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Abstract

The contractionary effect of technology shocks on hours gradually vanishes over
time in OECD countries. To rationalize the decline in hours and its disappearance,
we use a VAR-based decomposition of technology shocks into symmetric and asym-
metric technology improvements. While hours decline dramatically when technology
improves at the same rate across sectors, hours significantly increase when technology
improvements occur at different rates. Because they are primarily driven by symmetric
technology improvements, permanent technology shocks drive down total hours. Such
a decline progressively vanishes due to the growing importance of asymmetric technol-
ogy shocks. To reach these two conclusions, we simulate a two-sector model which can
reproduce the contractionary effect on hours once the economy is internationally open
and we allow for production factors’ mobility costs, factor-biased technological change,
and home bias. To account for the vanishing decline in hours, we have to let the share
of asymmetric technology shocks increase over time.
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1 Introduction

Has the response of hours to permanent technology improvements changed over time? What
is the main driver behind this change? Our empirical findings reveal that the impact effect
on hours of a permanent technology shock hides a large and gradual structural change. More
specifically, the contractionary effect of technology improvements on hours has significantly
shrunk over the last fifty years in OECD countries. We show that the increasing importance
of technology improvements which occur at different rates between (traded and non-traded)
sectors is responsible for the gradual disappearance of the negative effect of a permanent

technology shock on hours.

The shrinking contractionary effect of technology shocks on hours has been documented
by Gali and Gambetti [2009], Barnichon [2010], Nucci and Riggi [2013], Cantore et al.
[2017] on U.S. data only. These papers put forward more pro-cyclical monetary policies, a
reduction in hiring frictions, an increase in performance-related pay schemes, or a greater
substitutability between capital and labor, respectively, to rationalize the vanishing decline
of hours. While these interpretations may fit the U.S. experience, we provide evidence
showing that none of these explanations can account for the vanishing decline in hours

after technology shocks we document for OECD countries.

Indeed, our empirical analysis reveals that the gradual disappearance of the negative
impact of technological change on hours is not restricted to the U.S. and is also shared by
OECD countries. To be more specific, we find that a 1% permanent increase in utilization-
adjusted-total-factor-productivity (TFP) produces a decline in hours by -0.31% on impact
in the pre-1992 period while hours remain unresponsive to technology shocks in the post-
1992 period. Our structural interpretation of the decline in hours after a technology shock
together with its gradual disappearance rests on the international openness aspect and the

multi-sector dimension of OECD countries which exert opposite effects on hours.

When the economy is internationally open, households find it optimal to increase im-
ports and borrow from abroad to enjoy more leisure after a permanent technology improve-
ment. While international openness has a contractionary effect on hours, the multi-sector
dimension has a positive influence. More specifically, in a multi-sector economy, technology
improves at different rates across sectors and this technology dispersion has a strong expan-
sionary effect on hours by fostering labor demand in low productivity growth (non-traded)
industries. Therefore, the increasing share of technology improvements driven by asym-
metric technology shocks between sectors can potentially rationalize the vanishing decline
in hours we document empirically. In line with our hypothesis, our evidence reveals that
the share of the forecast error variance of utilization-adjusted-TFP growth attributable to
asymmetric technology shocks between sectors has dramatically increased from 7% before

1992 to more than 44% in the post-1992 period.



Besides the fact that our interpretation fits the experience of our sample of OECD coun-
tries, our line of explanation also accords well with the evidence documented by Foerster et
al. [2011] who find that the share of output fluctuations explained by asymmetric shocks
across sectors has dramatically increased since the great moderation. The rising share of
asymmetric technology shocks between sectors we document for industrialized countries
deserves particular attention as our estimates also show that (only) asymmetric technol-
ogy improvements are shocks which are associated with innovation (concentrated in traded

industries).

By considering a panel of 17 OECD countries over 1970-2017, we find empirically that
total hours decline by -0.15% on impact after a 1% permanent technology improvement.
Our estimates on rolling windows (with a fixed length of thirty years) reveal that the decline
in hours shrink from -0.26% (the first thirty years) to -0.11% (the last thirty years). To
rationalize theses findings, we put forward two hypothesis. First, hours decline after per-
manent technology shocks because they are primarily driven by technology improvements
which are symmetric across industries. Second, the decline in hours worked shrinks over
time as aggregate technology shocks are increasingly influenced by technology improvements

which are asymmetric between sectors.

The first step of our analysis is to perform a VAR-based decomposition of aggregate
technology improvements into symmetric and asymmetric technology shocks between sec-
tors, in the same spirit as Garin et al. [2018] who decompose economic fluctuations into a
common (across sectors) and a sector-specific component. Our evidence shows that a tech-
nology shock characterized by a technology improvement which is uniformly distributed
between (the traded and non-traded) sectors leads to a dramatic decline in hours by -0.47%
on impact. By contrast, when the technology shock is concentrated toward specific (i.e.,
traded) industries, hours significantly increase by 0.31% on impact.

The second step of our analysis is to rationalize the magnitude of the decline in hours
and its gradual disappearance we document for OECD countries. We develop an exten-
sion of the open economy setup with tradables and non-tradables pioneered by Kehoe and
Ruhl [2009] and simulate the model by considering symmetric and asymmetric technology
shocks between sectors calibrated to the data. To discipline our exercise, we generate exoge-
nous shocks as measured in the empirical part. We conduct two separate but intertwined
quantitative exercises which corroborate our two hypothesis.

First, we show that five elements are essential to generate the contractionary effect of
a permanent technology shock on hours we estimate empirically: international openness,
barriers to factors’ mobility between sectors, home bias in the domestic traded good, factor-

biased technological change, and a mix of symmetric and asymmetric technology shocks.!

We could also employ the home bias terminology for non-traded goods but because consumption in
non-traded goods significantly mitigates the decline in hours after a technology shock only once we allow for



International openness is key to producing a decline in hours after a permanent technology
improvement. Because a technology shock stimulates consumption and investment, an
economy open to international trade and world capital markets finds it optimal to import

goods from abroad and lower labor supply by running a current account deficit.

However, abstracting from factors’ mobility costs between sectors and assuming that
home- and foreign-traded goods are perfect substitutes leads the model to overstate the
reallocation of productive resources toward the non-traded sector and the decline in total
hours. Because factors’ mobility costs reduce the shift of resources toward the non-traded
sector, households must give up a fraction of their higher consumption of leisure to produce
additional units of non-traded goods. Households must further give up leisure to meet the
demand for domestic (tradable) goods when home- and foreign-produced traded goods are
imperfect substitutes because consumers are reluctant to replace domestic with imported
goods. While these ingredients mitigate the decline in hours caused by financial (and trade)
openness, we also have to let technology improvements be biased toward labor in the traded
sector (in line with our estimates) to account for the effects of a technology shock on hours.
Intuitively, when traded output turns out to be more labor intensive, higher demand for
labor in traded industries neutralizes the incentives to shift labor toward the non-traded

sector which further mitigates the decline in hours.

While the four aforementioned ingredients ensure that the model can account for the
magnitude of the decline in hours, the performance of the baseline model also implicitly
rests on assuming a mix of symmetric and asymmetric technology shocks between sectors.
When technology improves at the same rate in both sectors, sectoral goods’ prices depreci-
ate (because an excess supply shows up on goods’ markets) which puts downward pressure
on sectoral wages and causes a dramatic decline in hours (by -0.40% on impact close to
-0.47% in the data). In contrast, asymmetric technology shocks have a strong expansionary
effect on hours (by 0.28% on impact close to 0.31% in the data). Because asymmetric tech-
nology improvements are concentrated within traded industries, non-traded goods’ prices
appreciate (due to the excess demand on the non-traded goods market) which has an ex-
pansionary effect on labor demand in non-traded industries. Firms in this sector thus pay
higher wages to attract workers which has a positive impact on labor supply. Since hours
significantly increase when technology improvements occur at different rates across sectors
or fall dramatically when technology improves at the same rate, none of the shocks taken
separately can account for the evidence. We need a mix of the two to ensure that tech-
nology improvements are associated with a productivity differential between tradables and
non-tradables which provides incentives to shift labor toward non-traded industries and

generates upward pressure on wages.

In the second quantitative exercise, we assess the ability of our model to account for

mobility costs between sectors, we find it more relevant to refer to the role of barriers to factors’ mobility.



the shrinking decline in hours we document empirically. To conduct this analysis, we let
the share of technology improvements driven by asymmetric technology shocks increase
over time from 10% to 40% in line with our estimates based on rolling sub-samples. While
our open economy setup reproduces well the shrinking contractionary effects on hours of
technology shocks we document empirically, we show that factor-biased technological change
is a key element to account for the evidence, in particular when we focus on the time-
varying responses of sectoral hours. When we impose Hicks-neutral technological change,
the restricted model generates a time-decreasing impact response of traded hours worked in
contradiction with our evidence because asymmetric technology shocks encourage labor to
shift toward non-traded industries. By neutralizing the incentives to shift labor away from
traded industries, technological change biased toward labor in the traded sector ensures
that traded hours decline less over time as the share of asymmetric technology shocks is

increased, in accordance with our estimates.

Importantly, the decomposition of technology shocks into a symmetric and an asym-
metric component between sectors also allows us to reconcile two strands of the literature.
Shea [1999] and Alexopoulos [2011] find that technology shocks driven by innovation in-
crease labor while the literature pioneered by Gali [1999] finds that technology shocks lower
hours worked. Because our evidence reveals that only asymmetric technology shocks give
rise to innovation, if we focus on technology improvements driven by asymmetric technology
shocks, these shocks will increase significantly labor, in accordance with the first strand of
the literature. By contrast, if we focus on aggregate technology shocks, hours worked will
fall because symmetric technology shocks are predominant.

The article is structured as follows. In section 2, we propose a VAR-based decomposi-
tion of technology shocks into a symmetric and an asymmetric component between sectors
to rationalize the time-varying effects on hours we estimate empirically. In section 3, we
develop a two-sector open economy model where factor-augmenting technology has a sym-
metric and an asymmetric component between sectors. In section 4, we calibrate the model
to the data and assess its ability to account for the time-varying effects. Finally, section
5 concludes. The Online Appendix contains more empirical results, conducts robustness

checks, details the solution method, and shows extensions of the baseline model.

2 Technology and Hours across Time: Evidence

In this section, we document evidence for seventeen OECD countries about the link between
technology and hours across time. Below, we denote the percentage deviation from initial

steady-state (or the rate of change) with a hat.



2.1 Contribution to Existing Literature

Before going into details about the empirical strategy, it is useful to explain our contribution

to the existing literature investigating the effects of a technology shock on hours.

Existing explanations of the time-increasing impact response of hours to
a technology shock. The vanishing decline in hours after a technology shock has been
documented by Gali and Gambetti [2009], Cantore et al. [2017] on U.S. data only. The first
paper puts forward more pro-cyclical monetary policies to rationalize the disappearance of
the fall in hours after a productivity increase. Intuitively, while a permanent technology
improvement leads firms to reduce hours when prices are sticky and money supply is fixed,
the decline in hours is mitigated as monetary policy turns out to be more accommodating
with technology shocks. The second paper suggests that technological change biased toward
capital (which lowers labor demand) has shrunk over time as a result of the time-increasing
value of the elasticity of substitution between capital and labor in production. The third
line of explanation explored by Barnichon [2010], Gali and Van Rens [2021], Mitra [2023]
assumes that the reduction in labor market frictions has lowered hiring costs which have
led firms to adjust employment instead of hours per worker. Nucci and Riggi [2013] have
proposed a fourth line of explanation based on the development of performance-related pay

scheme in the U.S. from the mid 1980s.

The gradual disappearance of the decline in hours after a technology shock
is not limited to the United States. In Fig. 1, we plot the dynamic response of hours
worked to a 1% permanent increase in utilization-adjusted-total-factor-productivity (TFP)
by considering two sub-periods. We use local projections to estimate the dynamic response
of hours to the technology shock whose identification will be detailed later. In line with the
literature pioneered by Gali [1999], we focus on the impact response of hours to a technology
shock. As shown in the dashed red line, a permanent technology shock produces a decline
in hours by -0.31% on impact in the pre-1992 period while hours remain unresponsive to
technology shocks in the post-1992 period (see the blue line).2

Can existing theories rationalize the vanishing decline in hours after a tech-
nology shock in OECD countries? In Online Appendix A, we investigate empirically
whether the four existing theories brought to the fore to rationalize the vanishing decline
in hours in the U.S. can also accommodate the evidence we document for OECD coun-
tries. While we relegate detailed evidence to Online Appendix A for reasons of space, we
summarize our main results below. First, the hypothesis proposed by Gali and Gambetti
[2009] cannot explain the vanishing decline in hours we document for OECD countries as

we do not find that monetary policies are significantly more accommodating with technol-

2We choose 1992 as the cutoff year for the whole sample because the Great Moderation occurs in the
post-1992 period for European countries which account for three-fourth of our sample, see e.g., Benati [2008]
for the U.K. and Gonzélez Cabanillas and Ruscher [2008] for the euro area.
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Figure 1: Response of Hours to Technology Shocks: 70-92 vs. 93-17 Notes: The figure shows
the response of hours to a 1% permanent increase in utilization-adjusted-TFP before (dashed red line)
and after (solid blue line) 1992. Solid and dashed lines represent point estimates and light (dark) shaded
areas represent 90 (68) percent confidence intervals. Vertical axis measures deviation from the pre-shock
trend/level in percent.

ogy shocks in OECD countries. Second, we find empirically that technology shocks are not
biased toward capital in OECD countries and the elasticity of substitution between capital
and labor has not increased but instead has remained stable over time (in contrast to the
hypothesis by Cantore et al. [2017]). Third, our estimates reveal that the response of em-
ployment to a technology shock remains muted on impact which questions the hypothesis
based on the reduction of hiring frictions. In addition, on average, in OECD countries,
the relative volatility of employment has remained stable which is not surprising since the
evidence gathered by Gali and Van Rens in their online appendix indicates that most of
the OECD countries did not experience the decline in labor market frictions observed in
the United States. Fourth, we find a significant time-declining response of the real wage to
technology shocks in OECD countries which is hard to reconcile with the assumption of a

rising performance pay put forward by Nucci and Riggi [2013].

Our explanation of the vanishing decline in hours after a technology shock
in OECD countries. In contrast to the existing literature, we stress the importance of
two key aspects shared by all OECD countries. First, the international openness dimension
generates a strong negative link between technology and hours. Intuitively, by increasing
imports after a permanent technology shock, the home country can meet a higher demand
for traded goods which in turn releases labor resources to produce more units of non-traded
goods so that households can work less. As we shall see in the quantitative analysis, frictions
into the movement of resources and imperfect substitutability across goods will reduce the
negative correlation between hours and technology. The second key aspect we emphasize
is the multi-sector dimension of OECD countries. In a multi-sector economy, technology
improves at different rates across sectors and the dispersion in technology improvements
across sectors appreciates relative prices in low productivity growth industries which makes
hiring more profitable (as long as the price-elasticity of demand is low) and leads these
industries to pay higher wages, thus putting upward pressure on wages and increasing

labor supply.

Our first contribution is to show that hours decline after a technology shock (as long as



the economy is internationally open) because technological change is primarily driven by
symmetric technology shocks which lower labor supply. In Online Appendix B, we contrast
the impact effect on hours of a 1% permanent increase in utilization-adjusted-TFP across
variants of our baseline model laid out in section 3. We find that hours decline when the
economy is internationally open and increase if the economy is closed. Our second and key
contribution is to show that the decline in hours shrinks over time because technological
change is increasingly driven by asymmetric technology shocks which have a strong positive
impact on labor supply. If our explanation were correct, the share of the forecast error
variance of utilization-adjusted-TFP growth attributable to asymmetric technology shocks
between sectors should be lower before 1992. Indeed, our estimates reveal that the share
of asymmetric technology shocks has dramatically increased from 7% before 1992 to more
than 44% in the post-1992 period. While in the empirical part we document evidence
which corroborates our hypothesis, we further test our assumption in section 4 by feeding
our two-sector open economy model with the increasing share of asymmetric technology

shocks we observe in the data.

The decline in hours after a technology shock: Existing vs. our explanation.
As shown in Online Appendix B where we contrast numerically the effects of a technology
shock in a closed economy model with flexible prices with those in an open economy,
international openness is an essential element to rationalize the decline in hours. Differently,
the ’standard’ explanation of the decline in hours after a technology shock pioneered by
Gali [1999] stresses the role of sticky prices. Under the assumption that money supply does
not increase and prices are rigid, the excess supply in the goods market caused by higher
productivity will be eliminated through a decline in hours. This explanation has been
challenged by Chang and Hong [2006] who do not find that a strong correlation between
the response of labor and the duration of output prices adjustment. In addition, as shown by
Dotsey [1999], Cantore et al. [2017], a closed economy model with sticky prices will produce
a rise in hours worked when monetary policy is pro-cyclical (in line with the evidence).

The second line of explanation has been suggested by Cantore et al. [2014] who put
forward technological change biased toward capital to explain the decline in hours in the
United States. When we consider our sample of seventeen OECD countries detailed later,
we do not find that technology shocks are biased toward capital and thus this explanation

cannot account for a decline in hours after a permanent technology improvement.

While most of the existing literature investigating the effects of technology shocks on
total hours worked considers a closed economy, Collard and Dellas [2007] consider a one-
sector RBC model in open economy. The authors must impose an elasticity of substitution
between domestic and foreign goods smaller than one to give rise to a decline in hours.

We empirically find however that the decline in hours is concentrated in the non-traded



sector and the response of traded hours worked remains muted. To generate these findings,
we have to consider a two-sector open economy where home- and foreign-produced traded
goods are high substitutes, as evidence suggests, see e.g., Bajzik et al. [2020] who report

an elasticity larger than one.?

2.2 Data Construction

We briefly discuss the dataset we use. We take data from EU KLEMS and OECD STAN to
construct time series for tradables (indexed by the superscript j = H) and non-tradables
(indexed by the superscript j = N). Online Appendix H provides a lot of details about the
source and the construction of time series. Our sample contains annual observations and

consists of a panel of 17 OECD countries. The period runs from 1970 to 2017.

Classification of industries: tradables vs. non-tradables. To classify eleven 1-
digit ISIC-rev.3 industries industries as tradables or non-tradables, we use data from the
World Input Output Dataset (WIOD) to calculate the openness to international trade of
each industry, measured by the ratio of imports plus exports to gross output. We treat
industries as tradables when trade openness is equal or larger than 20%. We thus classify
“Agriculture, Hunting, Forestry and Fishing”, “Mining and Quarrying”, “Total Manu-
facturing”, “Transport, Storage and Communication”, and “Financial Intermediation” in
the traded sector. The remaining industries “Electricity, Gas and Water Supply”, “Con-
struction”, “Wholesale and Retail Trade” and “Community Social and Personal Services”,
“Hotels and Restaurants” and “Real Estate, Renting and Business Services” are classified
as non-tradables. We perform a sensitivity analysis with respect to the classification in

Online Appendix L.2 and find that all conclusions hold.

Macroeconomic variables. We construct time series for sectoral hours worked, Lgt,
the hours worked share of sector 7, l/ijfj , where the subscripts ¢ and ¢ denote the country and
the year. To capture the transmission mechanism of a technology shock in a two-sector open
economy, we also analyze the movements in the value added share at constant prices, I/Z-Yt’j ,
in the relative price of non-tradables which is computed as the ratio of the non-traded value
added deflator to the traded value added deflator (i.e., Py = PN /P) and in the terms of
trade denoted by P = P/ Pﬁ’* where P is the traded value added deflator of the home
country ¢ and Pg’* captures foreign prices defined as an import share (geometric) weighted
average of the traded value added deflator of the sixteen trade partners of country i. Note
that the share of imports from the trade partner is averaged over 1970-2017. Because the

strict definition of the current account includes items such as unilateral transfers which

play no role in our model, we have constructed time series for the current account by

#We cannot give justice to the vast literature seeking to rationalize the decline in hours after a technology
shock but it is worth mentioning that alternative explanations have been proposed such as factors mitigating
the increase in aggregate demand, see Francis and Ramey [2005] who allow for capital adjustment costs and
habit formation or by assuming that technology gradually builds up, see Lindé [2009].



calculating the difference between the GNP and the sum of final consumption expenditure
by households, gross fixed capital formation, and final consumption expenditure by the

government.

Utilization-adjusted sectoral TFPs. Sectoral TFPs are Solow residuals calculated
from constant-price (domestic currency) series of value added, YZ% , capital stock, Kft, and

hours worked, L{t, ie., TFPgt = Yli - SJLZfot - (1 - sJLZ) Kft where SJLZ is the labor income
share (LIS henceforth) in sector j averaged over the period 1970-2017. To construct time
series for szw we first construct the aggregate capital stock K;; by adopting the perpetual
inventory approach and then we use the sectoral valued added shares to split K;; into Kﬁl
and KJX , see Online Appendix L..3. We construct a measure for technological change by

adjusting the Solow residual with the capital utilization rate, denoted by uft(] :

~ - N ] . AK, .
Zz‘Jt =TFP; — (1 - 5£z> Ut , (1)

where we follow Imbs [1999] in constructing time series for uft” , as utilization-adjusted-
TFP is not available at a sectoral level for most of the OECD countries of our sample over
1970-2017, see Online Appendix I where we detail the adaptation of Imbs’s [1999] method.
In Online Appendix M.3, we find that our empirical findings are little sensitive to the use
of alternative measures of technology which include i) Basu’s [1996] approach which has
the advantage of controlling for unobserved changes in both capital utilization and labor
effort, ii) and time series for utilization-adjusted-TFP from Huo et al. [2023] and Basu et al.
[2006]. Our preferred measure is based on Imbs’s [1999] method because it fits our model
setup where we consider an endogenous capital utilization rate and the last two measures

can only be constructed over a shorter period of time and for a limited number of OECD

countries.

2.3 Identification of Asymmetric vs. Symmetric Technology Shocks

Objective and strategy. Our objective is to demonstrate that the gradual disappearance
of the negative response of hours to technology shocks is caused by the increasing impor-
tance of technology improvements which occur at different rates between sectors. To show
this point, we proceed in three steps below. First, we estimate the effects on hours of a
permanent technology shock. Second, we contrast the effects on hours after a symmetric
technology shock with those caused by asymmetric technology shocks. Third, we estimate
the time-varying effects on hours of a permanent technology improvement and quantify
the progression in the share of technology improvements driven by asymmetric technology
shocks.

To conduct our empirical study, we compute the responses of selected variables by using
a two-step estimation procedure. We first identify a permanent technology improvement

by adopting the identification pioneered by Gali [1999]. Like Gali, we impose long-run

9



restrictions in the VAR model to identify permanent technology shocks as shocks that
increase permanently the level of our measure of technology. Because Erceg et al. [2005]
and Chari et al. [2008] have shown that persistent non-technology shocks can disturb the
identification of permanent technology shocks, we adjust TFP with the capital utilization
rate. Chaudourne et al. [2014] demonstrate that the use of 'purified” TFP to measure
technological change ensures the robustness of the identification of technology shocks. In
the second step, we trace out the dynamic effects of the identified shock to utilization-
adjusted TFP by using Jorda’s [2005] single-equation method. This two-step approach is
particularly suited to our purpose as we identify technology shocks once and for all and
next estimate the dynamic responses of a set of variables to the identified shock and assess

empirically its time-varying effects on rolling windows.

VAR identification of symmetric vs. asymmetric technology shocks across
sectors. The starting point of the identification of symmetric and asymmetric technology
shocks is the sectoral decomposition of the percentage deviation of utilization-adjusted-

aggregate-TFP (i.e., Z{?) relative to its initial steady-state:
7 A Y,H 5 H Y,H\ 4N
Zip = Vi Zig + (1 -V ) Zit » (2)

where Zg and ZAZ]X measure technology improvements in the traded and the non-traded sec-
tor, respectively, and v¥" is the value added share of tradables. Eq. (2) can be rearranged
as follows

2t =2+ (2l - 2)) (3)
which enables us to decompose technological change into technology improvements which
are common and asymmetric between sectors. When technology improves at the same rate
in the traded and the non-traded sector, i.e., Z{f = ZZJX , then the second term on the RHS
of eq. (3) vanishes and technological change collapses to its symmetric component (indexed
by the the subscript S), i.e., Zéit =7 git =7 évzt In contrast, the asymmetric component
(indexed by the the subscript D) of aggregate technological change is captured by the second
term on the RHS, i.e., Zﬁit = l/,L-Y’H (Zg’it — ZAgﬂ-t>, which reflects the excess of technology

improvements in the traded sector over those in the non-traded sector (weighted by VZY’H)

The above discussion implies that technology in sector j is made up of a symmetric and
an asymmetric component, i.e., Zij = (Zgit)™ (ij’l.t>l_m with ZAglzt = Z{SVM = Zgﬂ't, where
we denote by n the share of technological change which is common across sectors. Log-
linearizing this expression and plugging the result into eq. (2) leads to the decomposition

of aggregate technological change into a symmetric and an asymmetric component:
5 A 5 A 5 A
Ziy =niZgu + (1 =) Zp it (4)

where Z ?it =7 s5it- To decompose shocks to Z{? into symmetric and asymmetric technology

shocks, we use the fact that an increase in the symmetric and the asymmetric components

10



both raise Z{? while only a rise in the asymmetric component raises the productivity of

tradables relative to non-tradables, see eq. (3).

We consider two versions of the VAR model. In both cases, we estimate a reduced form
VAR model in panel format on annual data with two lags and with both country fixed
effects and time dummies. The first version includes utilization-adjusted-aggregate-TFP,
real GDP, total hours worked and the real consumption wage. All quantities are divided
by the working age population which removes the trend caused by population growth and
also ensures that each country has the same weight in the empirical analysis; all variables
enter the VAR model in rate of growth, see Online Appendix L.1 which documents evidence
about the presence of a unit-root process for all variables of interest. We impose long-run
restrictions to identify technology shocks as shocks which increase permanently Z{?, see On-
line Appendix G which provides more details about the SVAR identification. In the second
version, we augment the VAR model with the ratio of traded to non-traded utilization-
adjusted-TFP ordered first. We impose long-run restrictions such that both symmetric and
asymmetric technology shocks increase permanently Z{? while only asymmetric technol-
ogy shocks increase ZZ-It{ /ZZ]X in the long-run. Technically the long-run cumulative matrix
is lower triangular which implies that only asymmetric technology shocks in the first row
increases both the ratio of traded to non-traded technology and aggregate technology while
symmetric technology shocks in the second row leave the relative productivity of tradables

unaffected.

Estimating dynamic effects. Once we have identified technology shocks from the
VAR model’s estimation, in the second step, we estimate the dynamic effects on selected
variables (detailed later) by using Jorda’s [2005] single-equation method. Besides the fact
that Pagan [1984] has demonstrated that the coefficient and the standard error on generated
regressors are consistent and asymptotically valid, by decoupling the shock identification
and the estimate of the dynamic responses, our approach ensures that the variables respond
to the same shock. The second advantage of local projections is that this method does not
impose any structure to the dynamic adjustment and thus is less restrictive. The local
projection method amounts to running a series of regressions of each variable of interest on

a structural identified shock for each horizon h = 0,1, 2, ...

Tiprh = Qip+ o+ Un (L) yir—1 + ’Yhé“iZ,t + Nit+hs (5)

where z is the logarithm of the variable of interest, y is a vector of control variables (i.e., past
values of utilization-adjusted-TFP and of the variable of interest), 1, (L) is a polynomial (of
order two) in the lag operator; «; j, are country fixed effects which control for time invariant
characteristics such as mobility costs between sectors or substitutability between goods, and
oy, are time dummies which control for common macroeconomic shocks. While Online

Appendix L.11 shows that estimates are little sensitive to the inclusion of time dummies, it
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is still important to include them in the regression because in doing this, we can interpret
the dynamic responses as deviations relative to the sample average. The coefficient
on the RHS of eq. (5) gives the response of = at time ¢ + h to the identified technology
shock aft at time t for an average OECD economy. We compute heteroskedasticity and

autocorrelation robust standard errors based on Newey-West.

Robustness checks w.r.t. SVAR identification. Because the SVAR estimation
allows for a limited number of lags, the SVAR critique has formulated some reservations with
regard to the ability of the SVAR model to disentangle pure technology shocks from other
shocks (which have long-lasting effects on productivity) when capital adjusts sluggishly,
see e.g., Erceg et al. [2005], Dupaigne et al. [2007], Chari et al. [2008]. While the
use of utilization-adjusted-TFP ensures the robustness of the identification of technology
shocks, as demonstrated by Chaudourne et al. [2014], we have also conducted a series of
robustness checks related to several aspects of our VAR identification of technology shocks

and measures of technology which are detailed in Online Appendices L. and M.

First, in Online Appendix M.1, we test whether the identified shocks to technology are
correlated with non-technology shocks. Following Francis and Ramey [2005], we run the
regression of identified technology shocks based on three measures of technology on (three)
shocks to government spending, monetary policy, and taxation. The F-test reveals that
none of the demand shocks are correlated with our identified technology shocks only when
we use utilization-adjusted-TFP to measure technology. Technology shocks identified on
the basis of the Solow residual (unadjusted with factors’ utilization) and labor productivity
are instead found to be correlated with the demand shocks. Second, following the recom-
mendation by Chari et al. [2008] and De Graeve and Westermark [2013] who find that
raising the number of lags may be a viable strategy to achieve identification when long-run
restrictions are imposed on the VAR model, in Online Appendix M.2, we increase the lags
from two to eight and find that all of our conclusions stand.

Third, in Online Appendix M.4, we adopt the Maximum Forecast Error Variance (FEV)
approach proposed by Francis et al. [2014] which extracts the shock that best explains the
FEV at a long but finite horizon of the measure of technology. We find that the re-
sponse of hours when the technology shock is identified by means of the Maximum FEV
is not statistically different from that obtained when imposing long-run restrictions for the
median estimate as well as at the individual level (except for three out of seventeen coun-
tries). Fourth, following Féve and Guay [2010], in Online Appendix M.5, we estimate in
the first step a VAR model by excluding hours and including only the rate of change in
utilization-adjusted-TFP and the log ratio of consumption plus net exports to GDP and
impose long-run restrictions to identify technology shocks and then in the second step, we

estimate the dynamic effects by using local projections. We find no differences between our
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results and those obtained when we exclude hours from the first step. Fifth, as detailed in
Online Appendix M.6, we build on the method proposed by Dupaigne and Feve [2009] and
replace the country-level-utilization-adjusted-TFP with the import-share-weighed-average
of utilization-adjusted-TFPs of the home country’s trade partners which by construction
is not influenced by country-specific persistent non-technology shocks. Differences are not
statistically significant although hours do not fall below trend on impact because world tech-
nology shocks are further driven by asymmetric technology shocks compared with shocks

to country-level utilization-adjusted-TFP.

Robustness checks w.r.t. our empirical strategy. The time-varying impact re-
sponse of hours to a technology shock could potentially suggest that parameters which
govern labor demand or labor supply or both have changed over time. This is the route
taken by Li [2023]. Instead, we assume that the model’s parameters have remained un-
changed and our explanation of the vanishing decline in hours is based on the changing
nature of technology shocks over time, in the same spirit as Gortz et al. [2024]. While
we provide below a set of empirical evidence which supports our assumption of the change
in the composition of technological change, we test our hypothesis in the theoretical part.
More specifically, we simulate our model by keeping all model’s parameters fixed and by
assigning values to the share of asymmetric technology shocks in accordance with our em-
pirical estimates. It is worth mentioning that we do not detect any structural breaks in
the time series for utilization-adjusted-TFP and hours nor in their relationship, see Online
Appendix L.1 and L.13, which is not surprising as the changing composition of technology
shocks is a gradual process.

Because in estimating the response of hours to a technology shock, we assume that the
coefficient is the same across countries, we have conducted a series of robustness checks in
Online Appendix L.9 where we allow for a heterogeneity in responses across countries. All
of our robustness checks confirm the validity of the homogeneity assumption. Fourth, we
use a two-step approach where we identify the structural technology shocks and quantify
empirically their impact on a set of variables by using local projections. Because the shock
measure is a generated regressor for which standard errors are asymptotically valid, several
papers have adopted this two-step approach, e.g., Coibion and Gorodnichenko [2015]. To
further test the robustness of this approach, we alternatively considered the one-step method
(see e.g., Ramey and Zubairy [2018]) where we regress the variable of interest on the rate
of growth of utilization-adjusted-TFP and find that our results are unchanged (see Online

Appendix L.10).

2.4 Effects on Hours of a Technology Shock

We first investigate the effects of a permanent increase in utilization-adjusted-TFP normal-

ized to 1% in the long-run and shown in Fig. 2(a). The dynamic adjustment of variables to
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Figure 2: Dynamic Effects of a Permanent Technology Shock. Notes: Traded to non-traded
technology refers to utilization-adjusted-TFP of tradables relative to non-tradables.

an exogenous increase in Z;? is estimated by means of local projections. Solid lines in Fig.
2 represent point estimates, light (dark) shaded areas represent 90 (68) percent confidence
intervals. The horizontal axis of each panel measures the time after the shock in years and
the vertical axis measures deviations from trend. The response of non-traded hours worked
is re-scaled by the sample average of labor compensation share of non-tradables to express

the variation in Lg in percentage point of total hours worked.

Effects on hours. Fig. 2(e) reveals that a permanent technology improvement (of 1%
in the long-run) significantly lowers hours worked by 0.15% on impact in OECD countries.
Since one key element we put forward to rationalize the decline in hours in the quantitative
analysis is the international openness dimension of OECD countries, we have estimated the
response of the current account to a permanent technology shock in Fig. 2(c). The figure
shows that the current account deteriorates significantly in the short-run. This finding
suggests that an average OECD country will increase imports and borrow from abroad to

enjoy more leisure after a technology shock.

Labor reallocation. Fig. 2(f) shows that the decline in total hours worked is con-
centrated in the non-traded sector in the short-run while the situation is reversed from
t = 4 as labor is reallocated toward the non-traded sector as can be seen in Fig. 2(g). The
deindustrialization trend movement in the long-run is driven by the productivity growth
differential between tradables and non-tradables which averages 1.2% (see Fig. 2(b)).

As technology improvements are concentrated in the traded sector, non-traded indus-
tries charge higher prices to compensate for the higher marginal cost, as can be seen in Fig.
2(h) which shows that the relative price of non-tradables appreciates. Because the demand

for non-traded relative to traded goods is little sensitive to the relative price of non-tradables
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(see e.g., Mendoza [1992], Stockman and Tesar [1995]), the non-tradable content of expen-
diture increases which causes labor to shift toward the non-traded sector. However, labor
reallocation toward the non-traded sector materializes only in the long-run. As shown later
in section 4.2, there are a number of factors which prevents labor from shifting in the short-
run, in particular imperfect substitutability between home- and foreign-produced traded
goods. Because productivity growth is concentrated in traded industries, the value added
share of tradables at constant prices increases permanently which leads to a depreciation
in the terms of trade as shown in Fig. 2(d). Because home- and foreign-produced traded
goods are high substitutes, as evidence suggests, see e.g., Bajzik et al. [2020], the terms of
trade depreciation has a strong expansionary effect on labor demand in the traded sector
by increasing both the domestic and foreign demand components for home-produced traded
goods. Besides the terms of trade adjustment, both factors’ mobility costs and technological

change biased toward labor also play a key role as shown later in the quantitative analysis.

Skilled vs unskilled. In Online Appendix R, we differentiate between skilled and
unskilled workers by considering eleven (out of seventeen) OECD countries. Our evidence
reveals that the decline in total hours after a technology shock is mostly driven by the fall in
skilled workers’ hours. According to our estimates and in line with the model’s predictions,
the dramatic decline in skilled workers’ hours is caused by an increase in unskilled-labor-
augmenting productivity together with a high substitutability between skilled and unskilled
labor, see Online Appendix J.7 where we estimate the elasticity of substitution between the

two groups of workers.

Cross-country dispersion. While after a permanent technology improvement, an
average OECD economy works less and runs a current account deficit, our estimates mask
a wide cross-country dispersion, as documented in Online Appendix L.14. According to
our model’s predictions, such a dispersion is driven by international differences in mobil-
ity costs between sectors, in the share of asymmetric technology shocks or the degree of
substitutability between home- and foreign-produced traded goods. In this regard, hours
are expected to decline more in large than in small countries because the latter economies
display larger mobility costs, a smaller substitutability between domestic and foreign goods
and a greater share of asymmetric technology shocks. Indeed, we find that hours decline
dramatically in large countries and remain muted in small countries after a permanent tech-
nology shock. It is worth mentioning that the validity of our conclusions does not require
that the seventeen countries’ current account balances add up to zero after a technology
shock because current account deficits can be financed by countries which are not included

in the sample.
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2.5 Symmetric vs. Asymmetric Technology Shocks across Sectors

So far, we have considered a shock to utilization-adjusted-TFP (i.e., to Z#). According
to eq. (4), a technology shock can be decomposed into a symmetric and an asymmetric
technology shock between sectors. In this subsection, building on our discussion in sec-
tion 2.3, we identify symmetric and asymmetric technology shocks between sectors (i.e.,
shocks to Zéit and to Zéﬂ-t, respectively) and we contrast the dynamic effects driven by
symmetric (shown in blue lines) with those driven by asymmetric (shown in dashed red
lines) technology shocks in Fig. 3. Light (dark) shaded areas represent 90 (68) percent
confidence intervals. While both shocks lead to a technology improvement by 1% in the
long-run (i.e., Z;f‘s = Z{?D = 1%), see Fig. 3(a), the behavior of technology at a sectoral
level is different. As can be seen in Fig. 3(b), asymmetric technology shocks generate a
significant increase (by 2.9% on average) in utilization-adjusted-TFP of tradables relative
to non-tradables while productivity growth is uniformly distributed across sectors after a
symmetric technology shock since the ratio Z* /Z¥ remains unchanged at all horizons. It
is worth mentioning that the effects shown in Fig. 2 are a linear combination of the effects

driven by symmetric and asymmetric technology shocks displayed by Fig. 3.

Effects of symmetric technology shocks. Fig. 3(e) reveals that symmetric and
asymmetric technology shocks produce distinct effects on labor as hours worked decline
dramatically (by -0.47% on impact) after symmetric technology shocks while hours increase
(by 0.31% on impact) after asymmetric technology shocks. These opposite effects are the
result of the impact of productivity on sectoral prices. As shown in the blue line in Fig.
3(c) and Fig. 3(d), both non-traded and traded goods’ prices depreciate after symmetric
technology shocks which in turn put downward pressure on wages and exert a negative
impact on labor supply. This negative impact is amplified by the fact that technological
change is biased toward capital in the traded sector as captured by a decline in our measure
of factor-biased technological change, see Fig. 3(h). As detailed in Online Appendix F,
we adapt the methodology pioneered by Caselli and Coleman [2006] and Caselli [2016] to
construct time series for utilization-adjusted-factor-biased-technological change at a sectoral
level by using the ratio of labor demand to capital demand and plugging our estimates for
the elasticity of substitution between capital and labor together with time series for the
labor incomes share, the capital labor ratio and the capital utilization rate.

As can be seen in Fig. 3(f), the decline in total hours worked is mostly driven by the fall
in hours worked in the non-traded sector. Because the elasticity of substitution between
traded and non-traded goods is low (i.e., less than one), the fall in non-traded prices drives
down the share of expenditure spent on non-traded goods which reduces labor demand in
the non-traded sector. By contrast, because home- and foreign-produced traded goods are

high substitutes, the terms of trade depreciation raises the share of home-produced traded

16



05

= ASYM
—SYM

0

15- = ASYM
—SYM

1- - = .

— ASYM
ol =—sYM

~ - —— -
-~ N -

(a)

2 4 6 8 10
Utilization-
Adjusted-Aggregate-
TFP

4 6 8
Traded to
Non-Traded
Technology

(b)

10

0 2 4 6 8 10
(¢) Non-Traded Goods
Prices

10

0 2 4 6 8
(d) Terms of Trade

05

-1

\
\
05 -

06 — ASYM
—SYM

i~ a

(e}

2 4 6 8 10
Total Hours Worked

0 2 4 6 8 10
(f) Non-Traded Hours

Worked

0

2 4 6 8 10
(g) Hours Worked Share

of Tradables

= ASYM
—SYM
10

0 2 4 6 8
(h) Traded FBTC
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goods and thus further increases the share of tradables. This has an expansionary effect on

labor demand in the traded sector which leads to a shift of labor toward traded industries

as reflected into an increase in the hours worked share of tradables displayed by the blue

line in Fig. 3(g).

Effects of asymmetric technology shocks. Asymmetric technology shocks produce

very distinct effects on labor. Because technology improvements are concentrated in traded

industries, see the red line in Fig. 3(b), asymmetric technology shocks give rise to an excess

supply for home-produced traded goods and an excess demand for non-traded goods. As

shown in Fig. 3(c) (see the dashed red line), the excess demand puts upward pressure on

non-traded goods prices. Because traded and non-traded goods are gross complements, the

appreciation in non-traded prices increases the share of non-tradables which has a positive

impact on non-traded hours worked, as displayed by Fig. 3(f).

The rise in LY is amplified by the shift of labor toward the non-traded sector. As shown

in the red line of Fig. 3(g), the hours worked share of tradables declines dramatically on

impact by 0.1 ppt of total hours worked before recovering gradually. The first four years,

the reallocation of labor toward the non-traded sector accounts for one-third of the rise

in non-traded hours worked. To encourage workers to shift, non-traded firms must pay

higher wages which puts upward pressure on non-traded wages and thus on the aggregate

wage which has a strong expansionary effect on labor supply as shown in Fig. 3(e) (see

the red line).

On impact, the rise in total hours worked mostly originates from non-

traded industries and is amplified by the fact that asymmetric technology improvements

are significantly biased toward labor (in the traded sector), as displayed by Fig. 3(h) (see

the red line). The combined effect of the terms of trade depreciation displayed by Fig. 3(d)
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and the rise in the labor intensity of traded production prevents traded hours worked from
decreasing at time ¢ = 0.

Do symmetric or asymmetric technology shocks or both increase innovation?
One important question is whether symmetric or asymmetric technology shocks stimulate
innovation in the traded and the non-traded sector. Using data from Stehrer et al. [2019]
(EU KLEMS database) we construct time series for the capital stock in R&D in the traded
and non-traded sectors. Data are available for thirteen countries over 1995-2017. Our
evidence relegated to Online Appendix L.5 reveals that symmetric technology shocks do
not significantly increase the stock of R&D and thus these shocks should capture better
management practices and improvements in firm’s organization. In contrast, our estimates
show that asymmetric technology improvements are shocks which are associated with a
significant and positive increase in the stock of R&D (concentrated in traded industries).
Innovation will take place if the rise in the stock of R&D gives rise to a higher utilization-
adjusted-TFP. While we find an elasticity of traded technology w.r.t. the stock of R&D in
the traded sector of 0.238, the elasticity is virtually zero in the non-traded sector. These ev-
idence thus underlines that (asymmetric) technology improvements which are concentrated

within traded industries capture technological innovation.

2.6 The Time-Varying Response of Hours

Our evidence reveals that a permanent technology improvement has a contractionary effect
on total hours worked on impact in OECD countries. We now investigate whether this
decline has changed over the last fifty years.

The shrinking contractionary effect of technology shocks on hours. To capture
the gradual and continuous change in the response of hours over time, like Cantore et
al. [2017], we re-estimate the effect of a permanent technology improvement on hours by
running the regression eq. (5) on rolling windows of fixed length. We focus on the impact
effect captured by the estimated value 7y and consider a window of thirty years. More
specifically, we estimate 7y, starting from 1970-1999, repeating the estimation by moving
the starting date by one year until we estimate the response over the last thirty years of
the sample, i.e., over 1988-2017. We have considered windows of alternative length such
as T = 20 and T = 25 and find that all the conclusions hold. As shown in Fig. 4(a),
the decline in hours after a 1% permanent increase in utilization-adjusted aggregate TFP
shrinks over time as total hours worked fall by -0.26% on impact over 1970-1999 and by
-0.11% only over the last thirty years. Online Appendix L.6 shows that the time-increasing
impact response of hours to a technology shock only operates at the intensive margin.

