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Abstract

This paper analyses the role of a costly financial system in the transmission of mone-
tary policy. The new-keynesian model for a small open economy is extended with a simple
financial system based on Hamann and Oviedo (2006). The presence of the financial in-
termediation naturally allows the introduction of standard policy instruments: the repo
interest rate and the compulsory reserve requirements. The model is calibrated to match
key steady-state ratios of Colombia and is used to evaluate the alternative policy instru-
ments. The financial system plays an important role in the transmission mechanism of the
monetary policy, and determines the final effects of monetary policy on aggregate demand
and inflation. Monetary policy conducted through the repo interest rate has the standard
effects predicted by the new-keynesian framework. But changes in the compulsory reserve
requirement rate may generate, under different scenarios, totally different reactions on
economic activity, and little quantitative effects on inflation rates and aggregate demand.

Therefore this last policy instrument appears to be uneffective and unreliable.
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1. Introduction

The financial system is a supervision, monitoring and control tool for information asymmetries,
and is the mechanism of intermediation between savings and funding requirements in the
economy. Both roles are relevant for aggregated macroeconomic activity.

Banks can be thought as having advantages over other agents in the evaluation of risky
projects, in private information management about those projects and in knowledge about the
payment capacity of the economic agents. The presence of banks in a small open economy re-
duces these agency /transaction costs and allows the development of more investment projects,
and eases the financing of productive activities across the economy.

A key characteristic of banks is their dual role of managing deposits and loaning credits.
The absence of separated specialized entities for each activity is explained by economies of
scope (where both activities are seen as financial services production in which banks have
some comparative advantage). Also, the intermediation between private resources (deposits)
and productive credit (loans) relates aggregate saving to investment and is important in the
determination of the level of production and consumption.

These microeconomic characteristics are reflected in the aggregate activity, because the op-
timal decisions of banks affect the production of financial services and market interest rates,
thus affecting the optimal choices of other agents in the economy. The relationship between
financial intermediation and the real economy matters for economic policy, since the trans-
mission of monetary policy is now influenced by the responses of banks to exogenous policy
shocks. Monetary policy cannot be analized without taking into account these relationships:
for instance, an independent effect over aggregate activity by a credit channel can exist if there
are no substitutes to bank credit in financing firms and if there are no substitutes to deposits
in financing banks (Walsh (2003)).

The transmission mechanism of monetary policy through the financial system is summarized
in Figure 1. Policy interventions affect the optimal decisions of the financial intermediators,
disturbing the production of financial services and therefore changing the market interest rates.
The effect of a policy shock on the interest rate for deposits can have a direct effect on the
aggregate demand. Monetary policy may also affect the marginal costs of the firms through the
lending rate. Also, a policy announcement and its implementation has effects on expectations
and on asset prices, for example the exchange rate. All these variables have effects on domestic
and net-foreign demand, affecting the total demand and generating pressures on the inflation
rate (see Jalil (2006)). This channel can be especially relevant in developing countries, where
banking credit remains as the main funding source and where the deposits are an important
saving mechanism. As argued by Claus (2005), small open economies tend to have more small
bank-dependent firms that are strongly affected by the credit market conditions.

The financial system is also very important for small open economies because it intermediates

foreign resources into the domestic economy, and it can amplify and propagate fluctuations



Figure 1: Monetary policy channel
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in foreign capital flows. Empirically there is a well known relation between the domestic
real cycle and the domestic and foreign financial cycles. Uribe and Yue (2003) find that real
cycles are correlated with the interest rate faced by countries in the foreign market. Also, as
reviewed by Oviedo (2005), the international interest rate is acyclical in developed countries,
countercyclical in developing economies, and leads (by cross correlations analysis) the economic
cycles in emerging countries. Some stylized facts reflecting the relation between financial and
real cycles for Colombia can be found in Prada (2007).

Some works have focused on the role of the foreign capital market on the domestic business
cycle. Calvo and Talvi (2005) suggest that the financial crisis suffered by the emerging coun-
tries are due to sudden stops, where the financial system plays a key role as an amplifier of
foreign shocks. With this approach, Villar, Salamanca, and Murcia (2005) analyze the links
between the domestic credit, foreign capital flows and financial regulation for Colombia, and
recognize the sudden stop as the most important cause of the 1999 crisis.

Monetary policy and its relation with the financial system is key to understand the effects
of foreign and domestic shocks on the aggregate economic activity. Gertler, Gilchrist, and Na-
talucci (2007) explore the connection between the exchange rate regime and financial distress
for small open economies, and find that the policy regime and the financial system are both
important in explaining the amplification of foreign shocks. The Colombian case is studied in
Lopez, Prada, and Rodriguez (2008): they find that balance-sheet effects play an important
role in explaining recent Colombian business cycles, and a fixed exchange rate regime could
have exacerbated the financial distress in the economy between 1998-1999.

However, despite the clear relevance of the financial intermediation in small open economies,

most of the dynamic stochastic general equilibrium models used for policy analysis and forecast



ignore the interactions between the financial markets and the real economy. Since monetary
policy in most modern economies is carried through instruments that affect directly the finan-
cial system, such as repo interest rates, compulsory reserve requirements and foreign exchange
operations, it is imperative to incorporate explicitly the intermediation sector in those models.

The new-keynesian model for a small open economy is extended with a simple financial
system based in Hamann and Oviedo (2006). The banks take deposits from the households
and lend it to firms as finance for their productive activities. Deposits are held by households
because it is a way to reduce the transaction costs associated with consumption and investment.
Firms also hold deposits due to a working capital constraint. Finally, banks face costs that
allow for the introduction of an operative margin in the market interest rates.

The presence of the financial intermediation naturally allows the introduction of standard
monetary policy instruments: the repo interest rate and the rate of compulsory requirement
of reserves. The model is calibrated to match key steady-state ratios of Colombia and is used
to evaluate the alternative policy instruments.

The monetary policy conducted through the repo rate has the standard effects predicted
by the new-keynesian framework, and this result is invariant under different structures of the
financial system. But changes in the compulsory-reserve-requirement rate may generate, under
different scenarios, totally different reactions on the economic activity, and little quantitative
effects on the inflation rates and the aggregate demand. Therefore the reserve rate policy
instrument appears to be uneffective and unreliable.

The next section presents the extended new-keynesian model. Section three shows the
calibration and properties of the model. Section four presents qualitative/quantitative results.

The last section concludes.

2. The Model

This is a small open economy with a unique final good, inhabited by households, firms, banks,
government and the central bank.

The total population N; follows an stochastic-trend process
log (Nt) =1 +log (Ni—1) + ¢

and the labour augmenting productivity follows the process
log (A¢) = a +log (A1) + ¢!

where €/* and € are white noise variables.
There is another exogenous process that determines the participation rate and the employ-

ment rate. The people that effectively participates in labour market is



L, = (1—TD,)TBP,N,

where T'D; is the unemployment rate and T BPF; is the gross participation rate in labour
market.

The model is summarized in Figure 2.

Figure 2: Model Outline
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2.1. Households

The economy is inhabited by a continuum of infinitely-lived households indexed by h, that
differ in the variety of labour that are able to supply. Each household supplies a different
kind of labour to firms, and has preferences on per-capita consumption of the final good and
per-capita leisure time. Preferences are represented through a classic instantaneous utility
function u (£ (h), &, (h),l; (h)), where ¢ (h) is the per-capita consumption bundle and
I; (h) is the per-capita leisure time for the household k. Each period the households have [ > 0
per-capita units of time used only to work for firms and for leisure purposes. Average leisure
satisfies I; (h) = [ — (1 — TDy) TBP,N; (h) where \; (h) are total hours worked by the average
inhabitant of household h.

