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1 Introduction

Over the past fifteen years, estimated medium scale Dynamic Stochastic Gen-
eral Equilibrium (DSGE) models have become increasingly popular as a laboratory
for conducting macroeconomic research but also as a tool for every-day analysis
and forecasting at large policy institutions like central banks, the European Com-
mission or the International Monetary Fund (IMF). In these models, the majority
of behavioral equations such as demand and supply functions possess an explicit
microeconomic foundation since they are derived from first principles like the in-
tertemporal maximization of a private agent's utility or profits subject to a bunch
of budget, resource, technological and institutional constraints. Prices adjust to
ensure an equilibrium in each market. Macroeconomic fluctuations are the result
of real and nominal exogenous shocks, each of them having a clear economic inter-
pretation. By inducing unexpected changes in e.g. consumer sentiment, average
productivity or the market power of firms, these shocks force economic agents to
optimally adjust their expenditure, production or price setting plans.

On the one hand, such models are well designed to simultaneously fit vari-
ous properties of large macroeconomic data sets. For example, Christiano et al.
(2005) and Altig et al. (2011) document the ability of DSGE models including
several nominal and real rigidities to replicate the empirically observable reac-
tions of the US economy to different types of nominal and real shocks, while
Smets and Wouters (2002, 2007) and Del Negro et al. (2005) highlight the satis-
factory forecasting performance of such models based on US and Euro Area data.
On the other hand, DSGE models exhibit some clear advantages over purely sta-
tistical models like VARs and traditional Kynesian structural econometric models
(Fernandez-Villaverde, 2008; King and Rebelo, 1999). In particular, unlike VARSs,
the DSGE framework allows for a very detailed analysis of the precise economic
mechanisms underlying the reactions to a given exogenous shock and the investi-
gation of the effects of a much wider range of policy interventions or structural
reforms (Favero, 2001). With respect to traditional Keynesian econometric mod-
els, the DSGE framework also represents a substantial improvement as it only
relies upon a relatively small number of so called "deep parameters’ which are
widely believed to be time invariant. Accordingly, DSGE models are less prone
to the Lucas critique.! Finally, in contrast to VARs or the traditional Keynesian
structural econometric set up, DSGE models are more suitable for welfare analyses.

This paper develops a medium scale DSGE model for a two-country monetary
union. The latter consists of Germany and the Rest of the Euro Area (REA).
In addition, our theoretical framework also contains a stylized description of the
interactions of the two euro-area countries with the Rest of the World (ROW)
via the world markets for goods, capital and crude oil/energy. We model the eco-
nomic structure of both, Germany and the REA in a fairly detailed way in order to
capture as many of the most important features of the two economies as possible.
To the best of our knowledge, this is the first DSGE model which, albeit focusing

1See Lucas (1976).



on Germany, also provides an equally detailed description of the REA's economy.
In particular, unlike most existing frameworks assuming a homogeneous labor mar-
ket, we account for heterogeneities among households with respect to their labor
productivity. This facilitates the analysis of supply shifts in particular segments of
the labor market, e.g. in that of low skilled workers, as experienced recently due
to sizable immigration towards Germany and the Euro Area as a whole. For each
economy, we also distinguish between a sector producing goods which are tradable
across borders and are thus subject to international competition and a sector pro-
ducing non-tradable products sold only domestically (e.g. the majority of services).
This, for example, allows deeper insights in the mechanisms behind the divergence
of relative competitiveness positions between Germany and the REA in the decade
preceding the global financial crisis. We incorporate a very detailed government
sector in the model as well. In particular, for both countries, we explicitly account
for various direct and indirect taxes, different types of government expenditures
like those on consumption, investment and transfers as well as the accumulation of
government debt. Consequently, we are able to study the effects of various cyclical
and structural interventions undertaken by the governments in Germany and the
REA since the outbreak of the global financial crisis. In addition, like the majority
of medium scale DSGE models, our theoretical framework also includes numerous
frictions like imperfect competition in goods and labor markets, price and wage
stickiness, incomplete financial markets. These features enable us to simulate the
potential effects of several recent proposals for increasing competition and flexi-
bility in European goods and labor markets. Finally, macroeconomic fluctuations
in our model are driven by a bunch of exogenous shocks like sudden shifts in the
monetary policy stance, oil prices, demand from the ROW or unexpected country
specific changes in productivity, labor supply, the competitive pressure in different
markets, government spending or investment or households demand attitude.
There are several related DSGE frameworks modeling Germany as a part of a
currency union. Pytlarczyk (2005) also incorporates the economies of Germany
and the REA in a relatively symmetric way. However, he completely abstracts
from a sector producing non-tradables and the role played by oil demand and oll
prices. Furthermore, he reduces the fiscal side to an exogenous process for gov-
ernment consumption and abstracts from the inclusion of any type of distortionary
taxes or public debt. To analyse the evolution of the German current account,
Kollmann et al. (2015) estimate a three country model comprising Germany, the
REA and the ROW. They explicitly account for the presence of financial frictions
and a housing market in Germany and also incorporate several important features
of fiscal policy. However, while the structure of the German economy in their model
is very rich, Kollmann et al. (2015) resort to a very stylized reduced-form repre-
sentation of the REA consisting of a Phillips curve and a dynamic IS curve only.
(Giesen et al., 2012) estimate a multi country model in which, however, Germany
as well as the other economies are represented by simple reduced form equations.
In addition, there are several estimated DSGE models for the Euro Area as whole
which either assume that the latter is a closed economy (Smets and Wouters,



2002; Gerali et al., 2010) a small open economy (Ratto et al., 2009) or incorporate
it in a two-country framework besides the US (Rabanal and Tuesta, 2013). From
a technical point of view, our work is most closely related to that of Andrés et al.
(2010) who estimate an open-economy DSGE model for Spain within the Euro
Area.

Our main findings are twofold. First, there is a modest degree of heterogeneity
between Germany and the Rest of the Euro Area with respect to the structural
parameters shaping the business cycle of the two economies. In particular, the
private sector in Germany adjusts its capital stock faster and at a lower cost
than its counterpart in the REA, the shocks to government spending and to the
degree of competition in goods markets seem to be relatively more volatile in
Germany. Furthermore, nominal prices and especially wages appear to be slightly
more flexible in Germany than in the REA. Finally, a comparison based on marginal
likelihood (predictive densities) shows that the DSGE model fits the observable
macroeconomic time series similarly well as unrestricted Bayesian VARs (BVARSs)
estimated on the same data set.

The paper is organized as follows. Section 2 presents the theoretical framework.
Section 3 describes the data, the estimation procedure and discusses the results.
Section 4 concludes.

2 The Model

The Euro Area consists of two countries - Germany and the rest of the Euro Area
(REA) of size n and 1 — n respectively. In each of them, there is a continuum
of infinitely lived private households maximizing their utility functions subject to a
budget and a capital accumulation constraint. On the supply side of each country,
there are two sectors - one producing internationally tradable goods (e.g. man-
ufacturing products) and one producing non-tradables which can be only sold in
the domestic market (e.g. most services). The governments of Germany and the
REA collect various types of taxes and issue public debt to finance several expen-
diture components as well as transfers to private households. The two euro-area
countries face a common central bank conducting monetary policy. Each region
of the currency union is also involved in trade via goods, capital and commodity
markets with the rest of the world (ROW). Demand, prices and nominal interest
rates in the ROW are assumed to be exogenous. Accordingly, in our model, the
Euro Area is a small open economy with respect to the ROW. In what follows,
we only derive the equations reflecting Germany's economic structure. The corre-
sponding equations for the REA are not shown explicitly as they exhibit the same
functional form. REA-specific variables and parameters are denoted by an asterisk,
e.g. C; for REA consumption. Variables corresponding to the ROW are denoted
by a superscript W, e.g. C/V.