The increasing importance of asymmetric technology shocks. As shown in Fig.
4(d), the shrinking impact labor response is concomitant to the rise in the share of technol-

ogy improvements driven by asymmetric technology shocks between sectors. The forecast
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Figure 4: Time-Varying Effects of a Technology Shock. Notes: While the vertical axis of Fig.
4(a) shows the point estimate (i.e., 7o) for the impact response of hours (L;+) to a 1% permanent increase in
utilization-adjusted-aggregate-TFP obtained from estimating eq. (5) on rolling subs-samples, the horizontal
axis shows the end year of the corresponding window. Light (dark) shaded areas represent 90 (68) percent
confidence intervals based on Newey-West standard errors. In Fig. 4(d), we show the fraction of the
(conditional) variance of utilization-adjusted-TFP growth which is attributable to the variance of asymmetric
technology shocks across sectors. In column 2 we show the impact responses estimated on rolling windows
(of fixed length of thirty years) of the relative price of non-tradables (P} /P[), see Fig. 4(b), and the
terms of trade (P/), see Fig. 4(e), respectively. In column 3, we show time-varying impact responses of
non-traded (LJ}) and traded (LX) hours worked to an aggregate technology shock, both re-scaled by the
labor compensation share so that the sum response of sectoral hours worked are expressed in percentage
point of total hours. Sample: 17 OECD countries, 1970-2017, annual data.

error variance decomposition estimated over rolling sub-samples reveals that the contribu-
tion of asymmetric technology shocks to the variance of aggregate technology improvements
has increased substantially over time from 10% the first thirty years to 40% over the recent
period. Column 2 shows further evidence pointing out the increasing importance of asym-
metric technology shocks across sectors. We plot impact responses of the relative price of
non-tradables and the terms of trade to an aggregate technology shock over rolling windows.
Because technology improvements are not uniformly distributed across sectors and instead
are concentrated toward traded industries, a technology shock produces an excess demand
for non-traded goods which appreciates the relative price of non-tradables as displayed by
Fig. 4(b). Conversely, an excess supply on the traded goods market shows up which leads
to a depreciation in the terms of trade as can be seen in Fig. 4(e). As shown in Fig.
4(b), the appreciation in the relative price of non-tradables tends to be more pronounced
while Fig. 4(e) reveals that the terms of trade depreciate more over time. The greater
appreciation in the relative price of non-tradables and the more pronounced depreciation
in the terms of trade suggest that aggregate technology shocks are increasingly driven by

asymmetric technology improvements between sectors.

The decline in both non-traded and traded hours worked shrinks. By increas-
ing the share of expenditure spent on non-tradables, the appreciation in the relative price

of non-tradables displayed by Fig. 4(b) has a strong expansionary effect on labor demand
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in the non-traded sector. By amplifying the appreciation in non-traded goods prices, the
growing variance share of asymmetric technology shocks, as displayed by Fig. 4(d), should
increase the impact response of non-traded hours worked to aggregate technology shocks.
In accordance with this hypothesis, Fig. 4(c) shows that the decline in non-traded hours
worked shrinks over time. However, by giving rise to greater incentives to shift labor toward
the non-traded sector, the greater appreciation in the relative price of non-tradables should
lead to larger negative values for the response of traded hours worked to a technology im-
provement. Fig. 4(f) shows that it is not the case as the decline in traded hours worked also
shrinks over time. Such a finding is driven by two factors. First, as detailed later in section
4.2, the terms of trade depreciation stimulates labor demand in the traded sector which
partly offsets the incentives to shift labor toward the non-traded sector. This factor is not
sufficient on its own to generate the time-increasing impact response of LY. As shown in
section 4.4, it is only once we allow for technological change biased toward labor that the

model can generate the response of traded hours worked displayed by Fig. 4(f).

3 Open Economy Model with Tradables and Non-Tradables

We consider an open economy with an infinite horizon which is populated by a constant
number of identical households and firms, both having perfect foresight. Like Kehoe and
Ruhl [2009], Bertinelli et al. [2022], Chodorow-Reich et al. [2023], the country is large
enough on world good markets to influence the price of its export goods so that exports
are price-elastic. We assume that the open economy takes the world interest rate, r*, and
the world output as given.* Our setup is in line with our empirical strategy which aimed
at estimating the dynamic adjustment of a representative OECD economy, the technology
shocks being uncorrelated across countries. The open economy produces a traded good
(denoted by the superscript H) which can be exported, consumed or invested and also
imports consumption and investment goods (denoted by the superscript F'). The economy
produces a non-traded good, denoted by the superscript N, for domestic absorption only.
The foreign good is chosen as the numeraire. Time is continuous and indexed by t. We

provide more details about the model in Online Appendices N and O.

3.1 Firms

We denote value added in sector j by Y7(¢). Both the traded and non-traded sectors
use physical capital (inclusive of capital utilization chosen by households), denoted by

KI(t) = w9 (t) K (t), and labor, L7 (t), according to a constant returns-to-scale technology

4Neither the world interest rate nor the world output are found empirically to respond significantly to a
country-level technology shock. Monacelli and Perotti [2010] compare numerical results obtained in a small
open economy with those obtained under a two-country structure and find that the effects are only slightly
different quantitatively.
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described by a CES production function:
o

Yi(t) = |59 (A(0LI(1) T + (1— ) (B%t)f?j(t))oﬂ”] o (6)

where 0 < 77 < 1 is the weight of labor in the production technology and ¢7 is the elasticity
of substitution between capital and labor in sector j = H, N. We allow for labor- and
capital-augmenting efficiency denoted by A’(t) and B7(t). Factor-augmenting productivity
is made up of a symmetric component (across sectors) denoted by the subscript S and an

asymmetric component denoted by the subscript D:

A = (450" (a450) " B = (Bi0)" (Bhn) . (7)
where the elasticity of factor-augmenting productivity w.r.t. its symmetric component, de-
noted by 7, captures the share of technology improvements which are uniformly distributed
between sectors. The VAR-based decomposition of technology shocks into a symmetric
and an asymmetric component imposes that only the symmetric component of utilization-
adjusted-TFP must improve at the same rate across sectors. By contrast, the variations
in the symmetric component of factor-augmenting productivity can differ across sectors,
thus explaining why we do not drop the superscript j = H, N for Ag and Bg. Because
capital-augmenting productivity has a symmetric and an asymmetric component, capital

technology utilization rate must also have both a symmetric and asymmetric component:
K.j K,j n K,j 1-n
i) = (uf @) (i) (8)

which ensures that symmetric and asymmetric components of TFP are well-defined.

Both sectors are assumed to be perfectly competitive and thus choose capital and labor
services by taking prices P/ as given. The movements in capital and labor across sectors
are subject to frictions which imply that the capital rental cost and the wage rate equal to
RI(t) and WJ(t), respectively, are sector-specific:

a'j—l

Pi(tyy (AT(1)) " (LI(t)) 7 (YI(8))7 = Wi(1), (9a)
Pi(t) (1— ) (BI(0) = (90K ()7 (YI(1)) = = RI(1). (9b)

Demand for inputs can be rewritten in terms of their respective cost in value added; for
j

labor, we have s7 (t) =~7 (A7(t)/y? (t)) =7 where y/(t) = Y7(t)/L?(t). Applying the same

logic for capital and denoting the ratio of labor to capital income share by S7(t) = ISJLEt()t),
—s?
we have: ;
) 1—0o
] J (¢ J . K t K] t ol
1— ¢ (t) 1— 0 Ly (t)

1—gJ

where FBTC/(t) = (BY(t)/A’(t)) o s utilization-adjusted-factor-biased-technological-

change. According to our own estimates and the evidence documented in the literature,
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e.g., Chirinko and Mallick [2017], Oberfield and Raval [2021], capital and labor are gross
complements in production, i.e., 07 < 1. An increase in FBTCY means that technological
change is biased toward labor which has an expansionary on labor demand in sector j and

thus on the labor income share si(t).
3.2 Technology Frontier

Following Caselli and Coleman [2006] and Caselli [2016], firms within each sector j = H, N
must decide about the split of utilization-adjusted-TFP, Z7(t), between labor- and capital-
augmenting efficiency (i.e., A7(t) and B7(t)) along a technology frontier:

j_ J_
of -1 ol -1 o7 1

(W) 7+ (1-%) (BW) % < Z0(t), (11)

where Z7(t) > 0 is the height of the technology frontier, 0 < 'y% < 1 is the weight of labor
efficiency in utilization-adjusted-TFP and Ujé > 0 corresponds to the elasticity of substi-
tution between labor- and capital-augmenting productivity. Firms choose a mix of labor
and capital efficiency so as to minimize the unit cost for producing. The unit cost mini-

mization requires that the contribution of labor-augmenting productivity to technological

o) —1

AJ(t)
Zi(b)

change in sector j collapses to the LIS, i.e., si = 72 (

) Y (see Online Appendix D).
Inserting this equality into the log-linearized version of the technology frontier (11) shows
that technological change in sector j is a factor-income-share-weighted sum of changes in

factor-augmenting efficiency:
Z9(t) = 5 AI(¢) + (1 - sg) Bit). (12)

The structure imposed by eq. (12) on technology improvement is essential as it ensures that
technology shocks identified in the empirical part by making use of the utilization-adjusted-
Solow residual can potentially be factor-biased. Our approach based on the technological
frontier thus gives rise to a clear mapping between factor-augmenting technology shocks
(i.e., shocks to A7(t) and B’(t)) we consider in the theoretical part and shocks to utilization-
adjusted TFP (i.e., shocks to Z7(t)) in the empirical part.

Totally differentiating (7), plugging the outcome into (12) and using the fact that ag-
gregate technology improvement is a value-added-share-weighted-average of sectoral tech-
nology improvements (see eq. (2)), shows that utilization-adjusted-aggregate-TFP growth

can be decomposed into a symmetric and an asymmetric component across sectors:

~

Z4(t) = nZ§ (1) + (1 —n) Z(1). (13)

Note that Z4(t) = ZH (t) = ZY (t) while AH (t) # AY(t), BY(t) # BY(t). In the quan-
titative analysis, we will explore the effect of an increase in the asymmetric component

captured by higher values of 1 — 7. It is worth mentioning that 1 — n is not modelled as
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a shock and instead is a parameter which captures the changing nature of technological
change as the economy is hit by shocks to the symmetric and asymmetric components of

factor-augmenting productivity.

3.3 Households

At each instant the representative household consumes traded and non-traded goods de-

noted by C7'(t) and C¥(t), respectively, which are aggregated by means of a CES function:

(2]
o—1 | -1

-t eV (14)

1
C(t) = |¢2 (CT(1))
where 0 < ¢ < 1 is the weight of the traded good in the overall consumption bundle and ¢
corresponds to the elasticity of substitution between traded goods and non-traded goods.
The traded consumption index C7(t) is defined as a CES aggregator of home-produced
traded goods, C(¢), and foreign-produced traded goods, C¥'(¢):

P
p—1 p—1 | p—1

CT(t) = | ()7 (CT) T + (1— )7 (CF )7 |, (15)

where 0 < ¢ < 1 is the weight of the home-produced traded good and p corresponds to
the elasticity of substitution between home- and foreign-produced traded goods.

The representative household supplies labor to the traded and non-traded sectors, de-
noted by L (t) and L™ (), respectively, which are assumed to be imperfect substitutes (see

e.g., Horvath [2000]):

€L
_ Lt 1/e eLtl] ep+1
Lit) = [0 (LT 1) 5 + @ —vp) e (LNw) | (16)
where 0 < ¥ < 1 parametrizes the weight attached to the supply of hours worked in
the traded sector and €y, is the elasticity of substitution between sectoral hours worked.
Like labor, we generate imperfect capital mobility by assuming that traded K (t) and

non-traded K™ (t) capital stock are imperfect substitutes:
—1/e Hypyy K2 1 Ny B T
K(t)= |97 (K7 t) x +(1—0x) V" (KV@E) - : (17)
where 0 < ¥ < 1 is the weight of capital supply to the traded sector in the aggregate

capital index K(.) and ex measures the ease with which sectoral capital can be substituted

for each other and thereby captures the degree of capital mobility across sectors.

The representative agent is endowed with one unit of time, supplies a fraction L(t) as
labor, and consumes the remainder 1 — L(¢) as leisure. Denoting the time discount rate
by 8 > 0, at any instant of time, households derive utility from their consumption and

experience disutility from working and maximize the following objective function:

U = / T A(C), L) e, (18)
0
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where we consider the utility specification proposed by Shimer [2009]:

l1-0 IV —1 140
re =Y YE; TR V(L)E<1+(a—1)7liLULL oLL>. (19)

These preferences are characterized by two crucial parameters: oy, is the Frisch elasticity of
labor supply, and o > 0 determines the substitutability between consumption and leisure;
if o > 1, the marginal utility of consumption is increasing in hours worked. The inverse of
o collapses to the intertemporal elasticity of substitution for consumption. When we let o

equal to one, the felicity function is additively separable in consumption and labor,

Households supply labor L(t) and capital services K (t) and, in exchange, receive an
aggregate wage rate W (t) and an aggregate capital rental rate R’ (¢). Households choose
the level of capital utilization in sector j, which includes both a symmetric and an asym-
metric component, i.e., u?j (t) and ug’j (t) (see eq. (8)). Both components of the capital
utilization rate collapse to one at the steady-state. The capital utilization adjustment costs

are assumed to be an increasing and convex function of the capital utilization rate ul” (t):
K,j j K,j 5% ¢ ( K, 2 .

Cc ’](t): 1,c<uc ’J(t)il)JrT’(uc J(t)*l) ) C:Sva j:HvN’ (20)
where the subscript ¢ = S (¢ = D) refers to the symmetric (asymmetric) component and
5570 > 0 is a free parameter; letting 557 . — oo implies that ul is fixed at unity.

Households can accumulate internationally traded bonds (expressed in foreign good
units), N(t), that yield net interest rate earnings of 7*N(¢). The household’s flow budget
constraint below states that real disposable income can be saved by accumulating traded
bonds, N(t), can be consumed, Po(t)C(t), invested, Py(t).J(t), or cover capital utilization
adjustment costs:

N(t) +Po(t)C() +Py0)J() + Y PI#) (CE7 )+ Cf (1) v (0K (2)

j=H,N

= PN+ WL+ REOE®R) Y ak(t) (u?’j(t)Y(ug’j(t))l_n, (21)
j=H,N

where Po(t) (Py(t)) is the consumption (investment) price index; we denote the share of

sectoral capital in the aggregate capital stock by v®(t) = KJ(t)/K(t) and the capital

compensation share in sector j = H, N by ajll((t) = %.
Installation of new investment goods involves convex costs, assumed to be quadratic.
Thus, total investment J(¢) differs from effectively installed new capital:

2
J(t) = I(t) + g (II;(% —5 ) K(t), (22)

where the parameter k > 0 governs the magnitude of adjustment costs to capital accumu-
lation. Denoting the fixed capital depreciation rate by 0 < dx < 1, aggregate investment,

I(t), gives rise to capital accumulation according to the dynamic equation:
K(t)=1(t) — 6 K(t). (23)
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As in Ferndndez de Cérdoba and Kehoe [2000], the investment good inclusive of installation
expenditure, J(t), is (costlessly) produced by using traded and non-traded inputs, i.e.,
JT(t) and JN(t), which are aggregated by means of a CES technology with an elasticity
of substitution denoted by ¢ ;. The traded investment good (inclusive of installation) costs
is a CES aggregator of home-produced traded inputs, J (¢), and foreign-produced traded
inputs, J¥'(¢), with an elasticity of substitution p.

Households choose consumption, worked hours, capital utilization rates, investment in
physical capital and traded bonds by maximizing lifetime utility (18) subject to (21) and
(23). Denoting by A and @’ the co-state variables associated with the budget constraint and
law of motion of physical capital, the first-order conditions characterizing the representative

household’s optimal plans are:

O V(1) = Po(OA(), (240)
C) =TV (£ AL(E)7E = AB)W (1), (24b)
Q(t) = P(1) [1 t <I((% _ 5K>] , (24c)
A1) = A (817, (24d)
Ot) = (7 + 650) Q) — { Sl (a9 () R (1)
j=H,N
4 . . . 9
- 3 P (050 + o) it - it o (240)
J(p) ki , A .
RO o (0, g
: WK ‘ . .
gjg; 1-n) ugjg =&+ 8, (ul’gJ (t) — 1) . j=H,N, (24g)

and the transversality conditions lim;_,., AN (t)e™?* = 0 and lim; ., Q(¢) K (t)e™P* = 0. To
derive (24c) and (24e), we used the fact that Q(¢t) = Q'(¢t)/\(t). We impose f = r* in
order to generate an interior solution which implies that when new information about a
shock arrives, A jumps to fulfill the intertemporal solvency condition and remains constant

afterwards.
Once households have chosen consumption, they allocate optimally a share 1 — a¢ of
their consumption expenditure to non-traded goods:

N N N 1—¢
PN(1)C <t>:(1_¢)<P <t>> |

L =aclt) = 5 mew) 20

(25)

According to eq. (25), as long as ¢ < 1, as evidence suggests, a depreciation in non-traded
goods prices PV (t) drives down the share of expenditure allocated to non-traded goods
while an appreciation in P (t) increases 1 — aic. This assumption ensures that symmetric
technology shocks have a negative impact on LV (¢) while asymmetric technology improve-

ments have a strong expansionary effect on non-traded hours worked, in accordance with
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our empirical findings. However, the assumption ¢ < 1 alone without frictions into the
movements of inputs leads the model to considerably overstate the shift of productive re-
sources to the non-traded sector. To generate the reallocation of productive we estimate
empirically, especially labor, we allow for capital adjustment costs which mitigate the in-
vestment boom in the non-traded sector (and thus the shift of labor toward this sector)
following a technology shock. The second source of frictions originates from labor and

capital mobility costs across sectors as captured by 0 < e < oo and 0 < ex < 00:
LN/L=(1-v) WN/wW)*  KN/K=(1-9g) (RN/RF)™, (26)

where mobility costs are larger when €, and ex take lower values.

The third source of frictions comes from home bias in the domestic traded good. This
assumption implies that the rise in imports is mitigated following a technology improvement
compared with a situation where home- and foreign-produced traded goods would be perfect
substitutes. The mechanism rests on the terms of trade depreciation caused by the technol-
ogy shock which leads households to substitute home- for foreign-produced traded goods.
For the terms of trade to depreciate, the price-elasticity of the demand for home-produced

traded goods must be larger than one. A sufficient condition for this is p > C%H where «

H
is the home content of consumption expenditure in traded goods. Home bias ensures that
this condition can be fulfilled for values of p falling in the range of empirical estimates.
Because the demand for home-produced traded goods has also a foreign component (i.e.,
exports), the condition is less stringent, i.e., ¢x +a'’p > 1 where ¢x is the price-elasticity
of exports.® This condition ensures that the terms of trade depreciate whether technology
improves at the same rate across sectors, i.e., Z1 (t) = ZN (t), or is concentrated within
traded industries, i.e., ZH (t) > ZN (t). Intuitively, when (domestic and/or foreign) demand
for home-produced traded goods is elastic enough w.r.t. the terms of trade, it is optimal
for traded firms to lower prices to sell additional units of the home-produced traded good
because the decline in P is covered by the fall in the marginal cost. By stimulating the
demand for home-produced traded goods, the terms of trade depreciation amplifies the rise
in the share of tradables (i.e., ac takes higher values) when technology improves at the
same rate in both sectors, or mitigates the decline in a¢ when technology improvements
are concentrated within traded industries. The terms of trade depreciation thus either am-

plifies the labor inflow in the traded sector or mitigates the labor outflow experienced by

traded industries.

5This condition is derived by abstracting from physical capital otherwise the model would be analytically
untractable. Since we are interested in impact effects and capital is a state variable which remains unchanged
on impact, abstracting from physical capital serves our purpose. Analytical derivations are available from
the authors upon request.
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3.4 Model Closure and Equilibrium

Market clearing conditions and the current account. To fully describe the equilib-
rium, denoting exports of home-produced goods by X, we impose goods market clearing

conditions for non-traded and home-produced traded goods:

vV = V) + V@) + (CEN @ + g @) KN @), (272)

YH(t) = CH(t) + JH(t) + XH () + (C?’H(t) + Cg’H(t)) KM (1), (27b)

where investment expenditure are inclusive of installation costs (thus explaining why we use
J instead of I to refer to investment) and exports are assumed to be a decreasing function
of the terms of trade, P™:

XH(t) = px (PH(1) %%, (28)

where px > 0 is a scaling parameter and ¢x is the price-elasticity of exports. Using
the properties of constant returns to scale in production, Po(t)C(t) = >, P(t)CY(t) and
Py(t)J(t) = >, P(1)J9(t) (with g = F,H, N), and market clearing conditions (27), the

current account equation (21) can be rewritten as a function of the trade balance:
N(t) =r*N(t) + PAt) X" (t) — M*(t), (29)

where MF'(t) = CF(t) + GF(t) + JF (t) stands for imports.

Setting the dynamics of factor-augmenting productivity. We drop the time
index below to denote steady-state values. Eq. (12) shows that technology improve-
ments are driven by the dynamics of labor- and capital-augmenting efficiency, i.e., 77 (t) =
siflj (t)+ (1 - st> BI(t). In the same spirit as Galf [1999], we abstract from trend growth
and consider a technology shock that increases permanently utilization-adjusted-TFP.6 Be-
cause we want to assess the ability of the model to reproduce the response of hours we
estimate empirically, we generate the same technology adjustment we get after a per-
manent increase in utilization-adjusted-TFP of 1% in the long-run. Since we consider
symmetric and asymmetric technology shocks, we have to set the dynamics of labor- and
capital-augmenting efficiency for both shocks. Denoting the factor-augmenting efficiency
by X2 = Al B for symmetric (¢ = S) and asymmetric technology shocks (¢ = D), re-
spectively, the adjustment of X! (t) toward its long-run level X! expressed in percentage

deviation from initial steady-state is governed by the following continuous time process:

Xit)=Xi+ et — (1—ad)eXxet, XJ= Al BI, ¢=8,D, j=HN, (30)

c

5We assume that the economy starts from an initial steady-state and is hit by a permanent technology
improvement like in the empirical part where we estimate the deviation of hours relative to its initial
steady-state following a permanent increase in utilization-adjusted-TFP. In the same spirit as Gali [1999],
the accumulation of permanent technology shocks gives rise to a unit root in the time series for utilization-
adjusted-aggregate-TFP, an assumption we use implicitly to identify a permanent technology shock in the
empirical part. We do not characterize the convergence of the economy toward a balanced growth path
which is supposed to exist, in line with the theoretical findings by Kehoe et al. [2018] who let the labor
intensity of production vary across sectors.
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where 7 = X'(J;(O) — XZ, and both parameters 5&0 > 0 and Xg(,c > 0 measure the speed
at which productivity closes the gap with its long-run level. When fg(, . 7 XJ)‘Q . (with
¢ = S,D), the above law of motion allows us to generate a hump-shaped adjustment of
factor-augmenting productivity in accordance with the non-monotonic adjustment found
in the data. Letting time tend toward infinity into (30) leads to XZ(co) = XI where
X7 is the steady-state (permanent) change in factor-augmenting efficiency in percentage.
Inserting (30) into the log-linearized version of the technology frontier allows us to recover
the dynamics of utilization-adjusted-TFP in sector j, i.e., ZI(t) = s]iflg(t)—l— (1 - 8]L> Bi(t),
which converges toward its new higher steady-state level.

Solving the model. The adjustment of the open economy toward the steady state
is described by a dynamic system which comprises two equations that are functions of K (t),
Q(t), and the vector of factor-augmenting productivity Vs (t) = (A% (t), B (t), AY (t), BY (1))
and Vp(t) = (AR (1), BR(t), AN(t), BN (t)):

K(t) = T(K(t)vQ(t>7VS(t)7VD(t)> ) Q(t> - E(K(t)aQ<t)7VS(t>7VD(t)) : (31)

Linearizing the dynamic equations (31) in the neighborhood of the steady-state and in-
serting the law of motion of symmetric and asymmetric components of factor-augmenting
efficiency (30) leads to a system of first-order linear differential equations which can be
solved by applying standard methods. In Online Appendix P, we detail the application
of the continuous time adaptation by Buiter [1984] of the solution method pioneered by
Blanchard and Kahn [1980].

4 Quantitative Analysis

In this section, we take the model to the data. For this purpose we solve the model
numerically.” Therefore, first we discuss parameter values before turning to the effects of
symmetric and asymmetric technology shocks across sectors and contrasting them with

responses estimated empirically after technology shocks.

4.1 Calibration

K3 collapse to one

Calibration strategy. At the steady-state, capital utilization rates, u
so that K/ = KJ. We consider an initial steady-state with Hicks-neutral technological
change and normalize A7 = B/ = ZJ to 1. To ensure that the initial steady-state with
CES production functions is invariant when o7 is changed, we normalize CES production
functions by choosing the initial steady-state in a model with Cobb-Douglas production

functions as the normalization point. Once we have calibrated the initial steady-state

with Cobb-Douglas production functions, we assign values to ¢/ in accordance with our

"Technically, the assumption = r* requires the joint determination of the transition and the steady
state since the constancy of the marginal utility of wealth implies that the intertemporal solvency condition
depends on eigenvalues’ and eigenvectors’ elements, see e.g., Turnovsky [1997].
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estimates and the CES economy is endogenously calibrated to reproduce the ratios of the

Cobb-Douglas economy.

To calibrate the reference model that we use to normalize the CES economy, we have
estimated a set of ratios and parameters for the seventeen OECD economies in our dataset,
see Table 8 relegated to Online Appendix J.1. Our reference period for the calibration is
1970-2017. Because we calibrate the reference model to a representative OECD economy,
we take unweighted average values of ratios and parameters which are summarized in Table
1. Among the 25 parameters that the model contains, 13 have empirical counterparts while
the remaining 12 parameters plus initial conditions must be endogenously calibrated to
match ratios. For the purposes of calibration, we add government spending, G(t), made up
of spending on non-traded goods, G, and on home- and foreign-produced traded goods,
G" and GF | ie., G(t) = PN()GN(t)+PH()GH (t)+GF (t) = T(t), where T(t) is lump-sum
taxes.

Twelve parameters plus initial conditions must be set to target ratios. Pa-
rameters ¢ and ¢, are set to 0.51 and 0.32 to target a tradable content of consumption and
investment expenditure of ac = 43% and oy = 32%, respectively. Parameters o7, F are
set to 0.71 and 0.49 to target a home content of consumption and investment expenditure in
tradables of aff = 66% and a? = 42%, respectively. We set 97, and Yx to 0.38 and 0.39 to
target a weight of labor supply and capital supply to the traded sector of L /L = 36% and
K" /K = 39%, respectively. We choose a value of 0.062 for the capital depreciation rate
dx to target an investment-to-GDP ratio of w; = 23%. We choose values for G, GV and
G™ to target a ratio of government spending to GDP of wg = 20% (= G/Y), a tradable
and home-tradable share of government spending of wor = 16% (=1 — (PYGY /@), and
war = 12% (= PEGH /@G); initial conditions are chosen so as trade is balanced. Because
ufJ =1 at the steady-state, two parameters related to adjustment cost functions of capital
utilization, i.e., ¢If and &1, are set to be equal to real capital rental rates in the traded and
the non-traded sector, i.e., R /PH =0.088 and RY /PN = 0.072, respectively.

Six parameters are assigned values which are taken directly or estimated
from our own data. We choose the model period to be one year. In accordance with the
last column of Table 1, the world interest rate, r*, which is equal to the subjective time
discount rate, 3, is set to 2.7%. In line with mean values shown in columns 11 and 12 of
Table 1, the shares of labor income in traded and non-traded value added, sf and sg , are
set to 0.63 and 0.69, respectively, which leads to an aggregate labor income share of 66%.

We have estimated empirically the degree of labor mobility between sectors, €y, for one
country at a time. As shown in Online Appendix J.2 where we derive a structural equation,
we pin down €7, by running the regression in panel format on annual data of the percentage

change in the hours worked share of sector j on the percentage change in the relative share
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of value added paid to labor in sector j over 1970-2017. The degree of labor mobility across
sectors is set to 0.8, in line with the average of our estimates (see column 17 of Table 1).
This value is close to the value of 1 (estimated by Horvath [2000] on U.S. data) commonly
chosen in the literature allowing for imperfect mobility of labor. We have also estimated
the degree of mobility of capital across sectors by running the regression of the percentage
change in Kft /K;; on the percentage change in the relative share of value added paid to
capital in sector j over 1970-2017. We choose a degree of capital mobility across sectors of

0.15, in line with the average of our estimates (see column 18 of Table 1).

To pin down the elasticity of substitution between traded and non-traded consumption
goods ¢, we use the optimal allocation of consumption expenditure between C7 and CV (see
eq. (25)) and run the regression of the logged share of non-tradables on logged P™ (t)/Pc(t).
Time series for 1 — ac(t) are constructed by using the market clearing condition for non-
tradables. Building on our panel data estimates, the elasticity of substitution ¢ between
traded and non-traded goods is set to 0.35 (see column 13 of Table 1), since this value
corresponds to our panel data estimates, see Online Appendix J.5. This value is close to
the estimated elasticity by Stockman and Tesar [1995] who report a value of 0.44 by using

cross-section data for the year 1975.

Seven parameters are taken from external research works. As pointed out
recently by Best et al. [2020], there exists no consensus on a reasonable value for the
intertemporal elasticity of substitution for consumption as estimates in the literature range
between 0 and 2. We choose a value of 0 = 2 which implies that consumption and leisure
are substitutes and the intertemporal elasticity of substitution for consumption is equal to
0.5. In line with the estimates recently documented by Peterman [2016], we set the Frisch
elasticity of labor supply o, to 3. We choose the value of parameter x which captures
the magnitude of capital adjustment costs so that the elasticity of I/K with respect to
Tobin’s q, i.e., @/ Py, is equal to the value implied by estimates in Eberly et al. [2008]. The
resulting value of k is equal to 17.

In line with the empirical findings documented by Bems [2008] who finds that the
non-tradable content of investment expenditure is stable in OECD countries, we set the
elasticity of substitution, ¢, between J. and JV to 1. We set the elasticity of substitution
in consumption (investment), p (ps), between home- and foreign-produced traded goods
(inputs) to 1.3 (see columns 14-15 of Table 1) which fits estimates by Bertinelli et al. [2022]
who find a value of 1.3 for p = pjy for OECD countries which is close to the value of 1.5
chosen by Backus et al. [1994]. Assuming that all countries have the same elasticities,
since the price elasticity of exports is a weighted average of p and ps, we set px = 1.3 (see
column 16 of Table 1). A value larger than one is in line with the structural estimates of

the price elasticities of aggregate exports documented by Imbs and Mejean [2015].
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Table 1: Data to Calibrate the Two-Sector Open Economy Model

Tradable share ‘ Home share ‘ Labor Share
GDP Cons. Inv. Gov. Labor Capital X7 C¥ I G"  Lis®  LisV
O @ B @ 6 ©® O ® O ) ) (2
0.36 0.43 032 0.20 0.36 0.39 0.13 0.66 0.42 0.12 0.63 0.69
FElasticities ‘ Aggregate ratios
1) p pJ ox €L, €K ol o LIS I/Y GJY r*
3 (4 (5 (16 (7 (s (19 (20) @) (22) (23 (20
0.35 1.30 1.30 1.30 0.80 0.15 0.81 0.86 0.66 0.23 0.20 0.027
Notes: Columns 1-5 show the GDP share of tradables, the tradable content of consumption, investment and government
expenditure, the tradable content of hours. Column 6 gives the ratio of exports of final goods and services to GDP;
columns 7 and 8 show the home share of consumption and investment expenditure in tradables and column 9 shows
the content of government spending in home-produced traded goods; LIS’ stands for the labor income share in sector
j = H, N while LIS refers to the aggregate LIS; I/Y is the investment-to-GDP ratio and G/Y is government spending
as a share of GDP. The real interest rate is the real long-term interest rate calculated as the nominal interest rate on 10
years government bonds minus the rate of inflation which is the rate of change of the Consumption Price Index.

Calibrating the CES economy. To calibrate the CES economy, we proceed as
follows. First, we choose the same values for the thirteen parameters which have empirical
counterparts as above, except for the labor income shares which are now endogenously
calibrated. Thus in addition to o, o, K, &1, p, pJ, Ox, T*, €L, €K, ¢, we have to choose
values for the elasticity of substitution between capital and labor for tradables and non-
tradables, o and oV. We estimate o and ¢V over 1970-2017 on panel data so as to have
consistent estimates in accordance with our classification of industries as tradables and
non-tradables and sample composition. In line with our panel data estimates, we choose

ol =0.81 and oV = 0.86 (see columns 19 and 20 of Table 1).

Given the set of elasticities above, the remaining parameters are set so as to maintain the
steady-state of the CES economy equal to the normalization point. Therefore, we calibrate
the model with CES production functions so that sixteen parameters ¢, ¢, o, ", 91, 9,
S, G, GN, GH Ny, Ko, Z", ZN, 'yH, VN are endogenously set to target 1 — ac, 1 — ay,
afl, alf, LN /L, KN /K, &y, g, ogn, ogu, Onx, K, g2, g, 58, 5¥, respectively, where
a bar indicates that the ratio is obtained from the Cobb-Douglas economy. In addition,

we have to set the dynamic processes of factor-augmenting-efficiency and capital utilization
rates.

Share 7 of symmetric technology shocks across sectors. Before setting the
dynamic processes of symmetric and asymmetric technology shocks, we have to calibrate
the share 7 of symmetric technology shocks across sectors. By using the fact that the
adjustment in utilization-adjusted-aggregate-TFP, Z A(t), following an aggregate technology
shock must collapse to its adjustment driven by symmetric and asymmetric technology
shocks, we choose the value of  minimizing the discrepancy between these two adjustments.
We find a value of n = 0.6, see Online Appendix J.8 for more details.

Capital utilization adjustment costs. We set the magnitude of the adjustment cost

in the capital utilization rate, i.e., 5%76, in eqs. (24f)-(24g), so as to account for empirical

31



responses of u?’j (t) and ug’j (t), conditional on symmetric and asymmetric technology
shocks across sectors, respectively. We set 555 = 0.5 and 55\77 g = 0.6 when technology shocks
are symmetric and ffD = 0.03 and fév p = 0.5 when technology shocks are asymmetric

between sectors.

Factor-augmenting efficiency. Since the response of hours in Fig. 2(e) we estimate
empirically is conditional on the dynamic process of the technology shock shown in Fig.
2(a), we have to generate a shock which displays the same dynamic properties and is
also consistent with the productivity differential shown in Fig. 2(b). Moreover, because
our empirical findings show that technology shocks are factor-biased, we calibrate (the
symmetric and asymmetric components of ) the adjustment in factor-augmenting efficiency
described by eq. (30). But we have only estimates of utilization-adjusted-TFP and thus
we have to first recover the dynamics of factor-augmenting technology improvements in the
data by adopting a wedge analysis, in the same spirit as Caselli and Coleman [2006]. To
avoid confusion, we add below the superscript ‘data’ to make the distinction with numerical
estimates. As detailed in Online Appendix J.10, the log-linearized versions of labor (relative
to capital) demand (10) and of the technology frontier (12) can be solved for deviations of

Addata 4y and BI9%(¢) relative to their initial values:

Agtete (t) = z3aata(p) — (1 5] ) I, (32a)

Bptte(t) = Z9 (1) + sy 000 1), (32b)
where we have set

. J Ny Ny ,
P],data(t) = |:< o > Sg,data(t) . ki’data(t) . ag(,j,data(t)] )

1—o0J

We plug estimated values for ¢/ and empirically estimated responses for SH%(t) =

s%flcam(t) kj,data K,j,data foll . . -9 : - D
o data gy Ke (t), uc (t) following a symmetric (¢ = S) or asymmetric (¢ = D)

tec}f;ology shock across sectors into above equations to infer the dynamics of Aﬁ"d“m(t) and
B(¢). Then, we choose parameters 7, §§(’C, ngc in eq. (30) so as to reproduce the dy-
namics of A2 (t) and B>%"*(t). Calibrated shocks to A%(t) and B (t) give rise to the dy-
namic adjustment in utilization-adjusted-TFP in sector j Z2 (t) = s]Lflﬁ(t) + (1 — sJL) Bi(t)
(see eq. (12)). While Online Appendix J.11 shows the fit of the calibrated technology shock

processes to the data for Zg(t) and utilization-adjusted-factor-biased productivity, Online

Appendix J.10 shows the values chosen to calibrate the shocks to A%(t) and B (¢).

4.2 Decomposition of Model’s Performance

In this subsection, we analyze the role of the model’s ingredients in driving the effects of
a permanent technology improvement on hours. We show that the ability of the model to
generate the decline in hours (on impact) by -0.15% we estimate empirically depends on

the two-sector dimension and the open economy aspect of the setup.
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Our baseline model includes four sets of elements. The first set is related to the biased-
ness of technology improvements toward traded industries together with the gross comple-
mentarity between traded and non-traded goods (i.e., » < 1). The second set of elements
is related to barriers to factors’ mobility which include labor mobility costs and costs of
switching capital from one sector to another (i.e., 0 < e < oo and 0 < ex < o0). The
third set of factors is related to trade openness, as reflected into imperfect substitutabil-
ity between home- and foreign-produced traded goods (i.e., 0 < p < 00, 0 < p; < o0,
0 < ¢x < o0) which influences the extent of foreign borrowing. The fourth set of elements
is related to an endogenous intensity in the use of physical capital (i.e., 0 < fé}c < ), and
technology improvements which are factor-biased at a sector level (i.e., Al (t) # Bl (1)).

To understand (and quantify) the role of each element, we first consider the simplest
version of our model and add one ingredient at a time. This restricted version shown in
column 7 of Table 2 collapses to the international RBC model by Fernandez de Coérdoba
and Kehoe [2000] (FK henceforth) who consider a small open economy setup with tradables
and non-tradables together with capital adjustment costs. In column 6, we allow for both
labor and capital mobility costs across sectors. In column 5, we assume that home- and
foreign-produced traded goods are imperfect substitutes. In column 2, we allow for CES
production functions, FBTC and endogenous capital utilization. This model collapses to
our baseline setup. We will discuss later the effects of symmetric and asymmetric technology
shocks which are displayed by columns 3 and 4.

Table 2 reports the impact effect of selected variables, including total hours worked,
L(t), traded and non-traded hours worked, LY (¢) and L™ (t), the hours worked share of
tradables, v (t), the relative price of non-tradables and the terms of trade, P(t) and
PH(t). To further illustrate the transmission mechanism, we also show the adjustment in
the real value added share of tradables, dv¥>¥(t), the value added share of non-tradables
at current prices, dw¥"™ (t), and the current account, CA(t). For comparison purposes, the
first column displays the impact response of the corresponding variable which is estimated
empirically by means of local projections which should be contrasted with the responses
computed numerically shown in columns 2,5,6,7.

While we normalize the technology improvement to 1% in the long-run, panel A of
Table 2 shows the adjustment of aggregate, traded and non-traded utilization-adjusted-
TFP on impact. As shown in columns 2, 5, 6, 7, all model variants generate an increase in
utilization-adjusted-aggregate-TFP by 0.94% on impact in line with the evidence and give
rise to a technology improvement in tradables and non-tradables of 1.66% and 0.56% close
to our estimates.

First ingredient: Barriers to factors’ mobility. In column 7 of Table 2, we report

results from a restricted version of the baseline model where we consider a two-sector small
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open economy model with capital adjustment costs which collapses to the FK model. In
this model’s version, home- and foreign-produced traded goods are perfect substitutes so
that terms of trade are exogenous (and constant over time). Labor and capital can move
freely across sectors. Production functions are Cobb-Douglas so that technological change

is Hicks-neutral. We also abstract from endogenous capital utilization rates.

Contrasting the model’s predictions shown in column 7 with empirically estimated values
reported in column 1, the restricted version of the model substantially overstates the decline
in total hours worked. Intuitively, as long as home- and foreign-produced goods are perfect
substitutes, it is optimal to import traded goods and reallocate labor (and capital) toward
the non-traded sector. Because labor and capital are not subject to mobility costs, the
hours worked share of tradables falls dramatically by -0.33 percentage point of total hours
worked, thus leading the restricted model to generate a decline in traded hours worked by
-0.57 ppt of total hours worked while we empirically find a fall by -0.04 ppt only. The
corollary of the shift of resources toward the non-traded sector and the surge of imports
is that the open economy runs a large current account deficit, see panel E. Under these
assumptions, households find it optimal to lower hours worked (see the first line of panel
B) by -0.7%, a magnitude which is more than four time larger than the decline we estimate
empirically (i.e., -0.15%) because the model considerably overstates the current account

deficit (-0.38 ppt of GDP instead of -0.03 ppt of GDP).

In column 6, we consider the same model as in column 7 except that we allow for both
labor and capital mobility costs. The frictions into the movements of factors substantially
mitigate the shift of productive resources toward the non-traded sector. In particular,
as shown in the last line of panel B, the decline in the hours worked share of tradables
shrinks from -0.33 ppt of total hours worked (column 7) to -0.14 ppt (column 6). Because
less productive resources move toward the non-traded sector, households must give up a
significant share of the rise in leisure, thus resulting in a shrinking decline in total hours
worked to meet the demand for non-traded goods. The fall in hours by -0.42% is still too
large compared with what we estimate empirically (i.e., -0.15%).

Second ingredient: Imperfect substitutability between home- and foreign-
produced traded goods. As shown in column 5, the ability of the model to account
for the evidence improves once we allow for imperfect substitutability between home- and
foreign-produced traded goods. More specifically, as households are getting more reluctant
to substitute imported goods for domestic goods, there is a shift of demand toward home-
produced traded goods. The reallocation of labor toward non-traded industries further
shrinks from -0.14 ppt to -0.06 ppt of total hours worked (see the fourth row of panel
B). Therefore the fall in traded hours worked is significantly mitigated because as shown

in the second row of panel C, the terms of trade depreciate by -1.15% (close to what
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Table 2: Impact Effects of a Technology Improvement on Hours

Data CES: FBTC and uK CD: IM & TOT | CD: IML & IMK | CD: PM

LP | AGG | SYM | ASYM AGG AGG ACG

1) (2 (3) (4) (5) (6) (M
A .Technology

Aggregate technology, dZ4(t) | 0.93 0.94 1.19 0.58 0.95 0.95 0.95

T technology, dZH (t) | 1.53 | 1.66  1.06 2.57 1.66 1.66 1.66

N technology, dZN (t) | 0.55 0.56 1.26 -0.50 0.56 0.56 0.56

T capital utilization, duH(t) | -0.24 | -0.11  0.09 -1.81 0.00 0.00 0.00

N capital utilization, du’N(¢) | 0.12 | 0.03  0.11 0.00 0.00 0.00 0.00
B.Hours

Hours, dL(t) | -0.15 | -0.07 -0.40  0.28 -0.26 -0.42 -0.70

Traded Hours, dLH () | -0.04 | -0.03 -0.11 -0.02 -0.15 -0.28 -0.57

Non-Traded Hours, dLN (t) | -0.11 | -0.05 -0.30  0.29 -0.12 -0.14 -0.13

Hours Share of Tradables, dv™H(t) | 0.01 | -0.00  0.03 -0.11 -0.06 -0.14 -0.33
C.Relative Prices

Relative price of N, d(PN /PH)(t) | 1.05 1.63  -0.43 4.69 1.56 2.11 1.15

Terms of trade, dP™(t) | -1.15 | -1.09  -0.44 -1.99 -0.93 0.00 0.00
D.VA Shares

VA share of T (constant prices) dv¥-#(t) | 0.18 | 0.23  -0.02 0.47 0.22 0.14 -0.08

VA share of N (current prices) dw¥>N(t) | 0.05 | 0.13  -0.07 0.57 0.13 0.34 0.34
E.Current Account

Current Account, dCA(t) | -0.03 | -0.02 -0.06  0.04 | -0.02 -0.18 -0.38

Notes: This table shows impact effects of a 1% permanent increase in utilization-adjusted-aggregate-TFP in the baseline
model (columns 2-4) and in restricted versions of the model (columns 5-7). "T’ refers to traded industries while "N’ refers
to non-tradables. VA’ refers to value added. In column 1, we show impact responses of corresponding variables that
we estimate empirically by means of local projections. Columns 2, 5, 6, 7 show impact effects we estimate numerically.
Column 3 (4) shows numerical results following a (an) symmetric (asymmetric) technology shock across sectors which

increases utilization-adjusted-aggregate-TFP by 1% in the long-run.

we estimate empirically) which stimulates the demand for home-produced traded goods.
Imports increase less which results in a smaller current account deficit (i.e., -0.02 ppt of
GDP) close to the evidence (see panel E). Because the economy must meet the demand
for home-produced traded goods, the fall in labor supply further shrinks from -0.42% to
-0.26%.