The consumption bundle ¢; (h) is composed of domestically produced goods cf (h) and im-

ported consumption goods c}* (h):

=t ()" +a-pi e m?]” 0



At a first stage the household chooses the optimal combination between domestic and im-
ported consumption to minimize the total expenditure in consumption. The demands for each
kind of consumption are:

qd\ ¥
c;f(h):w(]’z) ¢ (h) 2)

2

== (L) e 3)

and the inflation rate is

1
1-w

()= | (1en) <ng1> QRTERT ()T @

bi 4 P4

where pfd is the unit price of the domestic gross product, pj* is the unit price of imported
consumption and ﬂ?d and 7" are the corresponding inflation rates.

At a second stage the household h chooses the aggregate level of consumption, investment,
capital accumulation and utilization, credit and deposits to maximize the discounted sum of
the lifetime expected utility.

Following Hamann and Oviedo (2006) it is assumed that the exchange process requires the
utilization of real resources. This transaction cost depends positively on the ratio between the

value of private absorption and household’s deposits

pz
Ct (h) + éxt (h) ANy (5)
iy (h) AN

V¢ (h) =

where x; (h) is the investment in physical capital made by household h, v; (h) is the velocity
of deposits and d? ; (h) are the deposits held by the household A in the banks. In order to
sustain a higher level of absorption the household must undertake a larger number of costly
transactions. The deposits reduce the transaction costs by generating financial services to the
households. The velocity of deposits is then a measure of the transactions per unit of financial
services.

The transaction cost for absorption unit is given by ¢ (v; (h)), a positive, increasing, convex
twice continuously differentiable function. Thatis 9 (-) > 0,9 (0) =0, ¢ (-) > 0 and 9" (-) > 0.
In particular it is assumed that

9 (ve) = Vo) (6)

with g, ¥1 > 0.
Households own firms and banks, and receive profits each period. They also pay lump-sum
taxes 7 to the government. Because they own the factors of production, households get the

capital and labour remunerations. They also finance their activities through loans 2/ ; (h)



from banks. Finally they make investment in physical capital k;—1 (h), which depreciates at a
rate that increases with capital utilization, ¢ (us (h)) >0, &’ (-) > 0.

Following Mendoza (1991) and Schmitt-Grohé and Uribe (2003) there are adjustment costs
in investment: a higher variation in the capital stock has higher adjustment costs. This costs
are given by a non negative function ® (k¢ (h) — ky—1 (b)), with ® (0) = 0 and @' (0) = 0.
This adjustment of new capital is a service provided by the producers of investment and is

given by the quadratic cost function

wX

D (k¢ (h) — ki—1(h)) = 5 (ke (h) — k1 (R))?

with X > 0.

The capital accumulation is given by

A1 N

ki (h) = 2y (h) + (1 = 6 (ug (h))) ki1 (R) AN, (7)
where the depreciation rate is
§ e (1) = 5 1= (e ()T Q

with b > 0, T > 0. The depreciation rate is an increasing convex function of the utilization
intensity of capital u; (h): a more intense utilization generates a faster depreciation of the
capital and this increases the depreciation rate.

Each household is subject to idiosyncratic shocks, due to the ability of setting a non-
competitive wage, because of the differentiated labour varieties they supply. Following Erceg,
Henderson, and Levin (1999) and Fernandez-Villaverde and Rubio-Ramirez (2006), the house-
holds are able to exchange state-contingent Arrow-Debreu assets (indexed by household h and
by time period t). The asset a; (h) pays one unit of consumption if the event wy (h) (certain
wage level) occurs, and it is acquired at a real cost of pf (h). These assets allow the households
to cover themselves from idyosincratic shocks in such a way that all the non-labour decisions

made by all the households are the same. This makes aggregation straightforward.
Households’ decisions must satisfy a budget constraint

@ A 1N,
¢ (h) + %mt (h) + ® (k; (h) — ki1 (R)) g (h) ey (R) % +wy (k) (1 = TD,) TBP;ny (h)
t t4Vt
u ER A 14if Ay Ny
+/pt (h) ar (h) dwy (h) + 7 +d} (h) < +;—§tm +1I0, + ( : +;§1> df_, (h) %
P hopy (LN g A1 Niy
w (e i) o) sl - (FHEL) s ©

!Note that the presence of this costs will affect the marginal decisions of the households and the dynamic
response of the capital and investment. Th conditions ® (0) = 0 and &’ (0) = 0 assure that the adjustment
costs do not affect the level or the marginal returns of capital in the steady state.



The household h finances its expenditures, given by consumption (¢; (h)), investment (x; (h)),
adjustment costs, accumulation of Arrow-Debreu assets (a; (h)), lump-sum taxes (73), ac-

cumulation of per-capita deposits (d} (h)), transaction costs and interest payments (i7 ;)

on loans (zth_l (h)), with the income given by the remuneration of capital effectively used

(ki—1 (h) ug (h)) and labour time (n; (h)), real net foreign transfers valued in foreign currency
(try), total profits of firms and banks (II;), the bank interests paid on deposits (i¢ ;) and

credit accumulation (2! (h)). Here pf is the consumer price index of the rest of the world,

147f = pf 51 , and s; is the nominal exchange rate . Note that 8;}? is the real exchange rate.
t—

The problem of household h is to maximize the discounted value of the stream of instanta-

neous utility subject to the budget constraint. The utility function is separable in consumption

and labour

ﬂ
A
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where 0 > 0, ¢ > 0 and ¢ > 0. Note that ¢ > 0 allows the presence of internal habit
formation. The exogenous scale factor x} is a shock to the marginal utility of consumption,
and the exogenous scale factor x}' is a shock to the marginal utility of leisure. These shocks

follow the process

I (x]) = (1= p) 0 (%) + pyIn (i) + ¢
where X7 is the expected value of the scale factor, p; € (0,1) and €/ is a white noise variable
with null expected value and constant variance 032-, with j € {u,h}.

The necessary first-order conditions of this problem can be found in Appendix A.

It can be shown in equilibrium that the optimal credit demand of each household will be
h _
z (h) =0 (10)

because banks will charge a interest rate i that is always higher than the benefit of an

additional unit of credit (see equation (29)).

2.2. Wage setting

Households offer differentiated labour services in a monopolistic-competitive market. Each
household A is able to set the wage of its labour variety, and knows the labour demand coming
from the labour aggregating firm. Also, wages are sticky a la Calvo.

There is a labour aggregating firm that buys the varieties of labour supplied by the different
households, aggregate them through a CES production and sell the aggregate labour to final-
good producer firms.

The aggregator minimize the production costs subject to the CES technological constraint,



and the conditional demand for each variety of labour is

ny (h) = <“’t(h)> o

we

1
where w; = [ fol wy (h) % } %" is the price of the aggregate labour bundle and ;" > 0 is the
elasticity of substitution between varieties. This elasticity follows an exogenous process.

The wage setting problem follows Erceg, Henderson, and Levin (1999). The households are
able to set wages to be paid for each labour variety. But this wage can be set only when
they receive a stochastic signal that follows a Poisson process and arrives each period with
probability (1 — €“). If a household does not receive the signal, the wage is updated according

to the non-optimal rule

A 147§
rule pc B) = wPe . (h t t—1
e () = ol () o ()

If the household receives the signal to optimize in period t, the following problem is solved:
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and subject to the budget constraint (9).
The optimal wage of household h satisfies:

N A, 1—0o opt(h) —ezﬂri 1+
By iz (Be?) R (f) Xt <(1 — TDyyi) TBPiyiniy, ( . 775,1:) ) 0 s
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where 77, = L, <ﬁ+ﬁ:l) and )\, (h) is the Lagrange multiplier associated to the budget

constraint of household h. The index h can be dropped from w;” " because the asset market is
complete and all the households choose the same optimal wage.

Since the probability of wage setting is independent across households and time, a fraction
1—€" of the households set the wage optimally and a fraction €* follows the non-optimal rule.