2.1 Households: Utility Maximization

Each household in the Home country (Germany) faces a standard optimization
problem. Her goal is to maximize lifetime utility

[e.e]

S
E: E 6} U(Cj,t+s, Cj,t+s—lv NT,j,t+5r NN,j,t+Sv €u t+s, en,t+s)

s=0

where j € [0, 1] is the household’s index and C;¢ and Ns ;. denote individual con-
sumption and working hours in sector s, respectively. There are two sectors - one
producing goods tradable across borders, s = T, and one producing non-tradable
products, s = N. e, and e, are exogenous shocks to be described below.

The maximization problem is subject to two constraints. First, the flow bud-
get constraint states that the sum of nominal expenditure on consumption and
investment should be equal to the nominal income stream:

B B.
Er- L L B; 1+ Te)PCio+ Pyelric+ Putlnjc =
FUE by b T et T Ted PGt Baelriet Pracdis

= (1 - TW,t)WT,_j,tNT,j,t + (]. — TW,t)WN,j,tNN,j,t+
+ (1 = Tie) PRy et e Krjt + (1 = Tt ) PeRn ke e Unj e Kivj e+
+&B 1+ Bier+ (1= Tge)rge-1Bjge1+ P+ Pl — Py,
(2.1)

where /s ;; denotes real investment in physical capital in sector s, K : Is the
corresponding capital stock while us;; denotes the degree of capital utilization
iIn that sector. In each period, the effective capital us;+Ksj:—1 is rented out
to goods producing firms at the real rental rate Rsx:. The household further
invests in nominal bonds issued by euro-area households, B;;, nominal bonds issued
by the domestic government, B, 4, as well as international bonds, B/, . The
corresponding gross nominal risk free interest rates are i, ry+ and i respectively.
W j+ denotes the sector specific nominal wage received by household j. T+ stands
for dividends from the ownership of domestic firms. T, denotes transfer payments
between households designed to ensure that in each period the individual income
level is equal across households. P; denotes the nominal consumer price level to be
defined below. Py is the nominal price of domestically produced goods. W(b;_;)
and W(&;_1b}" ) reflect the presence of costs of adjustment of the net foreign
asset positions.? b, = B;/P, and b" = BY/P; denote the real value of aggregate

2Apart from making the model more realistic, the assumption of costs for the adjustment of
the net foreign asset position are necessary condition for the existence of a stable deterministic
steady state. Alternatively, one can resort to the assumption of an endogenous subjective discount
factor. See Schmitt—Grohe and Uribe (2003) for a discussion.



net euro-area and international assets, respectively.® &; represents the nominal
exchange rate (Euro/USD, quantity quotation) and, Tc:, Tw:, Tkt Tg: denote
the rates at which consumption, labor income and the different types of capital
iIncome are taxed. Finally, T; reflects net transfers from the domestic government.

The second constraint is the law of motion for the individual capital stock in
the two sectors respectively

|+
Krjt= (1- 5T,j,t)KT,j,t—1 + et (A) Kt jt-1, (2.2)
Tjt—1
and |
Knje = (1= 0nje) Knjie—1 + €79t (K " ) Knjt-1, (2.3)
Njt—1

where ¢(.) is a convex function reflecting the presence of adjustment costs of
capital. It is assumed that ¢(§) =6, ¢'(0) = 1 and %5 = —¢,, where 0 is the
steady state value of the depreciation rate ;. According to these assumptions,
adjustment costs play no role in the deterministic steady state but may affect
the economy’s reactions to exogenous disturbances.* The investment specific
technology shock evolves according to

€s.q.t = Ps,q€s,q,t—1 + €s,q.t (24)

where €5 4+ I1s @ normally distributed white noise process. The time varying depre-
ciation rate 05 depends on the utilization rate of capital us; according to

65,th = 6([15,],1»), (25)

where we assume that v = 1 in the steady state while §(1) =6, ¢'(1) = #

(1) 5
and () ¢u- .

There are two sector specific labor markets. Both are assumed to be mo-
nopolistically competitive. In particular, each household enjoys some monopoly

3\We assume

W(b:) =exp(=¥b:)  and  W(Eby") = exp(—YEib()

#In particular, following Jermann (1998) we assume

Is.e ) a ( Is.e )1—5q
' = : + b,
¢ (Ks,tl 1- £q Ks,tfl

where a = 6% and b = 1—1%54 and s = {T, N}.

5 6(us,¢) can be specified as follows:

a
5(Us,t) = 1+u’lpu(us,t)l+wu+bu,
where a, = # and b, = 6 — 4 See Greenwood et al. (1988) and

Burnside and Eichenbaum (1996) for similar specifications.



power and sets the nominal wage as a markup over the marginal rate of substitu-
tion between consumption and leisure. Furthermore, due to the assumption of a
Calvo-type staggered wage setting, households are heterogeneous regarding their
individual nominal wages and thus with respect to their labor supply. The presence
of the transfer payment 7., however, ensures that for any given price vector in
the economy, households are identical with regard to their consumption and in-
vestment plans. Accordingly, except for the wage setting decision, we can drop
the household index and resort to the representative agent assumption.
The period utility function is assumed to be of the form

U( ) _ eeu,t 1 Ct l1-o B QTee”'t(NT,t)l—Hp B §/\/ee"'t(/\//\/'t)l+<p
' 1-0\CY, 1+¢ 1+ ’

where v > 0 measures the degree of external habit persistence in consumption.®
o > 0 also affects the curvature of the utility function. ¢ denotes the inverse
of the Frisch elasticity of labor supply. e,: and e, denote a labor supply and a
general preference shock, respectively. We assume

€nt = Pn€n,t—1 + €nt (26)

and
€ut = Pu€u,t—1 + €uts (27)

where €, + and €, are normally distributed White Noise processes.
Dividing both sides of (2.1) by the overall price level P; and defining by = &by,
Ae; = E:/Er—1 and My = P,/ P, yields the budget constraint in real terms:

b b,

It

Phr.¢ Phr.¢
W w + -
Pw(bY ) eV(beoy)

+ byt + (L4 7ct)Ce + TtlT,t + ?t/N,t =

= (1 —Twe)wreNrje + (1 — Tw.e)Wnj e Ny e+
+ (1= Tue)Rrueur e K1+ (1 — Tie) Rnrun e K e—1+
-+ m, + m,

rg,t—lbg,t—l
My

+(1_Tg,t) —i—ﬂ—Tt—l—Tjt

The first order conditions to this problem read

Ce \ 7 C e
(14 Tt = e < d ) C, — ¥BE e+ < t+l> L (2.8)

cl o cytt
Pus N
' — a.t .t 2.
P, Pt = wWr €7 Krii)' (2.9)

6See Ravn et al. (2006, 2010) for a discussion of the difference between external and internal
habit formation.