Third ingredient: Factor-biased technological change. The model’s predictions
square well with our evidence once we let technological change be factor-biased. As shown
in panel B, labor no longer shifts toward the non-traded sector (see the fourth row) while
the decline in total hours worked is much less pronounced than in restricted versions of the
model. Intuitively, once we let sectoral goods to be produced by means of CES production
functions and because technological change is biased toward labor in the traded sector,
traded production becomes more labor intensive which prevents labor from shifting toward
non-traded industries and thus mitigates the decline in traded hours worked. The baseline
model generates a fall in L (¢) by -0.03 ppt of total hours worked close to what we estimate
empirically (i.e., -0.04 ppt). Although our model slightly understates the fall in total hours
(-0.07% vs. -0.15% in the data) because it understates the decline in non-traded hours on

impact, the model reproduces well the dynamics of hours worked as shown later.

Fourth ingredient: mix of symmetric and asymmetric technology shocks. So
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far, we have seen that the model must include frictions into the movement of inputs across
sectors to account for the labor effects of a permanent technology improvement. We now
highlight the necessity to consider a mix of symmetric and asymmetric technology shocks.
To stress this aspect, columns 3 and 4 of Table 2 show the impact effects of symmetric and

asymmetric technology shocks separately.®

We first focus on the effects of a symmetric technology shock displayed by column
3. As shown in panel A, technology improvements are uniformly distributed between the
traded and the non-traded sector. As can be seen in the first row of panel B, a symmetric
technology shock generates a decline in hours worked by -0.40% close to what we estimate
empirically (-0.47% in the data). Intuitively, a symmetric technology shock across sectors
lowers the marginal cost in both sectors which leads both traded and non-traded firms to
cut prices. Lower prices put downward pressure on wages which generates a dramatic fall
in labor supply. A symmetric technology shock also gives rise to a current account deficit

which amplifies the decline in total hours worked.

In line with the evidence, the fall in total hours worked mostly originates from the
non-traded sector. Because the elasticity of substitution between traded and non-traded
goods is smaller than one (i.e., ¢ < 1), the depreciation in non-traded goods prices lowers
the share of expenditure allocated to non-traded goods (see the second row of panel D) and
depresses labor demand in the non-traded sector. The terms of trade depreciation further
tilts the demand toward traded goods which leads to a shift of labor toward the traded

sector, as captured by dv™(0) = 0.03 ppt.

Asymmetric technology shocks generate opposite effects. As shown in the first line of
panel B in column 4, an asymmetric shock produces an increase in hours by 0.28% close
to what we estimate empirically (i.e., 0.31% in the data). In contrast to a symmetric
technology shock, panel A shows that technology improvements are concentrated in the
traded sector. To compensate for the rise in the marginal cost, non-traded firms set higher
prices (see the first row of panel C). The share of non-tradables increases (see the second
row of panel D) which has an expansionary effect on labor demand in the non-traded sector
and leads to a shift of labor away from traded industries (see the last row of panel B).
This results in a decline in traded hours worked which is mitigated by technological change
biased toward labor in the traded sector. In line with empirical findings, the rise in total

hours worked mostly originates from the non-traded sector.

Because technology shocks uniformly distributed across sectors produce a dramatic de-
cline in L(0) and technology shocks concentrated toward the traded sector have an expan-
sionary effect on hours worked, they cannot account separately for the moderate decline in

hours (by -0.15%) we estimate after a permanent technology improvement. Therefore, it is

8Relegated to Online Appendix K for reasons of space, we show impact responses computed numerically
for symmetric and asymmetric technology shocks across restricted versions of the baseline model.
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only once we consider a mix of symmetric and asymmetric technology shocks that we can

account for the effects of an aggregate technology shock on hours worked.

4.3 Dynamic Effects of a Permanent Technology Improvement

While in Table 2, we restrict our attention to impact effects, in Fig. 5, we contrast the-
oretical (displayed by solid black lines with squares) with empirical (displayed by solid
blue lines) dynamic responses with the shaded area indicating the 90% confidence bounds.”
We also contrast theoretical responses from the baseline model with the predictions of
a restricted model which imposes Hicks-neutral technological change (HNTC henceforth)
shown in dashed red lines. As shown in Fig. 5(a), both the baseline model and its restricted

version experience the same technology improvement.

Dynamics. As displayed by Fig. 5(c), both models generate a decline in hours worked.
While the technology shock produces a current account deficit in the short-run of the same
magnitude, see Fig. 5(j), only the baseline model with technological change biased toward
labor can account for the dynamics of total hours worked. The reason for this is that as
shown in Fig. 5(e), the model imposing HNTC overstates the decline in L by generating a
strong reallocation of labor away from traded industries as displayed by Fig. 5(f). This shift
is caused by the concentration of technology improvements within traded industries, see Fig.
5(b), which in turn leads non-traded industries to set higher prices. As the appreciation
in the relative price of non-tradables builds up over time, as displayed by Fig. 5(k), more
labor shifts toward non-traded industries as households allocate a greater share of their

expenditure to non-traded goods.

However, the so-called deindustrialization movement reflected into the decline in the
hours worked share of tradables is gradual and shows up only in the long-run in the data.
The reason is that the reallocation of productive resources across sectors is subject to
frictions. First, the terms of trade depreciation displayed by Fig. 5(1) caused by the rise in
the value added share of tradables, mitigates the rise in the share of non-tradables. Second,
as shown in Fig. 5(g), the technology improvement produces a differential between the
non-traded and the aggregate wage rate as a result of labor mobility costs which further
hamper the reallocation of labor. Third, as shown in Fig. 5(h) and Fig. 5(i), traded output
becomes more labor intensive than non-traded output, especially in the short-run, which
hampers the shift of labor away from traded industries. It is only once we allow for these
three elements that the model can account for the dynamics of total hours worked, see Fig.
5(c).

9For reasons of space, we relegate to Online Appendix J.11 the dynamics of utilization-adjusted-TFP,

capital utilization rates and FBTC for tradables and non-tradables following a symmetric and an asymmetric
technology shock together with an aggregate technology shock.
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Figure 5: Theoretical vs. Empirical Responses Following a Technology Shock. Notes:
ZH(t)/ZN () is utilization-adjusted-TFP of tradables relative to non-tradables. ’LP (data)’ refers to the
solid blue line which displays point estimate from local projections with shaded areas indicating 90% con-
fidence bounds; 'Baseline (FBTC)’ refers to the thick solid black line with squares which displays model
predictions in the baseline scenario with capital utilization rates together with factor-biased technologi-
cal change (FBTC), while 'Restricted (HNTC)’ refers to the dashed red line which shows predictions of
a model with Cobb-Douglas production functions which amount to imposing Hicks-neutral technological
change (HNTC) and abstracting from endogenous capital utilization.

4.4 Time-Varying Impact Effects of a Permanent Technology Shock

The vanishing decline in hours after a permanent technology shock. The main
objective of our paper is to rationalize the time-increasing impact response of hours worked
to a 1% permanent technology improvement we document empirically as shown in the blue
line in Fig. 6(a). To assess the ability of our open economy model with tradables and
non-tradables to account for the reduction in the decline in hours we estimate empirically,
we keep the same calibration and estimate the impact response of hours worked to a 1%
permanent technology improvement by letting the share of asymmetric technology shocks
1 — 7 increase over time in line with our empirical estimates over rolling windows (see Fig.

4(d)). Online Appendix J.12 details our calibration strategy and displays calibrated values.
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Figure 6: Time-Varying Impact Effects of a Technology Shock. Notes: The figure shows impact
responses of total, traded and non-traded hours worked to a 1% permanent increase in utilization-adjusted
aggregate TFP. The solid blue line shows the impact response we estimate empirically on rolling sub-periods
by using Jordd’s [2005] single-equation method. Shaded areas indicate the 90 percent confidence bounds
based on Newey-West standard errors. The solid black line shows the impact response we compute numer-
ically by letting the share of technology improvements driven by asymmetric technology shocks increase in
accordance with the values taken from the FEVD we estimate on rolling windows and shown in Fig. 4(d).
The horizontal axis shows the end year of the corresponding window and the vertical line displays the point
estimate of the impact effect of technology on hours worked.

As shown in the black line in Fig. 6(a), as we lower the share of technology shocks
uniformly distributed across sectors from 90% to 60%, the baseline model can generate
the shrinking contractionary effect of technology improvements on hours we estimate em-
pirically (see the blue line). Intuitively, because asymmetric technology shocks increase
labor supply, their increasing importance (partly) offsets the negative effect of symmetric

technology shocks on hours.

Sectoral decomposition of the time-varying response of hours worked. In Fig.
6(b) and Fig. 6(c), we investigate the ability of the baseline model’s predictions shown
in the black line to account for the shrinking contractionary effect (on impact) of a 1%
permanent technology improvement on both traded and non-traded hours worked. As it
stands out, the model reproduces well the time-increasing impact response of L (t) as it
generates a shrinking decline from -0.076 ppt (-0.086 ppt in the data) the first thirty years
to -0.027 ppt (-0.024 ppt in the data) the last thirty years. The performance of the model
relies upon one key ingredient which is FBTC.

Relegated to Online Appendix K.2 for reasons of space, a model imposing HNTC would
produce a time-decreasing impact response of L, traded hours worked declining on impact
by -0.11 ppt over 70-99 and by -0.15 ppt over 88-17, because asymmetric technology shocks
reallocate labor toward non-traded industries and exert a strong negative impact on L.
By allowing for technological change strongly biased toward labor in the traded sector
which neutralizes the incentives to shift labor away from traded industries in the short-
run, the baseline model can account for the shrinking contractionary effect of a technology
improvement on L. We may notice that the baseline model can also generate the time-
increasing impact response of LY in line with the data as the black line lies within the

confidence bounds of the empirical point estimate.
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5 Conclusion

In this paper, we investigate the effects of technology improvements on hours across time.
We find empirically that a 1% permanent increase in utilization-adjusted-aggregate-TFP
produces a decline in hours which gradually vanishes over time. To rationalize the de-
cline in hours and its disappearance, we decompose technology shocks into symmetric and
asymmetric technology improvements. Because symmetric technology shocks have a strong
negative impact on hours and drive the lion’s share of the variations in technology im-
provements, hours worked fall in OECD countries when technology improves. Conversely
asymmetric technology shocks are found empirically to significantly increase hours. There-
fore, their growing contribution to the variations in utilization-adjusted-aggregate-TFP we
document empirically can potentially rationalize the reduction in the decline in hours after

a permanent technology improvement.

To test our assumptions, we simulate an open economy model with tradables and non-
tradables and investigate the overall effect on hours of symmetric and asymmetric tech-
nology shocks. The model can generate the magnitude of the decline in hours worked we
estimate empirically once we include barriers to factors’ mobility, home bias, and factor-
biased technological change. When we increase the contribution of asymmetric shocks to
technology improvements from 10% to 40%, the model can generate the shrinking contrac-
tionary effect of a permanent technology improvement on both total and sectoral hours, in
line with our estimates. This performance crucially relies upon the assumption of techno-

logical change biased toward labor in the traded sector.

Our findings raise an important question: What is the main driver behind the rising
importance of asymmetric technology shocks? In a longer version of the paper, we extend
our two-sector open economy setup to endogenous technology decisions. Our results show
that more than 70% of the progression of asymmetric technology shocks is driven by the
greater exposition of traded industries to the international stock of knowledge. Because
the stock of knowledge is found empirically to have a significant effect on technology in
traded industries only, the combined effect of the increase in the world stock of ideas
and the growing intensity of traded technology in the international stock of knowledge
has amplified the dispersion of technology improvements between the traded and the non-
traded sector and has further increased the variance share driven by asymmetric technology

improvements.
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Flgure 7: TeStlng Competlng Theorles Notes: In all panels, we plot the impact response of the corresponding variable
to a 1% permanent increase in utilization-adjusted-TFP which has been estimated on rolling windows of fixed length of T' = 30 years.
Figures 8(a), 7(e), 7(d), 7(b) show the response of the short-term interest rate, the real wage, employment, and utilization-adjusted-
factor-biased-technological-change to a 1% permanent increase in utilization-adjusted-TFP on rolling windows. We first identify the
permanent technology shock by estimating a VAR model which includes utilization-adjusted-aggregate-TFP together with a set of
variables and impose long-run restrictions. In a second step, we estimate the impact response of the short-term interest rate by means
of local projections over the sub-period of interest. Fig. 7(c) plots values of the elasticity of substitution between capital and labor
for production. The values are estimated on rolling windows of fixed length of 30 years. Solid lines represent point estimates and light
(dark) shaded areas represent 90 (68) percent confidence intervals. Vertical axis measures deviation from the pre-shock trend/level in
percent. Sample: 17 OECD countries, 1970-2017.

A Competing Interpretations of the Shrinking Decline in
Hours after Technology Shocks

In this section, we test the four competing interpretations which have been put forward by the
literature to rationalize the vanishing decline in hours after technology shocks in the United States.
None of these competing interpretations find some support in the data for our panel of seventeen
OECD countries over 1970-2017. We first summarize our empirical findings and next we detail our
empirical strategy and results.

A.1 Can Existing Theories Rationalize the Vanishing Decline in Hours
after a Technology Shock in OECD Countries? Summary of the
Evidence

First, as shown in Fig. 7(a), we do not find that monetary policies are significantly more accommo-
dating with technology shocks in industrialized countries. Second, our evidence displayed by Fig.
7(b) reveals that technology shocks are not biased toward capital as our measure of FBTC does not
decline and instead is essentially flat in OECD countries; moreover, the elasticity of substitution
between capital and labor has not increased but has remained stable over time, see Fig. 7(c). Third,
our estimates shown in Fig. 7(d) reveal that the response of employment to a technology shock re-
mains muted on impact. In addition, as documented in Online Appendix A.5, on average, in OECD
countries, the relative volatility of employment has remained fairly stable which is not surprising
since the evidence gathered by Gali and Van Rens in their online appendix of indicates that most of
the OECD countries did not experience the decline in labor market frictions observed in the United
States. Fourth, as shown in Fig. 7(e), we find a significant time-declining response of the real wage
to technology shocks which is hard to reconcile with the assumption of a rising performance pay.
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Figure 8: Testing the Assumption of More Pro-Cyclical Monetary Policies in OECD coun-

trles Notes: Fig. 8(a) shows that response of the short-term interest rate to a 1% permanent increase in utilization-adjusted-TFP
before (dashed red line) and after (blue line) 1992. Solid and dashed lines represent point estimates and light (dark) shaded areas
represent 90 (68) percent confidence intervals. Vertical axis measures deviation from the pre-shock trend/level in percent. We first
identify the permanent technology shock by estimating a VAR model which includes utilization-adjusted-aggregate-TFP together with
a set of variables and impose long-run restrictions. In a second step, we estimate the impact response of the short-term interest rate
by means of local projections over the sub-period of interest. In Fig. 8(b), we estimate the impact response of the short-term interest
rate to a technology shock on rolling windows of fixed time length of 30 years. Sample for both panels: 17 OECD countries, 1970-2017.

A.2 Has Monetary Policy been More Pro-Cyclical?

By using U.S. data, Gali and Gambetti [2009] document evidence which reveals that hours decline
less on impact after a permanent increase in labor productivity in the post-1984 period than in
the pre-1984 period. To rationalize the shrinking contractionary effect of technology shocks on
hours worked, the authors put forward the change in the monetary policy rule reflected by more
accommodating US monetary policy. Intuitively, in a pioneer article, Gali [1999] investigates the
effect of productivity shock by assuming that money supply is fixed. Because a technology shock
generates an excess supply on the goods market and prices are sticky, hours must decline to bring
the goods market back to equilibrium. Dotsey [1999] points out that once we calibrate the model
with sticky prices by considering the Taylor rule estimated by Clarida, Gali and Gertler [1999], then
a productivity shock produces an increase in hours instead of a decline. Broadly speaking, as the
monetary policy is getting more accommodating after a technology shock, the decline in hours will
vanish over time.

Gali and Gambetti [2009] hypothesize that a more pro-cyclical monetary policy could potentially
account for the vanishing decline in hours after a technology shock: “as discussed in Gali, Lépez-
Salido, and Vallés (2003), the Fed’s greater focus on inflation stabilization should automatically
lead to a greater accommodation of changes in potential output resulting from technology shocks”.
To test this hypothesis for our panel of OECD countries, we have estimated the response of the
short-term nominal interest rate (deflated by the foreign prices as foreign goods are the numeraire
in our open economy setup) to a 1% permanent increase in utilization-adjusted-TFP, as displayed
in Fig 8 for our panel of seventeen OECD countries. In the left panel, we estimate the responses
over two sub-periods, say over 70-92 and 93-17. We choose 1992 as the cutoff year for the whole
sample because the Great Moderation occurs in the post-1992 period for European countries which
account for three-fourth of our sample, see e.g., Benati [2008] for the U.K. and Gonzalez Cabanillas
and Ruscher [2008] for the euro area.

Inspection of Fig. 8(a) reveals that the interest rate is unresponsive on impact and peaks at
0.2 ppt after 4 years following a technology shock of 1% over the period 70-92 as shown in the
dashed red line. As displayed by the blue line, the interest rate is unresponsive at all horizons
to a 1% permanent increase in utilization-adjusted-TFP in the post-1992 period. Since we are
interested in the impact effect of a technology shock on hours, we have assessed the effect of a
permanent technology improvement on the short-term interest rate on impact on rolling windows
of 30 years. Inspection of Fig. 8(b) reveals that the interest rate is unresponsive on impact to a
permanent technology improvement. Although the point estimate for the impact response of the
interest rate displays a slight downward trend, it remains insignificant whatever the period which is
considered. To conclude, overall, the evidence does not show that monetary policy is significantly
more accommodating with permanent technology shocks over time.

A.3 Is the Real Wage More Elastic to Productivity?

Nucci and Riggi [2013] put forward the development of performance-related pay schemes in the
United States from the mid-80s to rationalize the shrinking contractionary effect of technology
shocks on hours worked. The authors assume that workers can choose hours and labor efforts.
The labor compensation is made up of two components, i.e., the standard wage rate per hour and
the wage rate per unit of effort. The latter wage component captures the performance-related pay
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Figure 9: Testing the Assumption of Increasing Elasticity of Real Wages to ProductivityNotes:
Fig. 9(a) shows that response of the real wage rate to a 1% permanent increase in utilization-adjusted-TFP before (dashed red line)
and after (blue line) 1992. Solid and dashed lines represent point estimates and light (dark) shaded areas represent 90 (68) percent
confidence intervals. Vertical axis measures deviation from the pre-shock trend/level in percent. We first identify the permanent
technology shock by estimating a VAR model which includes utilization-adjusted-aggregate-TFP together with a set of variables and
impose long-run restrictions. In a second step, we estimate the impact response of the real wage by means of local projections over the
sub-period of interest. In Fig. 9(b), we estimate the impact response of the real wage to a technology shock on rolling windows of fixed
time length of 30 years. Sample for both panels: 17 OECD countries, 1970-2017.

scheme. The development of performance-related pay schemes is modelled by assuming a higher
elasticity of the flexible component of labor compensation w.r.t. the business cycle (say economic
conditions which include a technology improvement).

The implication of assuming a larger fraction of the labor compensation being driven by a shift
towards the performance pay is that a 1% permanent technology improvement leads to a reduction
in the decline in hours. More specifically, an increase in performance pay will lead firms to adjust the
worker’s performance instead of hours. Thus a higher wage flexibility will result in a smaller decline
in hours after a positive technology shock because firms find it profitable to reduce worker efforts
(because efforts are observable). An another implication is that a technology shock increases the
wage rate and this increase is larger when the performance pay tends to rise as the wage rate is more
elastic to productivity. Nucci and Riggi [2013] document some evidence for the U.S. showing that
there has been a change in the pay structure in the last 1970s. The incidence of performance-pay
jobs has risen from 30% in the pre-1984 period to 60% for the post-1984 period. This large increase
in performance pay stands in sharp contrast with the evolution in Europe. As stressed by Lucifora
and Origo [2022], in Europe, data from the European Working Conditions Survey show that the
share of employees whose earnings partly depend on some form of performance-related pay slightly
increased between 2005 and 2015 (from 19% to 23%). Because three-fourths of our sample is made
up of European countries, we might expect a small impact of the development of performance pay
schemes.

By increasing the elasticity of the flexible component of the wage rate to the business cycle,
including technology shocks, the development of the performance pay scheme should result in a
larger increase in the wage rate following a technology shock. To test this prediction, we have
estimated the response of the wage rate over two sub-periods, i.e., before and after 1992. Fig. 9(a)
reveals that the wage rate increases by 0.9% on impact following a technology shock of 1% in the pre-
1992 period while the wage rate increases by only 0.2% on impact in the post-1992 period. Inspection
of Fig. 9(b) which plots the impact response of the wage rate on rolling sub-samples, reveals that the
elasticity of the wage rate to technology declines over time while the development of performance
pay schemes should produce the opposite. While Nucci and Riggi [2013] convincingly demonstrate
that the rise in the flexible component of labor compensation should have contributed to reduce
the decline in hours after a technology shock in the U.S.; this explanation cannot rationalize the
vanishing decline in hours after a technology shock we document for OECD countries. One reason
to this is that the development of performance-pay related schemes has been much less pronounced
in European countries.

A.4 Does FBTC Vary across Time?

In this subsection, we test the assumption for our panel of seventeen OECD countries put forward by
Cantore et al. [2017] related to the greater substitutability between capital and labor in production
over time to explain the gradual vanishing decline in hours after technology shocks in the United
States. Intuitively, the authors put forward technological biased toward capital to rationalize the
decline in hours after a technology shocks and assume that the elasticity of substitution between
capital and labor in production (which is smaller than one) increases over time thus reducing the
extent of technological change biased toward capital. The starting point is that labor-augmenting
productivity growth generates technological change biased toward capital as long as the elasticity of
substitution between capital and labor in production is smaller than one, as evidence suggests. By
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Figure 10: Are Technology Shocks Factor-Biased and if Yes, Does FBTC Vary across Time?
Notes: Fig. 10(a) shows that response of utilization-adjusted-factor-biased technological change (FBTC) to a 1% permanent increase
in utilization-adjusted-TFP before (dashed red line) and after (blue line) 1992. Solid and dashed lines represent point estimates
and light (dark) shaded areas represent 90 (68) percent confidence intervals. Vertical axis measures deviation from the pre-shock
trend/level in percent. We first identify the permanent technology shock by estimating a VAR model which includes utilization-
adjusted-aggregate-TFP together with a set of variables and impose long-run restrictions. In a second step, we estimate the impact
response of utilization-adjusted-FBTC by means of local projections over the sub-period of interest. In Fig. 10(b), we estimate the
impact response of utilization-adjusted-FBTC to a technology shock on rolling windows of fixed time length of 30 years. Sample for
both panels: 17 OECD countries, 1970-2017.

FMOLS estimates of o ———FMOLS estimates of o'

0.8 0.8

056 06 —/\j\
04 q_\/__/\—\ 04

0.2 0.2
0 2000 2002 2004 2006 2008 2010 2012 2014 2016 0 2000 2002 2004 2006 2008 2010 2012 2014 2016
(a)  Elasticity of Substitution (b)  Elasticity of Substitution
between Capital and Labor for between Capital and Labor for
Tradables: Rolling Windows Non-Tradables: Rolling

Windows

Figure 11: Did the Elasticity of Substitution between Capital and Labor Increase over Time

m OECD Countrles7 Notes: In Fig. 11, we estimate the elasticity of substitution between capital and labor in production
for the traded (see Fig. 11(a)) and the non-traded sector on rolling windows of fixed time length of 30 years. The empirical strategy to
estimate the elasticity of substitution between capital and labor is detailed in section J.6. Sample for both panels: 17 OECD countries,
1970-2017.

producing a negative impact on labor demand, technological change biased toward capital lowers
hours worked after a technology shock. As the elasticity of substitution between capital and labor
converges toward a value of one, technological change turns out to be less biased toward capital
which mitigates the decline in hours worked.

The objective is to test this assumption for our panel of seventeen OECD countries. First, in
Fig. 10, we investigate whether technological change is biased toward capital. We construct time
series for utilization-adjusted-FBTC by using the ratio of the demand for labor to the demand
for capital (expressed in elasticity terms) as detailed in section F.1. An increase (a decline) in
our measure of utilization-adjusted-FBTC implies that technological change is biased toward labor
(capital). As displayed by Fig. 10(a), technological change is biased toward labor in the short-run
before 1992 (see the dashed red line) while the response of FBTC is muted at all horizons after
1992. When we estimate the impact response of utilization-adjusted-FBTC on rolling windows, we
find that the response slightly declines over time. To conclude, in contrast to the hypothesis by
Cantore et al. [2017] for the US that technological change is biased toward capital, we find that
technological change is biased toward labor for our panel of OECD countries and thus cannot lower
hours. Besides the fact that technological change biased toward labor has a positive impact on
hours, the fact that technological change tends to be less biased toward labor over time will tend
to put downward pressure on the hours and thus cannot explain the gradual disappearance of the
decline in hours.

To test the assumption that the elasticity of substitution between capital and labor increases
over time, we have estimated the elasticities for the traded and the non-traded sector, i.e., o and
o, by using cointegration methods, see section J.6 which details the empirical strategy, and we
have estimated the elasticity o/ over rolling windows of fixed time length. Inspection of Fig. 11(a)
and Fig. 11(b) reveals that o and oV are constant over time for our panel of seventeen OECD
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Table 3: Standard Errors: Raw Series

Volatility
of Employment
1970-1992  1993-2017
AUS 0.031 0.041
AUT 0.047 0.031
BEL 0.039 0.032
CAN 0.041 0.035
DEU 0.029 0.065
DNK 0.016 0.026
ESP 0.077 0.088
FIN 0.032 0.066
FRA 0.038 0.026
GBR 0.037 0.032
IRL 0.052 0.079
ITA 0.012 0.045
JPN 0.011 0.029
NLD 0.043 0.056
NOR 0.050 0.042
SWE 0.034 0.028
USA 0.023 0.033
Mean 0.037 0.045

Notes: Sample: 17 OECD countries, 1970-2017, annual data. The figures show the
standard deviation of employment for the seventeen OECD countries of our sample
over two sub-periods. To stick to the standard cut-off considered by the literature for
the U.S., we show the figures for 1970-84 and 1985-2017, respectively

countries.

To conclude, our evidence for our panel of 17 OECD countries reveals that technology improve-
ments tend to be biased toward labor and the biasedness toward labor slightly declines over time. In
addition, the elasticity of substitution between capital and labor is constant over time. Therefore,
technological change biased toward capital and a time increasing o does not square with the data
for OECD countries and cannot rationalize the reduction in the decline of hours.

A.5 Did Labor Market Frictions Decline over Time in OECD Countries?

To rationalize the vanishing decline in hours after technology shocks in the U.S., Gali and Van
Rens [2021] put forward the reduction of labor market frictions which have led firms to adjust
increasingly employment to the expense of hours. The reduction of labor market frictions should
be reflected in smaller values in the job separation rate. The online appendix B.2 of Gali and Van
Rens [2021] provides international evidence to check whether labor market frictions have declined
over time in OECD countries by comparing the 1985-90 period with the 2002-2007 period. Only the
U.S. and Ireland have experienced a decline in the labor turnover as captured by a decline in the
separation rate. The remaining OECD countries experience no change or an increase. Therefore,
the assumption of a reduction in labor market frictions cannot rationalize the vanishing decline in
hours in OECD countries.

While the decline in the job turnover may have been the main driver of the reduction in labor
market frictions in the U.S., the liberalization of the labor market could reduce frictions. However,
only a few countries such as Italy and Spain have significantly reduced the level of employment
protection legislation. In this regard, we have computed the volatility of employment (relative to
the volatility of output) and compared the values between 70-92 and 93-17, see Table 3. In line with
the evidence documented by Galf and Van Rens [2021], the volatility of employment has increased
over time in the United States. It has also increased in nine additional countries of our sample
but the relative volatility of employment has declined in seven remaining OECD countries. If we
consider the country mean, the relative volatility of employment has remained relatively stable on
average.

Finally, following a positive technology shock, firms meet their demand by decreasing
hours since employment takes time to adjust. Because a decline in hiring costs affects
employment (which adjusts gradually because it is a state variable), the line of explanation

based on the reduction of hiring frictions cannot account for the time-increasing impact
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response of hours to a technology shock we document as it only operates at the intensive
margin.

B Response of Total Hours Worked to a Technology Shock
across Variants of the RBC Model

To discipline and guide our empirical investigation, we derive below a formal expression for
the equilibrium level of total hours worked which enables us to discuss the link between
technology and labor.

B.1 The Framework

Households. We assume non-separable preferences between consumption and leisure in
the lines of Shimer [2009]:

C*V(L)” -1 oL o
= if 1 =|(1 —1 o
A o , if o#1, V(L) < + (o )71+0LL L ) (33)
and
140,
A=logC —v Loeov, if o=1 (34)

14+ o0p
These preferences are characterized by two crucial parameters: oy, is the Frisch elasticity of
labor supply, and o > 0 determines the substitutability between consumption and leisure;
it is worthwhile noticing that if & > 1, the marginal utility of consumption is increasing in
hours worked. Such preferences imply that the Frisch elasticity of labor supply is constant.
Households can accumulate internationally traded bonds (expressed in foreign good
units), N, that yield net interest rate earnings of 7*N;. Denoting lump-sum taxes by T,
household’s flow budget constraint states that real disposable income (on the RHS of the
equation below) can be saved by accumulating traded bonds, consumed, Pc:Cy, invested,
Pj.J; or is used to cover adjustment costs of capital utilization:

Ny +PoyCi+ Prydi+ Y PICHVfK,
j=H,N

= PN+ Wili — T+ REK Y adeuf™ (35)
j=H,N

where we denote the share of sectoral capital in the aggregate capital stock by l/tK J = Kg /K

and the capital compensation share in sector j = H, N by aigt = ggﬁ.
Partial derivatives of (33) w.r.t. C and L read:
Ac=C"°V(L)°, (36a)
AL = —C76V (L) 5 L7E (36D)
Acr = —AL((;_U, (36¢)

where A¢c = % and Ap, = g—%. According to eq. (36¢), the marginal utility of consumption
is increasing in labor supply as long as o > 1, i.e., if consumption and leisure are gross
substitutes.

The representative household chooses C; and L; so as to maximize his/her lifetime
utility with an instantaneous utility given by (33) subject to (35) and K; = I; — 0 K;.
Because we are only interested in investigating the role of each ingredient in influencing the
impact response of total hours worked, we will restrict ourselves to optimal decisions about
consumption and labor supply:

Ac (Cy, L) = Po i, (37a)
—Ap (Cy, Ly) = Wy, (37b)
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where Ac = C~°V(L)? and —Ap = C' 7oy LoV (L)7 1
First, eliminating the marginal utility of wealth A from (37b) by using (37a), i.e., A = /]\D—C,

leads to ¢
Ao OV W
Ae o—-1V P
a
where Vi, = 8\(/9’5:L) = (0 —1)yL°c. Rearranging the FOC for consumption (37a), i.e.,

|=

Cy = ( < ) —G, and plugging the latter equation into the above equation leads allows us to

rearrange the optimal decision on total hours worked (37b) as follows:

5 W (ACt)

yL* = (38)

PCt g

Firms. Both the traded and non-traded sectors use physical capital (inclusive of capital
utilization), denoted by K7 = u/*/K7J and labor, L7, according to a constant returns-to-
scale technology described by a CES production function:

J

RN RPN e
o (4lL) 7+ (=) (BIKY) 7 ] , (39)

Y/ =

where 0 < 79 < 1 is the weight of labor in the production technology, respectively, ol is
the elasticity of substitution between capital and labor in sector j = H, N, and AJ and Bj
are labor- and capital-augmenting efficiency.

We denote the wage rate and capital rental rate by W7 and R7 which are sector-specific
as we allow for labor and capital mobility costs. Because goods and factor markets are
perfect competitive and the production function displays constant returns to scale, these
assumptions imply that the elasticity of value added w.r.t. labor and capital is equal to the
cost of these factors in value added:

oYJ L7 j oY7 KJ j
DYl L amiyi (40)
where si = %jyj is the labor income share. Dividing the demand for labor by the de-

mand for capital leads to a relationship between the labor income share in sector j and
technological change biased toward labor (last term on the RHS):

. . 170.3'
s J o=l fBi\ o
S = " (wK) 7 (3 ' (41)
1-— STt - Ay
1-oJ

iy =
When the term (%) i increases, firms tilt their demand toward labor, thus leading to

J
a rise in the labor income share. '
Equilibrium level of total hours worked. Using the fact W/LJ = S]LPij and
summing across sectors leads to Zj WiLl = Zj SJLP]' Y’/ = WL. Denoting the aggregate
labor income share by sy, by definition, we have WL = s Y where Y is nominal GDP.
Making use of this expression to eliminate the wage rate from the labor supply decision
and solving leads to the equilibrium level for total hours worked:

o 1
ok Vi (Acy)”

vL, =5 Lip — (42)

PCt g
Column 4 of Table 4 shows the impact response of total hours worked for the baseline
model (11th row) which is contrasted with the responses from ten restricted versions of
the baseline model. Across all variants, we consider a permanent increase in utilization-
adjusted-aggregate-TFP by 1% and we assume that technology adjusts instantaneously to
its new long-run level.
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B.2 Quantifying the role of each ingredient across baseline model’s vari-
ants

In Table 4, we consider eleven variants of a RBC model to investigate the role of each element
for the link between hours and technology. In each variant, we assume that aggregate
utilization-adjusted aggregate TFP increases by 1% initially and remains permanently to
this level. When we consider a two-sector economy, we assume that traded and non-traded
technology improves by 1.7% and 0.6% respectively, in line with our evidence. When we
relax the assumption of Hicks-neutral technological change (HNTC henceforth), we let
technological change to be biased toward labor in the traded sector (by 1.60%) and the
non-traded sector (by 0.29%), in line with our estimates.

Response of hours to technology improvements in a closed economy setup.
In order to understand the role played by each element we first assume that the production
function is Cobb-Douglas and technological change is Hicks-neutral (i.e., 47(t) = B/(t) =
Z7(t)). We assume that capital utilization rate is fixed. In a closed economy model where
households consume one unique final good, the consumption price index P collapses to
1. Assuming that the pz?rameter o is equal to one, the equilibrium level for hours worked
(42) collapses to: yL(t)°c = W (t)C(t)~!. By increasing the wage rate, a technology shock
encourages agents to supply more labor through the substitution channel. A technology
shock also produces a positive wealth effect which encourages households to consume more
goods and more leisure and to lower their labor supply.

As is well-known, in a closed economy, a technology shock leads to an increase in
hours worked on impact which is necessary to meet higher demand for consumption and
investment goods. As shown in the first row of Table 4, total hours worked increase by
0.075%. When we consider a two-sector closed economy model which produces goods and
services, the relative price of leisure collapses to the real consumption wage denoted W (t).
As shown in the second row of Table 4, a technology improvement further increases total
hours worked by 0.11%. Intuitively, in line with the evidence, technology improvements are
more pronounced in Manufacturing than in Services which leads the latter sector to charge
higher prices to compensate for its higher marginal cost. Because goods and services are
complements, the appreciation in the relative price of services disproportionately increases
the share of services in total expenditure which leads labor to shift toward the service sector.
Since worker experience mobility costs, firms in the service sector must pay higher wages
which amplifies the substitution effect and further increases labor supply.

Moving from a closed to a small open economy. We now assume that the economy
has perfect access to world capital markets. For pedagogical purposes, we consider first a
one-sector economy with no capital adjustment costs. As shown in the third row of Table
4, total hours worked decline dramatically in a small open economy by -0.492%. Intuitively,
because domestic goods and foreign goods are perfect substitutes, the open economy finds
it optimal to work less and import goods and services from abroad by running a current
account deficit. As shown in the last column Table 4, consumption increases less once we
allow for capital adjustment costs (see the fourth row), leading labor supply to fall less (i.e.,
by -0.418%) because domestic capital and foreign bonds are no longer perfect substitutes
in the short-run which mitigates the current account deficit.

Moving from a one-sector to a two sector open economy. We now consider
an economy which produces traded goods that can be exported and non-traded goods for
domestic absorption only. The decline in labor supply by -0.348% is less pronounced than
in a one-sector small open economy because the economy must produce non-traded goods
which cannot be imported from abroad. While traded hours worked decline by almost the
same amount as in one-sector economy, labor now shifts toward non-traded industries. Note
that by raising the marginal revenue product of labor, the appreciation in the relative price
of non-tradables increases the wage rate which leads agents to supply more labor.

As shown in the sixth row, when we allow for labor mobility costs. hours worked fall
by a smaller magnitude, i.e., by -0.219%. Intuitively, in a model where workers experience
switching costs, less labor can move toward the non-traded sector. Therefore workers must
reduce their labor supply by a smaller magnitude so that the production of non-traded
goods meets additional demand.
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Moving from a small to a semi-small open economy. We now assume that home-
and foreign-produced traded goods are imperfect substitutes. As shown in the seventh
row of Table 4, total hours worked decline less following a technology improvement, i.e.,
L(0) = —0.111. Intuitively, households are now reluctant to substitute foreign- for home-
produced traded which in turn leads the traded sector to produce more to meet higher
demand. Because the open economy reduces its imports, the decline in hours worked must
be less pronounced. As displayed by the eight row of Table 4, capital mobility costs further
mitigate the magnitude of the decline in total hours worked.

Factor-biased technological change and preferences. We now add a new element
by allowing production to be more intensive in one specific input. Under the assumptions of
perfectly competitive markets and constant returns to scale in production, labor is paid its
marginal product. Denoting the labor income share by s, the marginal revenue product
(A=n
level, i.e., SL% = W where sy, is the aggregate labor income share (LIS henceforth) and
Y is GDP at current prices. Plugging labor demand s L% = W into labor supply (38) to
eliminate W and solving leads to the equilibrium level of total hours worked:

of labor, s , must equate the wage rate W7. The same logic applies at an aggregate

(43)

If we assume that production functions are of the CES type and technological change
is factor-biased, the aggregate LIS varies following a permanent technology improvement
which in turn influences the equilibrium level of total hours worked. Column 4 in the ninth
row indicates that technological change biased toward labor mitigates the magnitude of the
decline in hours worked from -0.093% to -0.074%. Formally, technological change biased
toward labor is reflected into an increase in sy, , as captured by term on the RHS of eq. (43)
which raises the marginal revenue product of labor, pushes up labor demand and increases
wages.

More specifically, technological change biased toward labor implies that production in
both sectors turns out to be more intensive in labor which has an expansionary effect on
hours worked.'® In the tenth row, we assume that consumption and leisure are substitutes
so that the coefficient of relative risk aversion o collapses to two. The decline in total
hours worked is more pronounced, passing from -0.074% to -0.105%. Because the marginal
utility of consumption declines more rapidly as consumption increases, households allocate
a greater share of their additional wealth to leisure time which amplifies the decline in total
hours worked. In the last row, we allow for an endogenous capital utilization at a sectoral
level. The decline in L slightly shrinks at -0.106%. On one hand, capital utilization falls
substantially in the traded sector because technological change is strongly biased toward
labor which has a negative impact on traded hours worked. On the other hand, capital
utilization increases in the non-traded sector because non-traded prices appreciate which
has a positive effect on non-traded hours worked. The latter effect more than offsets the
former.

C Unit Cost for Producing

In this section, we derive the expression for the unit cost for producing.
Both sectors are assumed to be perfectly competitive and thus choose capital and labor
by taking prices as given:

max IT} = max {Pg' Y/ —WiL] — RIK} } . (44)
Ki.Lj Ki.Lj

Because we assume labor and capital mobility costs, the value of marginal products in the
traded and non-traded sectors equalizes while costly labor mobility implies a differential in

0The effect looks small because an aggregate technology shock is a mix of symmetric and asymmet-
ric technology shocks. Although asymmetric technology improvements are strongly biased toward labor,
symmetric technology shocks which are predominant and biased toward capital.
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wage rates and capital rental rates across sectors:

oi—1

R (a1) 7 (8l) 7 ()7 =W (450
=) (8) 7 (1) 7 () = ()

where we denote by k! = K7 /L7 the capital-labor ratio for sector j = H, N, and y/ = Y/ /LJ
value added per hours worked described by

oJ

. NS . PN N e
V(A1) 7+ (=) (BIH) 7 ] - (46)

yi =

Dividing (45a) by (45b) leads to a positive relationship between the relative cost of
labor and the capital-labor ratio in sector j:

, . o1=gd L
Wi ~J B\ o [ KI\“
R 1 <A> (L) ’ (47)

where K7 = u®JK7. We manipulate (47) To to determine the conditional demands for

both inputs:
j ol BJ 1—o7 W] —o7
. ~ . ")/
L’ = K . — — 4
<1—7J> <AJ> <R> ’ (462)

i\ ol S\ ol —1 i\ ol
~ . . 1_7.7 BJ W3
K = I : — — . 4
< o ) (A”> <R> (450)

Inserting eq. (48a) (eq. (48b) resp.) in the CES production function (39) and solving for
L7 (K7 resp.) leads to the conditional demand for labor (capital resp.):

5 W) = ) )7 () oy (490
(1 B 7j) (Bjkj> Ui;'l _ (Yj) Uia_'l (BRJ)M (X]) iij 7 (49Db)

where X7 is given by:

X7 = ()7 (A)7 T w4 (1= 49 (BI)T T R (50)
Total cost is equal to the sum of the labor and capital cost:
¢V =WILI + RKY. (51)

Inserting conditional demand for inputs (49) into total cost (51), we find that C7 is ho-
mogenous of degree one with respect to value added:

OV = Y7, with cj:(Xj)ﬁ, (52)

where the unit cost for producing is:

o (2 ) - (£ )] (53)

=
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D Technology Frontier and FBTC

Following Caselli and Coleman [2006] and Caselli [2016], the menu of possible choices of
production functions is represented by a set of possible (A7, BY) pairs. These pairs are
chosen along the technology frontier which is assumed to take a CES form:

@)+ (1) o) E | <2, 654)

where Z7 > 0 is the height of the technology frontier, 0 < ’yé < 1 is the weight of labor effi-
ciency along the technology frontier and o7, > 0 corresponds to the elasticity of substitution
between labor and capital efficiency. Log-linearizing (54) leads to

a]Z.—l J -1

0 = % (AD) 7 A+ (1-4%) (B0) = B,
Bo) _ o (PO
Aity  1—4) <Aj(t)> ' (%)

Firms choose A7 and B? along the technology frontier so as to minimize the unit cost
function described by (53) subject to (54) which holds as an equality. Differentiating (53)
w.r.t. A7 and B7 (while keeping W7 and R/ fixed) leads to:

i . 1~ j . i 1—07 )
d0=-0)" () @O Ro-0-9" (FE)  @a) B,
: (56)
Using the fact that (’Yj)aj (Vz((;)))l—cﬂ (cj(t))ajfl — si(t), eq. (56) can be rewritten as

—siflj (t) — (1 - s%) BI(t) = & (t). Setting this equality to zero and inserting (55) leads

to: )
1—o’

J BI i I(t ,
s (Fw) F =T o
11—y (t) 1—s7(t)
Solving (57) for SJL leads to: _
oyt
. VAN
d= (%) " (5%)

Inserting (58) into (55) allows us to rewrite the log-linearized version of the technology
frontier as follows: . ' ‘ '
7] = sy Al + (1 - st> B, (59)

E Sectoral Decomposition of Aggregate TFP

We consider an open economy which produces domestic traded goods, denoted by a super-
script H, and non-traded goods, denoted by a superscript N. The foreign-produced traded
good is the numeraire and its price is normalized to 1. We consider an initial steady-state
where prices are those at the base year so that initially real GDP, denoted by Yg, and the
value added share at constant prices, denoted by ¥, collapse to nominal GDP (e, Y)
and the value added share at current prices, respectively.