Consecuently the wage index is:
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2.3. Final good producer firm

There is a representative producer firm that produces the final good ¢; using the nested CES

production function

p=17 557
1 p—1 1 A1 N ?
G = " far )T+ (1-a) g (oL, TS T (12)
At N
Pu
q v p% s pv—1 1 pu=1 | pv—1
v = x{|ab” (kf) v + (1 —ay)re (A (1 —TDy) TBPny) oo (13)

where kf = [ki—1 (h) ut (h) dh is the capital stock used by the firm, n, is the aggregate labour
used by the firm and ztf_l is the amount of financial capital (credit) required to produce. Note
that the substitution elasticities are constant and given by (p)~' and (p,) "

X7, X7 and x} are exogenous technological scale factors that follow the process
I (x]) = (1= p) 0 (&) + ps I () + ¢

where X7 is the expected value of the scale factor, p; € (0,1) and €/ is a white noise variable
with null expected value and constant variance O'JZ, with j € {gs, z,v}.

This firm operates under perfect competition and sells the total production ¢ to the retailers
at a price p}°.

Following Uribe and Yue (2003), the firm faces a working capital constraint. To pay a
fraction of the wage bill the firm is required to hold deposits in the banks in order to satisfy

the cash in advance constraint

Z YWt (1 - TDt) TBPtnt (14)

where d{71 are total deposits held by the firm in the banks and ¢ > 0.

The resource constraint of the firm in units of effective standarized labour is:

7 1+ 44 A1 N
Hgs _ by Qf‘f‘Z{—F(H)df t—1 1V¢—1 (15)

7? 1 +7T§ t=1 At Nt

1+ if A1 Ni_
—wt(l—TDt)TBPtnt—rfkf_< i 1> i

S _df
1 + 7Tg -1 At Nt ¢

Profits are the difference between incomes and expenditures. Incomes are given by the value
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of the output, credit and interest received from the deposits of the firms. These resources are
used to pay the production factors capital and labour, pay the interests of the credit and to
accumulate deposits.

Since the households own the producer firm, they can just ask for credit (or place de-
posits) where the opportunity cost is minimum (as credit/deposits of the households or as
credit /deposits of the firm). Consecuently the interest rates for firm and households must be

the same in this model.

The firm maximizes the discounted sum of real per-effective-standarized-labour profits trans-
) N\ 1-o . .
ferred to the households, using A,{ g = 0 (%) N](,—l”’\;—:” as the appropiate discount
factor.

The first-order conditions are:
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1
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N = E A _— I 19
¢ B t( A, t+1 Tr e, + I (19)

where I'y is the Lagrange multiplier associated to the working capital constraint. It is assumed
that I'y > 0, so that the constraint is always binding. These are standard marginal conditions:
the marginal cost of an additional unit of productive factor must be equal to the marginal

profit that it generates.

2.4. Retailers

There is a continuum of retailers, indexed by j € (0,1), that buy a fraction of the good ¢}
at a price p}® and transform it without cost in a differentiated good ¢ (j). The differentiated
varieties of the good are then aggregate to be sold to the households, banks, investment
producers and government. Since their output is differentiated, retailers have the monopolistic
power to set prices of these final goods. This allow the introduction of price stickiness in the
production side of the model.

Each retail firm faces a downward-sloping demand curve

@ () = (W>9 "

qd
by
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of -1 ;-1 -1 1
where ¢f = ng [fol (g (5)) dj] and pgd = (ng> [fol (p} (j o 4 } . Here X

is an exogenous technological factor, pgd is the price of the aggregate bundle ¢f and 6] is the
exogenous elasticity of substitution between varieties of the good.

There is a price stickiness a la Calvo (1983). With probability (1 — €?) the retailer firm
j receives a stochastic signal that allows the optimal price setting. Otherwise, they do not

optimize and follow the non-optimal price rule

n
rul . Yqk 15" m
pi () = piy ( H( ) T+t D m=1"

where n € N is the indexation horizon, v; > 0 is the weight assigned to the inflation rate of
the k-lag in the rule and 1 =3 | v4m > 0 is the weight assigned to the steady state inflation
rate 7.

The problem faced by firm j is to choose p{ (j) to maximize the discounted value of the

profits when it is allowed to set the optimal price once:

> qvi Pf+i (J) qt+i (,7) pgiz .
max [ Z (1) Arsie - qr+i (J)

. C C
pi(7) =0 Piyi Pty
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where Apyip = (:‘71”) %’\;—f is the discount factor and
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=1 (k=1

The optimal price is characterized by

Gq d Ggi 9‘1
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Since the probability of price setting is independent across firms and time, a fraction 1 — €4

of retailers set the price optimally and a fraction €? follows the non-optimal rule. Consecuently

12
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the inflation is given by the new-keynesian hybrid Phillips curve

1-6; 1-67
1-67 qopt t 1-6¢ n o e ]
(o) e (D) (e [T (1) 0wy
¢ k=1
(20)

The final good is used for domestic consumption, domestic investment xgl, consumption of

the government g, exports e; and as input for the financial system &1 (2, dy):
d__ d d
q; = ¢ +xf + ge + er + & (2, di) (21)

2.5. Financial System

The financial system is composed by a continuum of banks, indexed by j°. In this model
the banks are financial firms specialized in the production of financial services (credit and
deposits). The existence of the banks and the financial sector is not explained.

Since the economic agents need deposits and credit, the banks produce the financial services
through a production technology that uses real resources from the economy as input. The
production technology for the bank j® is given by the cost function &n (zt (jb) ,dy (jb)) that
represents the minimum quantity of real resources (final output) needed to produce financial
services (deposits dy ( jb) and credit z; (jb)). The presence of this function is justified because
the financial intermediation is costly: the management of deposits and credit, evaluation of
customers, monitoring of loans, the rent paid for buildings, the maintenance cost of ATMs,
ete.

Following Edwards and Végh (1997), &n (zt (jb) ,dy (jb)) is positive for z (jb) , dy (jb) > 0,
convex, continuously differentiable, increasing in all arguments and homogeneous of degree
one?. Also the credit and deposits are Edgeworth complements: the cost of providing an
additional unit of credit is reduced by a higher level of deposits. One interpretation is that
more deposits allow the banks to get a better knowledge of the agents, generating a reduction
in the monitoring costs for credit.

& represents an inverse measure of the total productivity of the financial intermediation
sector. It is a cost scale factor exclusive of the financial sector, and is equal for all the banks.
These real costs are subject to exogenous shocks: the logarithm of the cost scale factor follows

an autoregressive stochastic process

In (&) = (1 - pe)In (€) + peln (&-1) + €7

2This minimal cost function is a “black boz”, just as any production function: it does not say how to transform
the real resources into financial intermediation, just as the production function does not say how to trans-
form capital, labour and other inputs into output. The homogeneity of degree one implies that to produce
7 > 0 times the current credit and deposits quantities the banks need j times the current real resources
used as input. Finally a convex cost function may be associated to a concave production function.

13



where € is the expected value of the cost scale factor, pe € (0,1) and €€ is a white noise variable
with null expected value and constant variance a?.

Monetary policy and the financial system are closely related, because the financial system
is the bridge between the monetary authorities and the private sector. In particular, the
compulsory requirement of reserves and the repo market are the mechanisms through which
this policy may operate.

There exists a compulsory requirement of reserves as a fixed proportion 7! > 0 of the total

deposits, so the bank reserves rb; satisfy the constraint
rby (jb) > rdd, (jb) (22)

The reserves are unremunerated and as such generate an opportunity cost by the foregone
earnings of holding an amount that otherwise could have been invested in foreign assets.
For this reason the reserves constraint holds with equality in the optimum?®. This reserve
requirement may be used as a monetary policy instrument by the central bank, and 7 is
assumed as exogenously managed by the monetary authority.

Banks can borrow from the central bank at a nominal rate i§°. The net debt of a private
bank with the central bank is b; (jb) and this is one source of funding for the financial system.
The intervention of the central bank in this bank’s debt market is the way in which the central
bank manages the monetary base, and this is one important instrument for monetary policy
in most of small open economies.