P /
Ml = wy et (—’“ ) , (2.10)

P: Kn,t—1
(1 = T t) Rrk ettt K7 tm1 = wr 0" (Ur ) K701, (2.11)
(1 — Trt)Ruketbe K e—1 = Wne0 (Une) Kive—1, (2.12)

wrt = BEtr+1(1 — Torr1) RT ok t+1UT 141+

I t41 ITe41\ I7t41
E 1 — €T.q,t+1 ! _ afT.qt+1 4/ , ,
+ BEwT 41 ( drer1te ¢ ( P ) e ¢ ( Kre ) Kre )

(2.13)

Wt = BEte+1(1 — Therr1) Rk t+1Un, 41+

Int+1 Ints1\ Ines1
+ E 1— EN,q,t+1 ' en,qg,t+1 A/ , ,
PEes ( Oerrte ¢ ( K¢ ) € ¢ ( Kne ) Kne )

(2.14)

The derivatives with respect to domestic, Eurozone and international bonds
yield:

rg.t(1 — Tgt41)

pr = BEter1 m (2.15)
t+1
W (b_

Mt:,BEt—qullil G 1). (2.16)

t+1

W (b )A

by = BE L |‘(| a)len (2.17)

t+1

where wu:, wr: and wy denote the Lagrangean multipliers for the budget con-
straint and the two laws of motion for capital, respectively. Furthermore, it is
convenient to define the average marginal rate of substitution between consump-
tion and working hours supplied to each sector

sy, — oy eongfue Tt (2.18)
' (1 + Tc,t)/J't'
and NS
mI’SI\/,t — gNeen'teeU'tm' (219)



2.2 Households: The Consumption Bundle and the Price Index

Total consumption C; is defined as a basket incorporating tradable and non-
tradable goods

1 z=1 1 Z;lﬁ
Co=(M-NiCh +ACL) T A1), z>0

where A is the so called distribution parameter and z denotes the elasticity of sub-
stitution between tradable and non-tradable goods. The sub-basket of tradables
Crt, In turn, is itself composed of domestically produced goods, C ¢+, goods im-
ported from the Eurozone, Cr;,goods imported from the rest of the world, Cy ¢,
and the consumption of oil C, ;:

n

1 n-1 1 n-l 1 n-1 1 n=1\ n-1
— n n n n n n n n
Cre=|aiCyy +aiCet +a3Cy, + /G0 :

where a; measures the degree of home bias in tradables, oy + oo +az + a4 =1
and m > 0 is the elasticity of substitution between domestically produced and
foreign goods. It is straightforward to derive the functions describing optimal
overall demand for tradables and non-tradables, respectively:

P —Z
Cre=(1-AN) <l> C, (2.20)
P
and .,
n o Prt
Crne =N Ce (2.21)
Py

Analogously, the optimal demand for tradables produced at home and abroad sat-
isfies:

P\ "
CH,t — al P CT’t, (222)
Tt
P -n
Cre =y (;) Cre (2.23)
Tt
EPwe\ "
CVV,t = Q3 P CT't, (224)
Tt
and .
EP B
Cot =y < ! o't) Crt, (2.25)
Pr

where P, ; is the oil price in US dollars.
The implied utility-based consumer price index reads

P = ((1 = NP+ APL )T, (2.26)



while the price index of tradable goods can be written as
1
Pr:= (alpf}[;n + a2P;;” + a3(EPue) "+ 044(5tPo,t)17n) o (2.27)
As will become clear below, it is useful to define some relative prices. The

prices of home, foreign and world tradables as well as oil relative to the average
price of tradables read:

/i:i — (a1 + Qost T+ aasi T + ausi ), (2.28)
Pre _ n-1 1-n -0y
Bre (cus{™" +as+assg,” +ass, ()71, (2.29)
Er "ZVTV: = (alsl’,;l + agsﬁ’_tl + a3+ a45;;‘7t)n%1, (2.30)
" & giz = (ousl e + osl 2y + assl iy, + a4)T£1, (2.31)

where s; = Pg;/ Py denotes the terms of trade of the home country towards the
rest of the Euro Area, sy = E:Pyt/Pu,+ denotes the terms of trade of the home
country towards the rest of the world, sg; = E:Ry¢/Pr+ denotes the REA terms
of trade towards the rest of the world, s, ¢ = EtPot/Prt, So.rt = EtPot/Prt
and s, wt = P,+/Pw:. In addition, we define the relative prices of the composite
tradable good as:

1

Pr. (Pm)“ o
—— = |1=-A+A . , 2.32
P, ( Pr . (2.32)

while the ratio of non-tradable goods prices to tradable goods prices is determined
through the relationship

Pne  Mye Pue-t

Pre MriPros
where My and N, denote the gross rates of inflation for non-tradable and trad-
able consumption goods respectively. Note that a similar relation hold with respect
to the various terms of trade, s;, S+, SFt, So.H.t» So.F,t and Sow¢. In particular, we
get:

(2.33)

g
5 = l_]F’tst_l, (2.34)
H,t
M
SHt = Dey H‘:IVISH,t—ly (2.35)
t
M
Skt = Aey l—l‘:__wsF,t—ly (2.36)
-t



n,

So,Ht = Aetl_lH So,H,t—1 (2.37)
t
.
SoFit = Aet—l_l;'tsof,t_l. (2.38)
t
and
Mo,
SoW,t = =S W1, (2.39)
Wit

where [y, + and I, ; are the gross rates of inflation in the prices for world goods
and oil, both Ae; = &;/E:_1. As shown below, My, My and Mg, are determined
via the sector specific Phillips curves while Ty, and [, are assumed to follow
exogenous stochastic processes.

Cu.¢ Is an aggregator over a continuum of varieties of goods, defined as

€

1 eyt gﬁ%j
Che = (/ C,',,Eft d/) , ey > 1, (2.40)
0

where € denotes the elasticity of substitution. Cy ¢, Cy ¢, Cr¢ and the components
of government consumption, denoted by Gy: and Gy ¢, are specified analogously
and assumed to exhibit the same degree of substitutability between individual vari-
eties.” Note, that the government demands both, tradable and non-tradable goods
produced in the Home country. Further, a part of domestically produced tradables
are also used for investment by private agents /; = I+ + I+ and for building up
government capital /g = It + Ingt. I+ and Ig+ as well as world demand for
German goods C,‘Q‘{t are also defined according to (2.40) with the same elasticity
of substitution.

2.3 Households: Nominal Wage Setting

The aggregate nominal wage index in sector s = {T, N} can be written as

W, , = (/ Wi ;wd,) - (2.41)

_1
l1—ew

_ [(1 — B WS 4 0y o (We 95 (2.42)
where €,, denotes the elasticity of substitution between different types of labor,
B, s Is the Calvo parameter for the sector specific labor market and w,, s denotes
the degree of sector specific indexation to past inflation in the case a household is

In particular, the consumption aggregator for non-tradable goods takes the form

N

1 eyt ev-1
Che = (/ Cij\',Vytd/) L e L
0

10



not able to adjust its nominal wage in a particular quarter.
Each household faces the following sector specific labor demand function

Ny o= (W) N (2.43)

W ¢

Assuming symmetry across households, we can neglect the household specific
index 1.

The nominal wage in period t + k which was last adjusted in period t is given
by

k—1
Ws,t,t+k = Ws,t H H(:V;j_,v (2-44)
i=0
where Ws,t Is the nominal wage set in period t and w, s denotes the degree of
indexation.
Accordingly, a household who has last adjusted her nominal wage in period t
will face the following labor demand in period t + k:

W, e
Ns tt4kx = (%) Ntk (2.45)
s,t

Accordingly, with respect to each of the two sectors, the typical household
solves

Y ! Cor \'° Ne bt
Ee Z(ﬁes,w)k gluttk 1_o (C'y ) - gsees,n,r+k 15-+, .
k=0

t+k—1

. (2.46)

subject to household budget constraint (2.1) and the labor demand function (2.45).
The first order condition with respect to adjusted nominal wage, W; ¢, can be
written as

s A7 k—1 w
1-m l(VV;tII:, [T Ew
E 6 KN U w.t+ ' i=0 eyi s _o
t ;(5 W,S) s, tt+kYCrix (1 + Tet+k 'Dt+k €, — 1 s, t,t4k
(2.47)
where mrs ¢ ¢y = —(Un,,,.,/Uc,..,) and assuming that Uc,,,, = Uc,,,.