Summing value added at constant prices across sectors gives real GDP:

Yre = P/ + PNYY, (60)

where PH and PY stand for the price of home-produced traded goods and non-traded
goods, respectively, which are kept fixed since we consider value added at constant prices.
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Log-linearizing (60), and denoting the percentage deviation from initial steady-state by
a hat leads to:
Vay = vV AV 4 (1 - V) YN, (61)

where vVH = L HYYH is the value added share of home-produced traded goods evaluated

at the initial steady-state. We drop the time index below as long as it does not cause

confusion.

Sectoral goods are produced from CES production functions (39). Log-linearizing (39)
and invoking the property of constant returns to scale together with the assumptions of
perfect competition in goods and factor market are perfectly competitive, i.e., inserting eq.
(40), leads to:

V7 =sp (A + 1) + (1-) (B + 4l + 7). (62)
We assume that firms choose a mix of labor- and capital-augmenting efficiency, A7 and
B/, along a technology frontier whose height is measured by capital-utilization-TFP. The
technology frontier is described by eq. (54). Inserting the log-linearized version of the tech-

nology frontier (59) implies that the log-linearized version of the CES production function
(62) now reads:

Vi =2+ s+ (1-s7) (a7 + K7). (63)

Since TFP growth, T]?‘Pi, includes both technology improvement Zj and the adjustment

in capital utilization (1 — s L) Uy K. , the change in value added can be rewritten as follows:
V) = TEP) + s 1] + (1- s} ) 7. (64)

Summing capital income and labor income across sectors and denoting the aggregate
capital rental rate by R and the aggregate wage rate by W implies:

Z W/L! = W, Ly, (65a)
JroJ J i) 2%
ZR K} = RiK;, Y RIK] = R/K, (65b)
J

where K7 = w7 KJ and K = v K. Log-linearizing (65a)-(65b) while keeping factor prices
constant and dividing by nominal GDP leads to:

spLy = Z vVl L, (66a)
(1—sp) K, = Z v¥i (1 — si) K. (66D)
J

Inserting (64) into (61) allows us to rewrite the percentage deviation of real GDP as
follows:

Vi = Y v¥ | TEP] + s L] + (1 s} ) K{|. (67)
J

Making use of (66a) and (66b), eq. (67) can be rewritten in the following form:

~ ~ A ~ . .
Yri=TFP] +spli+ (1 - sJL) K7, (68)

where ) . N
TEP, =" TEPT + (1" TEP. (69)

Log-linearizing j R{ f(g = R K; wr.t. v and divided by nominal GDP leads to:

(1—sp)af = Z (1 - s]L) eIl (70)

J
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Inserting the definition of TFP growth
TEP) = 729 + (1—3L) Wi, (71)
and using (70) allows us to rewrite (69) as follows:

ZA = VHZH (1 Y 2N (72)

F Recovering and Calibrating the Dynamics of FBTC at a
Sectoral Level

In this section, we detail the methodology to construct time series for capital-utilization-
adjusted-FBTC in sector j = H, N and we detail how we choose parameters to account
for the dynamics of both symmetric and asymmetric components of factor-augmenting
efficiency A%(t) and Bl(t) (with ¢ =S, D, j = H, N) we estimate empirically.

F.1 Construction of Time Series for FBTC at a Sectoral Level

The starting point is the ratio of the labor to the capital income share in sector j given by
eq. (10) which can be solved for capital-utilization-adjusted-FBTC in sector j:

1—oJ . .
4 B\ 1 —nd o N —i=2t
FBTC! = <A§> =si=—= (k) 7 () 7 (73)
; g
where u/* is constructed by using the formula (91).

Since we normalize CES production functions so that the relative weight of labor and
capital is consistent with the labor and capital income share in the data, solving for 7
leads to:

_oJ

A\ o .
’7 = <> ' gi? (743)

y]
T A N
1 = (gj) (1 - §JL) . (74b)
Dividing (74a) by (74b) leads to:
G (B L .

where variables with a bar are averaged values of the corresponding variables over 1970-
2017.

The methodology adopted to calculate 4/ amounts to using averaged values as the
normalization point to compute time series for FBTC:

. lqu 1;{7j 1;qj
Bg / Bi\ SJ k.] od uf( J od (76)
Al JAi AV uti '

Factor-Biased Technological Change (FBTC). Within each sector, we allow for
labor- and capital-augmenting efficiency to increase at different rates so that technological
change can potentially be factor-biased. To investigate empirically whether technological
change is biased toward capital or labor, we have to constuct time series for FBTC within
sector j = H,N. We draw on Caselli and Coleman [2006] and Caselli [2016] to construct
time series for FBTC which must be adjusted with the capital utilization rate. Using (76),
our measure of capital-utilization-adjusted-FBTC, denoted by FTBC/,, reads

1701 1—07 170£

(BB sk (K A (a0
BTy, — (Bl S| St _ (77)
A, /A Si] k] u;

56




where a bar refers to averaged values of the corresponding variable over 1970-2017. To
construct time series for FBTCY/,, we plug time series for the ratio of the labor to the

capital income share, Sg = si i/ (1 — si it), the capital-labor ratio, k:ljt, the capital uti-

lization rate defined later, uff’ﬂ . We also plug values for o] we have estimated for each

country of our sample, see section].6 for a detailed exposition of our empirical strategy.
As shown in Table 1, we find values for o7 smaller than one for the whole sample (and
most of countries/sectors), thus corroborating the gross complementarity between capital
and labor documented by Oberfield and Raval [2021], Chirinko and Mallick [2017]. When
FBTC!, increases, technological change is biased toward labor while a fall indicates that
technological change is biased toward capital. To compute aggregate FBTC, we calculate
the labor compensation share weighted sum of sectoral FBTC adjusted with the capital
income share, i.e., FBATC;: =D i—HN O‘Ji,i (1 - sgi) FBTCY,.

To get estimates of 07 at a sectoral level, following Antras [2004], we run the regression
of logged real value added per hours worked on the logged real wage in this sector with
country-specific linear trends over 1970-2017. Since all variables display unit root process,
we use the fully modified OLS (FMOLS) procedure for cointegrated panel proposed by
Pedroni [2000] to estimate the cointegrating relationship. Columns 17 and 18 of Table 8
report estimates for 0! and oV we use to recover FBTC from (76). FMOLS estimated
values for the whole sample, i.e., o7 = 0.81 and ¢V = 0.86, reveal that capital and labor
are gross complements in both sectors.!!

G Identification of Technology Shocks

In this section we detail the identification strategy of technology shocks.

Empirical identification of technology shocks. To identify a permanent technology
improvement, we consider a vector of n observables Xit = [Zit, Vzt] where Zit consists of the
first difference of the (logarithm of the) utilization-adjusted TFP (as defined in eq. (1)) and

Vit denotes the n — 1 variables of interest (in growth rate) detailed later. Let us consider
the following reduced form of the VAR(p) model:

C(L)Xit = nit, (78)
where C(L) = I, — > ¥ _,; C,L* is a p-order lag polynomial and 7 is a vector of reduced-
form innovations with a variance-covariance matrix given by . We estimate the reduced
form of the VAR model by panel OLS regression with country and time fixed effects which
are omitted in (83) for expositional convenience. The matrices Cj, and ¥ are assumed to be
invariant across time and countries and all VARs have two lags. The vector of orthogonal
structural shocks ¢;; = [55, Ez‘;] is related to the vector of reduced form residuals n;; through:

nit = Aoit, (79)

which implies ¥ = AgAj, with Ay the matrix that describes the instantaneous effects of
structural shocks on observables. The linear mapping between the reduced-form innovations
and structural shocks leads to the structural moving average representation of the VAR
model: )

Xit = B(L)Aoﬂt, (80)
where B(L) = C(L)~!. Let us denote A(L) = B(L)Ag with A(L) = >72, AxL*. To
identify a permanent technology improvement, eiZt , we use the restriction that the unit root
in utilization-adjusted TFP originates exclusively from technology shocks which implies
that the upper triangular elements of the long-run cumulative matrix A(1) = B(1)Ag must
be zero. Once the reduced form has been estimated using OLS, structural shocks can then
be recovered from e;; = A(1)~'B(1)n;; where the matrix A(1) is computed as the Cholesky
decomposition of B(1)XB(1)".

" Online Appendix J.6 provides more details about our empirical strategy to estimate ¢7. All FMOLS
estimated coefficients are positive and statistically significant except the estimated value for o for Ireland
which is negative. As in Antras [2004], we alternatively run the regression of the ratio of value added to
capital stock at constant prices on the real capital cost R/ P7 in sector j and replace the inconsistent estimate
for o™ obtained from labor demand with that obtained from the demand of capital.
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Table 5: Sample Range for Empirical and Numerical Analysis

Country Code Period Obs.
Australia (AUS) 1970 - 2017 48
Austria (AUT) 1970 - 2017 48
Belgium (BEL) 1970 - 2017 48
Canada (CAN) | 1970 - 2017 48
Germany (DEU) | 1970 - 2017 48
Denmark (DNK) | 1970 - 2017 48
Spain (ESP) | 1970 - 2017 48
Finland (FIN) | 1970 - 2017 48
France (FRA) | 1970 - 2017 48
Great Britain ~ (GBR) | 1970 - 2016 47
Ireland (IRL) 1970 - 2017 48
Italy (ITA) | 1970 - 2017 48
Japan (JPN) | 1973 - 2015 43
Netherlands (NLD) | 1970 - 2017 48
Norway (NOR) | 1970 - 2017 48
Sweden (SWE) | 1970 - 2017 48
United States  (USA) | 1970 - 2017 48
Total number of obs. 810
Main data sources EU KLEMS & OECD STAN

Notes: Column ’period’ gives the first and last observa-
tion available. Obs. refers to the number of observations
available for each country.

H Data Description for Empirical Analysis

Sources: Our primary sources for sectoral data are the OECD and EU KLEMS databases.
We use data from EU KLEMS ([2011], [2017]) March 2011 and July 2017 releases. The
EU KLEMS dataset covers all countries of our sample, with the exceptions of Canada and
Norway. For these two countries, sectoral data are taken from the Structural Analysis
(STAN) database provided by the OECD ([2011], [2017]). For both EU KLEMS and STAN
databases, the March 2011 release provides data for eleven 1-digit ISIC-rev.3 industries
over the period 1970-2007 while the July 2017 release provides data for thirteen 1-digit-
rev.4 industries over the period 1995-2017.

The construction of time series for sectoral variables over the period 1970-2017 in-
volves two steps. First, we identify tradable and non-tradable sectors. The methodology
adopted to classify industries as tradables or non-tradables is described in section L.2. We
map the ISIC-rev.4 classification into the ISIC-rev.3 classification in accordance with the
concordance Table 6. Once industries have been classified as traded or non-traded, for
any macroeconomic variable X, its sectoral counterpart X7 for j = H, N is constructed by
adding the X}, of all sub-industries k classified in sector j = H, N as follows X/ = Y oke ; Xk
Second, series for tradables and non-tradables variables from EU KLEMS [2011] and OECD
[2011] databases (available over the period 1970-2007) are extended forward up to 2017 us-
ing annual growth rate estimated from EU KLEMS [2017] and OECD [2017] series (available
over the period 1995-2017).

Construction of sectoral variables. Once industries have been classified as traded or
non-traded, we construct sectoral variables by taking time series from EU KLEMS ([2011],
[2017]) and OECD STAN ([2011], [2017]) databases. These two databases provide data,
for each industry and year, on value added at current and constant prices, permitting the
construction of sectoral deflators of value added, as well as details on labor compensation
and hours worked data, allowing the construction of sectoral wage rates. Time and countries
are indexed by subscripts ¢ and ¢ below while the sector is indexed by the superscript
j=H,N.

All quantity variables are scaled by the working age population (15-64 years old).
Source: OECD ALFS Database for the working age population (data coverage: 1970-
2017). We describe below the construction for the sectoral data employed in the main text
(mnemonics are given in parentheses):

e Sectoral value added, Yzi sectoral value added at constant prices in sector j =
H,N (VA_QI). Series for sectoral value added in current (constant) prices are con-
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Table 6: Summary of Sectoral Classifications

Sector ISIC-rev.4 Classification ISIC-rev.3 Classification
(sources: EU KLEMS [2017] and OECD ([2017]) (sources: EU KLEMS [2011] and OECD ([2011])
Industry Code Industry Code
Agriculture, Forestry and Fishing A Agriculture, Hunting, Forestry and Fishing AtB
Mining and Quarrying B Mining and Quarrying C
Tradables | Total Manufacturing C Total Manufacturing D
(H) Transport and Storage H Transport, Storage and Communication I
Information and Communication J
Financial and Insurance Activities K Financial Intermediation J
Electricity, Gas and Water Supply D-E Electricity, Gas and Water Supply E
Construction F Construction F
Wholesale and Retail Trade, Repair
Non of Motor Vehicles and Motorcycles G Wholesale and Retail Trade G
Tradables | Accommodation and Food Service Activities I Hotels and Restaurants H
(N) Real Estate Activities L Real Estate, Renting and Business Services K
Professional, Scientific, Technical,
Administrative and Support Service Activities | M-N
Community Social and Personal Services O-U Community Social and Personal Services LtQ

structed by adding value added in current (constant) prices for all sub-industries &
in sector j = H,N, ie., PYj = >, P, Y], (P,Yi = >, P, Y], where the bar
indicates that prices P7 are those of the base year), from which we construct price
indices (or sectoral value added deflators), Pft Sources: EU KLEMS ([2011], [2017])
and OECD STAN ([2011], [2017]) databases.

Y,

Sectoral value added share, v;”, is constructed as the ratio of value added at

constant prices in sector j to GDP at constant prices, i.e., YZ%/(YZfIﬁLYéV) forj = H, N.

Relative price of non-tradables, P;;. Normalizing base year price indices P7 to 1,
the relative price of non-tradables, Py, is constructed as the ratio of the non-traded
value added deflator to the traded value added deflator (i.e., Py = P /PH). The
sectoral value added deflator ng for sector j = H, N is calculated by dividing value
added at current prices (VA) by value added at constant prices (VA_QI) in sector j.
Sources: EU KLEMS ([2011], [2017]) and OECD STAN ([2011], [2017]) databases.

Terms of trade, TOT;; = Pft{ /Pf’*, is computed as the ratio of the traded value
added deflator of the home country 1, Pf , to the geometric average of the traded value
added deflator of the seventeen trade partners of the corresponding country i, Pl-f’*,
the weight being equal to the share ozZM’k of imports from the trade partner k. We use
the traded value added deflator to approximate foreign prices as it corresponds to a
value-added concept. The Direction of Trade Statistics (DOTS, IMF) gives the share
of imports O‘ZM *of country ¢ by trade partner k for all countries of our sample over
1970-2017. The traded value added deflator Pg is calculated by dividing value added
at current prices (VA) by value added at constant prices (VA_QI) in sector H. Sources:
EU KLEMS ([2011], [2017]) and OECD STAN ([2011], [2017]) for PH. Prices of
M

o’
foreign goods and services are calculated as follows: Pf* = gz (PtH’k) " . While

the seventeen trade partners of a representative home country do not fully account
for the totality of trade between country ¢ and its trade partners k # i, it covers 58%
of total trade on average for a representative OECD country of our sample. Source:
Direction of Trade Statistics [2017]. Period: 1970-2017 for all countries except for
Belgium (1997-2017).

Sectoral hours worked, L{t, correspond to hours worked by persons engaged in sec-
tor j (H.EMP). Likewise sectoral value added, sectoral hours worked are constructed
by adding hours worked for all sub-industries k in sector j = H, N, i.e., L7, = >, L7 ..
Sources: EU KLEMS ([2011], [2017]) and OECD STAN ([2011], [2017]) databases.

e Sectoral labor share, VZ-];’j , is constructed as the ratio of hours worked in sector j
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to total hours worked, i.e., L7, /(L + LY) for j = H, N.

e Sectoral nominal wage, szt is calculated as the ratio of the labor compensation
(compensation of employees plus compensation of self-employed) in sector j = H, N
(LAB) to total hours worked by persons engaged (H.EMP) in that sector. ources:
EU KLEMS ([2011], [2017]) and OECD STAN ([2011], [2017]) databases.

¢ Relative wage, I/szt /Wi, is constructed as the ratio of the nominal wage in the sector
J to the aggregate nominal wage W.

e Labor income share (LIS), siit, is constructed as the ratio of labor compensation
(compensation of employees plus compensation of self-employed) in sector j = H, N
(LAB) to value added at current prices (VA) of that sector. Sources: EU KLEMS
([2011], [2017]) and OECD STAN ([2011], [2017]) databases.

We detail below the data construction for aggregate variables (mnemonics are in paren-
theses). For all variables, the reference period is running from 1970 to 2017:

e Real gross domestic product, Y3 ;, is the sum of traded and non-traded value
added at constant prices. Sources: EU KLEMS ([2011], [2017]) and OECD STAN
([2011], [2017]) databases.

e Total hours worked, L;, are total hours worked by persons engaged (H_.EMP). By
construction, total hours worked is the sum of traded and non-traded hours worked.
Sources: EU KLEMS ([2011], [2017]) and OECD STAN ([2011], [2017]) databases.

¢ Real consumption wage, W¢ ;s = Wi /Pc i, is constructed as the nominal aggre-
gate wage divided by the consumer price index (CPI). Source: OECD Prices and
Purchasing Power Parities Database [2017] for the consumer price index. The nom-
inal aggregate wage is calculated by dividing labor compensation (LAB) by total
hours worked by persons engaged (H.EMP). Sources: EU KLEMS ([2011], [2017])
and OECD STAN ([2011], [2017]) databases.

e Aggregate total factor productivity, TFP;, is constructed as the Solow resid-
ual from constant-price domestic currency series of GDP, capital, LIS sz, ;, and total
hours worked. We compute the overall capital stock by adopting the perpetual inven-
tory approach, using constant-price investment series taken from the OECD’s Annual
National Accounts, see the next section I. The aggregate LIS, sr,1, is the ratio of
labor compensation (compensation of employees plus compensation of self-employed)
(LAB) to GDP at current prices (VA) in sector averaged over the period 1970-2017
(except Japan: 1973-2015). Sources: EU KLEMS ([2011], [2017]) and OECD STAN
([2011], [2017]) databases.

I Construction of Utilization-Adjusted-TFP Time Series at
a Sectoral Level

We construct time-varying capital utilization time series using the procedure discussed in
Imbs [1999] to construct our own series of utilization-adjusted-TFP. We assume perfectly
competitive factor and product markets. We abstract from capital adjustment costs and
capital mobility costs across sectors. Both the traded and non-traded sectors use physical
capital, K7, and labor, L7, according to constant returns to scale production functions
which are assumed to take a CES form:

o

] N - i ) - B X
$(at) T o ) 7]

Y) =

We denote the capital utilization rate by utK 7, Because more intensive capital use depreci-
ates the capital more rapidly, we assume the following relationship between capital use and
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depreciation:
, N
O = 0K (Uf(]> ; (82)

where § is the capital depreciation rate and ¢ is the parameter which must be determined.
At the steady-state, we have u®7 = 1 and thus capital depreciation collapses to 6 which is
assumed to be symmetric across sectors. Firms also choose A7 and B’ along the technology
frontier that we assume to be Cobb-Douglas without loss of generality:

. . sj . l—Sj
Zj = (Ag) b (Bi) " (83)
While in the main text, we assume that the technology frontier is CES and above we assume
it is Cobb-Doublas, it leads to the same outcome, i.c., Z] = s} A + (1 — sJL) B

Denoting the capital rental cost by Ry = Pyt (dx+ + r*) , and the labor cost by Wtj ,
firms choose the capital stock, capital utilization and labor so as the maximize profit:

I = P)Y] —W/L! — RK]. (84)

Profit maximization leads to first order conditions on K7, v/J, LJ:

ol —1 1 1
Pl (1=~7) (Bjuf) 7 (K7) 7 () =R, (850)
) ) PN N —-L N Ndx—1 .
Pl =) (BIKT) 7 (uf7) 7 (7)) = Prdwon (uf)™ K9, (85)
. S T T .
pio () 5 (1) (62) 7 - =

Multiplying both sides of the first equality by K7 and dividing by sectoral value added
leads to the capital income share:

Do ol -1
J »J J ol
Blu! Kt>

7

Y;

(86)

]

By using the definition of the capital income share above and inserting the expression
for the capital rental cost, first-order conditions can be rewritten as follows:

\ piy
o i _ "
(1 3L> PJ,tK,? Okt +717), (87a)
\ piy’
1—s7 Lt —§ , 87b
( L) Pk KtOK (87b)
. piyd ,
Sha i =W (87c)
t

Evaluating (87a) and (87b) at the steady-state and rearranging terms leads to:

(r* +0K) = Ok oK, (88)

which allows us to pin down ¢x. We let the capital depreciation rate dx and the real
interest rate r* (long-run interest rate minus CPI inflation rate) vary across countries to
compute ¢x.

In the line of Garofalo and Yamarik [2002], we use the value added share at current
prices to allocate the aggregate capital stock to sector j:

K] = w7 K, (89)
PY/

PYR ¢
added share of sector j = H, N at current prices. The methodology by Garofalo and

where K, is the aggregate capital stock at constant prices and wz/ J = is the value

61



Yamarik [2002] is based on the assumption of perfect mobility of capital across sectors and

a small discrepancy in the LIS across sectors, i.e., s ~ s¥. Inserting (89) into (87a)-(87b),

first order conditions on K7 and u*¥ now read as follows:

i\ PiYry
L= s],) o = (O +1° 90
( SL,t PJ’th ( Kt +r )7 ( a)
i\ PYry
14 ) t_ g . 90b
(1=500) B g = Orcas (90b)

Solving (90b) for utK 7 Jeads to:

: ey
S (1 ~ sii) PYrs|
t ko PriKy

(91)

_ 4k

where ¢ = S (see eq. (88)). Dropping the time index to denote the steady-state
value, the capital utilization rate is:

1
1— J ) PK
ufI = 7< L) PYr (92)
dxox PrK
Dividing (91) by (92) leads to the capital utilization rate relative to its steady-state:
: 1
w151\ PYre PK | (93)
uti 1- SJL PYR PjK 7

We denote total factor productivity in sector j = H, N by TFPJ which is defined as
follows:

. v/
TFP! = ! . (94)
) ajjl ) aj/—_l oJ—1
o (1) v ()|
Log-linearizing (94), the Solow residual is:
TEP] =V} — $i1i — (1 - sg) K. (95)

Log-linearizing the production function (81) shows that the Solow residual can alternatively
be decomposed into utilization-adjusted TFP and capital utilization correction:

~ ] ~ - . AK, .
TFP) = ZJ + (1 - sJL) Wk, (96)

where utilization-adjusted TFP denoted by Z7 is equal to:
Z = sjAl+ (1-5]) B, (97)

Construction of time series for sectoral capital stock, Ki . To construct the
series for the sectoral capital stock, we proceed as follows. We first construct time series for
the aggregate capital stock for each country in our sample. To construct K;, we adopt the
perpetual inventory approach. The inputs necessary to construct the capital stock series
are a i) capital stock at the beginning of the investment series, Kjg7, ii) a value for the
constant depreciation rate, dx, iii) real gross capital formation series, ;. Real gross capital
formation is obtained from OECD National Accounts Database [2017] (data in millions of
national currency, constant prices). We construct the series for the capital stock using the
law of motion for capital in the model:

Kt+1 - It + (1 - (5K) Kt. (98)
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for t = 1971, ...,2017. The value of dx is chosen to be consistent with the ratio of capital
depreciation to GDP observed in the data and averaged over 1970-2017:
1 Qi” Sk Pr K, CFC

48 Y, Y’

(99)
t=1970

where Pj; is the deflator of gross capital formation series, Y; is GDP at current prices,
and CFC/Y is the ratio of consumption of fixed capital at current prices to nominal GDP
averaged over 1970-2017. Deflator of gross capital formation, GDP at current prices and
consumption of fixed capital are taken from the OECD National Account Database [2017].
The second column of Table 7 shows the value of the capital depreciation rate obtained by
using the formula (99). The capital depreciation rate averages to 5%.

To have data on the capital stock at the beginning of the investment series, we use the
following formula:

Lig7o
gr + 0k’
where I1979 corresponds to the real gross capital formation in the base year 1970, g; is
the average growth rate from 1970 to 2017 of the real gross capital formation series. The
system of equations (98), (99) and (100) allows us to use data on investment to solve for the
sequence of capital stocks and for the depreciation rate, . There are 49 unknowns: Kig7o,
Or, Kig71, ..., and Kop17, in 49 equations: 47 equations (98), where t = 1971, ...,2017, (99),
and (100). Solving this system of equations, we obtain the sequence of capital stocks and
a calibrated value for depreciation, dx. Following Garofalo and Yamarik [2002], the gross
capital stock is then allocated to traded and non-traded industries by using the sectoral
value added share, see eq. (89). .

Construction of time series for sectoral TFPs. Sectoral TFPs, TFP], at time ¢
are constructed as Solow residuals from constant-price (domestic currency) series of value
added, Y/, capital stock, K7, and hours worked, L], by using eq. (95). The LIS in sector
7, sJL, is the ratio of labor compensation (compensation of employees plus compensation
of self-employed) to nominal value added in sector j = H, N, averaged over the period
1970-2017 (except Japan: 1973-2015). Data for the series of constant price value added
(VA_QI), current price value added (VA), hours worked (H_.EMP) and labor compensation
(LAB) are taken from the EU KLEMS (][2011], [2017]) and OECD STAN ([2011], [2017])
databases.

Construction of time series for real interest rate, r*. The real interest rate
is computed as the real long-term interest rate which is the nominal interest rate on 10
years government bonds minus the rate of inflation which is the rate of change of the
Consumption Price Index (CPI). Sources: OECD Economic Outlook Database [2017] for
the long-term interest rate on government bonds and OECD Prices and Purchasing Power
Parities Database [2017] for the CPI. Data coverage: 1970-2017 except for IRL (1990-2017)
and KOR (1983-2017). The first column of Table 7 shows the value of the real interest rate
which averages 2.7% over the period 1970-2017. _

Construction of time series for capital utilization, utK J

Kigro = (100)

. To construct time series

for the capital utilization rate, utK g , we proceed as follows. We use time series for the real
interest rate, 7* and for the capital depreciation rate, dx to compute ¢ = ~ ng (see eq.

(88)). Once we have calculated ¢ for each country, we use time series for the LIS in sector j,
s7 ¢» GDP at current prices, P;Yg; = Y}, the deflator for investment, Pj;, and times series

for the aggregate capital stock, K; to compute time series for utK J by using the formula
(91).

Construction of time series for utilization-adjusted TFP, th. According to (96),
capital utilization-adjusted sectoral TFP expressed in percentage deviation relative to the
steady-state reads:

7] = TP - (1 - sj> akd,

mZzZ -z = <lnTFPz - lnTFPi) - (1 - si) (lnuf’j - lnﬂf{’]) . (101)
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Table 7: Data on Real Interest Rate (r*) and Fixed Capital Depreciation Rate (dx)

Country r* 0K

AUS 0.028 | 0.058
AUT 0.029 | 0.040
BEL 0.031 | 0.041
CAN 0.031 | 0.100
DEU 0.022 | 0.062
DNK 0.044 | 0.036
ESP 0.020 | 0.048
FIN 0.024 | 0.043
FRA 0.031 | 0.031
GBR 0.023 | 0.042
IRL 0.033 | 0.029
ITA 0.025 | 0.050
JPN 0.017 | 0.061
NLD 0.028 | 0.035
NOR 0.025 | 0.102
SWE 0.029 | 0.038
USA 0.025 | 0.026
OECD 0.027 | 0.050

The percentage deviation of variable X; from initial steady-state is denoted by X, = In X, —
In X; where we let the steady-state vary over time; the time-varying trend In X, is obtained
by applying a HP filter with a smoothing parameter of 100 to logged time series. To
compute T' a Pt, we take the log of TFP] and subtract the trend component extracted from
a HP filter applied to logged TFP{, ie., In TFPJ —1In TFPJ The same logic applies to u, K

Once we have computed the percentage dev1at10n In Zj In th , we reconstruct time series
for In Z7:

InZ! = (ang —In th) +InZ. (102)

The construction of time series of logged sectoral TFP, In TFP{ , capital utilization-adjusted
sectoral TFP, In Z/, is consistent with the movement of capital utilization along the business
cycle.

J Data for Calibration

J.1 Non-Tradable Content of GDP and its Demand Components

Table 8 shows the non-tradable content of GDP, consumption, investment, government
spending, labor and labor compensation (columns 1 to 6). The home content of consumption
and investment expenditure in tradables and the home content of government spending are
reported in columns 8 to 10. Column 7 shows the ratio of exports to GDP. Columns 11
and 12 shows the labor income share in the traded and non-traded sector. Columns 13-14
display the investment-to-GDP ratio and government spending in % of GDP, respectively.
Our sample covers the 17 OECD countries displayed by Table 5. The reference period
for the calibration of labor variables is 1970-2017 while the reference period for demand
components is 1995-2014 due to data availability, as detailed below. When we calibrate
the model to a representative economy, we use the last line which shows the (unweighted)
average of the corresponding variable.

Aggregate ratios. Columns 13-14 show the investment-to-GDP ratio, wy and gov-
ernment spending as a share of GDP, wg. To calculate wj, we use time series for gross
capital formation at current prices and GDP at current prices, both obtained from the
OECD National Accounts Database [2017]. Data coverage: 1970-2017 for all countries.
To calculate wg, we use time series for final consumption expenditure of general govern-
ment (at current prices) and GDP (at current prices). Source: OECD National Accounts
Database [2017]. Data coverage: 1970-2017 for all countries. We consider a steady-state
where trade is initially balanced and we calculate the consumption-to-GDP ratio, wo by
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using the accounting identity between GDP and final expenditure:
we=1—-wjy—wgqg. (103)

As displayed by the last line of Table 8, investment expenditure (see column 13) and
government spending (see column 14) as a share of GDP average to 23% and 20%.

Non-traded demand components. Online Appendix of Cardi and Restout [2023]
details the construction of time series for non-traded government consumption, G, non-
traded consumption, C}¥, and non-traded investment, J;¥ by using the World Input-Output
Databases ([2013], [2016]). Columns 2 to 4 show non-tradable content of consumption (i.e.,
1—ac), investment (i.e., 1 —ayy), and government spending (i.e., wgn ), respectively. These
demand components have been calculated by adopting the methodology described in Online
Appendix F of Cardi and Restout [2023]. Sources: World Input-Output Databases ([2013],
[2016]). Data coverage: 1995-2014 except for NOR (2000-2014). The non-tradable content
of consumption, investment and government spending shown in column 2 to 4 of Table 8
averages to 57%, 69% and 84%, respectively.

In the empirical analysis, we use data from EU KLEMS (][2011], [2017]) and OECD
STAN (]2011], [2017]) databases for constructing sectoral value added over the period run-
ning from 1970 to 2017. Since the demand components for non-tradables are computed
over 1995-2014 by using the WIOD dataset, to ensure that the value added is equal to the
sum of its demand components, we have calculated the non-tradable content of value added
shown in column 1 of Table 8 as follows:

PNYN
= we(l—ac)+ws(l—ay)+wervwes, (104)

WYN =

where 1 — a¢ and 1 — ay are the non-tradable content of consumption and investment
expenditure shown in columns 2 and 3, wgn is the non-tradable content of government
spending shown in column 4, wo and wy are consumption- and investment-to-GDP ratios,
and wg is government spending as a share of GDP.

Non-tradable content of hours worked and labor compensation. To calculate
the non-tradable share of labor shown in column 5 and labor compensation shown in col-
umn 6, we split the eleven industries into traded and non-traded sectors by adopting the
classification detailed in section L.2. Details about data construction for sectoral output
and sectoral labor are provided above. We calculate the non-tradable share of labor com-
pensation as the ratio of labor compensation in the non-traded sector (i.e., WY LY) to
overall labor compensation (i.e., WL). Sources: EU KLEMS ([2011], [2017]) and OECD
STAN ([2011], [2017]) databases. Data coverage: 1970-2017 for all countries (except Japan:
1973-2015). The non-tradable content of labor and labor compensation, shown in columns
5 and 6 of Table 8, average to 64% and 63% respectively.

Home content of consumption and investment expenditure in tradables.
Online Appendix of Cardi and Restout [2023] details the construction of time series for
the home content of consumption and investment in traded goods by using data taken
from WIOD which allows to differentiate between domestic demand for home- and foreign-
produced goods. Columns 8 to 9 of Table 8 show the home content of consumption and
investment in tradables, denoted by o’ and aﬁl in the model. These shares are obtained
from time series calculated by using the formulas derived in Online Appendix F of Cardi
and Restout [2023]. Sources: World Input-Output Databases [2013], [2016]. Data cover-
age: 1995-2014 except for NOR (2000-2014). Column 10 shows the content of government
spending in home-produced traded goods. Taking data from the WIOD dataset, time series
for wgm are constructed by using the formula in Online Appendix F of Cardi and Restout
[2023]. Data coverage: 1995-2014 except for NOR (2000-2014). As shown in the last line of
columns 8 and 9, the home content of consumption and investment expenditure in traded
goods averages to 66% and 42%, respectively, while the share of home-produced traded
goods in government spending averages 12%. Since the non-tradable content of govern-
ment spending averages 84% (see column 4), the import content of government spending is
4% only.
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Since we set initial conditions so that the economy starts with balanced trade, export
as a share of GDP, wx, shown in column 7 of Table 8 is endogenously determined by the
import content of consumption, 1 — o, investment expenditure, 1 — 04? , and government
spending, wgr, along with the consumption-to-GDP ratio, we, the investment-to-GDP
ratio, wy, and government spending as a share of GDP, wg. More precisely, dividing the
current account equation at the steady-state by GDP, Y, leads to an expression that allows
us to calculate the GDP share of exports of final goods and services produced by the home

country:
PHXH
wx = v = wecac (1—aH)—i—wJaJ (1—0451)—1—&1@60(;& (105)

wgr =1 —wgn,p — wgw,p. The last line of column 7 of Table 8 shows that the export to
GDP ratio averages 13%.

Sectoral labor income shares. The labor income share for the traded and non-
traded sector, denoted by sf and sg , respectively, are calculated as the ratio of labor
compensation of sector j to value added of sector j at current prices. Sources: EU KLEMS
([2011], [2017]) and OECD STAN ([2011], [2017]) databases. Data coverage: 1970-2017 for
all countries (except Japan: 1973-2015). As shown in columns 11 and 12 of Table 8, s
and sg averages 0.63 and 0.68, respectively.

Estimated elasticities. Columns from 15 to 18 of Table 8 display estimates of the
elasticity of substitution between tradables and non-tradables in consumption, ¢, the elas-
ticity of labor supply across sectors, €y, the elasticity of capital supply across sectors, €,
the elasticity of substitution between capital and labor in the traded and the non-traded
sector, i.e., off and o!V.

J.2 Estimates of ¢,: Empirical Strategy and Estimates

Framework. The economy consists of M distinct sectors, indexed by 7 = 0,1,..., M each
producing a different good. Along the lines of Horvath [2000], the aggregate labor index is
assumed to take the form:

L

L L1

Mo 1L
L= [/[ (07) < (L7) < dj , (106)
0
The agent seeks to maximize her labor income
M . .
./ WiLidj = XL, (107)
0

for given utility loss; L7 is labor supply to sector j, W7 the wage rate in sector j and X
total labor income. The form of the aggregate labor index (106) implies that there exists
an aggregate wage index W (.), whose expression will be determined later. Thus equation
(107) can be rewritten as follows:

M
U/IWU@:WI. (108)
0

Writing down the Lagrangian and denoting by u the Lagrangian multiplier to the constraint,
the first-order reads as: ) ) X

()" (L) F L™F = uW/, (109)
Left-multiplying both sides of eq. (109) by L7, summing over the M sectors and using egs.

(106) and (108) implies that p = % Plugging the expression for the Lagrangian multiplier
into (109) and rearranging terms leads to optimal labor supply L’ to sector j:

. L
. . A
L) = (ﬁ;,) L. (110)

Each sector consists of a large number of identical firms which use labor, L7, and
physical capital, K7, according to a constant returns to scale technology described by a
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CES production function. The representative firm faces two cost components: a capital
rental cost equal to R’, and a wage rate equal to W/, respectively. Since each sector is
assumed to be perfectly competitive, the representative firm chooses capital and labor by
taking prices as given:

max IV = max {PY7 - W/L/ — RIK7} . (111)
Ki,Lj Ki,Li

First-order conditions lead to the demand for labor and capital which read as follows:

; PiYi 4
s, =W, (112a)
N PIYI .
(1—51) =R (112b)

Inserting labor demand (112a) into labor supply to sector j (110) and solving leads the
share of sector j in aggregate labor:

L
j ) piyi Ly
L iy [ , (113)
L SN s1 PiYidj

where we combined (108) and (112a) to rewrite the aggregate wage as follows:

JM st piyidj

W = 17

(114)
We denote by (37 the fraction of labor’s share of value added accumulating to labor in sector
J: ,
. s’ pjyj
i L p— P (115)
S s, PiYS
Using (115), the labor share in sector j (113) can be rewritten as follows:

L] . 1 . eL

- — (ﬁj)eLﬂ (ﬂ])ﬁ ) (116)

Introducing a time subscript and taking logarithm, eq. (116) reads as:

w (Y Lo Bl (117)
n = n ———Ing/.
L), e+1 el +1 7t
Totally differentiating (117), denoting the rate of growth of the variable with a hat,
including country fixed effects captured by country dummies, f;, sector dummies, f;, and
common macroeconomic shocks by year dummies, f;, leads to:

Bl — Lie = fi + fo + %80, + Vi, (118)
where
M . ~ -
Lie=2 1L (119)
j=1
and ' '
) J Pjy]
= (120)

it ] ]
Z] 151 1F)th

where s% ; is the labor income share in sector j in country ¢ which is averaged over 1970-2017.
Y7 is value added.
Elasticity of labor supply across sectors. We use panel data to estimate (118)

L
where 7; = sz_H and ﬂt is given by (115). The LHS term of (118) is calculated as the

difference between changes (in percentage) in hours worked in sector j, L ;.- and in total
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Table 10: Estimates of Elasticity of Labor Supply across Sectors (€)

Country Elasticity of labor supply
across Sectors (er)
AUS 0.480
(3.84)
AUT 1.096%
(3.08)
BEL 0.599“
(3.66)
CAN 0.362“
(4.24)
DEU 0.998“
(3.62)
DNK 0.273"
(2.55)
ESP 0.950“
(3.84)
FIN 0.417¢
(4.52)
FRA 1.309%
(3.03)
GBR 0.616*
(4.14)
IRL 0.105*
(3.17)
ITA 1.628“
(3.14)
JPN 0.961
(3.67)
NLD 0.221"
(2.25)
NOR 0.166*
(2.77)
SWE 0.547¢
(4.57)
USA 2.889"
(2.03)
Countries 17
Observations 794
Data coverage 1971-2017
Country fixed effects yes
Time dummies yes
Time trend no

Notes: ¢, ® and ¢ denote significance at 1%, 5% and 10% levels.
Heteroskedasticity and autocorrelation consistent t-statistics
are reported in parentheses.

hours worked, IA/” The RHS term (3 corresponds to the fraction of labor’s share of value
added accumulating to labor in sector j. Denoting by P/Y; value added at current prices
53Ry
Sieu st PY/
j = H, N defined as the ratio of the compensation of employees to value added in the
7th sector, averaged over the period 1970-2017. Because hours worked are aggregated by
means of a CES function, percentage change in total hours worked, L;;, is calculated as

in sector j = H, N at time t, Bf is computed as where si is the LIS in sector

a weighted average of sectoral hours worked percentage changes, i.e., Ly = Z;V: I ﬁg_lf)g.
The parameter we are interested in, say the degree of substitutability of hours worked across
sectors, is given by eZ-L = 7;/(1 — ;). In the regressions that follow, the parameter ~; is
assumed to be different across countries when estimating EiL for each economy (v; # i for
i #4').

To construct L7 and Bj we combine raw data on hours worked L7, nominal value added
P7YJ and labor compensation W/LJ. All required data are taken from the EU KLEMS
([2011], [2017]) and OECD STAN ([2011], [2017]) databases. The sample includes the 17
OECD countries mentioned above over the period 1971-2017 (except for Japan: 1974-2015).

Table 10 reports empirical estimates that are consistent with €;, > 0. All values are
statistically significant at 10%. Since the estimated value for € is not statistically significant
for Norway, we run the same regression as in eq. (118) but use output instead of value added
to construct Bj . We find a value of 0.17, as reported in column 17 of Table 10, and this
estimated value is statistically significant. Overall, we find that ey, ranges from a low of 0.1
of Ireland and 0.2 for Norway to a high of 2.89 for the United States.
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J.3 Estimates of ¢x: Empirical Strategy and Estimates

Framework. The economy consists of M distinct sectors, indexed by j = 0,1, ..., M each
producing a different good. Along the lines of Horvath [2000], the aggregate capital index
is assumed to take the form:

K

M N o S K1
K= U (WK) (K9) "% dj : (121)
0
The agent seeks to maximize capital income
M . .
/ RIKIdj = XK, (122)
0

for given utility level K(.); K7 is capital supply to sector j, R’/ the capital rental rate
in sector j and XX total capital income. The form of the aggregate capital index (121)
implies that there exists an aggregate capital rental rate index R¥ (.), whose expression
will be determined later. Thus equation (122) can be rewritten as follows:

M
/ R'Kidj = RFK. (123)
0

Writing down the Lagrangian and denoting by p the Lagrangian multiplier to the con-
straint, the optimal decision for capital supply to sector j reads as follows:

_ 1
(#9) ™ (K9)F Kk = R, (124)

Left-multiplying both sides of eq. (124) by K7, summing over the M sectors and using
eqs. (121) and (123) implies that Plugglng the expression for the Lagrangian
multiplier into (124) and rearranging terms leads to optimal capital supply K7 to sector j:

. K
RI\€
S (B) & 129

Each sector consists of a large number of identical firms which use labor, L7, and
physical capital, K7, according to a constant returns to scale technology described by a
CES production function. The representative firm faces two cost components: a capital
rental cost equal to R7, and a wage rate equal to W7, respectively. Since each sector is
assumed to be perfectly competitive, the representative firm chooses capital and labor by
taking prices as given:

max IV = max {P7Y7 - W/LJ — RIK7} . (126)
Li,KJ Li,KJ
First-order conditions lead to the demand for labor and capital which can be rewritten as
follows:

; PiY .
s7 77 =W/, (127a)
Piyi .
_ J
(1 .sL) =R, (127h)

Inserting labor demand (127a) into capital supply to sector j (125) and solving leads
the share of sector j in aggregate labor:

(1-s1)Prys 59
J ) K1 L
K . . )
(1= 1) Pividj
where we combined (123) and (127a) to rewrite the aggregate capital rental rate as follows:

f (1 — 5 ) PIiYidj
% .

K7 _ ( (128)

K

RE = (129)
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We denote by 3% the ratio of capital income in sector j to overall capital income:
(1-s) Py
S (1-s)) Py
Using (130), the share of capital in sector j (128) can be rewritten as follows:
KJ

1 K
& = (#) T () (131)

Introducing a time subscript and taking logarithm, eq. (131) reads as:

ﬂK,j _ (130)

KJ 1 , K K
In|— ) = In 1 7 132
H<K>t eK—i—an_‘_eK—&—lnﬁt (132)

We denote the rate of growth of the variable with a hat. We totally differentiate (132)
and include country fixed effects captured by country dummies, g;, sector dummies, g;, and
common macroeconomic shocks captured by year dummies, g;:

o e
KL —Kiy=gi+g+g; +7 8,7 +vy,7, (133)

We use panel data to estimate (133). We run the regression of the percentage change in
the share of capital in sector j on the percentage change in the capital income share of
sector j relative to the aggregate economy. Intuitively, when the demand for capital rises
in sector j, 457 increases which provides incentives for households to shift capital toward
this sector. To calculate ﬁft( 7 for sector j, in country 4 at time ¢, we proceed as follows:

M
K=Y B K, (134)
j=1
and A o
(1=, P
B = ’ (135)

M - . -9
S (1-s,) PiYd

where (1 — 57 Z) is the capital income share in sector j in country ¢ which is averaged over

1970-2017. Y7 is value added and P is the value added deflator.