The banks also finance themselves through foreign debt f;, and they pay the interest rate
z{ set in the foreign market. It is assumed that the banks are the only private agents that
have access to foreign resources. This stresses the importance of the financial system in a
small open economy, as intermediator between the foreign funds and the domestic needs for
financing.

The representative bank j® seeks the maximization of the value of assets, the discounted
sum of profits TIY (jb) that will be transferred to the households. The resource constraint of

the bank j° is given by:

31t is easy to incorporate the fact that the central bank may pay a small interest rate for the reserves, and as
long as this rate is less than the foreign interest rate (the opportunity cost of the domestic economy) the
constraint will hold with equality. Then the inclusion of a small interest rate paid for the reserves does not
change the conclusions derived from the model.
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The income of the banks is given by credit interest payments at a nominal rate ¢} ; (jb),
foreign debt accumulation f; (jb), deposits accumulation d; (jb) , accumulation of debt with
the central bank b; (jb) and the returned reserve from the central bank rb;_1 (jb). These
revenues are used to pay for deposits at an interest rate i;i (jb), to accumulate credit z ( jb),
to pay the foreign debt interest i{_l, to make profit transfers to households Hé’ (jb), to pay the
interest z'fb to the central bank, to accumulate new reserves and to pay the real costs of the
financial intermediation.

The production technology of the financial services is represented with the cost function

() A () = @) )T e

where v > 1, v,,vg > 0.

The first-order conditions for domestic and foreign debt accumulation are:

A\ 7 1+ ig
AN = [OF A _— 25
¢ B t( A, t+1 T+, (25)
81D} <At+1> 7 St+1P51 [ 147
A _ BE At 26
¢ e t A, t+ oy e (26)

These are standard Euler conditions regarding the holding of substitute assets, and together
constitute the uncovered interest rate parity condition of this model.

Following Gerali, Neri, Sessa, and Signoretti (2008), it can be assumed that there is some
degree of collusion in deposits. The collusion consists in the aggregation of the deposits of all
the banks through the function
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This implies that the demand for the deposits produced by bank 5 is

9d
2\ 1+ (5°)
a ()= (EP)

In a symmetric equilibrium in which all banks behave in the same way, the first-order
condition with respect to deposits is

—c d .d qd 1
om (A1) MH(Cgf)(ﬁLZJ—ﬁﬁ—M(@—ﬁ)—%awwxm"mu@rw1wm*>
@7

and the equilibrium condition for the deposits market is
dy = dl + df (28)

Similarly, there is also some degree of collusion in the credit supply. The collusion consists

in the aggregation of the credit of all the banks through the function

=)™

This implies that the demand for the credit produced by bank j° is:
(s —67
(~b) <1+Zf (jb)>
A2\ )= | T 2t
1+

In a symmetric equilibrium in which all banks behave in the same way, the first-order
condition with respect to credit is

-0 -2 z qd 1
ﬂEt (AtJrl) )\t+1 (Mf) — )\t% (1 + ptc gtVz [Vz (Zt)u Ty (dt)l/];—l (Zt)l/l) (29)

A, T+7g Dy

and the equilibrium condition for credit is
Zt = th (30)

2.6. Exports and Imports

The exported good e; is sold at a price that satisfies the PPP

d
Zi — Stp;fk (pfxp)* (31)
VA A

16



(pi"7)"

where oF is the relative price of the exports in the foreign market in foreign currency.

Foreign demand for the domestic good is

e = <(pi:)*> N cr (32)

Imports are more complex. In order to introduce price stickiness in the imports, it is assumed

that there is a continuum of importer firms indexed by j™ € (0,1). Each firm buys the foreign

dock

gOOd mg mdock

at dock price pj and transforms it costlessly in a differentiated good my ().

Each importer ;7 faces a downward-sloping demand curve

m
m O
[t oM 1

where m; = [fol (me (™) T dj™ " s the aggregate imported good adapted to domestic
use and p;” is the final price of the imports bundle.

Following the new open economy model literature, there is price stickiness as in Calvo (1983).
With a probability (1 — €™) the importer receives a stochastic signal that allows him /her to

optimally set the price. If this signal does not arrive, the importer follows the price rule
n
. m 1- m,
PP () = Pt H Lt y) ™ (L)t =

The problem of the importer ;™ is to optimally set p{* () to maximize the discounted
sum of expected profits when the price can be adjusted once, subject to the demand and the

price rule. The optimal price is characterized by

. dock —m . m em .
% ) m p?ﬁr- t+i (DL, t+i ]
pmopt By 30 (€)' Avyig [etJri Pfli (th{’ymk}zzl) fml Miti
¢
- m
Dy 00 i P =074 (ppm Okt
By 3520 (6m) Mevig | (073 = 1) 522 (Tt P M-+

3 Tm —\i(1=D""_1 Ymj
where m; 1y, g = Tlic {TTiey (L7 ) ™ (1 + W)Z( e ms)
Since the probability of price setting is independent across firms, each period a fraction 1—¢e™
re-optimizes and a fraction €”* follows the non-optimal rule. Then, given the non-optimal price
setting rule, the inflation of the imported good is:

6 1_gm
m mopt t n
(1+7Tln)1_9t = (l_em) (ptm > (1+7Tt 1 o +e™m H 1+7rt k 'Ymk (1_|_ﬂ-)1 ZJ 17m7]
b paiey

(33)
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The PPP holds for imported goods at dock:

p;ndOCk — Stp; (p;n)* (34)
Py pi Py
where & ;? is the exogenous relative price of imports in foreign currency.
Finally we have the equilibrium condition for imports:
my = ¢ + )" (35)

where z}" is the imported component of investment.

2.7. Investment

Total investment z; is composed of imported investment z}j* and domestically produced in-

vestment xf:
wfl)
w®—1 @, | w1
W=

= lww(m?) T @) (36)

The investment producer firms are in perfect competition and seek the maximization of the

profits, solving the problem:

max Tt — — o c
{elar}y Dy Dy Dy

1 o 1 w?—1
s.t e < X7 | (7))@ (xf) + (1 =A%) (xf") <"

Note that the income of the producer of investment is the value of the investment good and
the value paid for adjustment costs of capital. The adjustment services are costless to the
investment firm.

The demands for ¢ and 2! are given by

T

= (v) ( i ) ol (37)

XEPE s X7
1’71z%/pC —w* Tt
= (1 —-~% ¢ ) — 38
r=0m )<Xfpf/p§ X (38)
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It follows that the inflation rate is

q 1-w® m 1—w® | 1=0®
T\ zy—1 T i 1—w® [ Pt—1 T am 1—w® [ Pt—1
(14 75) = (66) [m(u D () ey (B2 ]
(39)

2.8. Fiscal and monetary authorities

The monetary authority sets the nominal interest rate of the bank’s debt market following a

Taylor-type rule:

. . 0i 1T\ " Py l_Pii
()= (o) (00 (57)GB)7) 4w

and through this instrument controls the cost of funding of the banks.
The resorce constraint of the central bank is given by

e ST e U LS o

(41)
where af? is the exogenous stock of foreign net assets held in foreign currency by the central
bank? and TI§ are transfers to the government.

The central bank receives foreign returns at a rate i{_l for the net foreign assets af’;, the
returns of the loans to the private banks at a rate i’ ; and the bank’s reserves rb;. This income
is used to accumulate new net foreign assets, return the reserves to the banks, emit new loans
by to the banks and as transfers to the government.

As an institutional restriction it is assumed that the central bank only can transfer to the
government the net returns for the net foreign assets and the real return for the loans to the

commercial banks:

ch — 1 + itf—l Stp; CLCb + 1 + Zgil 1 bt 1 At—l Nt—l _ Stp‘tk acb (42)
t 1+7mF pf =1 14 7f B Ay N s t

The government obtains resources from lump-sum taxes 7¢, net transfers from the central
bank, the transaction costs® and foreign debt f{, and uses them to finance the foreign debt
interest payment at a rate i{ and an exogenous unproductive consumption g; that follows the

process
In(g:) = (1 — pg)In(g) + pgIn(gs—1) + €]

where g is the expected value of the government expenditure, p, € (0,1) and €’ is a white

4The exogenous net foreign assets of the central bank af® can be, for instance, international reserves in foreign
currency.