2.4 Firms: Production and Price Setting

Each firm in the home tradable sector produces according to a CES production
technology, combining local inputs Y;; and oil/energy inputs denoted by O, ;:

-1 -1

Yire = e (peY, £ +(1-p)i0, % )e, (2.48)

where the distribution parameter g measures the importance of energy within the
production function and £ reflects the elasticity of substitution between local inputs

11



and oil/energy. Y is generated via a standard Cobb-Douglas function:
Yie = N,'1'7_',atT(Ui,T,tKi,T,tfl)aT(KGT,tfl)agv (2.49)

where ar, ag € (0, 1) and KGr; reflects the stock of public capital, taken as given
by the firm. The productivity shifter Ar; is exogenous and evolves according to

ATt = PaTAT -1+ €EaT .

Cost minimization with respect to effective capital u; K| ¢, labor input N;; and
oil input O, ; yields:

£-1

1Yt W
mc,',T,t@%(l — é)T)YIE Lt = (1 + TWf,t)l, (250)
"NiTt P
£-1
1 Y ¢
It
mc; Tt@EaTY,E ——— = Rkt (2.51)
U/TtKth 1
and
1 1 1 PP
mC,"T't(l - )EYETtO t£ - gtFt, (252)
t

Where mc, 1.+ denotes real marginal costs in terms of the final consumption good.
Twf.t o P t reflects the amount of workers' social contributions bared by employers. It
is straightforward to show that due to constant returns to scale, firms are identical
regarding their marginal costs. The latter are given by:

( <(1 + Tw”)@fﬁﬁ R’i'”) ) +(1-p) (&) IT ﬁ

— AT
mc = e '
o { (a7 (1 — ar)t=am)1=8(KGP, )¢ P

Each firm in the tradables sector faces the following downward sloping demand
function

Pi,H,t meH Pf,H,t e * w
YiTe= Yre = (Cht+Chyet+ 1o+ lge + Gre + Cfy).

The typical firm producing non-tradable goods operates subject to a standard
Cobb-Douglas production function:

Yint =€ NtNl Y (UineKine—1)™(KGpe—1)®, (2.53)
where ay, a5 € (0, 1) and Ap,+ evolves according to:

Ant = PanANt—1 + €Eant.
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Cost minimization yields

Y, W,
mcine(1 — an) N_'Il\\ll't = (1+ Twre) PN’t (2.54)
I, ,t t
and
Y
mc; n,tan L = Rnk.t (2.55)

Ui Nt KN, e—1
where mc; n+ denotes real marginal costs in the non-tradable sector. Further, for

each firm we have
1—31\/
Rfvltlk,t ((1 + wa,t)mgi't>

an™ (1 — ay)t-awerve KGR,y

mCN't -

Each firm producing non-tradables is confronted with the following demand func-

tion:
P,’ —€N PI —€EN
Yine = < 'N't> YN = < 'N't> (Cnit + Gue).
Pn,¢ Pn,¢

Both sectors are monopolistically competitive. The typical firm sets its optimal
nominal price such that it maximizes the expected discounted present value of
profits subject to the demand function and the technological restriction shaped
by the production function. However, the price adjustment process is constrained
by a Calvo-type friction - in each period a fraction 6; € (0,1), s = {T, N}, of
randomly selected firms are not allowed to optimally change their prices. These
firms rather partially index their prices to last-period’s inflation. In particular, the
price charged by a "non-adjuster” in period t in the tradables sector is given by

vhe = Ponea My, xr € (0,1),
while in the non-tradables sector we have
Nt = Pi,N,t—1|_|>/\</{Vt_1, xn € (0,1),

where x7 and xy denote the degree of indexation and [y, and [y, are the
gross rates of producer price inflation in the two sectors. The remaining firms,
constituting a fraction of 1 — 6, optimally reset their prices. In particular, in the
sector producing tradable goods, they solve the following problem

— pax Pome I M )
- H, = ot
e Et Z Tat (P/,H,t H M ek — Pt+quT,t+q> ( Pritie > YT t4q
qg=0 k=0 !
where the objective function is obtained after plugging the demand schedule into
the profit function and observing that marginal costs are independent of the scale
of production and identical across firms. 'Y‘L = 6‘79?%% is the effective
stochastic discount factor. The corresponding maximization problem in the non-
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tradables sector reads

! P T10g o M -
i, k=0 "H t 4k
max E: E TV A Pine | | XY — PeagMCn t4q YN, t+q

P,
Pint (=0 H,t+q

where TV, = 6‘70,‘\’,“;‘7 Pitq is the effective stochastic discount factor. Further,
firms are assumed to be unable to price-discriminate across markets. Thus, at the
individual good’s level, the law of one price holds.

In the case of the tradables sector, the first order condition to this problem

can be represented recursively as

5 Cx x
P, ¢ €EH  SSit St

= = = mur—-, (2.56)
Pu: €en—1S0: S

where :5H,t is the optimal reset price, while

mcr ¢ et M e1 Hﬁr -
= —Yr++ 06 < ’ R
b Pt/ Pr T 7 e Mepr \ Mt s

and

XT N\ l=¢€H
W1 MH 41 I_I,_,'t
Sor = Y7 + 607 M I So,e41-
Lt t+1 H,t+1

mur denotes the markup of prices over marginal costs in the stationary equilibrium.
Note that each adjusting firm sets the same optimal price. The producer price index
for the sector of tradables can be written as

|—]X 1—EH p 176""
1=|6r ( ”il) +(1—67) [ 2 . (2.57)
Mt Pt

Combining (2.56) and (2.57) yields an open economy version of the hybrid New
Keynesian Phillips curve for domestic producer prices in the tradables sector

. . 1-6)1-6:8) [ . Py . .
Myt — X7 -1 = ( T)Q(T T ) (mCT,t - gt> +:8(I_IH,t+l - XTI_IH,t)-

t

For the sector producing non-tradable goods, we get the following recursive
representation of the optimal pricing decision:

PN,t_ env S Q¢

= = muy——, 2.58
PN,t ey — 1 QZ,t NQ2,t ( )

where ,E’,\,,t Is the optimal reset price, while

MCp ¢ et M1 H%Nt ) -
Q.. = —Yn:+ B0 ( ' Q
1,t P/\/J_-/Pt N, t N 'u’t |—|t+1 |—|NYt+1 1,t+1
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and

N X~ l1—epn
Qo = Ynt +59/\/Mt+1 Aias < Nt ) Qo441
e Mg M t+1

muy is the markup in the stationary equilibrium. Note that each adjusting firm sets
the same optimal price. The corresponding producer price index can be written as

_ ~ 1—6/\/

HXN 1 EN P

1= QN(JEi) +(1—6p) [ =2 . (2.59)
Myt Ph.t

Combining (2.58) and (2.59) yields an open economy version of the hybrid New
Keynesian Phillips curve for domestic producer prices in the non-tradables sector

ﬁN,t - X/\/ﬁ/v,tq =

t

1—0p)(1—6 R Py . R
( N)Q(N wB) (mC/\/,t — gt> + B(Mner1 — XN The)-

The Phillips curves for the REA read

. L 1-1-e8)( .. Pr
Nee —x7 NEt—1 = ( T)Q(* 0) (mCT,t - /;t
T t

) + IB(ﬁF,t—H — XT*ﬁF,t),

and

My,e = XN Ty = . o .
N

P; . .
(ch,t - —Fﬁ'f> B Wiein = xnMie),
t

2.5 The Government Sector

Public capital KGs + evolves according to
KGS,t = /g,s,t + (1 - 6g)KGs,t—1: (260)

where s = {T, N} denotes the sector for which the particular fraction of gov-
ernment capital is provided, /45 ¢ is the fully home-biased public investment ex-
penditure and ¢, is the constant depreciation rate of public capital. Government
expenditure - the sum of public consumption and investment, interest payments
on outstanding public debt and net transfers - is financed by several types of taxes
(on consumption as well as on labor and capital income) and by issuing new gov-
ernment bonds. Accordingly, the government’'s budget constraint in real terms
reads