Data: Source and Construction. We take capital stock series from the EU KLEMS
[2011] and [2017] databases which provide disaggregated capital stock data (at constant
prices) at the 1-digit ISIC-rev.3 level for up to 11 industries, but only for thirteen countries
of our sample which include Australia, Canada, Denmark, Finland, Great-Britain, Italy,
the Netherlands, Spain, the United States, over the entire period 1970-2017, plus Austria
(1976-2017), France (1978-2017), Japan (1973-2006), Korea (1970-2014). In efforts to have
time series of a reasonable length, we exclude Belgium (1995-2017) and Sweden (1993-2017)
because the period is too short while Ireland, and Norway do not provide disaggregated
capital stock series. To construct K 7 and BZI; " we combine raw data on capital stock K7,
nominal value added P/Y7 and labor compensation W7 L7 to calculate 1 — si.

Degree of capital mobility across sectors. We use panel data to estimate (133)
where X = effjjrl and ﬂi[t{ 7 is given by (135). Table 11 reports empirical estimates that
are consistent with ex > 0. We average positive values for ex and exclude negative values
as they are inconsistent. We find an average value for e of 0.15 which suggests high capital
mobility costs across sectors in OECD countries.

J.4 Estimates of ¢5 and ¢;: Empirical Strategy and Estimates

Framework. The economy consists of M distinct sectors, indexed by 7 = 0,1, ..., M each
producing a different good. Along the lines of Horvath [2000], the aggregate skilled labor
index is assumed to take the form:

M, (-1 S S
s=| [ (o) @) Fa| (136)
0
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Table 11: Elasticity of Capital Supply across Sectors (ex)

Country Elasticity of capital supply
across Sectors (ex)
AUS 0.065
(1.10)
AUT 0.178¢
(1.71)
BEL 0.229¢
(1.69)
CAN 0.107"
(2.50)
DEU 0.041
(0.62)
DNK —0.145%
(—3.88)
ESP —0.045
(—1.01)
FIN 0.101°
(2.38)
FRA 0.090
(1.07)
GBR 0.087¢
(1.72)
IRL —0.156
(—9.54)
ITA —0.028
(—0.54)
JPN 0.597°
(4.59)
NLD 0.034
(0.62)
NOR —0.007
(—0.32)
SWE —0.038
(—0.59)
USA 0.128
(1.43)
Countries 17
Observations 699
Data coverage 1970-2017
Country fixed effects yes
Time dummies yes
Time trend no

Notes: ¢, ® and ¢ denote significance at 1%, 5% and 10% levels. Het-
eroskedasticity and autocorrelation consistent t-statistics are reported in
parentheses.
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The agent seeks to maximize her labor income
M . .
/ Wisidj = X°, (137)
0

for given utility loss; S7 is the supply of skilled labor to sector j, W7 the wage rate paid in
exchange for each hour of skilled labor services in sector j and X® stands for total skilled
labor income. The form of the aggregate skilled labor index (136) implies that there exists
an aggregate wage index W* (.), whose expression will be determined later. Thus equation
(137) can be rewritten as follows:

M
/ Wisidj = WHS. (138)
0

Writing down the Lagrangian and denoting by p° the Lagrangian multiplier to the con-
straint, the first-order reads as:

1 1 1

(#5) 7 (8)F 57 = uSw, (139)

Left-multiplying both sides of eq. (139) by S7, summing over the M sectors and using
eqs. (136) and (138) implies that pu° = ﬁ Plugging the expression for the Lagrangian
multiplier into (139) and rearranging terms leads to optimal labor supply S’ to sector j:

i i W :
ST = S ws

We assume that within each sector, there is a large number of identical firms which
produces Y7 by using labor I/ and capital K7 according to constant returns to scale in
production. Labor is made up of skilled S7 and unskilled U7 workers. The representative
firm faces two cost components: a capital rental cost equal to R7, a skilled labor wage rate
W93 and an unskilled labor wage rate W97, Since each sector is assumed to be perfectly
competitive, the representative firm chooses capital and labor by taking prices as given:

(140)

max IV = max {PIYI-WSigi - wWiyi - RIKI}. (141)
K3,83,U3 Ki,89,U3
Since the production function displays constant returns to scale and using the fact that
factors are paid their marginal product, the demand for labor and capital are: oY |OLI =
Wi /PJ and 9Y7 /0K’ = R/P7, respectively; denoting the LIS in sector j by s7, the demand
for capital and labor can be rewritten as follows:

. 9YI oL )
J pi — WS
s7 P 517 957 — W=, (142a)
. 9YI oL .
J pi —wUs
St S a7 = W=7, (142b)
N PIYI 4
(1 - st> = =R, (142¢)

where SJLPj gLL; = W/J. By inserting the latter equation into eqs. (142a)-(142b), multiplying

both sides of eq. (142a) by S7/L’7 and both sides of eq. (142b) by U’ /L’ leads to:

oLi S . WSigi
o5 5T Wis (1452
LI U i wuigi

Inserting labor demand for skilled labor, i.e., using (143a) to replace W7 with sé W;JLj ,

into skilled labor supply to sector j (140) and solving leads to the share of sector j in
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aggregate skilled labor:

S

SJ B 19] S sgsijYj ‘
Si fo sSSLPJYJd]

S
. ]
57 — (19]') eSl+1 SSSLP]YJ o (144)
S s fo sSsJLPJYde

where we combined (138) and used the fact that W°S = f WSiSidj = fo sS P]Y]dj
to rewrite the aggregate skilled labor wage rate as follows:

fOM sgsin Ydj

S _
W= S

(145)

We denote by $%7 the fraction of skilled labor income in sector j relative to aggregate

skilled labor income:
5 S s T | piyi

ZM sssiPﬂ Yi’

g5 = (146)

Using (146), the skilled hours worked share in sector j (144) can be rewritten as follows:

j 1 S
% = (0@) SH(BSI) e (147)

Introducing a time subscript and taking logarithm, eq. (147) reads as:

5’] 1 J eS S,
Totally differentiating (148) and denoting the rate of change of the variable with a hat, we
find that the change in skilled hours worked in sector j caused by labor reallocation across
sectors is driven by the change in the skilled labor income share in sector j:

S) = 8 =57, (149)
where v = E;jl .
We use panel data to estimate (149). Including country fixed effects captured by country

dummies, h;, common macroeconomic shocks by year dummies, h;, sector dummies, h;,
(149) can be rewritten as follows:

89— Sit = hi+ hj+ he + 47357 + 057, (150)

S .
where ”yl-s = e;jrl and ﬂg’] is given by (146); j indexes the sector, ¢ the country, and ¢

indexes time (i.e., years). The LHS and RHS variables are defined as follows:

M
. S Ad
Sit = Zﬂi,;tj—lsg,t‘ (151)
j=1
and o o
/BS,_] o 8;7918][1 Z‘F)’L{f}/;ljf (152)
= =37
' Z] 1 SS 7,SL ZPJ YJ

where sgi is the share of skilled labor compensation in labor compensation in sector j, in

country ¢ averaged over 1970-2017, 3‘7LZ is the labor income share in sector j in country ¢
which is averaged over 1970-2017. When exploring empirically (150), the coefficient
alternatively assumed to be identical, i.e., %-S = ~5, or to vary across countries. The LHS
term of (150), i.e., Sft — Sy, gives the percentage change in skilled hours worked in sector
j driven by the pure reallocation of skilled labor across sectors.
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The same logic applies to derive the empirical strategy for estimating the degree of labor
mobility of unskilled labor. Including country fixed effects and year dummies:

~ -

Ui'jt Uy =n; + nj +ng +; ﬂlt 7, (153)

and ﬂg’j is given by (155); j indexes the sector, i the country, and ¢

where 7Y = 6511
indexes time (iz.e., years). The LHS and RHS variables are defined as follows:

zt - Z/Blt 1 Allt- (154)

and
JyJ
BUI = SUZSLZPY
it T M JyJ’
Z] lsUzSLzP Y

where s{” is the share of unskilled labor compensation in labor compensation in sector j,

(155)

in country i averaged over 1970-2017. When exploring empirically (153), the coefficient vV
is alternatively assumed to be identical, i.e., 'yiU = 7Y, or to vary across countries. The
LHS term of (153), i.e., Uft — Uit, gives the percentage change in unskilled hours worked in
sector j driven by the pure reallocation of unskilled labor across sectors.

Source and Coverage. Time series about high- (denoted by the superscript S),
medium- (denoted by the superscript M), and low-skilled labor (denoted by the superscript
U) are taken from EU KLEMS Database, Timmer et al. [2008]. Data are available for
all countries except Norway. The baseline period is running from 1970 to 2017 but is
different and shorter for several countries as indicated in braces for the corresponding
countries: Austria (1980-2017), Belgium (1980-2017), Canada (1970-2005), Denmark (1980-
2017), Finland (1970-2017), Ireland (2008-2017), Italy (1970-2017), Japan (1973-2017), the
Netherlands (1979-2017), Spain (1980-2017), the United Kingdom (1970-2017), and the
United States (1970-2005). We calculate the share of labor compensation in industry j for

skilled labor as the ratio of the sum of labor compensation of hi Ngh— and medium-skilled

j W53 83+ W ]MJ

labor to total labor compensation in sector j, i.e., sg = WL

Estimates. We average consistent positive Values which are statlstlcally significant. We
find eg = 0.63 and ¢y = 1.13. In accordance with the evidence documented by Kambourov
and Manovskii [2009] which reveals that industry (and occupational) mobility declines with
education, our empirical findings reveal that the elasticity of labor supply across sectors is
twice larger for unskilled than skilled workers.

J.5 Elasticity of Substitution in Consumption between Traded and Non-
Traded goods, ¢: Empirical Strategy and Estimates

Derivation of the testable equation. To estimate the elasticity of substitution in
consumption, ¢, between traded and non-traded goods, we derive a testable equation by

PN
)

-9
rearranging the demand for non-traded goods, i.e., CN = (1 — ¢ ( Pé’t) Cy, since time

series for consumption in non-traded goods are too short. More specifically, we derive an
expression for the non-tradable content of consumption expenditure by using the market
clearing condition for non-tradables and construct time series for 1 — ac; by using time
series for non-traded value added and demand components of GDP while keeping the non-
tradable content of investment and government expenditure fixed, in line with the evidence
documented by Bems [2008] for the share of non-traded goods in investment and building
on our own evidence for the non-tradable content of government spending. After verifying
that the (logged) share of non-tradables and the (logged) ratio of non-traded prices to
the consumption price index are both integrated of order one and cointegrated, we run the
regression by adding country and time fixed effects together and including a country-specific
time trend and estimate the coefficient by using a Fully Modified OLS estimator.
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Table 12: Elasticity of Labor Supply across Sectors for Skilled Workers (eg) and for Un-
skilled Workers (err)

Country Skilled Workers (es)  Unskilled Workers (er)
AUT 0.975 1.783
(2.55) (1.52)
BEL 0.202¢ 0.551¢
(1.82) (1.86)
CAN 0.386* 0.249¢
(3.65) (1.83)
DNK 0.122 0.250
(1.47) (1.57)
ESP 0.344% 0.928"
(2.98) (2.52)
FIN 0.337¢ 0.506*
(4.39) (3.38)
GBR 0.553¢ 0.655%
(4.33) (2.95)
ITA 0.821¢ 1.440°
(3.59) (2.28)
JPN 0.627¢ 0.892
(3.82) (2.57)
NLD 0.065 0.302¢
(0.89) (1.73)
USA 2.546" 4.825
(2.11) (0.95)
Countries 11 11
Observations 438 438
Data coverage 1970-2017 1970-2017
Country fixed effects yes yes
Time dummies yes yes
Time trend no no

Notes: ¢, ® and ¢ denote significance at 1%, 5% and 10% levels. Het-
eroskedasticity and autocorrelation consistent t-statistics are reported in
parentheses.

. . . N PN\ T? N
Multiplying both sides of C;' = (1 — ) (Pé‘t) Cy by PV /Pc leads to the non-

tradable content of consumption expenditure:

pNCY PN\
1-— =t 7t —(1- —t . 1
aot PeiCy SN2 (PC,t> (156)

Because time series for non-traded consumption display a short time horizon for most of the
countries of our sample while data for sectoral value added and GDP demand components
are available for all of the countries of our sample over the period running from 1970 to
2017, we construct time series for the share of non-tradables by using the market clearing
condition for non-tradables:

pNel 1 [PNYN

PoaCh = e Y, —(1—ay)wis —wgvwa| - (157)

Since the time horizon is too short at a disaggregated level (for I7 and G7) for most of the
countries, we draw on the evidence documented by Bems [2008] which reveals that 1—a” =
PN N . . pPNGN . . .
577 18 constant over time; we further assume that “——7— = wgn is constant as well in line
with our evidence. We thus recover time series for the share of non-tradables by using time
series for the non-traded value added at current prices, PN YN, GDP at current prices, Y;,
consumption expenditure, gross fixed capital formation, I3, government spending, G; while

keeping the non-tradable content of investment and government expenditure, 1 — a7, and

wan, fixed.
o . . . PNCON
Empirical strategy. Once we have constructed time series for 1 — ac; = zen b

using (156), we take the logarithm of both sides of (156) and run the regression of the
logged share of non-tradables on the logged ratio of non-traded prices to the consumption
price index:

In(l-—acu)=fi+fitat+(1—¢)ln (PN/PC)” + Wit, (158)
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Table 13: Elasticity of Substitution between Tradables and Non-Tradables (¢)

eq. (158)
Whole Sample 0.347¢
(6.03)
Countries 17
Observations 810
Data coverage 1970-2017
Country fixed effects yes
Time dummies yes
Time trend no

Notes: ¢, ® and ¢ denote significance
at 1%, 5% and 10% levels. Het-
eroskedasticity and autocorrelation
consistent t-statistics are reported
in parentheses.

where f; captures the country fixed effects, f; are time dummies, and p;; are the i.i.d. error
terms. Because parameter ¢ in (156) may display a trend over time, we add country-specific
trends, as captured by «;t. It is worth mentioning that PY is the value added deflator of
non-tradables.

Data source and construction. Data for non-traded value added at current prices,
PNYN and GDP at current prices, Y;, are taken from EU KLEMS ([2011], [2017]) and
OECD STAN ([2011], [2017]) databases (data coverage: 1970-2017 for all countries, except
Japan: 1973-2015). To construct time series for consumption, investment and government
expenditure as a percentage of nominal GDP, i.e., wo, wy and wgy, respectively, we use
data at current prices obtained from the OECD Economic Outlook [2017] Database (data
coverage: 1970-2017). Sources, construction and data coverage of time series for the share
of non-tradables in investment (1 — ay) and in government spending (wg~) are described
in depth above; PV is the value added deflator of non-tradables. Data are taken from
EU KLEMS ([2011], [2017]) and OECD STAN ([2011], [2017]) databases (data coverage:
1970-2017 for all countries, except for Japan: 1973-2015). Finally, data for the consumer
price index Pc; are obtained from the OECD Prices and Purchasing Power Parities [2017]
database (data coverage: 1970-2017).

Results. Since both sides of (158) display trends, we ran unit root and then cointe-
gration tests. Having verified that these two assumptions are empirically supported, we
estimate the cointegrating relationships by using the fully modified OLS (FMOLS) proce-
dure for cointegrated panel proposed by Pedroni [2000], [2001]. FMOLS estimate of (158) is
reported in Table 13. We find a value for the elasticity of substitution between traded and
non-traded goods in consumption of 0.35 which is close to the estimated value documented
by Stockman and Tesar [1995].

J.6 Estimates of Elasticity of Substitution between Capital and Labor in
Production, ¢/: Empirical strategy

To estimate the elasticity of substitution between capital and labor, 07, we draw on Antras
[2004]. We let labor- and capital-augmenting technological change grow at a constant rate:

Al = Ale™t (159a)
Bl = Bl (159b)
where o/ and b’ denote the constant growth rate of labor- and capital-augmenting technical

progress and A{) and Bg are initial levels of technology. Inserting first (159a) and (159b)
into the demand for labor and capital, taking logarithm and rearranging gives:

(Y7 /L) = a1+ (1—0?)dt+o;In(W//P)), (160a)
n(Y//K]) = ag+ (1—07)t+o;In(R/P)), (160D)
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Table 14: FMOLS Estimates of the Sectoral Elasticity of Substitution between Capital and

Labor (o7)
Tradables (o) Non-Tradables (o)
Dependent var. In(YH/KHY In(YH/LH) | n(YN/KN)  In(YN/LV)
Explanatory var. In(R/PH) In(WH /pH) In(R/PN) In(W /PN)
AUS 0.214¢ 0.516% 0.499¢ 0.825¢
(1.89) (7.29) (3.78) (12.30)
AUT 0.526° 0.954¢ 0.206 1.213%
(2.25) (10.70) (1.39) (15.03)
BEL —0.078 0.748¢ 0.039 1.145%
(—0.52) (11.77) (0.49) (11.87)
CAN 0.159 0.888¢ 0.691¢ 0.950¢
(1.11) (4.83) (6.28) (14.10)
DEU 0.175¢ 0.720¢ 0.549¢ 1.088%
(1.79) (8.64) (9.18) (17.95)
DNK —0.005 0.555% 0.457% 0.938¢
(—0.04) (5.82) (6.41) (9.30)
ESP 0.342° 0.979¢ 0.179¢ 0.535%
(2.49) (10.59) (1.70) (3.11)
FIN 0.222 0.730¢ 0.374¢ 0.837¢
(1.26) (3.29) (4.98) (12.21)
FRA 0.215 0.867¢ 0.119¢ 1.329¢
(1.26) (8.54) (3.21) (6.96)
GBR 0.055 0.611¢ 0.097 0.580¢
(0.28) (6.96) (0.95) (4.77)
IRL 0.652 —0.154 0.557% 0.819%
(13.40) (—0.91) (4.27) (3.94)
ITA 0.440° 0.934¢ 0.321 0.7142
(2.30) (13.38) (1.50) (6.37)
JPN 0.765% 0.948% 0.553% 0.400°
(10.17) (5.92) (8.61) (2.23)
NLD 0.498¢ 1.136“ 0.230¢ 0.831¢
(4.26) (9.86) (8.29) (7.08)
NOR 0.399¢ 0.938¢ 0.547% 0.723%
(3.15) (4.92) (8.87) (7.80)
SWE 0.260 0.643¢ 0.033 0.801¢
(0.92) (12.91) (0.34) (5.89)
USA 0.166 0.923% 0.324¢ 0.970¢
(1.32) (5.61) (5.72) (5.91)
Whole sample 0.294¢ 0.761¢ 0.340¢ 0.865¢
(11.47) (31.56) (18.42) (35.61)
Countries 17 17 17 17
Observations 810 810 810 810
Data coverage 1970-2017 1970-2017 1970-2017 1970-2017
Fixed effects yes yes yes yes
Time dummies yes yes yes yes
Time trend yes yes yes yes

Notes: ¢, * and © denote significance at 1%, 5% and 10% levels. Heteroskedas-
ticity and autocorrelation consistent t-statistics are reported in parentheses.

where oy = [(1 —07)In Ag — ol ln'yj] and ay = [(1 —07)In Bg — o/ 1In(1 — fyj)} are con-
stants. Above equations describe firms’ demand for labor and capital respectively.

We estimate the elasticity of substitution between capital and labor in sector j = H, N
from first-order conditions (160a)-(160b) in panel format on annual data. Adding an error
term and controlling for country fixed effects, we explore empirically the following equations:

ln(Yth/Lgt) =
ln(ngf/szt) =

a1 + )\Mt =+ Ug ln(VVZ]t/PZJt) + U4,
o9 + Aot + Ug ln(Rit/Pi];b) + Vit,

(161a)
(161b)

where ¢ and ¢ index country and time and w; and v; are i.i.d. error terms. Country fixed
effects are represented by dummies ay; and «s;, and country-specific trends are captured
by A1; and Ag;. Since all variables display unit root process, we estimate cointegrating
relationships by using the fully modified OLS (FMOLS) procedure for cointegrated panel
proposed by Pedroni [2000].

Estimation of (161a) and (161b) requires data for each sector j = H, N on sectoral
value added at constant prices Y7, sectoral hours worked L7, sectoral capital stock K7,
sectoral value added deflator P7, sectoral wage rate W7 and capital rental cost R. Data for
sectoral value added Y and YV, hours worked L¥ and L", value added price deflators
PH and PV, and, nominal wages W and W¥ are taken form the EU KLEMS (][2011],
[2017]) and OECD STAN ([2011], [2017]) databases. To construct the national stock of
capital K, we use the perpetual inventory method with a fixed depreciation rate taken
from Table 7 and the time series of constant prices investment from the OECD Economic
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Outlook [2017] Database. Next, following Garofalo and Yamarik [2002], the capital stock
is allocated to traded and non-traded industries by using sectoral output shares. Finally,
we measure the aggregate rental price of capital R as the ratio of capital income to capital
stock. Capital income is derived as nominal value added minus labor compensation. For
all aforementioned variables, the sample includes the 17 OECD countries over the period
1970-2017 (except for Japan: 1973-2015).

Employing Monte Carlo experiments, Leén-Ledesma et al. [2010] compare different
approaches for estimating the elasticity of substitution between capital and labor (single
equation based on FOCs, system, linear, non-linear and normalization). Their evidence
suggests that estimates of both the elasticity of substitution and technical change are close
to their true values when the FOC with respect to labor is used. While we take the demand
for labor as our baseline model (i.e. eq. (161a)), Table 14 provides FMOLS estimates of
o7 for the demand of both labor and capital. All estimates are positive and statistically
significant exception o for Ireland. We replace the inconsistent estimate for o/ obtained
from labor demand with that obtained from the demand of capital. Columns 17-18 of Table
8 report estimates for o7 and o!V.

J.7 Estimating the Elasticity of Substitution between Skilled and Un-
skilled Labor

A large span of the literature, see e.g., Acemoglu [2002], Caselli and Coleman [2006], Jones
[2014], assume that skilled and unskilled workers as gross substitutes and choose an elas-
ticity of substitution of 1.5. Havranek et al. [2024] review the estimates documented in
empirical studies and report an elasticity of 4, with a minimum value of 2. Our estimates of
the elasticity of substitution between skilled and unskilled labor over 1970-2017 for eleven
OECD countries of our sample by using cointegration techniques and sectoral data, cor-
roborate the findings by Havranek et al. [2024] as we estimate empirically an elasticity of
af = 2.88 for the traded sector and an elasticity of Uf = 3.05 for the non-traded sector.
These values suggest that skilled and unskilled labor are gross substitutes in both the traded
and the non-traded sector. In accordance with our estimates, we will assume that skilled
and unskilled labor are gross substitutes in the numerical analysis. As unskilled relative to
skilled labor-augmenting productivity increases (i.e., as A% (t)/AYJ(t) rises), the demand
for unskilled labor increases when UJL > 1 because higher productivity of unskilled lowers
their marginal cost. This in turn lowers the share of the skilled labor income share in sector
7 in line with our evidence. We present below our empirical strategy.

To estimate the elasticity of substitution between capital and labor, ¢/, we draw on
Antras [2004]. We let labor- and capital-augmenting technological change grow at a constant
rate:

Al = At (162a)

Bl = Bl (162b)

where a’ and b/ ‘denote the constant growth rate of labor- and capital-augmenting technical
progress and A}, and B} are initial levels of technology.

Each sector consists of a large number of identical firms which use labor, L7, and physical

capital (inclusive of capital utilization), K7, according to a technology described by a CES
production function:

oJ

N ‘ RPN e
o (AL]) 7+ (1-~) (BIRY) 7 ] , (163)

Y/ =

where 0 < 77 < 1 is the weight of labor in the production technology, ol is the elasticity of
substitution between capital and labor in sector j = H, N, and A} and B; are labor- and
capital-augmenting efficiency.
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Optimal demand for labor and capital:

J_1

SOV i i (T (1Y (v
Pt@ = Py (At) (Lt) (Yt) =Wy, (164a)
t
oY 4 IS S E g .
1 ol ol ol s
B = B (1= (Bg) (Kf) (Yﬂ) = R, (164b)
t

To estimate the elasticity of substitution oﬂ between skilled labor (denoted by Sft), and

unskilled labor (denoted by Ul-jl;)7 we adapt the approach proposed by Antras [2004]. We
let skilled labor- and unskilled labor-augmenting technological change grow at a constant
rate:

AP = AT (165a)
AW = AVT ™t (165b)
where a%7 and aV7 denote the constant growth rate of skilled-labor- and unskilled-labor-

augmenting technical progress and Ag 7 and Ag 7 are initial levels of technology.
We assume that efficient labor is a CES aggregator of skilled and unskilled labor:

o ‘ N A ‘ N 2 0251
AL} = |4 (48787) b+ (1=nf) (a07) , (166)

where 0 < 7}; < 1 is the weight of skilled labor in the efficient labor index, oi is the
elasticity of substitution between skilled and unskilled labor in sector j = H, N, and Af 7
and Agj 7 are skilled labor- and unskilled labor-augmenting efficiency.

Using the fact that Ptj gitj. = Wtj , see eq. (164a), optimal demand for skilled and
unskilled labor: t
wLi_
Y OL] (AN S,
omas = i\ S ) (s ()= e
t U9% t
oLi_
Y oL : N (AN U,
pgathaiU? — W) (1 —’YJL) ﬁ (Ug) o] (Lg)aL =wl, (167b)
t OUj ¥

Optimal demand for skilled and unskilled labor can be rewritten as follows:
. . -\ —(1—0o? N\ —o)
Sg i UJL Af,j ( L) WtS,J L
Ly Ay W;

j j v\ —(1-1) Ui\ ~oL
400" (5)" " ()
- 7 , :
L A wi
Inserting first (165a) and (165b) into the demand for labor and capital, taking logarithm
and rearranging gives:

(168b)

S o . . (S
eq.l In L—E =07 Invy] + (0}4 — 1) (afg — af) t—o7In I/It/j : (169a)
t i
eq.2 In L—’; =07 1n (1 — ’yé) + (U]L - 1) (a?] — aJ) t—o7In I/It/j . (169b)
t t
where we estimate a coefficient in front of the ratio of wages ag = —ai. We have estimated

both equations.
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Table 15: Elasticity of Substitution between Skilled and Unskilled Labor (0‘2)

Country sector H  sector N
AUT 2.178% 2.844¢
(19.13) (11.32)
BEL 4.350* 4.611*
(13.26) (9.38)
CAN 2.191¢ 1.810°
(7.97) (6.95)
DNK 1.733% 4. 417“
(17.91) (2.86)
ESP 2.546 2.005
(19.03) (10.92)
FIN 2.151¢ 1.870%
(10.85) (5.83)
GBR n.a. 4.123
(1.32)
ITA n.a. n.a.
JPN 2.743¢ 2.812¢
(39.23) (35.88)
NLD 2.998° 2.019%
(1.99) (3.20)
USA 5.066* 3.991
(14.83) (10.63)
Countries 11
Observations 479
Data coverage 1970-2017
Country fixed effects yes
Time dummies no
Time trend yes

Notes: ¢, * and © denote significance at 1%, 5% and 10% levels.
Heteroskedasticity and autocorrelation consistent t-statistics
are reported in parentheses. Estimates for tradables for Great-
Britain and for both tradables and non-tradables for Italy are
not shown as they are negative across all specifications so we
leave the cells blank.

Since the first specification, i.e., eq. (169a), gives better results, we restrict attention to
the estimates obtained from this equation. Table 15 provides estimates for eleven countries
of our sample since data are not available for the rest of the economies. We leave the cells
blank when the estimated coefficient is negative. All estimated coefficients are consistent
with a value of the elasticity of substitution between skilled and unskilled workers which is
larger than one, for both the traded and the non-traded sector. The highest substitutability
between skilled and unskilled workers is obtained for the traded sector in the United States.

J.8 Forecast Error Variance Decomposition

Definition of the FEVD. The IRF is just the VMA representation. The structural form
of the VAR system is A(L)Y; = Be;. Setting C(L) = A(L)™'B, leads to Y; = C(L)e;.

The forecast error of a variable at time ¢ is the change in the variable that couldn’t have
been forecast between ¢ — 1 and t. This is due to the realization of the structural shocks
in the system, ¢;. We can compute the forecast error over many different horizons, h. The
forecast error variance at horizon h = 0 for one variable z; of the 2 variable VAR model is:

EtXt — Etfll’t = dﬂ?t = 0171(0)61,t + CLQ(O)EQ’t. (170)

The forecast error variances are just the squares of the forecast errors (since the mean
forecast error is zero). Using the fact that Var(ax;) = a®?Var(z;), we have:

Var(dey) = (C11(0))? Var(ers) + (C12(0))? Var(ezy) + 2C11(0)C12(0)Cov(ey seay),
= (C11(0))* Var(ers) + (C12(0))* Var(eay),
Q= (C1,1(0)) + (C12(0))*, (171)

where we used the fact that the the shocks have unit variance Var(e; ;) = 1 and shocks are
uncorrelated so that the covariance of structural shocks is zero.
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The fraction of the forecast error variance of variable z due to shock k at horizon h,
denoted ¢y, p, is then the above divided by the total forecast error variance:

S GV ar(ey)
Phh) = = S (O Var(ers)

Therefore, in our case, ¢, is the share of the deviation of utilization-adjusted-TFP caused
by an symmetric technology shock which collapses to 1 — n as shown below.

Mapping between 7 and conditional variance share of symmetric technology
shocks. In the model. We define the variance Var(z;) = E [z, — E(x;)]? or Var: = o, =
E[z; — E(x)]. In the model, aggregate technology has a symmetric and an asymmetric
component:

(172)

ZA = (Z;“’S)” (Z{“D)l_". (173)

The expected value is the mean of the variable which collapses to its steady-state. We
denote the steady-state (i.e., the mean) value by dropping the time index. Log-linearizing
(173) and subtracting the mean (i.e., the long-run rate of change) leads to:

A 7A =y (Z;‘vs - ZA’S) +(1—7) (Z;"D - ZAvD) . (174)

Dividing both sides by Z{‘ — ZA, denoting the standard deviation of aggregate technology
shocks by o7, the standard deviation of symmetric technology shocks by ¢%°, and the

standard deviation of asymmetric technology shocks by %, we get:
5 A,S 5 5A,D >
L)
= n ~ ~ - ~ ~ 9
) T )
. . 2 . . . . 2 . .
1 ni/2 <ZtA’S B ZA,S) (Z{‘ _ ZA) . (1— 77)1/2 (ZtA,D _ ZA,D) (Z{l _ ZA)
(20 - 2) (2% - 249) (20 - 2) (2% - 225)
Z,812 Z,D72
o o
1 = [771/202] + [(1 —n)/? Z] ;

where the last line is obtained by assuming that the persistence of technology shocks does
not vary across technology shocks. More specifically aggregate technology shocks, symmet-
ric and asymmetric technology shocks across sectors are governed by the following dynamic
processes

ZA - 74 = [6*52’5 —(1- zA) efxzt} , (176a)
FS A5 = [mtast (1= AS) vt (176D)
ZAD _ gAD _ |:€—Ez,Dt —(1-2AD) e—xz,Dt] . (176c¢)

Assuming that the magnitude of the shock (on impact) as captured by z4° ~ z4 and

24D ~ 24 and its persistence as captured by {75 ~ €7, Xz5 ~ Xz, and {zp ~ &z, {zp ~
£z, Xz,p ~ Xz, are similar whether technology improvements are symmetric or asymmetric
across sectors, then the dynamic processes of symmetric and asymmetric technology shocks
are similar to the dynamic process of aggregate TFP shock

(ZtA,S _ ZA,S) (ZtA’D _ ZA,D)

ey T

~ 1,

~ 1. (177)

Under the assumption that the underlying dynamic process of technology shocks are similar
in first approximation, then 7 collapses to the share of the variance of aggregate technology
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improvements on impact (i.e., at time ¢ = 0) driven by symmetric technology shocks across
sectors as measured by ¢z ¢(0)

b75(0) = (Cz,5(0)*Var(ez,s(0)
3 (C2.5(0))2Var(ez,s(0)) + (Cz,5(0))2Var(ez.p(0))’
(Cz,5(0))?
(Cz,5(0))? + (Cz,p(0))?
_ (,71/2>2 _ (178)
In the data, we have:
VARG%):<n”ﬂ2VARQﬁ5)+(Um—mVﬂQVARQ£D). (179)

Or alternatively:

Z,5\ 2 Z,D\ 2
1:n<2z)—ﬂl—m<zz>. (180)

To calibrate our model, we compute the share of technology improvements driven by
asymmetric technological change by using eq. (13) that we repeat for convenience, i.e.,
ZA(t) = nZ4(t)+ (1 —n) ZA(t). More specifically, we calculate the share 1 —1 of asymmet-
ric technology shocks so that response of utilization-adjusted-aggregate-TFP we estimate
empirically following a 1% permanent increase in Z4(t) in the long-run collapses to the
weighted average of its symmetric and asymmetric components nZ4(t) 4+ (1 — 1) Zh(t)
where Z£ (t) and Z(t) are the endogenous responses of symmetric and asymmetric com-
ponents of utilization-adjusted-aggregate-TFP.

Estimated share of the conditional FEV of aggregate TFP growth attributable
to asymmetric technology shocks vs. inferred share. In Fig. 12(a), we contrast two
different measures of the share of aggregate technology improvements driven by asymmetric
technology shocks. A standard method to quantify the share of technology shocks driven
by the shock to one of its component is to conduct a forecast error variance decomposition
(FEVD). We have performed a FEVD for one country at a time (17 OECD countries) by
estimating the VAR model which includes utilization-adjusted-TFP of tradables relative
to non-tradables, Zg{ /ZtN , utilization-adjusted-aggregate-TFP, ZtA7 real GDP, Yg;, total
hours worked, L;, the real consumption wage, W¢ ;. Note that we average the share com-
puted on impact (i.e., at ¢ = 0) and in the long-run (i.e., at ¢ = 10). We show the share of
the variance of aggregate technology improvements driven by asymmetric technology shocks
on the vertical axis of Fig. 12(a). We compare these findings with those that we obtain
when we infer the share of asymmetric technology shocks in driving aggregate technology
improvements by calculating 1 —7 so that the weighted average of technology improvements
driven by symmetric and asymmetric technology shocks, 77234(7&) + (1 =) ZA(t), collapses
to the endogenous response of Z4(t) to an aggregate technology shock. We have performed
this exercise for one country at a time. Results are shown on the horizontal axis. Overall,
both measures are very close and we find a strong cross country relationship. We number
only four countries out of 17 countries where the difference (between the inferred and the
estimated share) exceeds plus or minus 20% including Austria (+30%), Canada (-23%),
Great Britain (+41%), and the Netherlands (-24%). The cross-country average of the in-
ferred share of asymmetric technology shocks stands at 26% while the cross-country average
of the estimated share of asymmetric technology shocks amounts to 24%.

Estimated share of the conditional FEV of aggregate TFP growth attributable
to asymmetric technology shocks: Whole period vs. sub-periods and whole sam-
ple vs. cross-country analysis. The first row of Table 16 reveals that the conditional
FEV of aggregate TFP growth attributable to asymmetric technology shocks amounts to
25% on impact and stands at 23% in the long-run. Importantly, as shown in the second
and the third row, when we consider two different sub-periods 1970-1992 and 1993-2017,
we find that the conditional FEV of aggregate TFP growth attributable to asymmetric
technology shocks has increased dramatically from 7% to 42.5%. In Table 17, we perform
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Figure 12: Share of Variance of Technology Improvements Driven by Asymmetric Techno-
logical Change: Conditional vs. Inferred vs. Unconditional Variance Decomposition. Notes:

In Fig. 12(a), we contrast two different measures of the share of aggregate technology improvements driven by asymmetric technology
shocks. A standard method to quantify the share of technology shocks driven by the shock to one of its component is to conduct a
forecast error variance decomposition (FEVD). We performed a FEVD for each country of our sample (17 OECD countries) and show
results on the vertical axis. We compare these findings with those we obtain by calculating the share of asymmetric technology shocks
so that response of utilization-adjusted-aggregate-TFP collapses to the weighted average of its symmetric and asymmetric components,
1 — 7n, see eq. (13) that we repeat for convenience, i.e., ZA(t) = nZ?(t) + (1 —mn) Zé(t) In Fig. 12(b), we contrast the share of
aggregate technological change driven by asymmetric technology improvements which estimated from conditional shocks to utilization-
adjusted-TFP and we contrast the conditional share of asymmetric technology shocks with the unconditional share we estimate directly
from time series by using eq. (182). Sample: 17 OECD countries, annual data, 1970-2017.

Table 16: The Share of the FEV of Aggregate TFP Growth Attributable to Asymmetric
Technology Shocks: 1970-2017 vs. Sub-Periods

t=0 t=10

1970 - 2017 | 0.252  0.232

1970 - 1992 | 0.074  0.067

1993 - 2017 | 0.438 0.410
Notes: FEVD: Forecast Error Variance Decomposition. The number
in columns denotes the fraction of the total forecast error variance of
aggregate TFP growth Z#4 attributable to identified asymmetric tech-
nology shocks across sectors (Z /Z™). We consider a forecast horizon
of 1 and 10 years and compute the FEVs in the five-variable VAR model
which includes ZH/ZN, Z4, Yr, L and Wg, all in growth rate. Sample:
17 OECD countries, 1970-2017, annual data.

the same exercise except that we estimate the share of asymmetric technology shocks driv-
ing the FEV of aggregate TFP growth for one country a time. Denmark, Italy and to a
lesser extent Japan display a low share of asymmetric technology shocks. At the opposite,
Austria, Sweden, Norway display a higher share of asymmetric technology shocks.

J.9 Unconditional Variance Decomposition

The deviation of utilization-adjusted-aggregate-TFP relative to the initial steady-state is
a weighted average of the deviation of utilization-adjusted-sectoral-TFP, i.e., ZA(t) =
vYH ZH (1) 4 (1—v¥H) ZN(t). This equation can be rearranged so that the productivity
growth differential shows up, i.e., ZA(t) = ZN(t) + vV H (ZH(t) — ZN(t)>. When technol-
ogy increases by the same amount across sectors, the second term on the RHS vanishes
which leads to the following equality have ZA4(t) = ZN(t) = Z"(t) where utilization-
adjusted-TFP collapses to its symmetric component, i.e., Z At) = Z‘S“(t)

Plugging the latter equality into the sectoral decomposition of aggregate technology
improvement, taking the variance leads to the unconditional variance decomposition of
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Table 17: The Share of the FEV of Aggregate TFP Growth Attributable to Asymmetric
Technology Shocks: Cross-Country Analysis

1970 - 2017 1970 - 1992 1993 - 2017

t=0 t=10t=0 t=10|t=0 t=10

AUS 0.229 0.179 0.020 0.238 | 0.247 0.194

AUT | 0.534 0.501 0.060 0.315 | 0.454 0.344

BEL 0.050  0.071 0.435 0.173 | 0.131  0.147

CAN | 0.259 0.274 0.255 0.360 | 0.415 0.356

DEU | 0.387 0.291 0.212  0.268 | 0.220 0.203

DNK | 0.098 0.089 0.047 0.070 | 0.124 0.114

ESP 0.130 0.234 0.274 0.183 | 0.102 0.129

FIN 0.016 0.074 0.190 0.356 | 0.028 0.418

FRA | 0.059 0.125 0.017 0.216 | 0.455 0.403

GBR | 0.231 0.259 0.206  0.166 | 0.390 0.423

IRL 0.058  0.045 0.139 0.222 | 0.282 0.222

ITA 0.000  0.066 0.117 0.264 | 0.002 0.033

JPN 0.020 0.146 0.097 0.209 | 0.004 0.393

NLD | 0.289 0.224 0.590 0.614 | 0.230 0.259

NOR | 0.814 0.718 0.540 0.350 | 0.572  0.401

SWE | 0.578 0.556 0.128 0.709 | 0.924 0.833

USA | 0.380 0.326 0.735 0.457 | 0.351  0.402

Panel | 0.252 0.232 0.074  0.067 | 0.438 0.410
Notes: FEVD: Forecast Error Variance Decomposition. The number in columns de-
notes the fraction of the total forecast error variance of aggregate TFP growth Z*
attributable to identified asymmetric technology shocks across sectors (27 /ZN). We
consider a forecast horizon of 1 and 10 years and compute the FEVs in the five-
variable VAR model which includes Z7 /ZN | Z4, Yr, L and W, all in growth rate.
Sample: 17 OECD countries, 1970-2017, annual data.

technological change:

Var (ZA(t)> - Var(Ag‘(t)) + (V1) Var (ZH(t)—ZN(t)) +2C0v (Zg(t), AS(t)),
Var! (ZA(t)) — Var ( Ag‘(t)) + (1) Var (ZH(t) - ZN(t)),
o Var(i‘é(t)) vy Var (ZH(t)A—ZAN(t)>’ )
Var (ZA(t)> Var’ (ZA(t)>

where Var’ is the variance of aggregate technological change adjusted with the covariance,
i.e.,

Var/ (ZA(t)> = Var (ZA(t)) — 2Cov (Zg‘(t), Zg(t)) . (182)

Using the fact that Var (X'(t)) = [X(t) - X] ’ where X = Z4, Z4, Z#, the second term on
the RHS of eq. (181) says that the contribution of the variance of asymmetric technology
shocks to the variance of technological change is increasing in both the value added share
of tradables, v"H  and the dispersion in technology improvements between the traded and
the non-traded sector

By using time series for utilization-adjusted-TFP of tradables and non-tradables, Z(t)
and ZN(t), and utilization-adjusted-aggregate-TFP, Z4(t), we can compute the share of the

variance of aggregate technological change (adjusted with the covariance), Var’ (ZA(t)),
driven by the the variance of asymmetric technological change, Var (Z H(ty — zN (t)):
> H >N

, Var (Z t)— 2 (t))
Var/ (ZA(t)>

Unconditional Share of Asym. Tech. Change = (VY’H ) ,  (183)

where v¥'f is the value added share of tradables averaged over 1970-2017.
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In Fig. 12(b), we plot the share of asymmetric technological change based on an uncondi-
tional decomposition of the variance of the rate of change of utilization-adjusted-aggregate-
TFP (vertical axis) against the share of technology improvements driven by asymmetric
technology shocks based on the FEVD (horizontal axis). We find a high correlation of the
conditional share of asymmetric technology shocks estimated empirically and the uncon-
ditional share of asymmetric technological change. Overall, both measures are very close
and we find a strong cross country relationship. We quantify some significant differences
for seven countries out of 17 countries. More specifically, the difference (between the cal-
culated and the estimated share) exceeds plus or minus 20% for the following countries:
Australia (+26%), Austria (-27%), Canada (+30%), Denmark (+21%), Finland (+27%),
Ireland (+25%), Great Britain (+41%), and Italy (+24%). The cross-country average of the
unconditional share of asymmetric technology shocks stands at 34% while the cross-country
average of the estimated share of asymmetric technology shocks amounts to 24%.