5Tt is assumed that the government receives the transaction costs in order to avoid wealth effects associated
to those costs in the aggregate constraint.
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noise variable with null expected value and constant variance 7.

The resource constraint of the government is:

StP?fg B <1 + ii]—l) Stpffg Ai1 Ny I (43)
¢ "
j

For political reasons, the government seeks to maximize the discounted sum of resources
that is able to transfer to households by choosing the optimal foreign debt path. Under the
calibration of this model, the government charges taxes instead of making transfers to the

households. Then the problem is equivalent to minimize the discounted sum of taxes.

Formally, the problem faced by the government is

- i 5tpt
max Et Z At-l-i,t ct + Fmt 19( )

{r} i=0 t

and the first-order condition is

A —0o * 1 g
Stpt — BE, ( t+1) A St+1Pi41 < t4 > (44)
p

Ay Dt+1 1+ 7y,

L4 1\ supf A1 Ne—
ch_
<1+7rt* e,

This equation implies 1+i7 1+z However, the foreign agent that finances the government

is assumed to be different than the foreign agent that finances the banks.

2.9. Foreign Sector

The foreign sector provides resources to the domestic economy. In order to simplify the model,
it is assumed that there are two lenders in the foreign economy: the financial system’s lender
and the government’s lender. This allow the introduction of the foreign debt of the government.

The interest rate charged by the financial system lender includes a risk-premium if the ratio
of per-capita net foreign liabilities to GDP rises above some steady state level fs. This is a
way to induce stationarity in the model, following Schmitt-Grohé and Uribe (2003).

The net foreign liabilities of the financial system are given by the net foreign debt of the
private banks and the negative of the net foreign assets of the central bank. Then fs; = f;—

are net foreign liabilities of the financial system in foreign currency. The lender’s rule is

s b sipy fsi > ]
7 =1 + ex — —fs] —1 45
t ¢+ [ p < v gdpy / ( )

where 7} is the risk-free foreign interest rate and P > 0.

The government’s lender follows a similar rule

* 9 -
=it o (G505 7)) <46>
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where fg is the ratio of government debt to GDP of steady state and 19 > 0.
The risk-free foreign interest rate is exogenous and subject to random shocks. It is assumed

that if follows an autoregressive process
i1 = (1= ps)i® + psif + €41

where 7° is the expected value of the risk-free foreign interest rate and €® is white noise with
2

null expected value and constant variance o;.

2.10. National accounts

The real GDP is the final domestic income of the households

ks, oh (LT 1Y p no (i) dom
gdpt = Wt (1 — TDt) T‘Bljt’l’btL —+ 7"t kt —+ Zt — T’n‘tc Zt—l — dt + Tﬂ'tc dt—l —+ Ht

compromising the income from renting the productive factors, the net financial income and
the domestic component of the profits.

With this definition the standard macroeconomic identity is obtained

d qd mdock
ptw p(tl Dy b dock
gdpy = ¢t + T4 + — gt + —re — ———m (47)
P I P pi

From the aggregate budget constraint and after a few substitutions the balance of payments

identity can be obtained

d .
ie _ p?dOCk mdock _ SiP} 194 1+ 2?—1 stpy 19 A1 Ny
P i A\ ) AN,

B 1—{—2'{71 Stp;acb Ai1 Niq —|—$tp?a6b
Lint ) opf 70 A N

f .
5P} 5P} L4+ 4\ sp Ai1 N
——Ltry— —Lfi+ t*l *fie 1
y2 Dy 1+ 7 t t M

Then the model satisfies the national accounts, and this fact can be used for calibration

purposes.

3. Calibration

A period in the model corresponds to one quarter. The model is calibrated to match key
steady-state ratios of Colombia (see Table 1). The calibrated parameters and additional

short-run parameters are summarized in Tables 2 and 3.
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A standard value of o = 2 is used as the constant relative risk aversion coefficient. This
value is common in the literature and is used by Arias (2000). The average annual rate of
growth of the total population in Colombia, according to DANE is 1.22%. The value of n
is set to match this growth rate. The parameter a is calibrated to obtain an annual rate of
growth of the labour-augmenting productivity of 1.5%.

Finally the value of the inverse of the Frisch elasticity, the parameter ¢ is set at 1.50.

Table 1: Steady state ratios: averages 2004:1 - 2007:1

Variable Interpretation Value

gdp Real GDP level 0.982

w Real wage level 3.616

h Labour supply’s share of time 0.298

§ Ratio consumption to GDP 0.640

p{’ gﬁp Ratio investment to GDP 0.215

ppcij;p Ratio government expenditures to GDP 0.178

@;dep Ratio exports to GDP 0.163

% Ratio dock imports to GDP 0.196

pﬁfc Ratio imported consumption to total cons. 0.200

B p;am Ratio imported investment to total investment  0.500

;f;fl; Ratio net foreign transfers to GDP 0.035

‘ng({;}# Ratio total net foreign liabilities to GDP 1.20

;@géz Ratio government’s net foreign debt to GDP 0.653

% Ratio central bank’s foreign assets to GDP 0.454

5’;’: Real exchange rate 1.191
N4

(lli}i) —1 Annualized real bank rate on deposits (per cent) 2.01%
a4

(%Iic) —1  Annualized real bank rate on credit (per cent)  7.92%

ﬁ Ratio of deposits to GDP 1.123

ﬁ Ratio of credit to GDP 2.100

v Velocity of the deposits 0.983

Iov?1 Transaction cost (per cent) 9.77%

3.1. Long-run parameters

The discount factor 3 is set at 0.999 in order to obtain an annualized foreign steady-state
real interest rate of 3.42%, equal to the average of the implicit rate of Colombian foreign debt
computed in Mahadeva and Parra (2008). This value is close to the standard value of 4% used
by Mendoza (1991) and Claus (2005).

From the National Survey of Households (DANE), the average hours worked weekly in seven
metropolitan areas for 2004 : 1 — 2007 : 1 is 49.40. Because the week has 168 hours, the model
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is calibrated to produce a steady state value of n = 0.294, the share of time dedicated to the
labour market. This implies a value of X" = 128.78.

The exogenous parameters of unemployment and labour participation are set to match the
corresponding averages of the Colombian economy: T'D; = %54,5 is the unemployment rate as
reported by DANE and TBP;, = %ﬁlt is the gross participation rate in labour market (DANE),
where Dy is the number of unemployed people, PE A; is the economically active population
and Vy is total population. The average values during the period 2006 : 1 — 2007 : 4 of these
rates are T'D = 0.134 and T BP = 0.537.

The depreciation parameter b is set at a value of 0.0228 to obtain a steady-state depreciation
rate of 0.014, which is close to the value of 0.013 proposed by Mahadeva and Parra (2008).
This depreciation rate implies a steady-state ratio of investment to GDP of 0.215 (DANE),
equal to the average ratio of gross investment and durable goods consumption to GDP in the
period 2006 : 1 — 2007 : 4.

The scale factor of the foreign demand for domestic exports ¢* is set at 0.1078 to obtain a

steady-state real exchange rate value of 1.191. This is the average value of the ratio s';’: in the

period 2006 : 1 — 2007 : 4, where p* is a world price index taken from Mahadeva and Parra
(2008).

The relative price (p;i) is set at 0.843 to match its average value in the period 2006 :
1—2007 : 4.

The steady-state compulsory reserve requirement 7% is set at 0.062, equal to the average ratio

Reserves / Liabilities subject to deposit requirements and reserves (Banco de la Republica)
for 2006 : 1 — 2007 : 4.