_ (1 Tg,t)l_rlgt,tlbg,tl n P;:(GT,t R /ng’t) I PPL;GNI

— Te.tCe — (Tw.t + Twre)(Wr e N7t + Wit N, t)

- Tk,t(RT,k,tUT,tKT,t—l + RN,k,tUN,tKN,t—l) — T,

byt

(2.61)
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where by = Bg+/Ps is real public debt and T; denotes the endogenous net lump-
sum taxes/transfers. For simplicity, sector specific government consumption and
investment are defined as Gr; = (1 — N)Ge, Gyt = NGy and Ig 7 = (1 — N)lg s,
lgne = Nlg ¢ respectively. G; and /g, are exogenous and in log-linear terms evolve
according to the stochastic processes:

Gt = Pgét—l +€gt

and

/Ag,t = pig/Ag,t—l + €ig,t
where €4 and €;4,+ are normally distributed White Noise processes.

Transfer policy is endogenous and assumed to react to deviations of last period’s
ratio of government debt to gross domestic product (GDP) from its target level
by

Tt:Toﬁ—Tl(Bg'—t_—l—Bg), To,T1>O
PY,tflytfl
where Y; is real GDP and Pyt is the corresponding GDP deflator to be discussed
in Section 2.8 below. In real terms the last equation reads

bg.t-1 (PYHPT H)l .
Ti=To+T1 | 2 : : — by | . 2.62
o ( Yier \ PoaPris ’ (2:62)
The common central bank sets the area wide nominal short term policy rate
according to a simple Taylor rule of the form:

/t - ¢rit—l + (1 - (pr)(d)yg_;EA,t + (pw(HEA,t - I_IEA)) + Vi, (263)

whereas ¢,, ¢,, ¢ > 0 and ¢, is the weight the central bank puts on smoothing

the interest rate over time. \_/EAI is the log-deviation of area wide GDP from its
steady state level and g5 — g4 Is the deviation of the area wide gross rate of
consumer price inflation from its target value. Finally, v; is the monetary policy
shock following an AR(1) process:

Ve = PyVi1 T €Ev ity

where €, + Is White Noise.

2.6 Rest of the World

Overall world demand for goods from outside Germany and the REA is follows an
exogenous process given by:

CL/V = (Ct\‘/Kl)PC,weéc,w,t (264)
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ROW demand for German and REA tradables is given by

Pae \ "
w — w ) w 2
e —at (ga) o (2.65)
and .
cw — qu [ FE - cv (2.66)
F 2 gtP\/V,t t - .

The gross rate of inflation in world tradables also follows an exogenous process
given by
I_IVV,t — (HWt—l)pw,weew.w,t. (267)

Finally, the nominal world interest rate and the gross rate of inflation in oil prices
are assumed to evolve according to

ll-/v — (I't\./‘il)p/,weer,w,t (268)

and
Mot = (Mo,e—1)mee™or. (2.69)

2.7 Aggregate Consistency and Equilibrium

The goods market equilibrium requires that the supply and demand are equal with
respect to each good produced in the currency union. Accordingly, for German
tradable goods we have

1—n
YT,t - C/—['t + TC;:I + Cﬁt + GT,t + /T,t + /N,t + /g,T,t + /g,N,t- (270)

The corresponding aggregate consistency condition regarding goods produced in
the REA reads

* n * w * * * * *
YT,f - ECFI + CF,f + CF,t + GT,I' + /T,t + //\/,t + /g,T,t + /g,N,t' (271)

The analogous equilibrium conditions in the sector of non-tradable goods take the
form:
Yne = Cnt + Gt (2.72)

and
YI\?t = CXI,t + Glt/,t' (2-73)

The real net foreign asset position of the home country evolves according to

b bw b,y Aeb” P

. t 4 - t _ bt i €:0;_4 n H’tYT,t

V(be1)  ivw(bY ) M M P (2.74)
P P P,

- Pit'fcm - T”f(GT,t e+ Ine+ lgre + lgne) — E P:ot,
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where by = B;/ P, i.e. B, is deflated by the consumer price level. Note that due to
the relationship (2.72) non-tradable goods are completely absent in (2.74). The
real net foreign asset position of the foreign country evolves according to

bt b b, AetEgV_l Pr
; * + . 7 - * * YTt
V(bi_1) i (b)) M i P (2.75)
P P P '
;:C?-t Ft(G "‘/ +I*Tt+/ Nt) EfPL:O:-
t
Finally, international bonds are in zero net supply which implies
nB;y = —(1—n)B;,
or expressed in real terms
P*
nby = —(1 — n)b; —. (2.76)
P

2.8 Further Model Equations

Nominal value added in the tradables sector, Vi ; is defined as

VT,t = PH,tYTt 5t tOt

while in the non-tradables sector the corresponding relationship reads
VN,t = /DN,tYN,t-

Let us denote real gross domestic product by Y; and its deflator by Py +. Then, by
using the last two equations, we can write nominal GDP as:
PyYe = Voo + Ve = PucYre —

gtPo,tOt + P/\/'tY/\/’t. (277)

Dividing both sides of equation (2.78) by the average price of home tradable goods
yields

PYt gtPO t PNt
Y, =Y ' —Y 2.7
Pt A P, ¢ Or + P, ¢ M (2.78)
Note that, as explained above, s, 1 = &P‘” while
Pue _ Mt Pues
Pu: Mg Pre—1
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We still need to determine the evolution of the price ratio Py ¢/Py:. For this, we
define the GDP deflator as follows

ID - PH,tYT,t - gtPO,tOt ID PN,tYI\I,t ID
Y.t — = Ht + s < Nt
~ AGAL 4 &Y_t/
~
share of tradables value added in GDP share of non-tradables value added in GDP

After a straightforward rearrangement we obtain

Py Pt Pn,¢ Pt Pt
L — Yy, — 5, 4:0 2l — Y —_— — . 2.79
P, (V7. = %0.120t) (Pv,tyt) " <PH,t) N't (PY,th) (PH,t) (2.79)

The deviations of the area wide GDP and consumer price inflation from their
respective steady statess are constructed as weighted averages with weights equal
to the corresponding country size:

—

?EA,t = n\_’t + (1 - I’I)Yt,

ﬁEA,t = nﬁt -+ (1 — n)ﬁ}k.

where "hatted” variables denote log-deviations from the deterministic stationary
equilibrium.
Next, we define aggregate employment and aggregate real wages. Aggregate
employment is simply
Nt = N1t + Ny ¢

The average real wage in the economy is

W NT,tW n Nyt
t Nt T,t Nt

W/V,t'-

3 Data and Estimation

In this section we, first, discuss how we calibrate a subset of the structural param-
eters of the model. Next, we lay out our estimation strategy with respect to the
remaining parameters and describe the data. Finally, we discuss the main empirical
results.

To be able to conduct the analysis in this section, one needs a precise definition
of a tradable and a non-tradable production sector. There is an ongoing debate
in the literature on which branches of the economy should be classified as produc-
Ing internationally tradable products and which not and whether this distinction is
country-specific or not.® Here we follow Andrés et al. (2010) and Gaechter et al.
(2013) and assume that the tradables sector comprises industry excluding con-
struction and agriculture while the rest of aggregate output is produced in the
non-tradables sector.?