J.10 Setting the Dynamics of Factor-Augmenting Efficiency and Capital
Utilization Adjustment Costs

Factor-augmenting efficiency. As detailed in section 3.1 (see eq. (7)), factor-augmenting
productivity is made up of a symmetric and an asymmetric component across sectors. To
set the adjustment of factor-augmenting efficiency, we first recover their dynamics in the
data in the same spirit as Caselli and Coleman [2006]. Log-linearizing the demand for
labor relative to the demand for capital (10), this equation together with the log-linearized
version of the technology frontier (12) can be solved for deviations of AZL(t) and B(t)
relative to their initial values (where the subscript ¢ = S, D refers to either the symmetric
or asymmetric component):

i =20 - (1-4) |( ” s -k -0, s

B0 = 2400 +5} [ (1255 &0 - Ko - o). (154b)

57, (1)
1=s70(8)’
k2(t), ul (t) (conditional on symmetric, i.e., ¢ = S, or asymmetric, i.e., ¢ = D, technology
1mprovements) enables us to recover the dynamlcs for A%(t) and Bi(t) con31stent with the
demand for factors of production (10) and the technology frontier (12). Then we choose
values for exogenous parameters z? (for z = a,b, ¢ = S, D), {&70 and Xj)gc (for X = A, B,
c = S, D) of the continuous time paths (30) within sector j = H, N, which are consistent
with the estimated paths (32a)-(32b) for A%(t) and BZ(t). Once we have generated the
dynamics of AL(t) and BI(t), we can infer the dynamics of utilization-adjusted-TFP in

sector j by using the technology frontier, i.c., Z2(t) = sLAJ( )+ (1 - SJL) BI(t) (see eq.

Plugging estimated values for o/ and empirically estimated responses for s? (t) =

(12)). Table 18 summarizes the values of parameters ! (for z = a,b, c = S, D), 1(76 and
Xg(,c (for X = A, B, ¢ = S, D), the long-run change in factor-augmenting productivity, i.e.,
X7, and its change on impact, i.e., Xﬁ(())

Capital utilization adjustment costs. Because capital-augmenting productivity has
a symmetric and an asymmetric component, capital technology utilization rate must also
have both a symmetric and asymmetric component, i.e., u® () = (ug’j(t)y7 <ug’j(t)> 1—77,
see eq. (8) in the main text, which ensures that symmetric and asymmetric components of

TFP are well-defined. At the steady-state w9 = 1. Table 19 gives values of parameters to
calibrate the dynamic adjustment of capital utilization adjustment costs in the open econ-

: . 2
omy with CES production functions, i.e., C2 (t) = 1e <u£< (t) — 1) + 52 < ( ull (t) — 1) ,

see eq. (20) in the main text. We set the magnitude of the adjustment cost in the capital
utilization rate, i.e. 52 S and 52 p S0 as to account for empirical responses of uS J(t) and

U D’] (t), respectively, conditional on symmetric and asymmetric technology shocks across
RK,H RK’H RK’N RK‘N
sectors. We set §fs = N5, ng = (1—n) %5, 6{\,[5 =55, f{YD = (1—n) 55
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Table 18: Calibration of Dynamics of Symmetric and Asymmetric Technology Shocks

Parameters

Symmetric Technology shock

Asymmetric Technology Shock

Tradables

Non-Tradables

Tradables Non-Tradables

AS(t) | BS(t)

As(t) | BS (1)

Ap(®) | Bp(®) | AB(®) [ Bp(®)

| 0m_ @ 6 @6 6 O 6
Exogenous technology shock, x? -0.03 -0.70 -0.78 3.18 -8.20 14.46 -0.42 -1.12
Impact effect, X7 (0) 1.68 000 184 000 | -464 1479 -1.20  1.00
Long-run effect, Xg 1.71 0.70 2.62 -3.18 3.56 0.33 -0.78 2.12
Persistence and shape of X7 (t), fggc 0.38 0.38 0.50 0.50 0.19 0.20 0.10 0.10
Persistence and shape of X7(t), x% . | 0.41 0.35 0.51 0.50 0.18 0.24 0.10 0.10

Notes: Denoting the factor-augmenting efficiency by Xﬁ = Ai, Bg for technology shock ¢ = S, D in sector j, the adjustment of X‘{ (t) toward its long-run level

J J
i I t N t
expressed in percentage deviation from initial steady-state is governed by the following continuous time process: Xé (t) = Xé +e EXwC (1 zé) e XX,
The first row is an exogenous parameter which determines the magnitude of the change in Xg (t) on impact (see the second row) given its rate of change

in the long-run XZ (see the third row). The last two rows display the values of parameters E&.F and Xﬁ( . which determines the shape and the persistence

of the technology shock.

Table 19: Baseline Parameters (Representative OECD Economy): Capital Utilization Ad-

justment Costs Parameters

Parameter Tradables Non-Tradables
Symmetric ~ Asymmetric ~Symmetric  Asymmetric
(0 2 @ @
v &s &b &is &1.p
Value of &7 , 0.05285 0.03524 0.04329 0.02886
_ s &p &s &p
Value of & . 0.5 0.03 0.6 0.5

Notes: Table 19 gives values of parameters to calibrate the dynamic adjustment of capital utilization ad-
justment costs in the open economy with CES production functions, i.e., Cf{’j (t) =& . (uf’J (t) — 1) +

J
.0
2
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J.11 Calibration to the Data

In Table 18, we show the values we choose to set the dynamic processes of symmetric and
asymmetric components of factor-augmenting technology shocks. Because in the empirical
part, we estimate the dynamics of utilization-adjusted-TFP, we have to ensure that the
dynamics of Z72(t) generated numerically are in line with those estimated empirically. The
first two rows of Fig. 13 show responses following a symmetric technology shock. Rows
3-4 show responses following an asymmetric technology shock. We attribute a value of
0.6 to the share of symmetric technology shocks and generate the dynamics of technology
variables for an aggregate technology improvement which is a combination of symmetric and
asymmetric technology shocks, as shown in the last two rows. While the blue line displays
responses we estimate empirically, the black line with squares plots theoretical responses we
generate by assuming that labor- and capital-augmenting technological change is governed
by dynamic equation (30) while the log-linearized version of the technology frontier allows
us to recover the law of motion of utilization-adjusted-TFP. The first column shows that
the model reproduces well the adjustment of technology improvements in the traded and
the non-traded sector.

In Table 19, we show the values we choose to set the dynamic adjustment of the capital
utilization adjustment costs in the traded and the non-traded sector conditional on sym-
metric and asymmetric technology shocks. The second column of Fig. 13 plots empirical
responses of the capital utilization rate for the traded and the non-traded sector shown
in blue lines. Black lines with squares plot theoretical responses for uf H and u{{ N The
confidence bounds indicate that none of the responses are statistically significant, except for
uwfOH (t) after an asymmetric technology shock.!? Inspection of the second column reveals
that our model reproduces well the dynamics of the capital utilization rate. First, as shown
in the first two rows, the capital utilization rates increase slightly following a symmetric
technology shock (but the responses are not statistically significant) because technological
change is biased toward capital which increases the return on capital and thus rental rate.
By contrast, an asymmetric technology shock leads to a dramatic fall in /¥ (¢) because
technological change is strongly biased toward labor in the traded sector which drives down
the return on capital. As shown in Fig. 13(q), our model reproduces well the dynamic
adjustment of the capital utilization rate for non-tradables while Fig. 13(n) indicates that
the model tends to somewhat overstate the response of uf*¥| especially in the short-term.

The last column of Fig. 13 plots empirical responses of FBTC in the traded and the
non-traded sector. As mentioned above, symmetric technology shocks are biased toward
capital while asymmetric technology shocks are biased toward labor. As shown in the
last two rows, our model reproduces well the dynamics of FBTC following an aggregate
technology improvement.

J.12 Calibration of the Model to Generate the Time-Varying Effect

Strategy. Our main objective in the paper is to account for the vanishing decline in hours
after a technology shock we document for OECD countries in the main text in section
4.4. Fig. 2.6 shows that the decline in hours shrinks from -0.26% the first thirty years
of our sample to -0.11% the last thirty years. These values are displayed by column 3 of
Table 20. According to our assumption, the gradual disappearance of the decline in hours
after a technology shock is driven by the increasing share of technological change which is
explained by asymmetric technology shock between sectors.

Calibration of the model to generate time-varying effects. To test our hypoth-
esis, we keep all model’s parameters discussed in the main text in section 4.1 unchanged
and we lower the share of symmetric technology shocks. We take values we have computed
in the empirical part, see Fig. 4(d), by estimating the share of the variations in technology
improvements explained by asymmetric technology shocks. Column 2 of Table 20 shows
the values of the share of symmetric technology shocks which have been estimated on the
corresponding sub-period shown in column 1. We simulate the same model nineteen times

12The reason is that there exists a wide cross-country dispersion in the movement of the capital utilization
rates across countries in terms of both direction and magnitude.
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Figure 13: Dynamics of Technology Variables: Theoretical vs. Empirical Responses. Notes:
The solid blue line displays point estimate from local projections with shaded areas indicating 90% confidence bounds.
The thick solid black line with squares displays model predictions in the baseline scenario with capital and technology
utilization together with FBTC, while the dashed red line shows predictions of a model with Cobb-Douglas production
functions and abstracting from capital and technology utilization. Fig. 13 plots the dynamic effects of a 1% permanent
technology improvement on utilization-adjusted-TFP, the capital utilization rate and utilization-adjusted-FBTC for
tradables and non-tradables. The fist two rows show the effects of a symmetric technology shock across sectors while
rows 3-4 display the effects of an asymmetric technology shock. The last two rows shows the effects following a
technology shock.
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Table 20: Calibration of the Model to Generate the Time-Varying Impact Effects of a
Technology Shock

Subperiod Share of symmetric | Impact Response of Hours
(30 years) shocks (1) Empirical Numerical
(1) (2) (3) (4)
1970 - 1999 0.902 -0.257 -0.285
1971 - 2000 0.868 -0.243 -0.248
1972 - 2001 0.838 -0.233 -0.260
1973 - 2002 0.811 -0.243 -0.259
1974 - 2003 0.787 -0.255 -0.261
1975 - 2004 0.766 -0.218 -0.254
1976 - 2005 0.748 -0.217 -0.209
1977 - 2006 0.731 -0.223 -0.227
1978 - 2007 0.716 -0.228 -0.228
1979 - 2008 0.703 -0.197 -0.183
1980 - 2009 0.692 -0.189 -0.149
1981 - 2010 0.682 -0.168 -0.122
1982 - 2011 0.673 -0.147 -0.119
1983 - 2012 0.664 -0.150 -0.128
1984 - 2013 0.657 -0.157 -0.138
1985 - 2014 0.651 -0.136 -0.120
1986 - 2015 0.645 -0.120 -0.093
1987 - 2016 0.640 -0.113 -0.095
1988 - 2017 0.636 -0.115 -0.078

Notes: Column 2 displays the values for the share of symmetric tech-
nology shocks (1) we choose numerically. In column 3, we show impact
responses that we estimate empirically by means of local projections
(sample: 17 OECD countries, 1970-2017, annual data). Column 4
shows impact effects we estimate numerically in the baseline model
which allows for endogenous capital utilization rate, CES production
functions and FBTC.

by feeding the model with the value of the share of symmetric technology shocks shown in
column 2. Column 4 displays the impact responses of hours after a technology shock of 1%
we estimate numerically. While Fig. 6(a) contrasts the impact responses of hours after a
permanent technology shock we estimate empirically (blue line) with those we estimated
numerically (lack line) by using values of 1 displayed by column 2 in Table 20 to simulate
the open economy model, empirical and numerical estimates are shown in columns 3 and 4
of the Table.

Additional comments on the strategy. It is worth mentioning that the share
of symmetric component of technology improvements is not modelled as a shock but as
a structural parameter which shapes the composition of technology improvements, i.e.,
the mix of symmetric and asymmetric technology shocks. It is not a model’s parameter
because 1 does not determine the shape of labor demand nor labor supply. Instead, the
gradual change in the value of 7 over the last 50 years captures time-increasing biasedness
of technology improvements toward the traded sector.

K More Numerical Results

For reasons of space, we relegate to the online appendix a number of numerical results we
refer to in the main text. These results include the effects of symmetric and asymmetric
technology shocks across restricted variants of the baseline model.

K.1 Impact Effects across Restricted Versions of the Baseline Model:
Symmetric vs. Asymmetric Technology Shocks

For reasons of space, in the main text, we restrict the discussion to the effects of symmetric
and asymmetric technology shocks in the baseline model. In this section, we discuss the ef-
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fects of symmetric and asymmetric technology shocks by considering the restricted versions
of the baseline model and show that all variants fail to account for the effects we estimate
empirically.

Symmetric technology improvements across sectors. When home- and foreign-
produced traded goods are perfect substitutes, as considered in columns 9 and 12, a tech-
nology improvement which is evenly spread across sectors leads to a dramatic decline in
total hours worked. Intuitively, a technology improvement produces a positive wealth effect
which increases consumption in both traded and non-traded goods. Because home- and
foreign-produced traded goods are perfect substitutes, households find it optimal to borrow
from abroad (see panel E) to consume more foreign goods and increase leisure. As shown in
panel B, total hours fall dramatically by -0.88% when we assume perfect mobility of inputs
(see column 12) and by -0.67% under the assumption of imperfect mobility of inputs (see
column 9). While the technology improvement drives down both traded and non-traded
hours worked (see the second and the third row of panel B), the hours worked share of
tradables falls (see the last row of panel B) which enters in contradiction with our empirical
results which show that labor shifts away from non-traded industries and toward traded
industries on impact.

In contrast, when home- and foreign-produced traded goods are assumed to be imperfect
substitutes which is the scenario considered in columns 3 and 6, a symmetric technology
improvement shifts labor away from non-traded and toward traded industries in accordance
with the evidence we document in the empirical section 2. Intuitively, a symmetric technol-
ogy shock across sectors lowers the marginal cost in both sectors which leads both traded
and non-traded firms to cut prices. By increasing exports and mitigating the rise in im-
ports, the terms of trade depreciation reduces considerably the current account deficit as
shown in panel E. In addition, because traded and non-traded goods are gross complements
(i.e., » < 1), the excess supply on the non-traded goods market lowers the non-tradable
content of expenditure (see the second row of panel D) which leads labor to shift toward
the traded sector in line with our evidence. As can be seen in panel E, since households
are reluctant to substitute foreign for domestic goods, the current account deficit shrinks
from -0.43 ppt of GDP in the restricted model to -0.06 ppt of GDP in the baseline model.
To meet higher demand for home-produced traded goods, households must mitigate their
appetite for leisure which curbs the fall in hours worked. As shown in columns 3 and 6,
a model assuming endogenous terms of trade produces a decline in hours worked ranging
from 0.40% to 0.46% which squares well with the decline in hours worked by 0.47% we
estimate empirically. The reallocation of labor toward the traded sector and the reduction
in the consumption of leisure mitigates substantially the fall in traded hours worked, i.e.,
from -0.49 ppt of total hours worked (see column 12) to -0.11 ppt (see column 3), and leaves
the value added share of tradables at constant prices, v¥*/ essentially unchanged (see the
first row of panel D).

Asymmetric technology improvements across sectors. While symmetric technol-
ogy improvements drive down hours worked in the data, we find empirically that asymmetric
technology shocks across sectors do the opposite and increase total hours worked by 0.31%.
Importantly, only the baseline model can account for the magnitude of the response of
hours worked to a technology improvement. If we consider a restricted version of the model
shown in column 13, the model generates a decline in hours worked by 0.38% instead of
an increase. Intuitively, when technology improvements are concentrated toward traded
industries, non-traded firms set higher prices to compensate for lower productivity gains.
Because traded and non-traded goods have low substitutability, the tradable content of ex-
penditure declines (see the second row of panel D). Labor thus shifts away from the traded
sector which leads the traded goods-sector share of total hours worked by 0.51 ppt of total
hours worked (see the last row of panel B). Because home- and foreign-produced traded
goods are perfect substitutes, households import goods from abroad and increase leisure
time. While labor supply falls, the rise in the hours worked share of non-tradables is large
enough to produce additional units of non-traded goods. As shown in column 10, when we
put frictions into the movement of inputs, the reallocation of labor toward the non-traded
sector is less and and total hours worked is almost unchanged. The reason is that labor
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mobility costs lead non-traded firms to pay higher wages to encourage workers to shift away
from traded industries. Because the non-tradable content of the labor compensation share
of non-tradables is two-third, higher non-traded wages push the aggregate wage index up.
The higher wage rate produces a substitution effect which almost offsets the positive wealth
effect.

While labor mobility costs has a positive impact on hours worked by putting upward
pressure on wages, adding imperfect substitutability between home- and foreign-produced
traded goods allows the model to produce an increase in hours worked by 0.05% (see the first
row of panel B in column 7). Intuitively, when technology improvements are concentrated
in traded industries and traded goods are price-elastic, traded firms find it optimal to lower
their prices which leads to a current account surplus (see panel E). Because imports increase
less than if terms of trade were exogenous, households must increase their labor supply to
produce home-produced traded goods units. However, the rise in total hours worked by
0.05% remains significantly below what we estimate. It is only once we allow for FBTC and
endogenous capital utilization at a sectoral level that the open economy model can account
for the magnitude of the rise in hours worked we estimate. Intuitively, our empirical evidence
reveals that technology improvements in the traded sector are associated with technological
change biased toward labor. By making the production in the traded sector more labor
intensive, technological change biased toward labor increases wages and further increases
labor supply. However, by increasing labor demand in the traded relative to the non-
traded sector, the positive FBTC differential between tradables and non-tradables reduces
the magnitude of the decline in the hours worked share of tradables. To account for the
impact response of hours worked to asymmetric technology shocks and the shift of labor
toward the non-traded sector, we have to allow for endogenous capital utilization. Because
technological change biased toward labor lowers the demand for capital in the traded sector,
it is profitable to reduce in the intensity in the use of physical capital in this sector. The
fall in the capital utilization rate of tradables lowers the traded wage rate which amplifies
the shift of labor toward the non-traded sector and generates an increase in labor supply
by 0.28% close to what we estimate empirically.

K.2 Time-Varying Effects on Hours Worked in a Model Imposing Hicks-
Neutral Technological Change (HNTC)

As highlighted in the main text, one key ingredient of our model is FBTC. Without this
ingredient, the model cannot generate an increase in total hours worked which is in line with
the evidence after an asymmetric technology shock. In addition, as mentioned in section 4.4,
technological change is key to giving rise to a time-increasing impact response of traded and
non-traded hours worked. As can be seen in Fig. 14, abstracting from technological change
biased toward labor by assuming Cobb-Douglas production functions leads the model to
fail to account for the evidence. First, as shown in Fig. 14(a), a model imposing HNTC
produces a time-decreasing impact response of traded hours worked (see the black line)
while according to the evidence, the contractionary effect of a technology improvement on
traded hours shrinks over time. The inability of a model abstracting from FBTC to produce
the time-increasing impact response of L (t) is that asymmetric technology shocks have
a strong expansionary effect on non-traded hours worked at the expense of traded hours
worked because such shocks strongly appreciate non-traded goods prices and increase the
share of non-tradables. In contrast, by assuming that technological change is significantly
biased toward labor in the traded sector in line with the evidence, the baseline model with
FBTC can reproduce very well the time-increasing impact responses of L (t). Second,
when technological change biased toward labor is absent, the model overstates the decline
in hours worked.

L More Empirical Results and Robustness Checks

In this section, we conduct some robustness checks. Our identification of aggregate technol-
ogy shocks and their decomposition into symmetric and asymmetric technology shocks is
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Figure 14: Time-Varying Impact Effects of a Technology Shock on Sectoral Hours Worked.
Notes: The figure shows impact responses of traded and non-traded hours worked to a 1% permanent increase in utilization-adjusted
aggregate TFP. The solid blue line shows the impact response we estimate empirically on rolling sub-periods by using Jorda’s [2005]
single-equation method. Shaded areas indicate the 90 percent confidence bounds based on Newey-West standard errors. The solid black
line shows the impact response we compute numerically by considering a restricted version of our baseline model where we shut down

FBTC by assuming o7 =1 and we abstract from endogenous capital utilization by letting {2 tend toward infinity. Note that we have
normalized the rise in utilization-adjusted aggregate TFP to 1% on impact as we focus on The horizontal axis shows the end year of
the period of the sub-sample and the vertical line displays the point estimate of the impact effect of technology on total hours worked.

based on the assumption that time series for utilization-adjusted-aggregate-TFP together
with the utilization-adjusted-TFP of tradables relative to non-tradables follow a unit root
process. Because in the main text, all variables enter the VAR model in growth rate, subsec-
tion L.1 shows panel unit tests for all variables considered in the empirical analysis. Because
one major contribution of our paper is to show that that the vanishing decline in hours is
caused by a the changing nature of technology shocks and not by switching regime, we have
run panel unit root tests on utilization-adjusted-TFP and hours by allowing for potential
structural breaks where the date of the structural break is endogenously determined.

Due to data availability, we use annual data for eleven 1-digit ISIC-rev.3 industries that
we classify as tradables or non-tradables. At this level of disaggregation, the classification
is somewhat ambiguous because some broad sectors are made-up of heterogenous sub-
industries, a fraction being tradables and the remaining industries being non-tradables.
Since we consider a sample of 17 OECD countries over a period running from 1970 to
2017, the classification of some sectors may vary across time and countries. Industries
such as 'Finance Intermediation’ classified as tradables, 'Hotels and Restaurants’ classified
as non-tradables display intermediate levels of tradedness which may vary considerably
across countries but also across time. Subsection L.2 deals with this issue and conducts a
robustness check to investigate the sensitivity of our empirical results to the classification
of industries as tradables or non-tradables.

Since we split the gross capital stock into traded and non-traded industries by using
sectoral valued added shares, in subsection L.3, we conduct a robustness check by consider-
ing time series for capital stock per industry from KLEMS which are available for a limited
number of countries.

Our dataset covers eleven industries which are classified as tradables or non tradables.
The traded sector is made up of five industries and the non-traded sector of six industries.
In subsection L.4, we conduct our empirical analysis at a more disaggregated level. The
objective is twofold. First, we investigate whether all industries classified as tradables or
non-tradables behave homogeneously or heterogeneously. Second, we explore empirically
which industry drives the responses of broad sectors following a rise in government spending
by 1% of GDP.

In subsection L.5, we document evidence about the drivers of asymmetric technology
shocks. We find that only asymmetric technology shocks increase significantly the stock of
R&D and only in the traded sector. We find that the share of asymmetric technology shocks
is larger in countries where the R&D intensity of traded output is higher. In subsection L.6,
we contrast empirically the adjustment of total hours with the adjustment at the intensive
margin following an exogenous increase in utilization-adjusted-aggregate-TFP by 1% in the
long-run. In subsection L.7, we estimate and plot time-varying impact responses of hours
worked to symmetric and asymmetric technology shocks which are estimated over rolling
sub-samples.
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In subsection L.8, we calculate the correlation of technology shocks across OECD coun-
tries and find that shocks are uncorrelated. We estimate a VAR model in panel format and
assume that the response of hours to a technology shock is homogenous across countries.
In subsection L.9, we test the validity of the homogeneity assumption in estimating the dy-
namic response of hours to a technology shock in panel format. In the main text, we adopt
a two-step method where we identify first technology shocks which are used as regressors
in the second step. While Pagan [1984] presents a formal confirmation of the robustness
of the two-step method, in subsection L.10, we further test this approach by adopting a
one-step approach based on local projections as suggested by Ramey and Zubairy [2018]
who apply this approach to estimate the effects of government spending shocks. Since we
estimate both the VAR model and local projections in panel format by allowing for time
dummies which capture common macroeconomic shocks, in subsection L.11, we test the
sensitivity of our results to the inclusion of time dummies.

In subsection L.12, we re-estimate the effects of a technology shock by by generating
impulse response functions to the identified technology shocks from the SVAR model. We
further test our assumption of the changing nature of technology shocks and constancy
of model’s parameters by running a series of tests in panel format to detect the potential
presence of structural breaks in the relationship between technology and hours in subsection
LL.13. In subsection L.14, we conduct an empirical analysis to identify the key factors driving
international differences in the response of hours and the current account to a technology
shock.

L.1 Panel Unit Root Tests

Short description of the four panel unit root test. When estimating alternative VAR
specifications, all variables enter in growth rates. In order to support our assumption of I(1)
variables, we ran panel unit root tests displayed by Table 22. We consider four panel unit
root tests among the most commonly used in the literature: Levin, Lin and Chu ([2002],
hereafter LLC), Breitung [2000], Im, Pesaran and Shin ([2003], hereafter IPS), and Hadri
[2000]. All tests, with the exception of Hadri [2000], consider the null hypothesis of a unit
root against the alternative that some members of the panel are stationary. Additionally,
they are designed for cross sectionally independent panels. LLC and IPS are based on
the use of the Augmented Dickey-Fuller test (ADF hereafter) to each individual series of
the form Ax;; = a; + pizit—1 + Z?;l 0; jAx; 1 + €iy, Where g;; are assumed to be i.i.d.
(the lag length ¢; is permitted to vary across individual members of the panel). Under
the homogenous alternative the coefficient p; in LLC is required to be identical across all
units (p; = p, Vi). IPS relax this assumption and allow for p; to be individual specific
under the alternative hypothesis. We also apply the pooled panel unit root test developed
by Breitung [2000] which does not require bias correction factors when individual specific
trends are included in the ADF type regression. This is achieved by an appropriate variable
transformation. As a sensitivity analysis, we also employ the test developed by Hadri [2000]
which proposes a panel extension of the Kwiatkowski et al. [1992] test of the null that the
time series for each cross section is stationary against the alternative of a unit root in
the panel data. Breitung’ and Hadri’s tests, like LLC’s test, are pooled tests against the
homogenous alternative.'3

Empirical results: macroeconomic variables considered in the empirical part
are all integrated of order one. As noted above, IPS test allows for heterogeneity of
the autoregressive root, accordingly, we will focus intensively on these tests when testing
for unit roots. Across all variables the null hypothesis of a unit root against the alternative
of trend stationarity cannot be rejected at conventional significance levels, suggesting that
the set of variables of interest are integrated of order one. When considering the Hadri’s
test for which the null hypothesis implies stationary against the alternative of a unit root
in the panel data, we reach the same conclusion and conclude again that all series are
nonstationary. Taken together, unit root tests applied to our variables of interest show that

131n all aforementioned tests and for all variables of interest, we allow for individual deterministic trends
and country-fixed effects. Conclusions of unit root tests are robust whether there are individual trends in
regressions or not. Appropriate lag length ¢; is determined according to the Akaike criterion.
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Table 22: Panel Unit Root Tests

LLC Breitung 1PS Hadri
Stat. p-value | Stat. p-value | Stat. p-value Stat. p-value
Zluik 2584  0.995 | 3.782  1.000 1.368  0.914 | 49.802  0.000
Zatir/Zogrc | 5075 1.000 | 2.721  0.997 | 1.677  0.953 | 38.462  0.000
Zhx 5.512  1.000 | 3.069  0.999 | 3.288  0.999 | 46.085  0.000
ZNixk 3.542  1.000 | 2.105 0.982 | -1.784  0.037 | 40.995  0.000
zA 2.770  0.997 | 2555  0.995 | 3.650  1.000 | 51.528  0.000
zH 5.580  1.000 | 2.626  0.996 | 5725  1.000 | 50.884  0.000
zN 3.250  0.999 1.533 0937 | 1.180  0.881 | 43.072  0.000
AN VA 3.773  1.000 | 2.375  0.991 1.237  0.892 | 38.231  0.000
Yr 5.999  1.000 | 4.783  1.000 | 0.831  0.797 | 32.188  0.000
I 8.106  1.000 | 3.977  1.000 | -1.657 0.049 | 27.022  0.000
NX/Y 7.388  1.000 | -1.317 0.094 | -1.892  0.029 | 26.619  0.000
L 1.895  0.971 | -2.132  0.016 | -0.624 0.266 | 42.163  0.000
We 5.027  1.000 | 3.921 1.000 1.367  0.914 | 46.474  0.000
yH 5.760  1.000 | 4.343  1.000 1.369  0.915 | 34.095  0.000
Yy 4.652 1.000 | 5.276  1.000 | -0.491  0.312 | 34.677  0.000
Yy 4116  1.000 | 0.950 0.829 | 0.778  0.782 | 35.765  0.000
YNy 4206  1.000 | 0.951  0.829 | 0.854  0.804 | 36.350  0.000
LA 3.777  1.000 | 3.102  0.999 | -0.405 0.343 | 39.294  0.000
N 2.652  0.996 | 3.223  0.999 | -1.481  0.069 | 35.428  0.000
L7/L 6.378 1.000 | 3.411  1.000 | 0.197  0.578 | 29.488  0.000
LY/L 3.173 0999 | 3.069 0.999 | 3.110  0.999 | 49.082  0.000
wl 5,511  1.000 | 3.957  1.000 | 2.361  0.991 | 48.366  0.000
wl 4372 1.000 | 4.375  1.000 | -0.323  0.373 | 40.834  0.000
wH/w 5.655  1.000 1.159  0.877 | 0.035  0.514 | 34.592  0.000
whN/w 5.605  1.000 1.186  0.882 | -0.393  0.347 | 40.573  0.000
whN/wH 5.911  1.000 1.195  0.884 | 0.200 0.579 | 38.036  0.000
pN/pH 4711 1.000 3.281  0.999 1.036  0.850 | 37.766  0.000
pH pt* 3.697 0.000 | -0.015 0.494 | -2.845 0.002 | 49.728  0.000
pN/pH* 0930 0.824 | 0971 0.834 | 0.835  0.798 | 47.444  0.000
sp 7.545 1.000 | 0.733  0.768 | 0479  0.684 | 29.691  0.000
st 7.845  1.000 1.280  0.900 | -0.778  0.218 | 28.716  0.000
sy 5.371  1.000 | 0.302  0.619 | 0.003 0501 | 37.364  0.000
kA 2.744  0.997 | 4.505  1.000 | -0.965  0.167 | 36.339  0.000
k2 4212  1.000 | 4.162  1.000 | 0.200  0.579 | 34.524  0.000
EN 3.384  1.000 | 5.396  1.000 | -1.099  0.136 | 33.419  0.000
FBTCH 7.806  1.000 | 3.048  0.999 | -0.571  0.284 | 30.124  0.000
FBTCYN 4.960  1.000 1.718 0957 | 0.661  0.746 | 37.112  0.000
FBTCH, « 8.227  1.000 | 2.862  0.998 | -0.610  0.271 | 28.090  0.000
FBTCRN,k 5.723  1.000 1.612  0.947 | 0.283  0.612 | 37.668  0.000

Notes: For LLC, Breitung and IPS, the null of a unit root is not rejected if p-value > 0.05 at
a 5% significance level. For Hadri, the null of stationarity is rejected if p-value < 0.05 at a
5% significance level. All tests (with the exception of Breitung) include a linear trend and,
for LLC, Breitung and IPS, four lags in the Augmented Dickey-Fuller regressions.

non stationarity is pervasive, suggesting that all variables should enter in the VAR models
in growth rate.

Panel unit root tests with structural breaks. So far, we have run the panel
unit root tests by abstracting from structural breaks. We now run panel unit root tests
developed by Karavias and Tzavalis [2014] who allow for potential structural breaks where
the date of the structural break is endogenously determined. We focus on two important
variables, say, utilization-adjusted-TFP and total hours worked. Results summarized in
Table 23 reveal that both utilization-adjusted-TFP and total hours worked are integrated
of order one and no structural breaks have been detected.

L.2 Classification of Industries as Tradables vs. Non-Tradables

This section explores the robustness of our findings to the classification of the eleven 1-digit
ISIC-rev.3 industries as tradables or non tradables.
Following De Gregorio et al. [1994], we define the tradability of an industry by con-
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Table 23: Karavias and Tzavalis [2014] Panel Unit Root Tests with Structural Breaks

Variable | Test statistic ~ Value Critical-value p — value | Trend | Estimated breaks

Ly minZ 2.3135 -9.1839 1.0000 Yes None

z4 minZ 2.1208 -9.3052 1.0000 Yes None
Notes: The null hypothesis of a unit root is not rejected if p — value > 0.05. The test includes a linear
trend. The dates of the breaks are unknown and are endogenously determined from the data. The
number of bootstrap replications is set to 100. Sample: 17 OECD countries, 1970-2017, annual data.

structing its openness to international trade given by the ratio of total trade (imports + ex-
ports) to gross output. Data for trade and output are provided by the World Input-Output
Databases ([2013], [2016]). Table 24 gives the openness ratio (averaged over 1995-2014)
for each industry in all countries of our sample. Unsurprisingly, ” Agriculture, Hunting,
Forestry and Fishing”, ”Mining and Quarrying”, ” Total Manufacturing” and ” Transport,
Storage and Communication” exhibit high openness ratios (0.54 in average if ”Mining and
Quarrying”, due to its relatively low weight in GDP, is not considered). These four sectors
are consequently classified as tradables. At the opposite, ”Electricity, Gas and Water Sup-
ply”, ”Construction”, ” Wholesale and Retail Trade” and ” Community Social and Personal
Services” are considered as non tradables since the openness ratio in this group of industries
is low (0.07 on average). For the three remaining industries ”Hotels and Restaurants”, ” Fi-
nancial Intermediation”, ”Real Estate, Renting and Business Services” the results are less
clearcut since the average openness ratio amounts to 0.18 which is halfway between the two
aforementioned averages. In the benchmark classification, we adopt the standard classifica-
tion of De Gregorio et al. [1994] by treating ”Real Estate, Renting and Business Services”
and "Hotels and Restaurants” as non traded industries. Given the dramatic increase in
financial openness that OECD countries have experienced since the end of the eighties, we
allocate ”Financial Intermediation” to the traded sector. This choice is also consistent with
the classification of Jensen and Kletzer [2006] who categorize ”Finance and Insurance” as
tradable. They use locational Gini coefficients to measure the geographical concentration
of different sectors and classify sectors with a Gini coefficient below 0.1 as non-tradable
and all others as tradable (the authors classify activities that are traded domestically as
potentially tradable internationally).

Table 24: Openness Ratios per Industry: 1995-2014 Averages

Agri. | Minig | Manuf. | Elect. | Const. | Trade | Hotels | Trans. | Finance | Real Est. | Public
AUS 0.242 | 0.721 0.643 0.007 0.005 0.025 0.255 0.247 0.054 0.051 0.054
AUT 0.344 2.070 1.152 0.178 0.075 0.135 0.241 0.491 0.302 0.221 0.043
BEL 1.198 | 13.374 1.414 0.739 0.067 0.186 0.389 0.536 0.265 0.251 0.042
CAN 0.304 | 0.821 0.966 0.098 0.002 0.030 0.338 0.211 0.169 0.121 0.038
DEU 0.553 | 2.594 0.868 0.115 0.037 0.072 0.139 0.266 0.101 0.086 0.017
DNK 0.470 | 0.786 1.329 0.214 0.014 0.092 0.021 0.832 0.138 0.131 0.027
ESP 0.386 | 4.699 0.680 0.021 0.003 0.044 0.008 0.206 0.130 0.149 0.022
FIN 0.228 | 2.899 0.796 0.117 0.006 0.094 0.131 0.280 0.153 0.256 0.021
FRA 0.280 3.632 0.815 0.049 0.004 0.048 0.001 0.224 0.068 0.070 0.014
GBR 0.360 | 0.853 0.958 0.017 0.010 0.024 0.148 0.209 0.233 0.147 0.041
IRL 0.298 1.384 1.127 0.154 0.013 0.652 0.772 0.285 1.014 0.988 0.049
ITA 0.300 | 4.130 0.603 0.041 0.013 0.087 0.035 0.150 0.095 0.082 0.012
JPN 0.158 | 3.923 0.293 0.004 0.000 0.067 0.021 0.159 0.034 0.020 0.005
NLD 0.988 | 1.496 1.259 0.082 0.076 0.106 0.011 0.562 0.245 0.405 0.114
NOR 0.391 | 0.837 0.995 0.146 0.024 0.097 0.009 0.354 0.146 0.143 0.058
SWE 0.294 | 2.263 0.969 0.119 0.020 0.163 0.019 0.392 0.274 0.256 0.026
USA 0.207 | 0.541 0.428 0.012 0.001 0.055 0.003 0.109 0.066 0.052 0.008
OECD | 0.412 | 2.766 0.900 0.124 0.022 0.116 0.150 0.324 0.205 0.202 0.035
H/N H H H N N N N H H N N

Notes: the complete designations for each industry are as follows (EU KLEMS codes are given in parentheses). ” Agri.”:
” Agriculture, Hunting, Forestry and Fishing” (AtB), ?Minig”: ”Mining and Quarrying” (C), ”Manuf.”: ”Total Manu-
facturing” (D), "Elect.”: ”Electricity, Gas and Water Supply” (E), ”Const.”: ”Construction” (F), ”"Trade”: ”Wholesale
and Retail Trade” (G), "Hotels”: ”"Hotels and Restaurants” (H), ”Trans.”: ”Transport, Storage and Communication”
(I), ”Finance”: ”Financial Intermediation” (J), ”Real Est.”: "Real Estate, Renting and Business Services” (K), ?Public”:
”Community Social and Personal Services” (LtQ). The openness ratio is the ratio of total trade (imports + exports) to
gross output (source: World Input-Output Databases ([2013], [2016]).
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We conduct below a sensitivity analysis with respect to the three industries (”Real
Estate, Renting and Business Services”, ”Hotels and Restaurants” and ” Financial Interme-
diation”) which display some ambiguity in terms of tradedness to ensure that the benchmark
classification does not drive the results. In order to address this issue, we re-estimate the
dynamic responses to a permanent tchnology shock for the main variables of interest using
local projections for different classifications in which one of the three above industries ini-
tially marked as tradable (non tradable resp.) is classified as non-tradable (tradable resp.),
all other industries staying in their original sector. In doing so, the classification of only
one industry is altered, allowing us to see if the results are sensitive to the inclusion of a
particular industry in the traded or the non-traded sector.

As an additional robustness check, we also exclude the industry ”Community Social
and Personal Services” from the non-tradable industries’ set. This robustness analysis
is based on the presumption that among the industries provided by the EU KLEMS and
STAN databases, this industry is government-dominated and its removal allows us to assess
whether it influences or not our results related to the effects of a permanent technology
improvement. The baseline and the four alternative classifications considered in this exercise
are shown in Table 25. The last line provides the matching between the color line (when
displaying IRFs below) and the classification between tradables and non tradables.

Table 25: Robustness check: Classification of Industries as Tradables or Non Tradables

KLEMS Classification

code Baseline  #1 #2 #3 #4
Agriculture, Hunting, Forestry and Fishing AtB H H H H H
Mining and Quarrying C H H H H H
Total Manufacturing D H H H H H
Electricity, Gas and Water Supply E N N N N N
Construction F N N N N N
Wholesale and Retail Trade G N N N N N
Hotels and Restaurants H N N N H N
Transport, Storage and Communication I H H H H H
Financial Intermediation J H N H H H
Real Estate, Renting and Business Services K N N H N N
Community Social and Personal Services LtQ N N N N neither H or N
Color line in Figure 15 blue red black green yellow

Notes: H stands for the Traded sector and N for the Non traded sector.

Fig. 15 reports the effects of a permanent technology improvement by 1% in the long-
run on selected variables shown in Fig. 2 in the main text. The green line and the red
line show results when "Hotels and restaurants’ and 'Real Estate, Renting and Business
Services’ are treated as tradables, respectively. The black line shows results when ’Financial
intermediation’ is classified as non-tradables. Finally, the yellow line displays results when
Public services ('Community Social and Personal Services’) is excluded.

In each panel, the shaded area corresponds to the 90% confidence bounds for the base-
line. For aggregate variables shown in the first column, including aggregate utilization-
adjusted-aggregate-TFP, total hours worked and real GDP, the responses are remarkably
similar across the baseline and alternative classifications. As shown in the yellow line which
displays the response for the market sector only, the response of total hours worked is little
sensitive to the inclusion or not of the public services. Inspection of the first row reveals
that the classification of industries as tradables or non-tradables has an impact on the
utilization-adjusted-TFP of tradables relative to non-tradables. In particular, the removal
of the non-market sector (classification #4 and shown in the yellow line) mitigates the rise
in traded relative to non-traded technology. But the shape of the dynamic adjustment is
similar to the benchmark classification and the alternative IRF lies within the confidence
bounds of the baseline classification. Aggregate TFP and FBTC are not sensitive to the
classification.

The second row of Fig. 15 contrasts the responses of total hours worked, non-traded
hours worked (i.e., LY), the hours worked share of tradables (i.e., v/»f), and the labor
income share of tradables (i.e., sf ). Moving 'Real Estate, Renting and Business Services’
in the traded sector results in a decline in non-traded hours worked which is less pronounced
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Figure 15: Labor Market Effects of a Technology Shock: Robustness Check w.r.t. the
Classification of Industries as Tradable or Non-Tradable. Notes: The solid blue line shows the response of

aggregate and sectoral variables to an exogenous increase in utilization-adjusted aggregate TFP by 1% in the long-run. Shaded areas
indicate the 90 percent confidence bounds based on Newey-West standard errors. To estimate the dynamic responses to a technology
shock, we adopt a two-step method. In the first step, we estimate a VAR model that includes utilization-adjusted aggregate TFP,
real GDP, total hours worked, the real consumption wage and the technology shock is identified by imposing long-run restrictions, i.e.,
technology shocks are driven by the permanent increase in utilization-adjusted aggregate TFP. In the second step, we estimate the
effects by using Jorda’s [2005] single-equation method. Horizontal axes indicate years. Vertical axes measure percentage deviation from
trend. The green line and the red line show results when Hotels and restaurants’ and 'Real Estate, renting and business services’ are
treated as tradables, respectively. The black line shows results when ’Financial intermediation’ is classified as non-tradables. Finally,
the yellow line displays results when Public services (’Community Social and Personal Services’) is excluded. Sample: 17 OECD
countries, 1970-2017, annual data.

which in turn amplifies the deindustrialization trend, as displayed by Fig. 15(g). Across
all scenarios, the traded LIS exhibits a similar dynamic adjustment following a technology
improvement.

The third row of Fig. 15 contrasts the responses of real GDP, the value added share
of tradables (v¥*f), the relative price of non-tradables (P /Pf), and the terms of trade
(PH /PH*) for the baseline classification with those obtained for alternative classifications
of industries as tradables or non-tradables. Alternative responses are fairly close to those
estimated for the baseline classification as they lie within the confidence interval (for the
baseline classification) for all the selected horizons. The dynamic adjustment of the relative
price of non-tradables displays some differences across the baseline and the four alternative
classifications: the appreciation is less pronounced when the public sector is excluded (clas-
sification #4 and the yellow line) because Z /Z¥ increases less which mitigates the excess
demand for non-traded goods. We also note some differences for the terms of trade which
depreciate more when ’Financial intermediation” is moved to the non-traded sector (classi-
fication #2 and the black line) because technology improvements are more pronounced in
the traded sector which results in a larger excess supply of traded goods. One can notice
that the discrepancy in the estimated effect between the benchmark and the alternative
classifications are not statistically significant

In conclusion, our main findings hold and remain unsensitive to the classification of
one specific industry as tradable or non-tradable. In this regard, the specific treatment
of "Hotels and Restaurants”, ”"Real Estate, Renting and Business Services”, ”Financial
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Intermediation” or ”Community Social and Personal Services” does not drive the results.

L.3 Robustness Check to the Construction of Sectoral Physical Capital
Time Series

In the main text, due to data availability, we construct time series for sectoral capital by
computing the overall capital stock by adopting the perpetual inventory approach and then
by splitting the gross capital stock into traded and non-traded industries by using sectoral
valued added shares. In this Appendix, we investigate whether the effects on utilization-
adjusted-TFP and utilization-adjusted-FBTC we estimate empirically are driven by our
assumption about the construction of time series for sectoral capital stock. To conduct this
robustness check, we contrast below empirical responses when sectoral capital stocks are
measured by adopting the Garofalo and Yamarik’s [2002] methodology (our benchmark)
with those obtained by using sectoral data on K7 provided by EU KLEMS [2011], [2017]
databases. Due to data availability, our results in the latter case include a sample of thirteen
OECD countries which provide time series on sectoral capital of reasonable length. In this
regard, Belgium, Germany, Ireland and Sweden are removed from the sample due to a lack
of data over a reasonable time length to construct K and K. To be consistent, our
benchmark excludes these four countries and thus focuses on thirteen countries only. Our
estimates below show that our empirical findings are unsensitive to the way the sectoral
capital stocks are constructed in the data.

