24: Parameter convergence CMR-Oil V
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Notes: The first row shows Brooks & Gelman (1998) convergence diagnostics for the 80% interval. The blue
line depicts the pooled draws from all sequences, while the red line shows the mean interval range based on
the draws of the individual sequences. Second and third central moments of the same statistic are depicted
in row 2 and row 3. The grey line represents the ratio between the blue and red line depicted on the right
y-axis.
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Figure 4.25: Trace plots for chain 1 CEE-Oil I
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Figure 4.26: Trace plots for chain 1 CEE-Oil II
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Figure 4.27: Trace plots for chain 1 CEE-Oil III

o
€eP €
o o
—— 0065 — —
0012 ICMC draw MC draw
000 period moving average 006 00 period moving average
0.0115
0.085

0011 I
0.05

00105
0.045

001
0.04
0.035

0.03

0.044.
——— MCMC draw
0042 000 perod moving average

0.04 |

0038
0036 !
0034
0032

0.03

48T | MeMC draw
|—— 12000 period moving average
44

42
\

o
38
36

34

MC draw
000 period moving average

0
02 04 06 08 1 12 14 16 18 2 02 04 06 08 1 12 14 16 18 2

Notes: The grey line depicts parameter values and the black line the moving average.

273



Is Risk the Fuel of the Business Cycle?

Figure 4.28: Trace plots for chain 1 CEE-Oil IV
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F

igure 4.29: Trace plots for chain 2 CEE-Oil I
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Figure 4.30: Trace plots for chain 2 CEE-Oil II
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Figure 4.31: Trace plots for chain 2 CEE-Oil III
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Figure 4.32: Trace plots for chain 2 CEE-Oil IV
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Figure 4.33: Trace plots for chain 3 CEE-Oil I
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Figure 4.34: Trace plots for chain 3 CEE-Oil II
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Figure 4.35: Trace plots for chain 3 CEE-Oil III
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Figure 4.36: Trace plots for chain 3 CEE-Oil IV
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Figure 4.37: Trace plots for chain 4 CEE-Oil I
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Figure 4.38: Trace plots for chain 4 CEE-Oil II
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Figure 4.39: Trace plots for chain 4 CEE-Oil III
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Figure 4.40: Trace plots for chain 4 CEE-Oil IV
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Figure 4.41: Trace plots for chain 1 CMR~Oil I
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Figure 4.42: Trace plots for chain 1 CMR~Oil II
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Figure 4.43: Trace plots for chain 1 CMR~Oil III
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Figure 4.44: Trace plots for chain 1 CMR-Oil IV
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Figure 4.45: Trace plots for chain 1 CMR-Oil V
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Figure 4.46: Trace plots for chain 2 CMR-Oil I
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Figure 4.47: Trace plots for chain 2 CMR~Oil II
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Figure 4.48: Trace plots for chain 2 CMR~Oil III
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Figure 4.49: Trace plots for chain 2 CMR-Oil IV
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Figure 4.50: Trace plots for chain 2 CMR~-Oil V
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Figure 4.51: Trace plots for chain 3 CMR~Oil I
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Figure 4.52: Trace plots for chain 3 CMR~Oil II
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Figure 4.53: Trace plots for chain 3 CMR~-Oil III
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Figure 4.54: Trace plots for chain 3 CMR-Oil IV
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Figure 4.55: Trace plots for chain 3 CMR-Oil V
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Figure 4.56: Trace plots for chain 4 CMR~Oil I

nM S
~ MCMC draw ~ MCMC draw
2.2 1) | ====12000 period moving average | =12000 period moving average

| w0

16

14

12

02 04 06 08 1 12 14 16 18 2 02 04 06 08 1 12 14 16 18 2

o) N in, o
Al il

02 04 06 08 1 12 14 16 18 2 02 04 06 08 1 12 14 16 18 2
x10° x10°

S &

052 [ pewC draw
000 per

uwww

il

y i
0.38

0.36
0.34
032
03

0.28

02 04 06 08 1 12 14 16 18 2 02 04 06 08 1 12 14 16 18 2

x10° x10°
~ 0]
p n
08— I S
— NCMC draw ~— MCNMC draw
0,86 | | ——12000 period moving average | —— 12000 period moving average
e
Rl HWMM
085
084
083
082
081 ‘
08 |
079
o.‘z 014 ojs o.‘a 1 1jz 1.‘4 1.‘6 1ja 2 ojz o.‘4 o‘,s oja 1 1‘,2 1j4 1:6 1‘,3 2
100 x10°

Notes: The grey line depicts parameter values and the black line the moving average.

302



Is Risk the Fuel of the Business Cycle?

Figure 4.57: Trace plots for chain 4 CMR~Oil II
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Figure 4.58: Trace plots for chain 4 CMR~Oil III
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Figure 4.59: Trace plots for chain 4 CMR-Oil IV
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Figure 4.60: Trace plots for chain 4 CMR-Oil IV
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