8See for example Gaechter et al. (2013) and the literature cited there.
9In particular, we resort to the sectoral breakdowns of main GDP aggregates and employment

19



3.1 Calibrated Parameters

It has become standard in the related literature dealing with the estimation of
DSGE models to calibrate a subset of the structural parameters describing the
evolution of the economy. This is done for reasons of dimensionality and because
some parameters can be barely identified based on the typical set of observable
macroeconomic aggregates.’® In this paper, we follow the same strategy and
calibrate several parameters which have been shown to be difficult to estimate
properly.

In particular, six parameters are set to the values used in the bulk of the DSGE
literature. These are the subjective discount factor, B (8*), the inverse of the
intertemporal elasticity with respect to consumption, o (¢*), the habit persistence
parameter, 7y (7v*), the inverse of the Frish elasticity of labor supply, ¢ (¢*), the de-
preciation rate of capital, § (0*), and the parameter governing the adjustment costs
of net foreign asset positions, 1 (¢¥*) (see Table 1). The elasticity of substitution
between differentiated labor varieties ¢ (¢*) is calibrated as in Smets and Wouters
(2002).

To calibrate the distribution parameters appearing in the various CES aggre-
gators of the model, we borrow from existing empirical work using data for Ger-
many, the Euro Area or other advanced economies. In particular, the share of
non-tradables in overall consumption A (A*) is taken form Gomes et al. (2012)
and Kolasa and Lombardo (2014) who calculate it for the Euro Area as a whole.
Rudolf and Zurlinden (2014) arrive at a very similar value for Switzerland. We es-
timate the weights within the aggregator of tradable consumption goods a; (aj),
o (ab), as (o) and ay (o) by resorting to national accounts data for Germany
and the Euro Area regarding the shares in overall consumption of imports from the
REA, imports from the ROW as well as oil consumption. Kollmann et al. (2015),
Forni et al. (2012), Gomes et al. (2012) and Kolasa and Lombardo (2014) ob-
tains similar estimates. The value of the distribution parameter in the production
function for tradables p (g*) is taken from Bodenstein et al. (2011). The elastic-
ity of substitution between tradables and non-tradables z (z*) is set to the value
suggested in Gomes et al. (2012), Andrés et al. (2010) and Kolasa and Lombardo
(2014). The elasticity of substitution between the different types of tradable goods
7 (n*) is calibrated as in Forni et al. (2012) and Kolasa and Lombardo (2014). Fi-
nally, the elasticity of substitution between oil and the other input factors in the
production function is taken from Forni et al. (2012) and Bodenstein et al. (2011).

The parameters of the production functions ar (ay) and ay (aj) are cali-

provided by EUROSTAT. The database contains disaggeregated quarterly time series on nominal
and real value added, gross wages and salaries, employment, working hours, sectors-specific defla-
tors and other variables for 10 sectors. The sectors are: (1) agriculture and (2) industry excluding
construction, which are assumed to constitute the tradables sector, (3) construction, (4) trade
transport and accommodation, (5) information and communication, (6) financial services, (7) real
estate activities, (8) public sector, defence and health activities, (9) arts and entertainment and
(10) professional, scientific and technical activities.
10See for example Pytlarczyk (2005), Fernandez-Villaverde et al. (2016) and many others.

20



brated based on the disaggregated sectoral data provided by EUROSTAT in its
sectoral breakdowns of main GDP aggregates and employment. In particular, we
compute the average labor shares in value added for both, the tradables and the
non-tradables sectors and account for the presence of monopoly profits. The val-
ues of ag 1, agn and a; +, a; , are borrowed from Kollmann et al. (2015). The
elasticity of the depreciation rate with respect to capital utilization 9, (¢}) is set
to the value advocated by Burnside and Eichenbaum (1996).

The average markups in the tradables and the non-tradables sector correspond
to the estimates provided by Christopoulou and Vermeulen (2012) for Germany
and the REA. The calibration of the various tax rates is based on the values
provided by Kollmann et al. (2015) and Andrés et al. (2010). We fix the steady
state levels of labor in both sectors N; (Ni) and Ny (Nj) by calculating the
sample averages of the overall fraction of time devoted to work as well as the
share of working hours employed by the tradables sector in Germany and the REA.
Correspondingly, the parameters measuring the disutility of labor ¢ (¢¥) and sy
(sx) are set such that they are consistent with N, (N5) and Ny (Nj). Finally, we
fix the target level of the government-debt-to-GDP ratio, by (by) at 60% which
corresponds to the value envisaged in the Treaty of Maastricht on the European
union.* We follow Kollmann et al. (2015) and Andrés et al. (2010) and set the
parameter measuring the responsiveness of government transfers to deviations
from the public debt target, T; (77), to 0.01. This value allows for sufficiently
persistent fluctuations in the public-debt-to-GDP ratio while, at the same time,
retaining the local stability and uniqueness of the equilibrium in our model. Table
1 summarizes our calibration.

3.2 Data and Priors

In order to estimate the remaining free parameters of the model, we use data for
the period 1995:Q1-2015:Q2 on 22 macro-economic variables. In particular, we
resort to the following series for both, Germany and the Euro Area as a whole:
(1) log of real GDP, (2) log of real value added in the tradables sector, (3) log
of real private consumption, (4) log of real gross fixed capital formation, (5)
log of real government consumption, (6) log of real government investment, (7)
log of overall working hours, (8) log of working hours in the tradables sector,
(9) consumer price inflation, (10) aggregate inflation in hourly wages. Further,
our data set also employs several variables which are not specific to any of the
subregions of the currency union: (11) a short term nominal interest rate in the
Euro Area, (12) nominal 3-month Treasury Bill rate in the US.

Variables (1), (3)-(5), (7) and (9) are taken from the quarterly national ac-
counts provided by EUROSTAT. To compute the growth rate of the overall hourly
wage, (10), we first divide nominal gross wages and salaries by aggregate working
hours and compute the growth rate of the resulting series. (2) and (8) stem from
EUROSTAT's sectoral data which can be found in the section "Basic breakdowns

HSee for example http://eur-lex.europa.eu/legal-content/EN/TXT /?uri=uriserv:xy0026
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Table 1: Calibrated Parameters

Home Foreign

Meaning Symbol Value Symbol Value
Discount factor 6] 0.998 B* 0.998
Intertemporal elast. of substitution o 2 o* 2
Consumption Habits ¥ 0.7 ¥* 0.7
Inverse of Frisch elasticity of labor supply ) 1.5 ©* 1.5
Capital depreciation rate in steady state 0 0.025 0 0.025
Foreign assets: adjustment costs P 0.0019 P* 0.0019
Labor demand elasticity ¢ 3 o* 3
Share of non-tradables in consumption A 0.56 N* 0.56
Share in tradables bundle (domestic goods) o] 0.6 o 0.6
Share in tradables bundle (REA/Germany) o 0.15 o 0.09
Share in tradables bundle (ROW goods) a3 0.22 o3 0.28
Share in tradables bundle (oil) oy 0.03 a3 0.03
Share of oil in production 1—p 0.024 1—p* 0.024
Subst. between tradables and non-tradables z 0.5 z* 0.5
Subst. between home and foreign goods 7 1.1 n* 1.1
Subst. btw. oil and other input factors £ 0.2 £ 0.2
Elast. in production function ar 0.43 ar 0.43
Elast. in production function an 0.29 ay 0.29
Elast. in production function ag, T, Ag.N 0.1 ag 1. dgn 0.1
Elasticity of capital depreciation rate Yy 1.3 e 1.3
Markup tradables mur 1.16 mur 1.18
Markup non-tradables mupy 1.53 mupy 1.55
Tax rate: capital Ty 0.2 Th 0.2
Tax rate: consumption Te 0.19 T: 0.22