From the working capital constraint d/ = ow (1 — TD)TBPn, the average of the ratio
of total deposits of the private sector (private societies, financial accounts - Banco de la
Republica) to the wage bill (National Accounts - DANE) is ¢ = 0.4801 for 1996 — 2004.

Following Claus (2005) the value for v is set at 2. The average annualized real lending
rate (Weighted lending rates - Banco de la Republica) is 7.92% and the average annualized
real deposit rate (DTF - Banco de la Republica) is 2.01% and it is assumed that these values
hold in the steady state. The parameters vy and v, are calibrated at vy = 7.315 x 107> and
v, = 1.443 x 10~* to obtain these values of real bank interest rates.

The total productivity scale parameter y?° is calibrated at 0.493 to obtain the steady-state
level of the GDP of 0.982, equal to the average of the level of GDP expressed in units of
effective standarized labour (Mahadeva and Parra (2008)).

The exogenous public expenditure parameter g is calibrated to obtain a steady-state ratio
of government expenditure to GDP of 0.183, equal to the average of that ratio in the period
2006 : 1 — 2007 : 4.

The average value of the ratio of public foreign debt to GDP is 0.653 (foreign liablilites of
the central national government, medium-run and long-run, Ministerio de Hacienda) and the

parameter fg is set to match that value. Following Mahadeva and Parra (2008) the value
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of total foreign net assets to GDP is set to 1.20, and this implies a value of 0.547 for the
parameter fs.

The average ratio of net foreign assets of the central bank to GDP (net foreign assets,
monetary sectorization - Banco de la Republica) is 0.454 in the period 2005 : 1 — 2007 : 4, and

b is set to match this ratio.

the parameter a“
The parameters v and % are set in order to obtain the steady-state ratios of imported
consumption to total consumption (0.20) and imported investment to total investment (0.50).
These ratios imply that the ratio of dock imports to GDP is 0.196 and the ratio of exports to
GDP is 0.163.
Finally the parameters ¥g and 11 are calibrated to match the value of the average real wage
rate w = 3.616 and the value of the average ratio of deposits which generate costs to the banks

to GDP of 1.123.

Table 2: Calibrated parameters

Parameter Value Parameter Value
3 0.999 b 0.023
a 0.004 ) 0.003

n 0.003 Vg 7.315 x 107°

147 (1.03)3 v, 1.443 x 10~
1+7  (1.0221)3 7d 0.062
¥ 0.791 ~y* 0.491
) 0.843 9o 0.098
thp 0.537 % 0.036
td 0.134 c* 0.108
© 0.48 g 0.183
X7 0.493 X" 128.78
ach 0.375 fg 0.653

3.2. Short-run and additional parameters

The values of several short-run parameters are taken from Gonzalez, Mahadeva, Prada, and
Rodriguez (2008). The short-run calibration is summarized in Table 3.

In order to obtain a quadratic endogenous depreciation cost function the parameter T is set
at 1.

Following Arango, Gracia, Hernandez, and Ramirez (1998) the mark-up on production
marginal cost is set at 25%, and this implies a value of #7 = 5. The same mark-up is assumed
for the wage setting process. Finally the parameter 6" is set at 6, and this implies a mark-up
of imports prices of 20%.

The Calvo parameters that measure the degree of price stickiness are selected in such a way

that, on average, the final good price is adjusted once each year (¢? = 0.75), the imported
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good price is adjusted once each two quarters (¢”* = 0.50) and the wage rate is adjusted once
each four months (¢* = 0.25). This configuration is used in Gonzalez, Mahadeva, Prada, and
Rodriguez (2008).

The parameter « is calibrated to get the minimum possible ratio of credit to GDP. The
value obtained is 0.931.

When the model presented in the previous section is considered without financial intermedi-
ation costs (that is, & (-) = 0), the parameters §¢ and 67 provide a measure of the mark-down
and mark-up of the deposits and the lending rate on the repo rate. Therefore these parameters
can be calibrated in the absence of financial costs in order to match the values of the lending
and deposit rates. In that case 8% = 343.57 and #* = 94.45. When the model is consid-
ered with financial costs it is assumed that there is no monopolistic competition, because this
assumption is not needed to explain the spread between interest rates. Then 8¢ — oo and

0% — 0.

Table 3: Short-run parameters

Parameter Value Parameter Value

a 0.931 o 0.525
p 0.75 Do 0.838
w 1.247 w® 1.158
o 2 S 1.5
el 0.75 61 5
em 0.50 o™ 6
v 0.25 6w 5
X 8 T 1
10} 0 v 2
b 0.001 9 0.001
n 2 Pi 0.40
P 1.50 Py 0.50

4. Transmission mechanisms

The dynamics of the log-linearized model are studied using impulse responses. In order to
assess the role of the costly financial intermediation on transmission of shocks in the economy;,
three shocks are simulated: the standard repo rate shock, the reserve-requirement rate shock
and a pure financial distress shock.

Two alternate configurations of the model presented in section 2 are considered. The “cost”
configuration includes the fact that the financial intermediation is a costly process. There-
fore in this model the presence of the real cost bank function of Edwards and Végh (1997)
is assumed. An alternate ‘no-cost” configuration, where this real costs are missing, is also

considered. In the “no-cost” case, monopolistic competition in the financial sector is included
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in order to account for the observed mark-down of deposit rates and mark-up of lending rates
with respect to repo rates. This is done to assess the role of the structure of the financial firms
(banks) in the transmission mechanisms in this economy.

For the “no-cost” configuration some first order conditions and budget constraints are altered.
Since there are no real cost of the financial system, the production is only used for domestic

consumption, domestic investment, public expenditure and exports, changing equation (21):
¢ =cl+altg+e

The profits of banks (equation (23)) change in the obvious way, and the first-order conditions
of banks (equations (27) and (29)) are simplified to

At+1 I 1+0d 1+Zg d o d
(%) e ((5) (5550) ) = o)

A\ 7 1+4f 6*
E A S = )\
’ t( Ay > rH (1+7T§+1 for — 1

4.1. Repo rate shock

A rise in the repo rate increases the funding cost of the banks. By the nature of the shock
the financial intermediation as a whole is reduced and the economy has less financial services.
The banks search for more resources and set a higher deposit rate. At the same time, they
reduce the credit and charge a higher lending rate. Hence, the spread increases. This optimal
response of the financial system does not depend on the form of the real banking costs.

Since there are less deposits the transaction costs are higher, and the rise in deposit rate
incentives the households to save. This reduces aggregate demand. The fall in consumption
and the rise in the transaction costs makes the household to supply less labour. On the
other side, less credit means higher production costs, and the fall in aggregate demand is
accompanied by a fall in the demand for productive factors. The rental price of capital falls,
and this generates a reduction in the real marginal cost and in the inflation rate.

Then the monetary policy conducted through the repo rate has the standard effects predicted
by the new-keynesian framework: a rise in the repo rate induces higher deposits and lending
rates, a reduction in financial intermediation, a fall in inflation and a drop of the aggregate
demand.

The response of the economy to the repo shock is invariant to the alternate structures of
the financial system considered in the model. The presence or absence of the real banking
costs has no significative effect on the qualititative/quantitative reactions of the endogenous
variables of the economy. This is because the effects on lending and deposits are similar in
both scenarios.

The effects of a shock of 1% in the Taylor rule for the repo interest rate are summarized
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in the Figure 3. The quantitative responses of aggregate demand, GDP and inflation are

significative, and according to the model this instrument is an effective policy tool.

Figure 3: Repo rate shock
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4.2. Compulsory reserve-requirement rate shock

An exogenous increase in the reserve-requirement rate acts like a tax on the deposits received
by the banks. This makes the bank’s funding through deposits more expensive and the financial
intermediator optimally chooses to demand less deposits, thus lowering the deposit rate. In
the case of a costly financial intermediation as in Edwards and Végh (1997) the banks also
reduce the quantity of credit, because credit and deposits are Edgeworth complements. In the
absence of these intermediation costs, there are no incentives to reduce the quantity of credit
and therefore z; does not fall. This mechanism also implies that without costs deposits would
fall more because of the pure balance-sheet effect. Summarizing: with real costs the supply of

credit falls more and the deposits fall less, and this induces higher lending rates and higher
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deposit rates compared to the case of no real costs®. In both models the spread raises.