The methodology by Garofalo and Yamarik’s [2002] is based on the assumption of
perfect mobility of capital across sectors and a small discrepancy in the LIS across sectors,
ie., sg o~ sg . The assumption of perfect capital mobility implies that the marginal revenue
product of capital must equalize across sectors:

v YN
PH (1 —sf) KLtH =PV (1 —sg) KftN

(185)

Using the resource constraint for capital, K = K + K%, dividing the numerator and the

denominator in the LHS of (185) by GDP, Y, and denoting by wz/’j = % the share of
value added of sector j in GDP at current prices (at time t), eq. (185) can be solved for
the K /K:
K _ w1 ) (186)
Ky (1—3%)(1—wz/’H)+(1—sg)th’H

Assuming that sf i sg leads to the rule we apply to split the aggregate stock of capital
into tradables and non tradables: -

K Y,H

— =w, . 187

Kt W ( )

In the baseline, we adopt the methodology of Garofalo and Yamarik [2002] to split the

national gross capital stock into traded and non-traded industries by using sectoral value
added shares at current prices. Let wY/ be the share of sector j’s value added (at current
prices) P7YJ for j = H, N in overall output (at current prices) Y = PHYH + PNY N the
allocation of the national capital stock to sector j is given by the rule:

20¢
K

GY w Y )

(188)

where we denote the sectoral stock of capital obtained with the decomposition by Garofalo
and Yamarik [2002] by Kéy. National capital stocks are estimated from the perpetual
inventory approach. Following Garofalo and Yamarik [2002], the gross capital stock is then
allocated to traded and non-traded industries by using sectoral value added shares according
to eq. (188). Once the series for K7,, are obtained, we can construct the sectoral capital-
labor ratios, k:éy = Kéy /L7, sectoral capital utilization rates, ug;, sectoral utilization-
adjusted-TFPs, Zéy, and sectoral utilization-adjusted-FBTC (see section F).
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Sample. As a robustness check, we alternatively take capital stock series from the
EU KLEMS [2011] and [2017] and STAN [2017] and [2017] databases which provide dis-
aggregated capital stock data (at constant prices) at the 1-digit ISIC-rev.3 level for up
to 11 industries, but only for thirteen countries of our sample which include Australia
(1970-2007), Austria (1976-2017), Canada (1970-2016), Denmark (1970-2017), Spain (1970-
2016), Finland (1970-2017), France (1978-2017), the United Kingdom (1970-2015), Italy
(1970-2017), Japan (1973-2015), the Netherlands (1970-2017), Norway (1970-2017) and the
United States (1970-2016). In efforts to have time series of a reasonable length, we exclude
Belgium (1995-2017), Germany (1991-2017), Ireland (1985-2017) and Sweden (1993-2016)
because the period is too short.

05

0 0 0

(a) Utilization-Adjusted  (b) Utilization-Adjusted (c) Aggregate TFP
Aggregate TFP TFP of Tradables Aggregate FBTC
relative to
Non-Tradables
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(e) Total Hours Worked  (f) Non-Traded Hours (g) Hours Worked Share

Worked of Tradables
¢ i) 07 ]
(i) Real GDP (j) Value Added Share (k) Relative Price of (1) Terms of Trade
of Tradables Non-Tradables

Figure 16: Labor Market Effects of a Technology Shock: Robustness Check w.r.t. the
Construction Of SeCtOI‘al Capltal StOCkS Notes: The solid blue line shows the response of aggregate and sectoral

variables to an exogenous increase in utilization-adjusted aggregate TFP by 1% in the long-run. Shaded areas indicate the 90 percent
confidence bounds based on Newey-West standard errors. To estimate the dynamic responses to a technology shock, we adopt a two-step
method. In the first step, we estimate a VAR model that includes utilization-adjusted aggregate TFP, real GDP, total hours worked,
the real consumption wage and the technology shock is identified by imposing long-run restrictions, i.e., technology shocks are driven
by the permanent increase in utilization-adjusted aggregate TFP. In the second step, we estimate the effects by using Jorda’s [2005]
single-equation method. Horizontal axes indicate years. Vertical axes measure percentage deviation from trend. The black line reports
responses when we use the EU KLEMS [2011] and [2017] databases to construct sectoral capital stocks series K7. Sample: 13 OECD
countries, 1970-2017, annual data.

Results. In Fig. 16, we compare the responses of selected variables displayed by
Fig. 2 in the main text. Note that because we consider new time series for K7, we have
reconstructed time series for sectoral TFPs and the capital utilization rates. The blue line
shows the dynamic effects of a 1% permanent increase in utilization-adjusted-aggregate-
TFP when the sectoral capital stock is measured by adopting the methodology by Garofalo
and Yamarik [2002] while the black line shows the dynamic effects when the capital stock
is obtained directly from KLEMS (black line). For comparison purposes and to ensure
consistency, we compare the results by considering the same sample, i.e. the restricted
sample that includes 13 OECD countries over the period 1970-2017. As it stands out, the
construction of capital stocks does not affect the results as we cannot detect any difference,
even for the utilization-adjusted-TFP, TFP, or FBTC. In conclusion, our main findings
are robust and unsensitive to the way the sectoral capital stocks are constructed in the
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data. While the responses of capital-labor ratios are not reproduced, one can observe that
a discrepancy in the results in the short-run only. To conclude, the dynamic effects of a
technology improvement are similar across the two methods as they are both qualitatively
and quantitatively similar since the solid black line lies within the original confidence bounds
of those obtained when K7 is constructed with the use of the methodology of Garofalo and
Yamarik [2002]. In particular, one can observe that the discrepancy in the results is small
and not statistically significant at conventional level.

L.4 How Technology at Industry Level Responds to Aggregate Technol-
ogy Improvements: A Disaggregated Approach

Empirical analysis at a disaggregate sectoral level. Our dataset covers eleven indus-
tries which are classified as tradables or non-tradables. The traded sector is made up of five
industries and the non-traded sector of six industries. To conduct a decomposition of the
sectoral effects at a sub-sector level, we estimate the responses of sub-sectors to the same
identified technology shock by adopting the two-step approach detailed in the main text.
More specifically, indexing countries with ¢, time with ¢, sectors with j, and sub-sectors
with k, we first identify the permanent technology shock, by estimating a VAR model
which includes utilization-adjusted-aggregate-TFP, Zlf?, real GDP, total hours worked, the
real consumption wage (all quantities are divided by the working age population and all
variables are in rate of growth) and next we estimate the dynamic effects by using the
Jorda’s [2005] single-equation method. The local projection method amounts to running a
series of regression of each variable of interest on the structural identified shock for each
horizon h =0,1,2,...:

kg _ kJ k.3 k,j ) ki ZA k,j
iih = Qi Ty T Uy (L) zig—1 + v, €f + i t4+ho (189)

x
where x = TFPﬁ’tj, Lﬁg To express the results in meaningful units, i.e., we multiply the
responses of TFP of sub-sector k by the share of industry k& in the value added of the broad
. . . Y.k.j PkIykd .

sector j (at current prices), i.e., w"% = pry7 - We multiply the responses of hours
worked within the broad sector j by its labor compensation share, i.e., a*i = %
We detail below the mapping between the responses of broad sector’s variables and responses
of variables in sub-sector k of one broad sector j.

The response of L*J to a technology shock is the percentage deviation of hours worked

, . ki s .
in sub-sector k € j relative to initial steady-state: In Lf J_In LRI~ dLLg,j = Lf H where LFJ

is the initial steady-state. We assume that hours worked of the broad sector is an aggregate
of sub-sector hours worked which are imperfect substitutes. Therefore, the response of
hours worked in the broad sector L] is a weighted average of the responses of hours worked
%ﬁf 7 where WV’;ng is the share of labor compensation of sub-sector k in labor
compensation of the broad sector j:

Ny Whirks .,
FR i )

WiLi
kej
WJLJij _ Wk, Jﬁj
WL ! . WL Y
kej
oL = N alRLE (190)
kej

where >, >, olF = 1. Above equation breaks down the response of hours worked in broad
sector j into the responses of hours worked in sub-sectors k& € j weighted by their labor
compensation share a’* = % averaged over 1970-2017. In multiplying ﬁf’j by alk,
we express the response of hours worked in sub-sector k € j in percentage point of hours
worked in the broad sector j = H, N. ‘
The response of TFP in the broad sector j is a weighted average of responses TF Pf 7 of

TFP in sub-sector k € j where the weight collapses to the value added share of sub-sector
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where WYk = £ ;Z%if] averaged over 1970-2017 is the value added share at current prices

of sub-sector k € j which collapses (at the initial steady-state) to the value added share at
constant prices as prices at the base year are prices at the initial steady-state. Note that
2ok ey W = 1.

Aggregate technology shock. The first column of Fig. 17 shows responses of TFP
and hours worked of sub-sectors classified in the traded sector and the non-traded sector
to a permanent technology improvement of 1% in the long-run. When we consider an
aggregate technology shock, all industries behave as the broad sector as they all experience
a permanent technology improvement, except 'Mining’ shown in the black line for which
the rise in TFP vanishes in the long-run. More interestingly, the rise in traded TFP is
driven by technology improvement in 'Manufacturing’ because this sector accounts for the
greatest value added share of the traded sector and also experiences significant increases in
TFP. With regard to non-traded industries, 'Real Estate, Renting, and Business Services’
drives the rise in non-traded TFP followed by "Wholesale and Retail Trade’ and ’Community
Social and Personal Services’ (i.e., the public sector which also includes health and education
services). When we focus on traded and non-traded hours worked, we find that all industries
experience a decline in hours worked except ’Construction’. One explanation to this lies
in the shift of labor away from traded and toward non-traded industries. As we shall see,
this sector experiences a dramatic increase in its hours worked following an asymmetric
technology shock.

Symmetric technology shock. The second column of Fig. 17 shows responses of TFP
and hours worked of sub-sectors classified in the traded sector and the non-traded sector
to a permanent technology improvement of 1% which is evenly spread between the traded
and non-traded sectors. Like for an aggregate technology shock, the rise in traded TFP
is driven by the technology improvement in ’Manufacturing’ while 'Real Estate, Renting,
and Business Services’ drives the rise in non-traded TFP. All traded industries experience a
decline in hours worked on impact while only ’Agriculture’ and 'Manufacturing’ experience
a fall in the long-run. All non-traded industries experience a decline in hours worked on
impact while only 'Real Estate, Renting, and Business Services’ experiences a persistent
decline in its hours worked below trend.

Asymmetric technology shock. The third column of Fig. 17 shows responses of
TFP and hours worked of sub-sectors classified in the traded sector and the non-traded
sector to a permanent technology improvement of 1% which is concentrated toward traded
industries. As it stands out, the rise in traded TFP is driven by a technology improvement
in "Manufacturing’ and the gap with other sectors is even more pronounced than after an
aggregate technology shock. We can notice that the contribution of Mining’ is substantial
given its small weight in the traded sector. When we turn to the non-traded TFP, we find
that 'Real Estate, Renting, and Business Services’ together with ’Community Social and
Personal Services’ (i.e., the public sector which also includes health and education services)
drive the fall in non-traded TFP. Traded industries such as 'Manufacturing’, 'Financial
Intermediation’, "Transport and Communication’ drive the rise in traded hours worked fol-
lowing an asymmetric technology shock. All non-traded industries experience an increase
in hours worked. The rise in non-traded hours worked is driven by the rise in labor in ’Con-
struction’ and ’Community Social and Personal Services’ followed by 'Real Estate, Renting,
and Business Services” and "Wholesale and Retail Trade’. The diversity of industries which
experience a rise in labor can explain why both skilled and unskilled labor shift away from
traded industries and toward non-traded industries following an asymmetric technology
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Figure 17: Effects of Technology Shocks on Eleven Sub-Sectors. Notes: Because the traded and
non-traded sector are made up of industries, we conduct a decomposition of the sectoral effects at a sub-sector
level following a an exogenous increase in utilization-adjusted aggregate TFP by 1% in the long-run. Shaded areas
indicate the 90 percent confidence bounds based on Newey-West standard errors. To estimate the dynamic responses
to a technology shock, we adopt a two-step method. In the first step, we estimate a VAR model that includes
utilization-adjusted aggregate TFP, real GDP, total hours worked, the real consumption wage and the technology
shock is identified by imposing long-run restrictions, i.e., technology shocks are driven by the permanent increase in
utilization-adjusted aggregate TFP. In the second step, we estimate the effects by using Jorda’s [2005] single-equation
method. Horizontal axes indicate years. Vertical axes measure percentage deviation from trend. To express the results
in meaningful units, i.e., total hours worked units, we multiply the responses of hours worked sub-sector k by its labor
compensation share (in the traded sector of traded industries or in the non-traded sector for non-traded industries),
ie., % Column 1-3 display the responses of technology and hours in traded and non-traded industries to
aggregate, symmetric and asymmetric technology shocks across sectors, respectively. For tradable industries: the blue
line shows results for ’Agriculture’, the black line for "Mining and Quarrying’, the red line for "Manufacturing’, the
green line for "Transport and Communication’, and the purple line for 'Financial Intermediation’. The second/fourth
columns show results for sub-sectors classified in the non-traded sector. For non-tradable industries: the blue line
shows results for "Electricity, Gas and Water Supply’, the black line for ’Construction’, the red line for "Wholesale
and Retail Trade’, the green line for "Hotels and Restaurants’, and the cyan line for ’"Community Social and Personal
Services’. Sample: 17 OECD countries, 11 industries, 1970-2017, annual data.

shock.
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L.5 Do both Symmetric and Asymmetric Technology Shocks Stimulate
Innovation?

In this subsection, we further investigate the drivers behind symmetric and asymmetric
technology shocks and if these two shocks are different. We must acknowledge that the
literature on technology shocks is silent about the factors driving technology improvements
except Shea [1999] and Alexopoulos [2011]. Shea [1999] employs direct measures of techno-
logical change based on research and R&D expenditure and patent activities in a VAR to
identify technology shocks. Using annual panel data for 19 U.S. manufacturing industries
from 1959 to 1991, the author estimates VARs to determine the dynamic impact of shocks
to two observable indicators of technological change: R&D spending (measures the amount
of input devoted to innovative activity), and patent applications (measure innovation). The
author finds that favorable technology shocks tend to increase input use, especially labor, in
the short run, but to reduce inputs in the long run. Alexopoulos [2011] presents new mea-
sures of technical change based on new book titles in the field of technology from 1955-1997.
Results show that technology shocks driven by book publications in the area of technology
increases R&D and employment.

Effects of symmetric and asymmetric technology shocks on R&D. First, we
identify asymmetric and symmetric technology shocks by estimating a VAR model which in-
cludes the ratio of traded to non-traded technology measure, aggregate technology measure,
real GDP, total hours worked and real consumption wage and then we estimate the dynam-
ics effects of aggregate, symmetric and asymmetric technology improvements on the stock
of R&D of tradables and non-tradables at constant prices. Table 26 and Table 27 present
the point estimate at horizons ¢ = 0...8 which measures the increase in percentage in the
stock of R&D in the traded and the non-traded sectors after an aggregate, asymmetric and
symmetric technology shocks, respectively. Our sample includes 13 OECD countries over
1995-2017. The evidence reveals that only asymmetric technology shocks have a positive
and a statistically significant impact in the stock of R&D and only in the traded sector.

Do asymmetric technology shocks increase innovation? Asymmetric technol-
ogy shocks are technology improvements which are concentrated toward traded industries.
As discussed above, only these shocks give rise to a significant and positive increase in
the stock of R&D which reflects cumulated investment devoted to innovative activity. As
shown below when we estimate the elasticity of utilization-adjusted-TFP w.r.t. the stock of
R&D, the latter has a significant impact on utilization-adjusted-TFP of tradables only as it
has virtually no impact on non-traded technology. Therefore, accumulation of R&D invest-
ment can generate innovation since according to our FMOLS estimates, an increase in the
stock of R&D in the traded sector by 1% improves technology of tradables by 0.23%. This
evidence thus underlines that technology improvements concentrated in traded industries,
i.e., asymmetric technology shocks, are shocks which increase innovation. In contrast, sym-
metric technology shocks do not increase the stock of R&D significantly and may capture
improvements in work organization within the firm and/or better management practices.

Effects of technology shocks on labor: shocks to the stock of R&D vs. shocks
to utilization-adjusted-TFP. Shea [1999] and Alexopoulos [2011] find that technology
shocks driven by innovation increase employment. In this paper, we show that symmetric
technology shocks lower dramatically hours worked while asymmetric technology shocks
increase significantly labor. Since asymmetric technology shocks are driven by innovation,
our work can reconcile the labor effects of technology shocks reported by the literature and
the evidence documented by Shea [1999] and Alexopoulos [2011] who focus on shocks to
innovation and find that innovation-driven technology shocks increase employment.

To further investigate the discrepancy in the effects on hours caused by shocks to in-
novation or driven by technology shocks reflecting mainly technology adoption of better
worker organizations, we estimate a SVAR which includes the aggregate stock of R&D
at constant prices, utilization-adjusted-aggregate-TFP, real GDP, total hours worked and
the real consumption wage, all variables entering the VAR model in growth rates. Our
identification strategy lies in long-run restrictions. We identify innovation shocks as shocks
which increase permanently the stock of R&D while we identify technology improvements
not driven by innovative activities as technology shocks which increase permanently the
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Table 26: IRF of the Stock of R&D in the Traded Sector After Technology Shocks

Horizon | AGG  ASYM SYM

—0.025 0.148 —0.163

0.381 0.511° 0.187

0.328 0.639° 0.009

—0.015 0.461 —0.416

0.332 1.213* —0.349

Notes: ¢, ¥ and © denote significance at 1%, 5% and 10% levels. The
number in columns denotes the impulse response function (estimated
with local projections) of the stock of R&D in the traded sector after an
aggregate technology shock (column AGG), an asymmetric technology
shock (column ASYM) and an symmetric technology shock (column
SYM). Sample: 12 OECD countries, 1995-2017, annual data.

0 O =N O

Table 27: IRF of the Stock of R&D in the Non Traded Sector After Technology Shocks

Horizon | AGG  ASYM  SYM
0.086 0.134 0.029
0.310 0.388 0.173
0.224 0.109 0.273
—0.103 —0.006 —0.161
0.085 0.291 —0.120
Notes: ¢, ¥ and © denote significance at 1%, 5% and 10% levels. The
number in columns denotes the impulse response function (estimated
with local projections) of the stock of R&D in the non traded sector
after an aggregate technology shock (column AGG), an asymmetric
technology shock (column ASYM) and an symmetric technology shock
(column SYM). Sample: 12 OECD countries, 1995-2017, annual data.

0 O =N O

utilization-adjusted-aggregate-TFP. We find that innovation shocks do not drive down hours
on impact and instead increase labor in the long-run. In contrast, technology shocks which
are not driven by innovative industries lower persistently hours worked.

Table 28: Stocks of Capital from KLEMS and sectoral R&D series: Data Availability

data on K from KLEMS || data on R&D

AUS 1970-2007 no data

AUT 1976-2017 1995-2017
BEL 1995-2017 1995-2017
CAN 1970-2016 no data

DEU 1991-2017 1995-2017
DNK 1970-2017 1995-2017
ESP 1970-2016 1995-2016
FIN 1970-2017 1995-2017
FRA 1978-2017 1995-2017
GBR 1970-2017 1995-2017
IRL 1985-2017 no data

ITA 1970-2017 1995-2017
JPN 1973-2015 1995-2015
NLD 1970-2017 1995-2017
NOR 1970-2017 no data

SWE 1993-2016 1995-2016
USA 1970-2016 1995-2017

Elasticity of technology w.r.t. the stock of R&D. One key parameter is 1/ which
measures the impact of 1% increase in the stock of R&D in sector j on utilization-adjusted-
TFP in sector j. In an earlier version of the paper, we have laid out a model, we extend
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Figure 18: Cross-Country Relationship between Investment in R&D (% of Value Added in
the Traded Sector) and the Share of FEV of Technological Change Driven by Asymmetric

Technology Improvements. Notes: The horizontal axis shows the R&D investment to value added ratio for the traded
sector. To measure the intensity of the traded sector in investment in R&D, we take data from EU KLEMS, Stehrer et al. [2019], see
Table 28 for data coverage. Sample: 12 OECD countries, 1995-2017. On the vertical axis, we show the share of FEV of technological
change attributed to asymmetric technology shocks over the period 1993-2017 to fit the period over which data on R&D is available.
The share of asymmetric technology shocks is an average of the share at time t = 0 and ¢ = 10. Sample: 12 OECD countries, 1993-2017.

Table 29: Elasticity of Utilization-Adjusted-TFP w.r.t. the Stock of R&D

2l N v
(1) (2) (3)
ZT0.1499° na.  0.077°

(5.88) (4.71)

zZN n.a. 0.0007°  —0.002°
(1.66) (—2.13)
zA 0.019
(0.42)

Notes: ¢, ® and ¢ denote significance at 1%, 5% and 10% levels. Het-
eroskedasticity and autocorrelation consistent t-statistics are reported
in parentheses. Denoting utilization-adjusted-TFP in sector j by th is
We run the regression of utilization adjusted TFP on the stock of R&D
at constant prices in sector j in panel format on annual data:

In 2}, = i + s + Bit + ' n Z] + e,

where we include country fixed effects, time dummies, country-specific
linear time trend and we estimate v/ = 1?¢?. Because ¢’ is the domestic
component of country-level-utilization-adjusted-TFP we obtain from

the principal component analysis, we can infer v/ = 2. Since our
b C]

estimates for 17 countries by adopting an ACP reveals that ¢ = 0.631
and ¢V = 0.695, and our FMOLS estimates show that v = 0.1499 and
~N = 0.0007, we can recover v = 0.238 and v = 0.001. In column
3, we construct the international stock of knowledge as a geometric

weighted average of trade partners’ aggregate stock of R&D at constant

M
prices for country 4, i.e., Z} =12, (Zkt)™ik where aM is the share

of imports of home country i from the trade partner k. Sample: 13
OECD countries, 1970-2017, annual data.
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the setup by Corhay et al. [2020] to a two-sector open economy where households decide
about investment in tangible and intangible assets and the stocks of physical capital and
R&D are allocated across sectors in accordance to their return.

Households decide about investment in R&D which gives rise to an aggregate stock of
knowledge Z4(t). Households stand ready to supply the stock of knowledge to firms in
the traded and the non-traded sectors. Because intangible assets are imperfect substitutes,
they pay different returns. Given sector-specific rental rates on intangible assets denoted
by R,(t), traded and non-traded firms choose the amount of intangible assets Z(¢) and
ZN (t) according to the following optimal rules:

1—67

pj(t)cjyj (Zj(t))cjyj_l (Zw(t))(l—cj)yj (Lj(t))ej (_f(%t)) _ RJ'Z(t%

i

where P7 is the price of the final good in sector j = H, N. This equation shows that an
increase in international stock of knowledge Z" (t) raises the marginal revenue product of
investing in intangible assets and thus has a positive impact on Z7(t). Higher levels in
both international Z"' and domestic Z7(t) stock of knowledge have a positive impact on
utilization-adjusted-TFP.

Using data from Stehrer et al. [2019] (EU KLEMS database) we construct time series
for both gross fixed capital formation and capital stock in R&D in the traded and non-
traded sectors. Data are available for thirteen countries over 1995-2017, see Table 28. We
have run the regression of the logged utilization-adjusted-TFP in sector j on the logged
stock of R&D at constant prices by using cointegration techniques. As shown in Table 29,
we find a FMOLS estimated value of the long-term elasticity of utilization-adjusted-TFP
w.r.t. the stock of R&D of 0.1499 for the traded sector and 0.0007 for the non-traded
sector. Once we have estimated the elasticity 77 of utilization-adjusted-TFP in sector j
w.r.t the stock of knowledge in sector j, we have to recover the parameter v and vV
by using values of parameters (¥ and ¢V. By adopting a principal component analysis,
we have estimated the common component of utilization-adjusted-TFP which stands at
1 — ¢ =0.369 for tradables and 1 — ¢ = 0.305 for non-tradables. These values lead to
v =4 /cH = 0238 and vV = 4V /¢ = 0.001. These values suggest that increasing the
domestic or the international stock of knowledge have little impact on utilization-adjusted-
TFP of non-tradables and instead have a significant impact on utilization-adjusted-TFP
of tradables. These values fit the data which indicates that utilization-adjusted-TFP has
increased by 0.2% per year while technology improves by 1.6% on average per year in the
traded sector over 1995-2017.

L.6 Intensive vs. Extensive Margin

Responses of hours to a technology shock: intensive vs. extensive margin.
Because total hours can be decomposed in employment and hours per worker, we contrast
empirically the adjustment of total hours (shown in the solid blue line) with the adjustment
at the intensive margin (shown in the solid black line) following an exogenous increase in
utilization-adjusted-aggregate-TFP by 1% in the long-run. In Fig. 19, we consider the
effects of an aggregate technology shock in column 1 and the effects of symmetric and
asymmetric technology shocks in columns 2 and 3. Like Thomet and Wegmuller [2021] who
use a panel of fourteen OECD countries, we find that the movements in the intensive margin
are the dominant channel of adjustment in total hours after an aggregate technology shock.
While most of the variations in total hours are driven by changes in hours per worker after
a symmetric technology shock, the intensive margin is predominant only in the short-run
after an asymmetric technology shock.

Elasticity of hours w.r.t. real GDP: Structural but gradual change. Fig.
20(a), the elasticity of hours worked w.r.t. real GDP has substantially increased over time,
moving from negative to positive values from the mid-nineties. More specifically, the blue
line shows the ratio of the rate of change in hours worked in (17) OECD countries to
the trend rate of growth of real GDP. The trend (dashed black) line which neutralizes
short-run fluctuations reveals that the elasticity of hours worked w.r.t. (the trend of) real
GDP has increased from -0.58 to 0.51 from 1970 to 2017. As documented by Gali and
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Aggregate Shock Symmetric Shock Asymmetric Shock
Shock to Zﬁ‘ Shock to Zg{it Shock to Z‘[“)ﬂ-t

(a) Agg. Tech. Shock: (b) Sym. Tech. Shock:  (c) Asym. Tech. Shock:
Total Hours vs. Total Hours vs. Total Hours vs.
Hours per Worker Hours per Worker Hours per Worker

Figure 19: Effects of Technology Shocks on Total Hours: Extensive. Intensive MarginNotes:
Because total hours can be decomposed in employment and hours per worker, we contrast empirically the adjustment
of total hours (shown in the solid blue line) with the adjustment at the intensive margin (shown in the solid black
line) following an exogenous increase in utilization-adjusted-aggregate-TFP by 1% in the long-run. We show the
effects of an aggregate technology shock in column 1 and the effects of symmetric and asymmetric technology shocks
in columns 2 and 3. Shaded areas indicate the 90 percent confidence bounds based on Newey-West standard errors.
Sample: 17 OECD countries, 1970-2017, annual data.
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Figure 20: Structural Change in the Elasticity of Hours w.r.t. Real GDP: Intensive vs.

EXtenSlVe Margln. Notes: In Fig. 20(b), the blue line shows the ratio of the rate of change in hours per worker to the
(Hodrick-Prescott) trend rate of growth of real GDP. In Fig. 20(c), the blue line shows the ratio of the rate of change in employment to
the (Hodrick-Prescott) trend rate of growth of real GDP. Both employment and real GDP are divided by the working age population.
We apply a Hodrick-Prescott filter with a smoothing parameter of 100 as we are using annual data to obtain the trend rate of growth
for real GDP. In estimating the trend growth rate, we added a dummy for the 2009 year. Sample: 17 OECD countries, annual data,
1970-2017.

Gambetti [2009], one potential explanation to this structural change lies in the change in
the relationship between hours and technology. Because changes in hours worked can be
driven by variations at the intensive margin (i.e., by the change in hours per worker) and at
the extensive margin (i.e., by the change in employment), it is useful to disentangle these
two components. We thus decompose the elasticity of hours worked w.r.t. real GDP into
the elasticity of hours per worker and the elasticity of employment. Inspection of Fig. 20(b)
and Fig. 20(c) reveals that the rise in the elasticity of hours w.r.t. real GDP is driven by
the rise in the elasticity of hours per worker and the elasticity of employment.

Impact response of hours to a technology shock on rolling sub-samples. In
section 2.6, we investigate whether the contractionary effect of a permanent technology
improvements on hours varies across time. Our empirical analysis on rolling sub-samples
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Figure 21: Time-Varying Impact Response of Hours to a Technology Shock: Intensive

VS. EXtGHSlve Margln. Notes: Fig. 21(a) and Fig. 21(b) show the time-varying impact response of hours per worker
and employment to a 1% permanent technology improvement. We have estimated impact responses over rolling windows of fixed
length. While the vertical axis of Fig. 21(a) (Fig. 21(b)) shows the point estimate, i.e., 79, for the impact response of hours per
worker (employment) to a 1% permanent increase in utilization-adjusted-aggregate-TFP obtained from estimating eq. (5) on rolling
subs-samples, the horizontal axis shows the end year of the corresponding window. Light (dark) shaded areas represent 90 (68) percent
confidence intervals based on Newey-West standard errors. Sample: 17 OECD countries, annual data, 1970-2017.

reveals that the impact response of hours to a technology shock shrinks over time. In
Fig. 21, we decompose the impact response of hours worked estimated on rolling sub-
samples into an extensive and an intensive margin. Dividing employment by the working age
population and hours by employment, we estimate the impact response of hours per worker
(employment) to a 1% permanent increase in utilization-adjusted-aggregate-TFP obtained
from estimating eq. (5) on rolling sub-samples. As shown in Fig. 21(b), employment is
muted on impact to a technology shock because it is a state variable which responds only
gradually. The variation of employment does not drive the shrinking contractionary effect
we document empirically and therefore a reduction in hiring costs cannot account for our
evidence. In contrast, Fig. 21(a) reveals that the decline in hours per worker shrinks over
time and thus the time-increasing impact response of hours to a technology shock only
operates at the intensive margin.

L.7 Time-Varying Hours Effects: Symmetric vs. Asymmetric Technol-
ogy Shocks

Our hypothesis that the time-increasing response of total hours worked to a technology
improvement is driven by the growing share of asymmetric technology shocks is valid as
long as the elasticity of hours worked to symmetric and asymmetric technology shocks
remains stable over time. To clarify this point, we decompose the impact response of total
hours worked to an aggregate technology shock into impact responses of hours to symmetric
and asymmetric technology shocks, i.e.,

Yo = 1750 + (1 = 1) VD0, (192)

where vg = Z?g and vx o = gﬁ’o with X = S, D. According to our hypothesis, the time-
0 X,0
declining share n of symmetric technology shocks leads vy to move from larger to smaller

negative values over time while ys59 and p are assumed to remain constant over time.
In column 2 of Fig. 22, we plot the impact responses of hours worked to symmetric and
asymmetric technology shocks which are estimated over rolling sub-samples. Two conclu-
sions emerge. The first conclusion is that as discussed in the next subsection, symmetric
technology shocks exert a strong negative impact on hours worked while asymmetric tech-
nology shocks increase hours worked on impact. The second conclusion which emerges
from the inspection of Fig. 22(a) is that the elasticity of labor to symmetric technology
shocks is increasing over time which could potentially rationalize smaller negative values of
v0. However, as displayed by Fig. 22(b), asymmetric technology shocks tend to produce
smaller positive effects on total hours worked which thus lead to larger negative values of

Y0-
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Figure 22: Time-Varying Impact Response of Hours Worked to a Symmetric vs. Asymmet-

ric Technology ShOCk. Notes: In columns 1 and 2, we estimate the impact response of total hours worked to a 1% permanent
increase in utilization-adjusted aggregate TFP driven by symmetric technology shocks (Fig. 22(a)) while in Fig. 22(b), we consider a
rise in utilization-adjusted aggregate TFP driven by asymmetric technology shocks. To identify symmetric vs. asymmetric technology
shocks, we estimate the VAR model [Zﬁl — 27]\; Zﬂ, }A’R,“, L, Wc,n]» We impose long-run restrictions such that both symmetric

and asymmetric technology shocks increase permanently Zﬁ while only asymmetric technology shocks increase permanently Zg /Zf\tj
in the long-run. Once we have identified technology shocks, we estimate the effects of a 1% permanent increase in utilization-adjusted
aggregate TFP on hours worked by using Jorda’s [2005] single-equation method. We run the regression (5) in rolling sub-samples by
considering a fixed window length of thirty years. Because we are interested in the impact effect of technology on hours worked, we
consider an horizon h = 0 into (5). The horizontal axis shows the end year of the period of the sub-sample and the vertical line displays
the point estimate of the impact effect of technology on total hours worked. Sample: 17 OECD countries, 1970-2017, annual data.

L.8 Correlation of Technology Shocks between OECD Countries

We estimate a VAR model in panel format which has the advantage to increase substan-
tially the number of observations. One first key feature of panel VAR is that we control
for common macroeconomic shocks. Although we stack up the time series, the second key
feature is that the technology shocks are estimated for each country. The country-level
technology shocks have a country-specific component (determined by management prac-
tices, the structure of production organization, the ability to transform R&D expenditure
into innovation) and an international component which also remains country-specific be-
cause the ability to take advantage of foreign ideas to innovate domestically will depend on
the number of factors such as the absorptive capacity and human capital.

Because we estimate error terms for each country of our sample, it is straightforward
to calculate the correlation of shocks across OECD countries, as displayed by Table 30.
We find a cross-country mean of -0.048 and the mean amounts to 0.18 when we take the
absolute values for country pair correlation. The correlation of technology shocks between
OECD countries is thus low because technology improvements depend on country-specific
factors and also because the share of asymmetric technology shocks across sectors varies
substantially across countries. It is worth mentioning that our empirical approach serves
our purpose as the nature of technology shocks are allowed to vary between space and time
while the effect of a technology shock on hours is captured by parameters which display
some homogeneity between countries.

L.9 Homogeneity Assumption in Estimating the Dynamic Effects

Nature of technology shocks varying across time and space and the homogeneity
assumption to estimate the panel VAR model. Our paper stresses the importance
of the variations in the share of asymmetric technology shocks across time and space and
we show that hours worked decline after a technology shock in an average OECD economy
because symmetric technology shocks are predominant but the decline in hours after a tech-
nology shocks progressively vanishes over time as technological change is increasingly driven
by technology shocks which are concentrated within traded industries. Our panel SVAR
approach let the share of asymmetric technology shocks vary across time and countries
and assume that the effect of a technology shock on hours is homogenous across countries,
i.e., the structural parameters of the model such the Frisch elasticity of labor supply and
other parameters display some homogeneity across countries. Besides the fact that this as-
sumption increases the accuracy of estimates by economizing the degrees of freedom (as the
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homogeneity assumption implies that we estimate less parameters), this approach is in line
with our modelling strategy where we assume that the response of hours to a technology
shock varies across time (and potentially across countries) as a result of the time-varying
importance of asymmetric technology shocks.

Testing the homogeneity assumption. To test the validity of the homogeneity
assumption in estimating the dynamic response of hours to a technology shock in panel
format, we proceed as follows. We estimate the same VAR model but for one country at a
time. Fig. 23 contrasts the dynamic response of hours to a technology shock when we adopt
a panel approach shown in the blue line with the dynamic response when we estimate the
same VAR model but for one country at a time and estimate the dynamic effect by using
local projections. The red line shows the country mean of point estimates while the black
line shows the median estimate when we estimate the dynamic effect for one country at
a time. We consider four cases by estimating the technology shocks in panel format (first
row), by estimating the technology shocks separately for one country at a time (second row),
by adding time dummies in local projections (second step to plot the dynamic response of
hours) as shown in the first column, or by dropping the time dummies in both the panel
SVAR and local projections as shown in the second column.

The first observation is that adding time dummies to estimate the panel SVAR and local
projections (blue line in Fig. 23(a)), or to estimate only local projections (blue line in Fig.
23(c)) or dropping time dummies (second column of Fig. 23) does not affect the response
of hours. What matters is whether the technology shocks are estimated in the first step
from a panel SVAR (first row) or instead technology shocks are estimated in the first step
for one country a time (second row). As it stands out, the second row of Fig. 23 shows
that the dynamic responses of hours are essentially identical when the technology shocks
are estimated for one country at a time whether the dynamic response is estimated in panel
format (blue line) or for one country at a time (black and red lines). In other words, the
second row of Fig. 23 reveals that imposing the homogeneity when estimating the response
of hours to a technology shock in local projections (blue line), i.e., in the second step, leads
to the same results when we estimate the dynamic response of hours for one country at a
time (black and red line). As shown in the first row, when technology shocks are identified
in the panel format across all scenarios and we contrast the response of hours estimated in
panel format (blue line) or for one country at a time (black and red line), we don’t find
a discrepancy which is statistically different until year 8. Quantitatively, in the baseline
model shown in the blue line of Fig. 23(a), hours decline by -0.15% on impact; when we
estimate the dynamic response of hours by relaxing the homogeneity assumption and by
estimating the response for one country at a time, the decline in hours amounts to -0.10%
for the median and -0.25% for the mean.

Precision-weighted estimator. As stressed in the main text, we first identify the
technology shock by estimating a panel SVAR and then in a second step, we use local
projections to estimate the dynamic response of hours to a technology shock. To further
test our homogeneity assumption, we use the mean-group estimator which amounts to
estimating the dynamic response of hours to a technology shock for each country and
aggregating the response by using a weighted average where the more precise estimators
gives us better information and thus receive a higher weight. In Fig. 24, we contrast the
panel OLS fixed effect estimator when the coefficient is assumed bo be homogenous across
countries (see the solid blue line) with the precision-weighted average of individual estimates
(see the solid red line). As it stands out, the discrepancy in the point estimate between
the panel OLS fixed effect estimator and the precision-weighted-estimator is small and
insignificant. These empirical findings provide an additional piece of evidence confirming
the validity of the homogeneity assumption.

L.10 One Step vs Two-Step Method

In the main text, we adopt a two-step approach where we first identify the exogenous
shock to utilization-adjusted-TFP by estimating a panel SVAR which includes utilization-
adjusted-TFP, real GDP, total hours worked, the real consumption wage and assume that
technology shocks are shocks which increase permanently utilization-adjusted-TFP. Once
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Figure 23: Dynamic Response of Hours to a Technology Shock and Homogeneity Assump-
tion Notes The solid lines show the dynamic responses to an exogenous increase in utilization-adjusted-aggregate-
TFP by 1%. In the first row, we estimate the dynamic response of hours to a technology shock in panel format (blue
line) and for one country at a time. In the latter case, the black line shows the median of estimates while the red line
displays the country mean. Across all scenarios, we have estimated the error terms and thus the technology shocks in
panel format and we relax the homogeneity assumption only in the second step, i.e., when we estimate the dynamic
effect of a technology shock on hours by using local projections. In Fig. 23(a), we estimate the VAR model in panel
format and local projections with time dummies (blue line) while in Fig. 23(b), we estimate the VAR model in panel
format and local projections without time dummies (blue line). In the second row, we adopt the same approach except
that in the first step, we identify the technology shocks for one country at a time. While solid lines represent point
estimates, light (dark) shaded areas represent 90 (68) percent confidence intervals based on Newey-West standard
errors. Horizontal axes indicate years. Vertical axes measure percentage deviation from trend. Sample: 17 OECD
countries, 1970-2017, annual data.
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Figure 24: Dynamic Response of Hours after a Technology Shock: OLS Fixed Effect Es-
timator vs. Mean—Group EStimator Notes: The solid blue line shows the dynamic response of hours we estimate by

assuming that the coefficient is homogenous across countries while the red line displays the dynamic response when the point estimate is
computed a weighted average of cross-country point estimates. Light (dark) Shaded areas represent 90 (68) percent confidence intervals
based on Newey-West standard errors. Horizontal axes indicate years. Vertical axes measure percentage deviation from trend. Sample:
17 OECD countries, 1970-2017, annual data.
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we have identified the technology shock, we estimate the dynamic effects by using the
local projection method which simply requires estimation of a series of regressions for each
horizon h for each variable of interest on the identified shock (see eq. (5) in the main text):

Tigh = i+ rh + Un (L) Yie1 + Ve + Mitn- (193)

In the main text, baseline control variables collected in y, includes past values of utilization-
adjusted-TFP and of the variable of interest.

One-step approach. Ramey and Zubairy [2018] adopt a one-step approach (to ensure
a straightforward comparison of results with estimates from defense news variables) by
replacing the shock with current government spending in the single-equation method. We
adapt their approach to our case and thus we run a series of regressions for each horizon
h for each variable of interest in rate of growth on the rate of growth of the considered
technology variable:

Azipn = aip + apn + n (L) Yig—1 + A%t + Migtn, (194)

where z is the (logged) variable of interest and z is the (logged) technology variable; Ax; ;14
represents the accumulated growth of the dependent variable from ¢ — 1 to ¢ + h. We con-
sider three types of technology improvements: i) a technology improvement by considering
the time series for logged utilization-adjusted-TFP, ii) a technology improvement which is
asymmetric between sectors by using zﬁit = zﬁl — zftv , i.e., the differential between traded
and non-traded utilization-adjusted-TFP, iii) a technology improvement which is symmet-
ric between sectors by constructing Zéit = log Zéit where Zéit = Z;;‘ - UiY’HZgit, see eq.
(3) in the main text, where Z4 is utilization-adjusted-TFP, VZ-Y’H the value added share of
tradables, and Z Sﬂ-t the ratio of utilization-adjusted-TFP of tradables to non-tradables.

Robustness of the two-step method. Pagan [1984] provides a complete treatment of
the econometric problems arising when generated variables appear in a regression equation.
In particular, the author explores the situation when generated residuals are used as regres-
sors. It is found that the coefficient and its standard error from an OLS program would be a
consistent estimator of the true coefficient and the true standard error for the coefficient of
the unanticipated variable. In other words, running a regression with structural technology
shocks recovered from the estimation of utilization-adjusted-TFP over a set of regressors is
equivalent to running a regression where the regressor is utilization-adjusted-TFP itself.

Contrasting the effect of a technology improvement on hours from the two-
step with that obtained from the one-step method. Fig. 25(a) contrasts the dynamic
response of hours to a technology shock when we adopt the two-step approach detailed in the
main text (shown in the solid blue line) with the dynamic response of hours to a permanent
technology improvement when we adopt the one-step approach (shown in the solid red
line). As it stands out, the difference between the two methods is insignificant. Fig. 25(b)
displays the impact response of hours to a permanent technology improvement normalized
to one 1%. The response is estimated on rolling windows of fixed length of thirty years.
Again, the difference between the two approaches is insignificant. These empirical findings
reveal that the two-step and the one-step method are equivalent and thus identifying the
technology shock in the first step by estimating a panel VAR and running the regression
of hours on the identified shock could be replaced with a one step approach where we
estimated directly the effect of a permanent technology improvement on hours by using
raw series of utilization-adjusted-TFP.

Advantage of the the two-step over the one-step method. While the discrepancy
between the two methods is insignificant when we consider a standard technology shock
reflected by a permanent increase in utilization-adjusted-TFP, the second row of Fig. 25
reveals that the two-step approach is more suited when it comes to decomposing the tech-
nology shock into a symmetric and an asymmetric component. More specifically, when we
use the two-step method and impose in the VAR model that symmetric technology shocks
are shocks which increase permanently utilization-adjusted TFP while leaving unchanged
the ratio ZiIt{ /ZZ]X , this approach cancels any productivity differential. In contrast, the one-
step method cannot neutralize the productivity differential in the short-run as there is no
simultaneous identification of symmetric and asymmetric technology shocks. The effects of
an asymmetric technology shock display much less difference.
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Figure 25: Effects of a Technology Shock on Hours: One-Step vs Two-Step Method. Notes:
The blue line in Fig. 25(a) shows the dynamic response of hours to a technology shock by adopting a two-step approach where we
identify the technology shock by estimating a VAR model which includes utilization-adjusted-TFP and macroeconomic variables in
the first step and in the second step, we estimate the dynamic effect of the identified technology shock on hours on rolling windows.
Alternatively, we estimate the dynamic effect of a permanent increase in utilization-adjusted-TFP on hours by adopting a one-step
approach. In the latter case, we estimate the impact response of a permanent technology improvement on hours by mans of local
projections by using directly time series for utilization-adjusted-TFP. The blue line in Fig. 25(b) shows the point estimate (i.e., o) for
the impact response of hours (L;+) to a 1% permanent increase in utilization-adjusted-aggregate-TFP obtained from an estimation on
rolling sub-samples, the horizontal axis shows the end year of the corresponding window. Light (dark) shaded areas represent 90 (68)
percent confidence intervals based on Newey-West standard errors. In Fig. 25(c), we show impact responses of hours to a technology
improvement which is symmetric across sectors. In Fig. 25(d), we show impact responses of hours to a technology improvement which
is asymmetric across sectors. Impact responses are estimated on rolling sub-samples. Sample: 17 OECD countries, 1970-2017, annual
data.