Ty 0.2 Ty 0.2
Tax rate: labor Tw 0.37 T 0.41
Tax rate: employer Twf 0.25 Tof 0.38
Government debt to GDP ratio by 0.6 by 0.6
Labor in steady state (tradables) Nt 0.13 N7 0.10
Labor in steady state (non-tradables) Ny 0.20 Ny 0.23
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of main GDP aggregates and employment” and particularly in the sub-sections
"Gross value added and income A10 breakdowns” and "Employment A10 break-
downs”. The series for real value added in the tradables sector, (2), is constructed
as follows. First, we compute the growth rate of tradables value added as a
weighted average over the corresponding growth rates in agriculture and industry
(excluding construction). The weighting factors are based on previous quarter's
nominal value added. Then the resulting growth rate is used to construct an index
of real value added in the tradables sector. Working hours in this sector, (8) are
obtained by simply adding up working hours in industry and agriculture. In the case
of government investment, (6), we proceed as follows: data on nominal gross fixed
capital formation by the general government is taken from EUROSTAT s section
"Quarterly Government Statistics/ Quarterly Nonfinancial Accounts for General
Government”. Then, for both, Germany and the Euro Area, the nominal series
are divided by the corresponding country-specific deflator of aggregate gross fixed
capital formation. We proxy the monetary policy rate in the Euro Area (variable
(11)) by the so called "shadow rate” provided by Leo Krippner (Krippner, 2013,
2014). The shadow rate is derived from a term structure model. It is designed to
better capture the true stance of monetary policy, especially in periods character-
ized by a combination of a (nearly) binding zero lower bound constraint on nominal
short term interest rates on the one hand, and sizable unconventional quantitative
measures adopted by the central bank on the other. The extraordinary expansion-
ary stance of monetary policy in such episodes is most likely not properly reflected
in standard policy or short term rates due to the binding zero lower bound. The
nominal 3-moth Treasury Bill rate in the United States (variable (12)) is taken
from the International Finance Statistics database of the IMF.

Since the model is stationary in the relative deviations form the respective
steady state levels, all observable variables need to be transformed accordingly.
In particular, all real variables are detrended by a linear trend while the various
inflation and nominal interest rates are simply demeaned.'> The estimation pro-
cedure is standard and can be summarized as follows. First, the solution of the
linearized model is written in state space form which, in turn, is extended by includ-
ing an observation equation linking the predetermined state variables to observable
variables. Second, the Kalman filter is used to construct the likelihood function.
Third, based on Bayes' theorem, the posterior kernel function is set up by com-
bining the likelihood function with the prior distributions of the model parameters.
Fourth, the posterior kernel is maximized with respect to the parameters.’® Fi-
nally, to numerically evaluate the posterior distributions of the parameters as well
as other moments of interest, we resort to the Metropolis Hastings (MH) sampling
algorithm with four Markov-Chains.#

12See Smets and Wouters (2002, 2007) for a very similar approach regarding data transforma-
tions.

3The particular optimization algorithm we employ is the Covariance Matrix Adaptation Evolution
Strategy included in DYNARE.

4The MH method belongs to a broader class of Monte-Carlo-Marcov-Chain (MCMC) algo-
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We apply Bayesian techniques for mainly two reasons. First, the specifica-
tion of prior distributions over the parameters makes the optimization algorithm
more stable. This is especially important when working with relatively short sam-
ples of data as in the current paper (Fernandez-Villaverde and Rubio-Ramirez,
2004; Fernandez-Villaverde et al., 2016). Second, the Bayesian approach provides
a framework for model evaluation and comparison even in the case of misspeci-
fied and/or non-nested models (Schorfheide, 2000; Rabanal and Rubio-Ramirez,
2005). This is done on the basis of the marginal likelihood. An additional advan-
tage of the Bayesian approach is that the posterior distribution provides a complete
characterisation of shock and parameter uncertainty (Fernandez-Villaverde et al.,
2016).

Tables 2, 3 and 4 give an overview of our assumptions regarding the prior
distribution of the non-calibrated model parameters. Our choice of priors strictly
follows the standards in the related DSGE literature. In particular, the variances
of the shocks are assumed to have an Inverse-Gamma distribution with a degree
of freedom equal to 2. This distribution guarantees a positive variance with a
sufficiently large domain. The parameters which should only take values between
0 and 1, like the autocorrelation coefficients of the shock processes and the various
price and wage stickiness parameters are assumed to follow a Beta distribution.
The latter covers the range between 0 and 1. The remaining parameters, i.e. those
appearing in the monetary policy rule and the adjustment-cost function for capital
are assumed to be normally distributed. The standard errors were set such that
the domain covers a reasonable range of possible values. Moreover, the relatively
large number of shocks helps to avoid singularity problems and allows for a better
fit between the theoretical and the empirical unconditional data moments.

3.3 Results

Overall, the observable series turn to be quite informative with respect to the
estimated parameters as suggested by the substantial and in many cases significant
deviations between the respective prior and the posterior distributions (see Tables
2, 3 and 4). Moreover, as measured by the marginal likelihood (predictive data
density), the DSGE model seems to explain the evolution of the observable series
similarly well as Bayesian vector autoregressive (BVAR) models run on the same
data set and based on a dummy observations prior. Such models are frequently
used in forecasting as numerous studies have documented their desirable properties
in terms of data fit and short run forecasting power. In particular, the DSGE model,
although being outperformed by the BVAR (2), BVAR (3) and BVAR(4), does an
equally good job as the BVAR(1) model (see Table 5). The better forecasting

rithms used to numerically recover posterior distributions. We parameterize the MH with a scale
factor equal to 0.35 which ensures an acceptance rate of around 0.25. Further, we simulate four
Markov-Chains, each consisting of 100 000 draws. This turns to be sufficient to ensure conver-
gence of the Markov-Chains according to the univariate and multivariate statistics proposed by
Brooks and Gelman (1998).
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Table 2: Priors and Posteriors: Price and Wage Stickiness, Capital Accumulation
and Monetary Policy

Prior Posterior
Parameter Shape Mean SD! or DF? Mean Lower® Upper3
Calvo (Prices):
or Beta 0.7 0.05 0.65 0.60 0.69
07 Beta 0.7 0.05 0.63 0.59 0.66
Oy  Beta 0.7 0.05 0.67 0.62 0.70
05  Beta 0.7 0.05 0.74 0.70 0.81
Indexation (Prices):
XT Beta 0.5 0.15 0.27 0.12 0.41
X3  Beta 0.5 0.15 0.16 0.07 0.26
XN Beta 0.5 0.15 0.31 0.17 0.52
XN Beta 0.5 0.15 0.22 0.11 0.32
Calvo (Wages):
Oy  Beta 0.7 0.05 0.49 0.40 0.52
6, + Beta 0.7 0.05 0.63 0.57 0.73
Ow,n  Beta 0.7 0.05 0.69 0.61 0.74
6,y  DBeta 0.7 0.05 0.75 0.70 0.82
Indexation (Wages):
Wy, T Beta 0.5 0.15 0.41 0.22 0.64
wy, r  Beta 0.5 0.15 0.22 0.10 0.35
wyn  Beta 0.5 0.15 0.24 0.10 0.38
w;, y Beta 0.5 0.15 0.16 0.07 0.23
Adjustment Costs (Capital):
&g Normal 3 0.9 5.61 4.02 6.04
¢, Normal 3 0.9 6.46 6.16 8.83
Monetary Policy:
¢ Beta 0.8 0.1 0.87 0.79 0.91
¢r Normal 15 0.2 1.42 1.31 1.52
¢, Beta 0.2 0.15 0.15 0.08 0.24