The fall in deposits increases the transaction costs, generates incentives to reduce the house-
hold absorption and affects the capacity of payments of firms through the working capital
constraint. To face this situation the monetary authority reacts by lowering the repo interest
rate. In the model without banking costs the lending rate behaves exactly as the repo rate.
But when there are real banking costs, the lending rate reacts less. Because of the real banking
costs the monetary authority has to make an additional effort to affect the economy: the repo
rate falls more than in the economy without costs.

Now the reaction of the economy depends simultaneously on two financial factors: the higher
reserve ratio and the lower repo interest rate. In the economy where the lending interest rate
falls more a higher expansive effect is introduced: when there are no real banking costs all
real variables are stabilized in such a way that the contractionary effect is almost completely
eliminated. The inflation rate increases by a very small amount.

When there are real financial costs consumption does not fall because deposits fall less than
without costs. This affects the labour market, increasing labour supply. The behaviour of the
lending rate generates a small substitution effect towards labour and capital, increasing the
wage rate and the capital utilization. But the contractionary effects are still present and the
inflation rate falls in this case.

The results for a shock that increases the reserve-requirement rate from 6% to 10% are
summarized in Figure 4. Note that the quantitative effects on real variables and inflation due
to this shock are small.

The Taylor rule followed by the central bank generates endogenous responses of the repo
rate to exogenous changes in the reserve-requirement rate. In order to understand the pure
effect of the shock, an impulse response is computed keeping the repo interest rate fixed. The
results are summarized in Figure 5.

The shock makes deposits less productive for banks, and they respond by lowering their
demand for deposits. The deposit interest rate falls and this stimulates consumption and
investment. When the economy has a real cost of financial intermediation, this effect dominates
and consumption and investment slightly rise. This is because the fall in deposits is not as
sharp as in the case of the economy without banking costs, since credit and deposits are
Edgeworth complements and credit is still needed for production. In the absence of costs,
however, deposits fall by more, and this increases transaction costs, preventing a recovery in
consumption and investment.

Since firms are subject to a working capital constraint, a strong contraction in deposits also
generates a contraction in the demand of labour, because the lack of resources to finance the
wage bill. This is especially important in the model without real financial costs, where the

wage rate and the labour hours decrease.

5Note that in the economy with no real costs the lending rate equals a constant mark-up over the repo interest
rate.

28



Figure 4: Reserve-requirement rate shock
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If the credit supplied by the banks falls (i.e., when there are banking costs) then the financial
productive factor is scarcer and the firms substitute toward value added. This slightly rises
the demand for capital and labour, and the prices of these factors increase. But if lending
rates do not change and credit is not contracted (i.e., when there are no banking costs) then
there is no greater demand for the productive factors owned by the households. This implies
that the income of the household is not increased in the case of no banking costs, because the
demand for productive factors do not grow as much as in the case of real banking costs. This,
together with high transaction costs, generates a fall in the aggregate demand.

With financial costs, the economy faces inflationary pressures, reflected in a lower real repo
rate that makes financial intermediation process less expensive and generates an exchange rate
depreciation. This further stimulates aggregate demand and generates inflation in consump-
tion.

Without financial costs, the economy contracts slightly through the reduction in deposits on

the balance-sheet of all agents. The lack of banking costs reduces the capacity of the financial
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system to absorb the negative shock and the contractionary effects of the reserve-requirement
rate are transmmited through the economy. The prices of productive factors are stable or
falling (in the case of rental price of capital) and this lowers the inflation rate. Then the real

repo rate rises and this induces an exchange rate appreciation, diminishing exports.

Figure 5: Reserve-requirement rate shock: fixed nominal repo rate
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In summary, the structure of the financial system and the endogenous reaction of other
policy instruments are key factors in determining the response of the economy to a reserve-
requirement rate shock.

Finally, in both scenarios the effects of the shock on the aggregate economic activity are
rather small. An increase of near 4% in the reserve-requirement rate at most generates an
effect of 0.01268% on quarterly consumption inflation and at most a change of 0.02324% in
real GDP. This is a negligible effect on real variables and prices. However this shock introduces

distress in the financial system: deposits may fall 7.1% due to the shock.
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4.3. Banking cost shock

The scale factor of the banking cost can be associated with an efficiency factor: positive
(negative) shocks to cost can be seen as negative (positive) shocks to efficiency, given by
changes in regulation, technology of the financial system, management problems, excessive

risk exposition, macroeconomic instability, intermediation capital loss etc’.

Figure 6: Banking cost shock
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The specific shock to banking costs affects the aggregate activity of the economy. A positive
shock in banking cost makes the financial services more expensive. Lending rates increase and
deposit rates decrease. Then the economy has a larger spread because a contraction in the
supply of funds. In order to finance their activities, the banks increase the net foreign debt.

The shock causes a reduction in the financial intermediation: the deposits of households and

firms and also credit fall: because of the working capital constraint, the reduction in deposits

"The approach of intermediation capital, introduced by Bernanke (1983), says that a reduction in the infor-
mation shared by clients to the banks reduces the total productivity of the financial system.
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make it difficult to pay for the wage bill, and as the firms use credit as input, final output
falls. This reduces the wage rate and the demand for all productive factors.

The reduction in the deposits pushes up the transaction costs, and so lowers consumption
and investment. Lower deposit rates generate a negative income effect on households, and
agents choose to work more time and to use the available capital stock more intensely. The
rental price of capital increases because of the reduction in the relative supply of capital.

Since the shock affects output via the supply side, it generates inflation through an increase
in the real marginal cost, due mainly to the higher lending rate and rental price of capital.
The monetary authority responds increasing the repo rate (following the standard Taylor rule)
and this generates appreciation in the exchange rate.

This pure financial distress shock generates a contraction of the economy and an increase in
inflation. However all the quantitative effects are rather small. The figure 6 summarizes the
responses of the economy to a positive shock of 15% in the scale factor of banking costs. This
huge shock makes credit and deposit fall in near 10%. But the effect on the real economy is
much smaller. The greatest effect on real GDP is of —0.135%. The highest inflation rate is

0.048% above the steady state value (an increase in annual inflation from 3% to 3.2%).

5. Concluding remarks

The new-keynesian model for a small open economy is extended with a simple financial system
based in Hamann and Oviedo (2006). The presence of the financial intermediation naturally
allows the introduction of standard monetary policy instruments: the repo interest rate and the
rate of compulsory requirement of reserves. The model is calibrated to match key steady-state
ratios of Colombia and is used to evaluate the alternative policy instruments.

Monetary policy conducted through the repo rate has the standard effects predicted by the
new-keynesian framework: a rise in the repo rate induces higher deposits and lending rates,
a fall in inflation and a drop of the aggregate demand, with significative quantitative effects,
and this result is invariant under different structures of the financial system.

It is shown that a positive shock in the requirement-reserve rate may have different effects on
the aggregate economy depending on both the structure of the financial firm and the reaction
of the repo interest rates. There is no reasonable way to predict the response of the economy to
changes in the reserve rate if the monetary authority faces uncertainty about the real structure
of the financial system and is subject to the role of other policy instruments. The model also
predicts little quantitative effects on the inflation rates and on aggregate demand. Therefore
the reserve rate policy instrument appears to be uneffective and unreliable.

This result appears to be in line with the findings of previous literature. For instance, in
a static general equilibrium model, Brock (1989) shows that the reserve-requirement ratio
may be used to maximize the seignorage, by increasing the monetary base and the inflation

rate. In the case of Colombia (and forty more countries), there existed a positive correlation
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between reserve ratio and inflation rates during 1960-1984. Brock (1989) argues that this
could suggest that the reserve-requirement ratio is used as an inflationary tax and not as
a contractive monetary policy. Romer (1985) arrives to similar conclusions, and in a static
framework shows that changing the reserve-requirement ratio does not affect the inflation rate,
but adjusts market rates and banks assets, being this requirement rate policy uneffective for
the control of the inflation. Finally, Edwards and Végh (1997) show that a counter-cyclical
reserve rate may help to isolate the economy from foreign shocks, but Villar and Salamanca
(2005) argue that for the Colombian economy this policy may have not had the desired effects.

Then it is not clear the role of the reserve-requirement ratio as policy instrument.
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Household's first order conditions
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log (TDt) = prplog (TD;-1) + (1 — prp)log (TD) + ¢ ”

(1 — pTBp) log (TBP) + €$BP

log (T'BP;) = prpplog (TBP,_1) +
n (&) = (1 —pe)In (&) + peln (&— 1)+€t
In (g:) = (1 = pg) In.(g) + pgIn (g—1) + €/

ln(Tt) (1—p7)ln< )—}—pTln(Tt 1)4—6;
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In (achy) = (1 — paey) In (ach) + paey In (achi—1) + €
In(try) = (1 — pgr) In (ﬁ) + per In (tr4_1) + €
In(¢f) = (1 = pex) ln( ) + pex In (Ct 1) + e

In(l+7m)=1—-pr)In(14+7) + preIn (1 +7_)) + €

m\* e )’
j mstar
- <(pt*) ) _ (1 B ppmstar) In (pp* > + Ppmstar In <( t* 1) > + 6? t

Py Py 4
ifﬂ = (1 — ps)i® + psiy + 6erl
In <X§) =(1-pj)n (yj) + pjln (xLl) + €

for j € {u, h,qs,z,v,qd,x}.

B. Aggregation and equilibrium conditions

Wage stickiness

The optimal wage of household h satisfies:

1—0 t -0 . 1+
Niti [ Avti w;,)p h)_c i w
Zz o (Be” )7 = ( AJ: ) Xszl+i ((1 —TDyy4) TBPtH”?H ( wt+(i )Wt,i) ) 0

oo w)t Newi [ Aegi 1= w c d wiP (h) ¢ 01
By Y (Bew) et ( At) Api (6%, — 1) 7, ( (1 = TDyys) TBPymS +¢( o ntﬂ.)

I+mi 1
where 7TH Hk 1( T .

t+k
Let
o - w 1N 1 A 1 1o w c wopt h c 0t+i

FE = w (h) B Z_: (B€™) ]% < Z ) Aiti (04 — 1) w5 <(1 —TDyyi) TBPinfy,; ( ;uf+( )m,i>

and

w 14+¢
- w1 N @ A i e wopt h c 6t+1 w
ft2 = Et; (55 ) ];7: ( ;J ) X?-H ((1 - TDtH)TBPterLti-s-i ( ZUH_(Z )Wt,i) U

and the first order condition is summarized as
1 2
It =1

Under the assumption that 6}%;, = 6" (constant elasticity of substitution between labour

varieties) it can found a recursive expression for f! and f2:
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opt\ 0" N A 1o ont L\ 1o
o= wP (h) (0¥ —1) ((ITDt)TBme<wt ) )+Et(56w) t“( Zl> (Z;imm fia

Wt Nt t+1 1 =+ 7I'tc+1
opt \ —0% 14+¢ 1—o opt . —0" (14<)
2 h a [ w w wy Net1 At+1) wy 1+ 2
= 1—-TD:)TBPn 0" +FE
fi Xt (( t) tTt ( wy ) ) t (/85 ) N, ( A, w:i,tl 1+ ﬂ—tCJrl ft+1

Retailers’ price stickiness

The optimal price is characterized by

) qs —09, . [ pad \ Pivi 0%, .
00 (eqyiAL |9l Prei n R d qd \t+i
Ey Zi:o (€7)" Az 9t+z~p (Wt,i,{'qu}kzl) 34 iyi \ X4

qopt / - ?+i
Dby (]) _ ‘
qd j ; 0., .—1 q
Dy ; i 1=07,; ((pim\ i+ d \ et
B (eaYi AL, | (67  —1 g+w<7r4 n ) Diti d4(qA>
t ZZ:O ( ) t+1,t ( t+1 ) pt+i tﬂ?{'qu}k:l pgm qt-}—l Xt+2

Under the assumption that 6§ = 6, ; for all ¢ > 0 it can be obtained a recursive expression.
From the numerator, let:

q
79t+1

qs 9 gad n ;
EtG? = egl;tc qf (ng> ! +EtAt+1,t€q (1 + ng1> o ({ H (1 + Wfﬁk—o—l)%k} (1 +%)(172m:1 wm)) @g+1

t k=1

From the denominator, let:

n

—6
qd 0 . e e 1=0¢14
Et\I/g = (9? — 1) I;’? q,(gi (ng> t +EtAt+1,t6q (1 + 7T21+1)9t+1 1 ({H (1 + 7T21E1H_1> q (1 —i—f)(l Yie ’qu) \I,ltZJrl

k=1
and ’
O,
o Be
pt BV
Importers’ price stickiness
The optimal price is characterized by
. dock -0 . m om .
00 m\t ) m Piii ) t+i [Py | Tt )
p;nopt Ly Ei=0 (€7)" Appin {gwi Piii (Wm,{vmk}ﬁzl) " Miti
B . —om . om . —1
" %0 (myi m Pl =00 oy, \ Ok
By 20 (€™) Nty (9t+z’ - 1) P, \Mti{vme i P Mt

where 7y (3,0, = [T AT (L mm )™ (1 + ﬁ)i(lfzjzﬂmj).
From the numerator (assuming 6;" = 0}";; for all i > 0) let:
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mdock

n -
m m D 9’” mk — > Ymy m
Et@t = pmt mt+EtAt+1 o (1+7rt+1 <{H 1+7Tt k+1 ’7 k}(1+77)(1 2io1 J)) T
k=1

i

And from the denominator:

n 1 0’771

m m m 0" -1 m m = > mj m

Et\I]t = (9 1)];; mye +EtAt+1 tE (1+7Tt+1) ({H (1+7Tt7k:+1)v k} (1+7T)(1 Zg—l’y )) \Ilt+1
t k=1

Then the optimal price is
W Eep
e Ey

Retailers’ aggregation

Each retailer firm buys a fraction ¢ (j) of the good ¢;. In order to define the aggregate
equilibrium of the output market it is needed to “add up” all these demands of the retailers.

The equilibrium condition for the product market is

1 —04
. . d d
qi”:/ a(j)dj = qf (x?) vf
0

79@ 9‘1
d N T d \ak 11—y P
vi® =€l <1+7r§ ) H (1+7r§7k) (1 47) ! 2m=1 Yom vl 4+ (1 - e) —tqd
k=1

Dy
an adjustment factor that must be introduced due to the price stickiness.

The real profits of the retailer j are thd (j) = (%) q: (j) — %qt (7) and integrating over
t t

firms it is obtained the aggregate real profits of this sector:

Importers’ aggregation

Each importer firm buys a fraction m; (j7). In order to define the aggregate equilibrium of
the output market it is needed to “add up” all these demands of the retailers. The equilibrium

condition in the imports is

dack / mt — mtvgn
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n n —0;" pmopt —0;
v?=€m<ﬂ+w#w411(1+wﬁw%“<1+wfﬁ**%“> vﬁ1+<r—f”(§wl>
k=1 t

an adjustment factor that must be introduced due to the price stickiness.

m(sm mdock
The real profits of the importer j™ are IIJ" (™) = (%%)) my () — ptpg my (™) and
integrating over firms it is obtained the aggregate real profits of this sector:

mdock

! s D} dock
?zélmum@mzmr-(jmﬁ

s by
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