1) SD - standard deviation; 2) DF - degrees of freeedom; 3) Upper and Lower - 90% bounds of
the posterior distribution
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Table 3: Priors and Posteriors: Autocorrelation of Shocks

Prior Posterior
Parameter Shape Mean SD! or DF? Mean Lower® Upper?
Preference:
oy Beta 0.85 0.1 0.85 0.71 0.95
p;,  Beta 0.85 0.1 0.89 0.78 0.99
Labor Supply:
on Beta 0.85 0.1 0.91 0.82 0.97
p;, Beta 0.85 0.1 0.86 0.78 0.92
Capital Accumulation:
pT.q DBeta 0.85 0.1 0.92 0.83 0.98
Pr, Beta 0.85 0.1 0.90 0.79 0.98
Pong Beta 0.85 0.1 0.80 0.71 0.89
Png Beta 0.85 0.1 0.73 0.61 0.81
Technology:
oT.. DBeta 0.85 0.1 0.87 0.78 0.97
pr, Beta 0.85 0.1 0.98 0.97 0.99
ona Beta 0.85 0.1 0.76 0.68 0.87
Pn. Beta 0.85 0.1 0.86 0.75 0.97
Cost Push (Prices):
porp, DBeta 0.85 0.1 0.52 0.36 0.60
Py, Beta 0.85 0.1 0.72 0.61 0.85
ponp Beta 0.85 0.1 0.46 0.35 0.60
Py, Beta 0.85 0.1 0.68 0.59 0.77
Government Consumption:
pg Beta 0.85 0.1 0.70 0.61 0.79
py Beta 0.85 0.1 0.77 0.65 0.87
Government Investment:
pig Beta 0.85 0.1 0.87 0.80 0.96
pi, Beta 0.85 0.1 0.80 0.73 0.88
Monetary Policy:
o, Beta 0.85 0.1 0.75 0.64 0.85
Rest of the World:
Poro DBeta 0.85 0.1 0.18 0.11 0.29
poiw Beta 0.85 0.1 0.93 0.86 0.97
prw DBeta 0.85 0.1 0.71 0.62 0.82
Ocw Beta 0.85 0.1 0.83 0.78 0.92

1) SD - standard deviation; 2) DF - degrees of freeedom; 3) Upper and Lower - 90% bounds of
the posterior distribution
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Table 4: Priors and Posteriors: Standard Errors of Shocks

Prior Posterior
Parameter Shape Mean SD?! or DF? Mean Lower® Upper®
Preference:
o, Inv Gamma 0.02 2 0.11 0.04 0.16
oy Inv Gamma  0.02 2 022  0.017 0.28
Labor Supply:
o, Inv Gamma 1 2 1.06 0.68 1.47
o} Inv Gamma 1 2 0.44 0.26 0.69
Capital Accumulation:
or,q Inv Gamma 0.03 2 0.27 0.16 0.38
org InvGamma  0.03 2 0.18 0.12 0.21
on,g Inv Gamma  0.03 2 0.11 0.06 0.21
Ong Inv Gamma 0.03 2 0.07 0.02 0.15
Technology:
0T, Inv Gamma 0.4 2 0.68 0.50 0.86
o7, InvGamma 04 2 0.56 0.47 0.62
ona Inv Gamma 0.4 2 0.47 0.40 0.54
ona InvGamma 04 2 0.15 0.10 0.21
Cost Push (Prices):
orp Inv Gamma 0.03 2 0.61 0.52 0.70
or, Inv Gamma 0.03 2 0.31 0.26 0.35
onp Inv Gamma  0.03 2 0.30 0.24 0.35
oy, InvGamma  0.03 2 0.18 0.12 0.21
Government Consumption:
og Inv Gamma 0.15 2 0.39 0.35 0.45
a; Inv Gamma 0.15 2 0.17 0.15 0.19
Government Investment:
oig Inv Gamma 0.15 2 0.39 0.33 0.44
o7y Inv Gamma 0.15 2 0.18 0.11 0.24
Monetary Policy:
o, Inv Gamma 0.015 2 0.02 0.01 0.03
Rest of the World:
Oro Inv Gamma 0.15 2 2.12 1.71 2.64
oiw Inv Gamma 0.15 2 0.42 0.37 0.52
Onxw Inv Gamma 0.15 2 0.31 0.22 0.42
Ocw Inv Gamma 0.15 2 0.87 0.74 1.03

1) SD - standard deviation; 2) DF - degrees of freeedom; 3) Upper and Lower - 90% bounds of
the posterior distribution
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Table 5: Model Comparison

Model Log Marginal Likelihood
DSGE (Laplace approximation) 2242.15
DSGE (Harmonic Mean) 2248.31
BVAR(1) 2139.03
BVAR(2) 2573.18
BVAR(3) 2788.81
BVAR(4) 2915.47

ability of the BVARs with more than one lag is barely surprising as documented in
the literature.®

Furthermore, our posterior estimates point towards a very modest structural
heterogeneity between Germany and the REA. Strictly speaking, the difference
between the two economies is statistically significant only with respect to a handful
of parameters. First, the posterior distributions of &, and 52 suggest that in the
REA it is relatively more difficult and costly to adjust the capital stock. Second,
the shocks to the degree of competitiveness (cost-push shock) in German goods
markets seem to be significantly less persistent than their respective counterparts
in the rest of the Euro Area (see block "Cost Push (Prices)" in Table 3). Finally
the volatility of cost-push shocks in the tradables sector o7, (07 ,), the volatilities
in the TFP process in the non-tradables sector oy, (0o} ,) and the volatility of
government spending shocks o7 4 (07 ) and 0; 4 (07 ,) turn to be relatively higher in
Germany. The cross country differences with respect to the remaining parameters
are not statistically significant. Nevertheless, there is some tendency for German
nominal prices and wages to be slightly more flexible than those in he REA. In
particular, the frequency of nominal wage adjustments and the degree of indexation
to past inflation is relatively higher in Germany (see blocks "Indexation (Prices)”
and "Indexation (Wages)" in Table 2).

4 Conclusion

The main objective of this paper is to estimate a medium scale DSGE model for
a union consisting of Germany and the Rest of the Euro Area (REA). The model
can be used as a tool for the conduct of forecasts as well as policy simulations
and evaluations. The theoretical framework developed here has several advantages
relative to purely statistical approaches: In particular, the DSGE model uncovers
much more details about the precise economic mechanisms underlying a particular

15See for example Schorfheide (2000), Fernandez-Villaverde and Rubio-Ramirez (2004).
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forecast or the aggregate effects of a policy intervention. In addition, policy simu-
lation or conditional forecasts undertaken within a DSGE set-up are relatively less
prone to the Lucas critique and thus, more reliable.

The model is estimated based on aggregate date for Germany and the Euro
Area as a whole by using Bayesian techniques. A comparison based on marginal
likelihoods (predictive densities) shows that the DSGE model fits the observable
macroeconomic time series similarly well as unrestricted Bayesian VARs (BVARs)
estimated on the same data set. Furthermore, the parameter estimates indicate
that there is a modest degree of structural heterogeneity between Germany and
the Rest of the Euro Area. In particular, Germany is relatively more flexible in
adjusting its capital stock and faces more volatile shocks to government spending
and to the degree of competition in goods markets than the REA. Furthermore,

nominal prices wages appear to be slightly more flexible in Germany than in the
REA.
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