L.11 Inclusion of Time Dummies

Our empirical strategy. We include time effects when we estimate the VAR model in
panel format to identify technology shocks and in the second step when we run a series of
regressions of each variable of interest on the identified technology shock for each horizon
h=0,1,2,...

Tipph = 0 p 4 app +Up (L) 251 + ’Yhé‘iZ,t + Nit+hs (195)

where «;j, are country fixed effects and oy are time dummies. Time effects should be
included when we estimate the VAR model and local projections as we have to control
for the shocks which are common across countries such as oil price shocks or the 2008
financial crisis. In addition, it is recommended to include time dummies as it enures that
the responses of variables reflect the deviations relative to the sample average.

What time dummies capture and do not capture. The time effects do not capture
or remove the technology shocks which are symmetric or asymmetric across sectors because
both the symmetric and asymmetric components are country-specific. The time dummies
might capture the common component of technology improvements across countries, i.e.,
the progression of the international stock of ideas. However, the impact of the world stock
of ideas on country-level TFP is country-specific because the absorptive capacity of tech-
nology, the structure of production and technology adoption costs vary substantially across
countries. Therefore, time dummies should not remove the impact of the international stock
of knowledge.

Dynamic effects with vs. without time dummies. In Fig. 26, we contrast the
dynamic responses to a technology shock we obtain when we include time dummies (shown
in the solid blue line) and when we exclude time dummies from the VAR model and local
projections (shown in the solid red line). Note that the blue line shows the responses we
estimate in the main text, see Fig. 2. We have chosen the set of macroeconomic variables
displayed by Fig. 2. While Fig. 26(e) shows the dynamic response of hours to a technology
shock, Fig. 27(b) and Fig. 27(c) show the dynamic responses to a symmetric and an
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Figure 26: Dynamic Effects of a Technology Shock on Hours: With and Without Time

Dummles. Notes: The blue line shows the dynamic response of hours to a technology shock by adopting a two-step approach
where we identify the technology shock by estimating a VAR model which includes utilization-adjusted-TFP and macroeconomic
variables in the first step and in the second step, we estimate the dynamic effect of the identified technology shock on hours on rolling
windows. In the baseline scenario shown in the blue line, we include time dummies when we estimate the VAR model (first step) and
local projections (second step). In the solid red line, we show the point estimate when we exclude time dummies from the VAR model
and local projections. Light (dark) shaded areas represent 90 (68) percent confidence intervals based on Newey-West standard errors.
Sample: 17 OECD countries, 1970-2017, annual data.
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Figure 27: Impact Effects of a Technology Shock on Hours over Sub-Periods: With and

Wlthout Tlme Dummles. Notes: The blue line in Fig. 27(b) and Fig. 27(c) shows the dynamic response of hours to a
technology shock by adopting a two-step approach where we identify symmetric and asymmetric technology shocks by estimating a
VAR model which includes the ratio of traded to non-traded utilization-adjusted-TFP, utilization-adjusted-TFP, and macroeconomic
variables in the first step and in the second step, we estimate the dynamic effect of the identified (symmetric or asymmetric) technology
shock on hours on rolling windows. In the baseline scenario shown in the blue line, we include time dummies when we estimate the VAR
model (first step) and local projections (second step). In the solid red line, we show the point estimate when we exclude time dummies
from the VAR model and local projections. The solid lines in Fig. 27(a) show the point estimate (i.e., 7o) for the impact response
of hours (L;¢) to a 1% permanent increase in utilization-adjusted-aggregate-TFP obtained from an estimation on rolling sub-samples,
the horizontal axis shows the end year of the corresponding window. Light (dark) shaded areas represent 90 (68) percent confidence
intervals based on Newey-West standard errors. Sample: 17 OECD countries, 1970-2017, annual data.

asymmetric technology shock. Fig. 27(a) contrasts the impact response of hours estimated
on rolling sub-samples. Overall, we do not detect any significant discrepancy. Inspection of
Fig. 26 and Fig. 27 reveals that the dynamic responses of variables lie within the confidence
interval of the baseline. Therefore, whether we include or not time dummies, the difference
is not statistically significant.

L.12 SVAR vs Local Projections

In the main text, we adopt a two-step approach and estimate the dynamic effects by using
local projections in the second step. The reason is that we want to shed some light on the
multi-sector aspect of the transmission mechanism of technology shocks and by decoupling
the shock identification and the estimate of the dynamic responses, we ensure that the
variables respond to the same shock. In this subsection, we re-estimate the effects of a
technology shock we show in the main text by using a one-step approach, say by imposing
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long-run restrictions when estimating the SVAR model to identify structural shocks and
next by generating impulse response functions to the identified technology shocks from the
SVAR model.

Advantages of Local Projections over SVAR. Jorda’s [2005] local projection
method has several advantages over the VAR methodology. First, when estimating the
dynamic adjustment of variables to the technology shock, it considerably reduces the num-
ber of coefficients and thus is particularly suited when estimating the effects over over-
lapping subperiods of fixed length. The second advantage is that it does not impose the
dynamic restrictions implicitly embedded in VARs and can accommodate non-linearities in
the response function, see Jorda [2005]. By imposing fewer restrictions, impulse responses
obtained by using the local projection method might be erratic. The third advantage is that
we are interested in shedding some light about the transmission mechanism of technology
shocks which leads us to estimate the dynamic effects on a set of aggregate and sectoral
variables. If we estimate several VAR models, we have to identify new technology shocks
which might slightly differ from the previous VAR model. One way to circumvent this
obstacle is to estimate one unique VAR model to identify once and for all the technology
shock and then to estimate the dynamic effects of identified technology shock on a set of
variables by using local projections.

SVAR vs. Local Projections. Fig. 28 contrasts the dynamic responses generated
from the VAR model (shown in the black line) with the baseline displayed by the solid blue
line. We consider the same set of variables as in the main text, see Fig. 2. Overall, we do
not detect any significant discrepancy.

Inspection of Fig. 28, reveals that both methods lead to very similar results, especially
on impact, and even at a longer time horizon, as responses lie within the confidence interval
of the baseline case (i.e., associated with the point estimate from local projections). We
may notice some quantitative differences because local projections are based on sequential
regressions of the endogenous variable shifted several steps ahead,. In particular, the re-
sponses generated from local projections can account for the non-monotonic adjustment
of macroeconomic variables after a technology shock such as utilization-adjusted-TFP, the
ratio of utilization-adjusted-TFP of tradables relative to non-tradables, the relative price
of non-tradables, the terms of trade or hours worked.

Fig. 29 contrasts the impact response of hours to a technology estimated on rolling
windows. While we do not detect any statistical significant difference because the responses
from the VAR model lies with the confidence international, as stressed above, time-varying
estimates are more reliable and consistent since in estimating the dynamic effects, the
technology shock for every year remains unchanged from one sub-period to another.

L.13 Testing the Presence of Structural Breaks in the Relationship be-
tween Hours and Technological Change

Empirical strategy. The main objective of the paper is to provide an explanation to the
vanishing decline in hours after a technology shock we document for OECD countries. The
explanation we put forward is based on the rising share of technological change explained by
exogenous asymmetric technology shocks. More specifically, according to our hypothesis,
the gradual disappearance of the fall in labor is driven by the changing nature of technology
shocks and is not the result of a change in the structural model’s parameters such as
the Frisch elasticity of labor supply, the degree of labor mobility between sectors, or the
substitutability across goods. In accordance with this hypothesis, in the empirical part,
we estimate the VAR model in panel format by assuming that the coefficients in the VAR
model are constant over time. Once we have identified the structural shocks, we estimate
the dynamic response of hours to the exogenous technology shock on rolling sub-samples
and find that the decline in hours shrinks over time from -0.26% the first thirty of our sample
to -0.11% the last thirty years of our sample. The changing nature of technology shocks
over time is assumed to drive the shrinking contractionary effect of technology shocks on
hours. In other words, the decline in hours after a technology shock gradually vanishes over
time not because the elasticity of labor supply takes smaller values over time but instead
because the composition of technology improvements gradually changes over time as it tends
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(dark) shaded areas represent 90 (68) percent confidence intervals based on Newey-West standard errors. Horizontal axes indicate
years. Vertical axes measure percentage deviation from trend. The solid blue line shows the dynamic adjustment when we estimate
the dynamic effects by using local projections while the solid black line displays the dynamic effects when we generate the dynamic
responses from the VAR model. Sample: 17 OECD countries, 1970-2017, annual data.
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Figure 29: Time-Varying Effects of a Technology Shock. Notes: While the vertical axis of Fig. 29(a) shows
the point estimate (i.e., vg) for the impact response of hours (L;;) to a 1% permanent increase in utilization-adjusted-aggregate-TFP
obtained from estimating eq. (5) on rolling subs-samples, the horizontal axis shows the end year of the corresponding window. Light
(dark) shaded areas represent 90 (68) percent confidence intervals based on Newey-West standard errors. Fig. 29(b) and Fig. 29(c) show
time-varying impact responses of non-traded (Lf\t]) and traded (Lg) hours worked to an aggregate technology shock, both re-scaled by
the labor compensation share so that the sum response of sectoral hours worked are expressed in percentage point of total hours. The
solid blue line shows the dynamic adjustment when we estimate the dynamic effects by using local projections while the solid black line
displays the dynamic effects when we generate the dynamic responses from the VAR model. Sample: 17 OECD countries, 1970-2017,
annual data.
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to become more concentrated toward industries. We test our hypothesis by developing and
simulating a model with tradables and non-tradables. In computing numerically the impact
response of hours to a technology shock, we increase the share of technology improvements
driven by asymmetric technology shocks between sectors by assuming that the model’s
parameters remain unchanged. We feed the model with the share of asymmetric technology
shocks between sectors we estimate in the data by computing the forecast error variance
decomposition over rolling sub-periods and we find that the model can account for the
vanishing decline in hours after a technology shock we document empirically.

The test for potential structural breaks in the estimated relationship. While
the quantitative exercise we conduct corroborates our hypothesis, we further test our as-
sumption of the changing nature of technology shocks and constancy of model’s parameters
by running a series of tests in panel format to detect the potential presence of structural
breaks in the relationship between technology and hours. In section L.1, we have investi-
gated the potential presence breaks in the time series for hours and utilization-adjusted-
TFP. Both variables are found to be integrated of order one and no structural breaks have
been detected. Although time series do not contain structural breaks, we cannot reject
the assumption of the presence of structural breaks in the relationship between hours and
technology. We apply the test developed by Ditzen et al. [2024] for detecting multiple
structural breaks in panel data to the relationship we are interested in, i.e. the relationship
between total hours worked and the identified technology shocks € where Z can be either
aggregate (AGG), asymmetric (ASYM) or symmetric (SYM) between sectors. We run the
regression of the logged total hours worked on the identified technology shocks € and a set
of controls which are lagged values of the dependent variable and utilization-adjusted-TFP:

InL;; = a; + 7€ft + (BiInLig—1+ f2InLiz—o + fs1n Z{?t_1 + B41n th_Q) +nit,  (196)

where we allow for two lags on control variables. Equation (196) collapses to the equation we
estimate in the main text by using local projections by considering a time horizon h = 0;
therefore v captures the impact effect of a technology shock on hours. The coefficient
~ associated with the regressor aft is potentially subject to structural breaks while the
coefficients 3; for j = 1,...,4 are supposed to be unaffected by the breaks. To detect
potential structural breaks, the authors test the null of s structural breaks against the
alternative of s 4+ 1 structural breaks consecutively in order to estimate the true number
of structural breaks. Due to the homogeneity assumption, the break dates are common for
all countries in our sample. According to Ditzen et al. [2024], this assumption is common
and is reasonable in panels where the frequency of the data is not too high. To account for
potential heteroskedasticity and autocorrelation we use robust (HAC) standard errors.
Results: no structural breaks in the estimated relationship between hours
and technology. The test proposed by Ditzen et al. [2024] is aimed at testing directly the
presence of structural breaks that could affect the impact effect of technological shocks on
total hours worked. Columns 1-3 of Table 31 report the test value F(s|s+1); F(s|s+1) is
the F-statistic for testing the null hypothesis Hy where there are s breaks versus hypothesis
H; with s + 1 breaks. The critical values of the test are shown in columns 4-6. When the
F statistic is lower that the critical value, then we cannot reject assumption Hy. As shown
in the first row, we accept Hy of s = 0 structural break. Therefore, there is no structural
breaks in the relationship between hours and technology we estimate in the main text.
According to the test F'(1|0), the hypothesis of 0 breaks against at least 1 break is not
rejected for the three identified shocks. The same conclusion holds for the consecutive tests.
By and large, we therefore cannot reject the null of no breaks at the 1% level, suggesting
that the local projection regressions we estimated are not subject to structural breaks.

L.14 Cross-Country Variations

In this paper, we put forward international openness to generate a negative link between
technology and hours worked. When the country is open to international trade and world
capital markets, the open economy will find it optimal to import consumption and invest-
ment goods from abroad by running a current account deficit. By increasing imports, the
home country can meet a higher domestic demand for goods and thus households can enjoy
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Table 31: Ditzen et al. [2024] Test for Detecting One or More Structural Breaks

eq. (196) Critical Values
AGG ASYM SYM 1% 5% 10%
(1) (2) 3) 4 () (6

F(1/0) | 0.58 0.13 0.14 12.29  8.58 7.04
F(2|]1) | 0.65 0.24 5.47 13.89 10.13 8.51
F(3]2) | 1.09 1.70 1.62 14.80 11.14 9.41
F(4]3) | 2.07 1.56 2.49 15.28 11.83 10.04

F(5|4) | 1.02 1.53 0.63 15.76 12.25 10.58
Notes: AGG refers to aggregate technology shocks. ASYM refers to asymmetric
technology shocks. SYM refers to symmetric technology shocks. Columns 1-3 of
Table 31 report the test value F(s|s+1). F(s|s+ 1) is the F-statistic for testing the
null hypothesis Hp: s breaks versus Hi: s+ 1 breaks. The critical values of the test
are shown in columns 4-6. When the F statistic is lower that the critical value, then
we cannot reject assumption Ho of s structural breaks. Sample: 17 OECD countries,
1970-2017, annual data.
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Figure 30: Impact Responses of Hours to a Permanent Technology Improvement: Financial

Openness and Tradable Share. Notes: Fig. 30(a) and Fig. 30(b) show the impact response of total hours worked to a
1% permanent increase in utilization-adjusted-aggregate-TFP. We first identify the permanent technology shock by estimating a VAR
model which includes utilization-adjusted-aggregate-TFP together with a set of variables and impose long-run restrictions. Then in a
second step, we estimate the impact response of hours worked by means of local projections. In Fig. 30(a), we plot impact responses
of hours worked (on vertical axis) against the current account balance (as a percentage of GDP) averaged over 1970-2017. Data for the
current account balance are taken from Lane and Milesi-Ferretti [2007]. In Fig. 30(b), we plot impact responses of hours (on vertical
axis) against the value added share of tradables (as a percentage of GDP) averaged over 1970-2017. Data are taken from EU KLEMS.
Sample: 17 OECD countries, annual data, 1970-2017.

leisure. In line with our hypothesis, we find that OECD countries run a current account (or
a trade balance) deficit on impact, see Fig. 2(c) in the main text. We have to keep in mind
that empirical estimates capture the reaction of an average OECD economy. More specifi-
cally, as shown below, there exists a substantial cross-country dispersion in the response of
hours as some countries will not decide to run a current account deficit.

Cross-country dispersion in the impact response of hours. In Fig. 30(a),
we plot impact responses of hours to a permanent technology improvement against the
(unconditional) averaged current balance (in % of GDP) for the seventeen OECD countries
over 1970-2017. Because estimates are made for one country at a time, the limited number
of observations implies a great amount of uncertainty surrounding the point estimate of
the response of hours. The economies (mostly English-speaking and Spain) which borrow
from abroad (located in the south-west part) experience a decline in hours worked. The
economies (mostly Scandinavian, Japan and Germany) which lend to abroad (located in the
North-east part) do not experience a decline in hours worked. As shown in the numerical
part of the paper, barriers to factors’ mobility and imperfect substitutability between home-
and foreign-produced traded goods reduce considerably the current account deficit. For
countries with low mobility costs, such as English-speaking countries, it is optimal to import
goods from abroad (and run a current account deficit) and meet higher demand for non-
traded goods by shifting productive resources away from traded and toward non-traded
industries. Conversely, factors’ mobility costs have a positive influence on the current
account and labor supply. Scandinavian countries tend to have a low degree of labor
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Figure 31: Impact Response of Hours after a Technology Shock against the degree of
mobility of labor across sectors and the current account balance. Notes: We have estimated the impact

response of hours to a technology shock by using local projections. We add an interaction term which involves the degree of labor
mobility across sectors, €r,, and plot 71,0 + 72,0 X €, ; in Fig. 31(a). The values for e, are taken from our own estimates which are
used to calibrate the model. We add an interaction term which involves the averaged current account balance in percentage of GDP,
denoted by ca and plot 71,0 + 72,0 X ca; in Fig. 32(b). Data for the current account balance are taken from Lane and Milesi-Ferretti
[2007]. In Fig. 32(b), we plot the coefficient associated with the interaction term ~1,0 4+ v2,0 X asym share;. Light (dark) shaded
areas represent 90 (68) percent confidence intervals based on Newey-West standard errors. Horizontal axes indicate years. Vertical axes
measure percentage deviation from trend. Sample: 17 OECD countries, 1970-2017, annual data.

mobility between sectors and thus they have low incentives to borrow from abroad as the
cost of moving resources away from the traded sector and toward the non-traded sector is
prohibitive, thus explaining why the group of countries in the north-east part of Fig. 30(a)
does not experience a current account deficit and a fall in hours.

An alternative way to visualize the role of the degree of labor mobility across sectors
in determining the response of hours to a technology shock is to re-estimate the dynamic
effect of a technology shock on hours by adding an interaction term between the technology
shock and the degree of labor mobility across sectors, i.e., we run the regression:

Tigsh = Oip + O+ Un (L) Yigo1 + V10 €74 + Voo €04 X €L + Migshs (197)

where «; j, are country fixed effects, a4 j, are time dummies; x is the logarithm of the variable
of interest, y is a vector of control variables (i.e., past values of utilization-adjusted-TFP
and of the variable of interest), v, (L) is a polynomial (of order two) in the lag operator.
Since we are interested in the impact effect of a technology shock, we focus on the horizon
h = 0. The coefficient v o gives the response of x at time ¢ + h to the identified technology
shock agt at time t if labor were immobile across sectors while 3 o captures the effect of
a technology shock on hours conditional on the degree of labor mobility. Formally, in Fig.
31(a), we plot the impact response of hours to a technology shock (vertical axis)

al‘i’t

= + X €L 198
‘%iz,t V71,0 T 72,0 Ly ( )

against ez, ; (horizonal axis). According to our model’s predictions, we expect v1,0+72,0 X €L i
to be negative. Intuitively, as the degree of labor mobility between sectors increases, because
it is less costly to move labor, the open economy will be more inclined to increase imports
from abroad to meet the demand for traded goods and will shift more labor toward the
non-traded sector to meet the demand for non-traded goods. Therefore, households will
lower significantly labor supply. Fig. 31(a) corroborates our model’s predictions. More
specifically Fig. 31(a) reveals that hours decline dramatically for values of €7, larger than
one.

As shown by Rothert and Short [2023] and in line with our model’s predictions, all
factors which mitigate the shift of productive resources away from the traded and toward
the non-traded sector will reduce the amount of capital inflows. Therefore, countries which
are on average borrowers such as English-speaking countries which are characterized by a
lower amount of frictions in the movements of factors between sectors should borrow more
after a technology shock and thus should experience a greater decline in hours. Conversely,
countries such as Scandinavian countries will tend to be lenders as they are characterized
by larger costs of factors’ mobility because their structure of production is less diversified.
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Other countries such as Germany will run a current account surplus as a result of trade-
oriented government policies. An additional important factor which is highlighted in our
numerical analysis is imperfect substitutability between home- and foreign-produced traded
goods. As home- and foreign-produced traded goods are more differentiated, households
will import less goods produced from abroad which will results in a lower current account
deficit. Taking time series for the current account balance from Lane and Milesi-Ferretti
[2007], we have replaced €7, with the current account balance as a share of GDP, denoted
by ca, in eq. (199). In Fig. 31(b), we plot the impact response of hours to a technology
shock measured by (on the vertical axis)

8%2‘ t

57 = L0 20 X cai, (199)

it

against the current account balance as a percentage of GDP (horizontal axis). According
to our model’s predictions, we expect 1,0+ ¥2,0 X ca; to be positive. Intuitively, borrowers
(i.e., ca < 0) will experience a dramatic decline in hours after a technology shock while
hours will not decrease after a technology shock in countries which lend to abroad (i.e.,
ca > 0). In line with our hypothesis, Fig. 31(b) shows that there exists a strong positive
relationship between the response of hours to a technology shock and the current account
balance. The decline in hours tend to be larger in countries which are more prone to borrow
from abroad while the decline in hours is less in countries which are more inclined to lend
to abroad.

Hours vary across countries due to international differences in the share of
asymmetric technology improvements between sectors. As displayed by Fig. 30(b)
which plots impact responses of hours to a technology shock against the (value added)
share of tradables, a greater contribution of exporting industries to GDP is associated with
an increase in hours worked following a permanent technology improvement. Intuitively,
a greater share of tradables implies that the variations in utilization-adjusted-aggregate-
TFP are further driven by technological change in traded industries. Because technological
change is more pronounced in traded than in non-traded industries, aggregate technological
change tends to be more asymmetric across sectors. Because the value added share of trad-
ables, i.e., v¥'H  is only an approximation of the share of asymmetric technological change,
we conduct below a deeper investigation of the role of share of asymmetric technology
improvements in driving technological change.

We have split our sample into two groups of countries on the basis of the share of
the (unconditional) variance of technological change driven by its asymmetric component
(between sectors). As shown in Online Appendix J.9, the share of the (unconditional)

LA
variance of the rate of growth of utilization-adjusted-aggregate-TFP, TFP  (¢), driven by

~ A
its asymmetric component (between sectors), TFP(¢), reads:

Var (T}?“Pg‘(t)) , Var (TFPH (t) — TEPY (t))

; (200)

_ (VY7H

Var/ (TFPA(t)) Var/ (TFPA(t)>

~ A
where Var’ (TFP (t)) denotes the variance of aggregate technological change adjusted with

the covariance of symmetric and asymmetric components. Eq. (200) reveals that the con-
tribution of asymmetric technology improvements to the variance of technological change
is increasing in both the value added share of tradables, v¥"f| and the dispersion in tech-
Var(TEP" (1) -TFP" (1))
Var’ (TFPA(t)) :
Fig. 32(a) suggests that the share of asymmetric technology improvements is a major driver
of the response of hours. More specifically, the figure reveals that in the group of coun-
tries where the share of asymmetric technology improvements is lower than 30% (with a
mean of 22%), as shown in the orange line, hours decline by -0.48% on impact, while in
the group of countries where the share of asymmetric shocks is higher than 30% (with a
mean of 46%), the response of hours is muted at all time horizons (see the dashed green
line). This finding is important because our estimates also reveal that (only) asymmetric

nology improvement between the traded and the non-traded sector,
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Figure 32: Response of Hours to Technology Shocks: Low vs. High Share of Asymmetric

TeChDOIOglcal Change Notes: Fig. 32(a) plots the response of hours to a 1% permanent increase in utilization-adjusted-TFP
for countries with low (orange line) and high (dashed green line) variance share attributable to asymmetric technology improvements
(’Share of Asym. Tech. Change’). We perform a country-split on the basis of the share of the (unconditional) variance of utilization-
adjusted-TFP growth driven by asymmetric technology improvements across sectors which is calculated for each country by using eq.
(200). We have eight countries with a share of technological change driven by asymmetric technology improvements lower than 30%
(including continental European countries and Japan) and nine countries with a share higher than 30% (including English-speaking and
Scandinavian countries). Fig. 32(b) plot the estimated coefficient which includes an interaction term, i.e., ¥1,0 + 72,0 X asym share;,
against the share of the (unconditional) variance of utilization-adjusted-TFP growth driven by asymmetric technology improvements
across sectors.
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Figure 33: Response of Hours to a Technology Shock: Big vs. Small Countries notes: *cA’ refers
to the current account. Fig. 33(a) contrasts the response of hours to a 1% permanent increase in utilization-adjusted-TFP between
small (dashed red line) and large (solid blue line) countries. We split the sample into small (nine) and big (eight) countries by using
the median for the working age population. Solid and dashed lines represent point estimates and light (dark) shaded areas represent
90 (68) percent confidence intervals. Vertical axis measures deviation from the pre-shock trend/level in percent. Fig. 33(b) and Fig.
33(c) plot the estimated coefficient which includes an interaction term, i.e., v1,0 + v2,0 X size;, which measures the impact response of
hours and the impact response of the current account conditional on the country’s size, respectively, against the country’size which is
measured by the working age population.

technology improvements are shocks which are associated with innovation (concentrated in
traded industries).

In Fig. 32(b), we plot the impact response of hours to a technology shock measured by
(on the vertical axis)

Ot = 71,0 + 72,0 X asym share;, (201)

Baft ' ’
against the share of asymmetric technological change which is measured by using (200)
(horizontal axis). According to our model’s predictions, we expect 71,0+ 72,0 X asym share;
to be positive. Intuitively, when technological change is concentrated toward specific in-
dustries, this creates a dispersion in technology improvement between sectors. Because
asymmetric technology improvements have a positive impact on labor supply, the impact
response of hours to a a technology is expected to be increasing in the share of technological
change driven by asymmetric technological change. In line with our hypothesis, Fig. 32(b)
shows that there exists a strong positive relationship between the response of hours to a
technology shock and the share of technological change which is explained by asymmetric
technology improvements.

Small vs. big countries. Because we divide quantities by the working age popula-
tion, each country receives the same weight in the empirical analysis. Therefore, the size
of the country does not drive our findings. But small vs. large countries will have a dif-
ferent production structure which shapes the reaction of the current account balance and
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the response of hours to a technology shock. Because small countries have a production
structure which is less diversified and biased toward exports, smaller countries will tend
to run smaller current account deficits or a current account surplus and will experience
a smaller decline in hours after a technology shock. In Fig. 33(a), we split the sample
into two-samples by using the median of the working age population. There are nine small
countries and eight large countries. The figure contrasts the response of hours to a 1% per-
manent increase in utilization-adjusted-TFP between small (dashed red line) and big (solid
blue line) countries. In line with our hypothesis, larger countries (blue line) experience a
greater decline in hours on impact because mobility costs between sectors are smaller, the
substitutability between home- and foreign-produced traded goods is larger and the share

of asymmetric technology shocks is lower.
In Fig. 33(b) and Fig. 33(c), we plot the impact response of hours and the impact
response of the current account, respectively, to a technology shock (see the vertical axis)
gj’z’t = Y10 + V2,0 X size;, (202)

2,0

against the country’s size(horizontal axis) which is measured by means of the working
age population (in % of the total population in our sample). According to our model’s
predictions, we expect v1 o + 72,0 X size; to be increasing in the size of the country for
both hours and the current account. Intuitively, countries with a greater size have lower
mobility cots, a greater substitutability between home- and foreign-produced traded goods
and a smaller value added share of tradables so that the share of asymmetric technological
change is smaller. These large countries have greater incentives to borrow from abroad
which in turn allow households to further reduce labor supply. In line with our hypothesis,
Fig. 33(b) (Fig. 33(c)) shows that there exists a strong negative relationship between the
response of hours (the current account) to a technology shock and the country’s size.

Do all countries experience a current account deficit? Our sample includes
seventeen OECD countries. Among these seventeen OECD countries, using the time series
for the current account balance as a percentage of GDP constructed by Lane and Milesi-
Ferretti [2007], our sample consists of nine net lenders (such as Germany, Scandinavian
countries) and eight net borrowers (such as English-speaking countries) as shown in Fig.
30(a). In line with our model’s predictions, countries with low mobility costs across sectors
are more likely to borrow from aborad than countries with high mobility costs. When
we estimate the response of the current account to our identified technology shock, we find
that nine countries borrow from abroad (i.e., experience a current account deficit) and eight
countries lend to abroad (i.e., experience a current account surplus).

While in an average OECD economy, a technology shock generates a current account
deficit and a decline in hours worked, there are some international differences. Obviously,
our sample cannot be viewed as a closed economy on its own, i.e., the sum of the current
account surplus of lenders plus the sum of the current account deficits of borrowers won’t
be equal to zero because Asian countries and oil exporting countries are big lenders to
industrialized countries, including the United States.

M Addressing the SVAR Critique

The SVAR methodology allows researchers to estimate the dynamic adjustment of macroe-
conomic variables conditional on a shock. We run VARs on the actual data and impose
identification assumptions to identify a specific shock and trace out the dynamic responses
of variables to this shock. Then we calibrate the macroeconomic model and compare the
theoretical responses with empirical responses in order to determine which model is more
suited to rationalize the SVAR evidence.

The identification of technology shocks by adopting the SVAR methodology has been
subject to criticism. As summarized by Dupaigne, Féve, and Matheron [2007], the distor-
tions in a DSVAR may originate from several sources: (i) hours are over-differenced (Erceg,
Gust and Guerrieri [2005]) (ii) average labor productivity is a poor proxy for total factor
productivity at business cycle frequencies (Chang and Hong [2006]); (iii) the estimation of
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DSVARs is subject to small-sample biases, especially with long-run restrictions (see Faust
and Leeper [1997]); (iv) a structural VAR with a finite number of lags may poorly approxi-
mate the dynamics of DSGE models (Chari, Kehoe and McGrattan [2008]). Whilst SVAR
models might be subject to potential biases, nevertheless, the information they produce can
effectively complement analyses conducted with dynamic macroeconomic models, help to
point out the dimensions where these models fail, and provide stylized facts and predictions
which can improve the realism of macroeconomic models.

In this section, we address the SVAR critique. In section M.1, we investigate if our
identification of permanent technology improvements is contaminated by non-technology
shocks. In section M.2, we conduct a robustness check w.r.t. to the number of lags. In
section M.3, we consider alternative measures of technology. In section M.4, we employ
the Maximum FEV share approach. In section M.5, we use a two-step procedure proposed
by Feve and Guay [2010] to identify technology shocks so that a VAR model with a finite
number of lags can more easily approximate the true underlying dynamics of the data. In
section M.6, we replace the country-level utilization-adjusted-aggregate-TFP with its world
counterpart.

M.1 Are Utilization-Adjusted-Technology Shocks Contaminated by Non-
Technology Shocks?

In the lines of Francis and Ramey [2005], we assess below the validity of the technology
shocks identified using long-run restrictions by subjecting the model to exogeneity tests.

Mertens and Ravn [2011] find that permanent changes in income tax rates induce per-
manent changes in hours worked as well as in labor productivity which leads to a violation
of the standard long-run identification strategy for technology shocks. The importance of
controlling for tax changes was raised earlier by Uhlig [2004] who points out that changes
in capital income tax rates may give rise to long-lasting changes in labor productivity, thus
leading to a violation of the identifying assumption for technology shocks. Because Gali
[1999] uses labor productivity, the shocks identified could include capital income tax rate
shocks. As stressed by Francis and Ramey [2005], permanent shifts in government spend-
ing have permanent effects on wages, and hours, but not on labor productivity (because
the capital-labor ratio remains unaffected). However, as shown by Chaudourne, Féeve and
Guay [2014], permanent or long-lasting non-technology shocks can contaminate the SVAR
identification of technology shocks as they impinge on hours worked and thus on labor
productivity.

Because our measure of productivity is utilization-adjusted-TFP, the technology shocks
we identified in the main text should not be contaminated by non-technology shocks. The
reason is twofold. One advantage of using TFP is that labor productivity is presumably
affected in more important ways by business cycle fluctuations than TFP. More specifically,
total factor productivity is a measure of technological change purified from changes in the
capital labor-ratio. Second, we consider a 'purified’ measure of technology as recommended
by BKF [2006] and Chaudourne, Feve and Guay [2014] which ensures that technology shocks
are less likely to be contaminated by non-technology shocks, such as shocks to taxation,
monetary policy and government spending. To confirm this assumption, we closely follow
Francis and Ramey [2005].

Exogeneity tests. The identified technology shock should not in principle be corre-
lated with other exogenous non-technology shifts nor with lagged endogenous variables.
To investigate whether the identified shows are really technology shocks is to test whether
non-technology variables are correlated with the shocks. We consider three types of non-
technology shocks: unanticipated temporary changes in taxation, in government spending,
and in monetary policy. We identify three types of shocks by considering two different VAR
models. Our identification of government spending shocks follows Blanchard and Perotti
[2002] and our identification of monetary policy shocks follows from Christiano et al. [2005].
We estimate a Vector Autoregression (VAR) which includes government consumption, real
GDP, total hours worked, the real consumption wage, utilization-adjusted aggregate total
factor productivity, and the short-term interest rate. For consistency reasons, we adjust the
nominal interest rate with foreign prices as foreign goods and services are the numeraire
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in our model. All quantities are divided by the working age population. All variables en-
ter the VAR model in log level except the interest rate which is in level. Like Blanchard
and Perotti [2002], we base the identification scheme on the assumption that there are
some delays inherent to the legislative system which prevents government spending from
responding endogenously to contemporaneous output developments. We thus order gov-
ernment consumption before the other variables which amounts to adopting the standard
Cholesky decomposition pioneered by Blanchard and Perotti [2002]. Like Christiano et
al. [2005], we identify monetary policy shocks as the innovation to the federal funds rate
under a recursive ordering, with the policy rate ordered last. The ordering of the variables
embodies the key identifying assumptions according to which the variables do not respond
contemporaneously to a monetary policy shock.

Source: Government final consumption expenditure (CGV), OECD Economic Outlook
Database [2017]. The short-term interest rate based on three-month money market rates
taken from OECD Economic Outlook Database. The nominal interest rate deflated by the
price of foreign goods which is the numeraire in our model and thus we subtract the rate
of change of the weighted average of the traded value added deflators of trade partners of
the country ¢ from the nominal interest rate denoted by R;.

To identify shocks to tax rates, denoted by eg;, we estimate a VAR model which in-
cludes net taxes defined as taxes minus security social benefits paid by general government
(deflated using the GDP deflator), real GDP, total hours worked, the real consumption
wage, and utilization-adjusted aggregate TFP. Following Blanchard and Perotti [2002], we
identify shocks to taxation by assuming that net taxes do not respond within the year to
the other variables includes in the VAR model.

Empirical strategy and results. As in the main text, we identify technology shocks
by estimating a VAR which includes utilization-adjusted-aggregate-TFP, real GDP, total
hours worked, the real consumption wage and identify technology shocks as shocks which
increase permanently utilization-adjusted aggregate TFP. We run the regression, in panel
format on annual data, of identified technology shocks, eiZtA, on three different structural
shocks:

€2 = di + dy + BaeS + Brell + Brek + vy (203)

where v;; is an i.i.d. error term; country fixed effects are captured by country dummies,
d;, and common macroeconomic shocks by year dummies, d;. Note that in estimating
eq. (203), we add lagged values (we consider four lags) on non-technology shocks which
allow us to take into account for the persistence of non-technology shocks. As detailed in
the next section, we consider a 'purified’ measure of technology as recommended by BKF
[2006] and Chaudourne, Féve and Guay [2014] which ensures that technology shocks are
less likely to be contaminated by non-technology shocks. To show this point, we re-estimate
the VAR model by replacing utilization-adjusted aggregate TFP with the Solow residual
and identify technology shocks as shocks which increase permanent aggregate TFP. As
pointed out above, TFP is a better measure than labor productivity to identify technology
shocks. To test this statement, we estimate a VAR model which includes labor productivity
(calculated as the ratio of real GDP to total hours worked), total hours worked, and the real
consumption wage. We omit real GDP which collapses to the product of labor productivity
with total hours worked.

If our identification is correct, we should observe that non-technology shocks are corre-
lated with demand shocks or tax shocks. To test this assumption, we run the regression of
non-technology shocks which are shocks to real GDP denoted by €} on the set of three
shocks shown on the RHS of eq. (203) and thus replace eZ with €}, 7.

Panel data estimations are shown in Table 32. We test the null hypothesis that all
of the coeflicients on explanatory variables are jointly equal to zero. If p-value > 0.05
at a 5% significance level, the variables are not significant in explaining the identified
technology shock eiZt or the identified non-technology shock e%R. The first row of Table 32
runs the regression (203) by considering our baseline measure of technology shocks and two
alternative measures based on the Solow residual and labor productivity on the three sets of
shocks. The p-value of 0.136 for the F-test shows that none of the variables is significant in
explaining our identified technology shocks. By contrast, the p-value is lower than 0.05 for
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both technology shocks identified on the basis of the Solow residual and labor productivity.

In contrast, we expect non-technology shocks we identify by estimating the VAR model
with long-run restrictions to be correlated with the set of non-technology variables. To
test this assumption, we run the same regression as above, i.e., eq. (203) where eiZt is
replaced with the shock denoted by egR which increases permanently real GDP but have
no permanent effect on utilization-adjusted TFP. As shown in the second row of Table 32,
the p-value is lower than 0.05 which thus reveals that non-technology shocks are correlated
with demand shocks and tax shocks.

Table 32: Identified Shocks: Exogeneity Tests

TFP variable used in the VAR
p-value for Exogeneity Test adjusted TFP  Solow residual Labor productivity
Identified Aggregate Technology Shocks (€7;) 0.136 0.009 0.023
Identified Non-Technology Shocks (e)7) 0.000 0.000 -

Notes: The exogeneity F-test is based on a regression of the identified aggregate technology shock eZ
(shown in the first row) or non-technology shocks €;® shown in the second row, on fixed effects, time
dummies and current and four lags of government spending shocks (€5), monetary shocks (ef) and tax
shocks (63;) The null hypothesis is that all of the coefficients on explanatory variables are jointly equal
to zero. If p-value > 0.05 at a 5% significance level, the variables are not significant in explaining the
identified technology shock €Z or the identified non-technology shock e ?.

M.2 Robustness Check w.r.t. lags

Erceg, Gust and Guerrieri [2005] find that a four-variable SVAR with four lags (as the
authors use quarterly data) performs well in recovering the true responses from DGP. More
specifically, the SVAR predicts correctly the sign and the pattern of responses but some
empirical IRFs are biased as the SVAR tends to understate the rise in labor productivity
and real GDP. The source of bias, called the lag-truncation bias arises because the VAR
allows for a limited number of lags which provides an approximation of the true dynamics
implied by the model which considers an infinite number of lags. Erceg, Gust and Guerrieri
[2005] find that the truncation bias appears negligible for each variable considered by the
authors. Thus a short-ordered VAR provides a good approximation of the true dynamics.

In the baseline VAR model, we consider 2 lags. Because Chari et al. [2008] find that
increasing the number of lags implies that empirical IRF is a good approximation of theo-
retical IRF, as a robustness check, we increase the number of lags from 2 to 8 to estimate all
VAR models. Chaudourne, Feve and Gay [2014] also indicate that the bias can be reduced
by increasing the number of lags in the DSVAR. De Graeve and Westermark [2013] perform
Monte Carlo experiments and find that raising the number of lags may be a viable strategy
to reduce the severity of the problem. We document below that the results are robust with
respect to using a smaller number of lags.

In Fig. 34, we re-estimate the VAR model of the main text and generate impulse
response functions by increasing the number of lags (for both the SVAR and local projec-
tions). Note that the SVAR critique focuses on the identification of technology shocks and
thus only the number of lags in the VAR model should affect estimation of the response of
hours worked. For consistency purposes, we set the same number of lags to estimate local
projections.

The baseline VAR model which allows for two lags as we use annual data is displayed by
the solid blue line. In the black line, we allow for three lags; in the red line, we allow for four
lags, in the green line, we allow for five lags; in the yellow line, we allow for six lags; in the
cyan line, we allow for seven lags and in the magenta line, we allow for eight lags. Overall,
all responses lie within the 90% confidence bounds of the original VAR model. We may
notice some quantitative differences. We can notice the decline in non-traded hours worked
and thus in total hours is somewhat amplified because the technology improvement is larger
on impact. Most importantly, the dynamic adjustment of sectoral variables remains little
sensitive to the increase in the number of lags.
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Figure 34: Labor Market Effects of a Technology Shock: Robustness Check w.r.t. Lags notes:
The solid blue line shows the response of aggregate and sectoral variables to an exogenous increase in utilization-adjusted aggregate
TFP by 1% in the long-run. Shaded areas indicate the 90 percent confidence bounds based on Newey-West standard errors. To estimate
the dynamic responses to a technology shock, we adopt a two-step method. In the first step, we estimate a VAR model that includes
utilization-adjusted aggregate TFP, real GDP, total hours worked, the real consumption wage and the technology shock is identified by
imposing long-run restrictions, i.e., technology shocks are driven by the permnanent increase in utilization-adjusted aggregate TFP. In
the second step, we estimate the effects by using Jorda’s [2005] single-equation method. Horizontal axes indicate years. Vertical axes
measure percentage deviation from trend. The baseline VAR model which allows for two lags is displayed by the solid blue line. Whilst
in the red line we allow for one lag, in the green line we allow for three lags; in the cyan line, we allow for four lags; in the magenta
line, we allow for five lags and in the yellow line, we allow for six lags; in the solid black line, we allow for seven lags and in the dashed
black line, we allow for eight lags. Sample. Sample: 17 OECD countries, 1970-2017, annual data.
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M.3 Alternative Measures of Utilization-Adjusted-TFP: Basu [1996], BKF
[2006], HLPN [2023] vs. Imbs [1999]

’Purified’ TFP eliminates biases in estimating the effects of technology shocks.
Chaudourne, Feve and Guay [2014] analyze the properties of estimators and IRF to a
permanent technology shock when technological change is measured by means of labor
productivity, TFP, 'purified’” TFP. The authors show that the estimated responses from
the DSVAR model are biased in a finite sample if technological change is measured by
labor productivity. This bias comes from the fact that both the technology and the non-
technology shocks have a permanent effect on labor productivity when hours worked follow
a persistent process. The authors also demonstrate that the bias is considerably reduced
when the econometrician uses the TFP to measure technological change and the bias is
completely eliminated when TFP is purified, i.e., adjusted with factor utilization rate. In
addition to eliminating the potential bias in empirical IRFs, Basu, Fernald and Kimball
[2006] show that correcting for unobserved input utilization can avoid understating TFP
changes when technology improves because utilization falls.

To measure technology, in line with the recommendation of Basu, Fernald and Kimball
(BFK henceforth) [2006], we adjust aggregate and sectoral TFPs with the utilization rate.
Because time series for utilization-adjusted TFP are only available for the United States
at an aggregate level, we have constructed time series for the capital utilization rate for
the 17 OECD countries of our sample and at a sectoral level by adopting the methodology
proposed by Imbs [1999].

To check whether our purified measure of efficiency reflects technology, we conduct
below a robustness check where we use alternative measures to ours and we also propose a
set of factors that can rationalize our findings. Note that in contrast to existing methods
which ’purify’ TFP measure from variations in the utilization rate, our method has two
advantages over others: first, we are able to construct time series at a sectoral level in line
with our classification T /N for our sample of seventeen OECD countries over 1970-2017 and
second we adapt the existing methodology to CES production functions where the labor
income share is variable over time.

We conduct a robust check by considering three different approaches. The first ap-
proach by BFK [2006] is thinner than ours because the authors construct a measure of
aggregate technology change, controlling for varying utilization of capital and labor, non-
constant returns to scale, and imperfect competition. HLPN [2023] construct time series
for utilization-adjusted TFP for a sample of 29 OECD countries, 30 sectors and up to 37
years (1970-2007). The authors control for the capital utilization rate, the labor utilization
rate (or worker’s efforts), hours per worker, by adapting the approach initiated by BFK
2006. While the authors allow for non-constant returns to scale, their estimations indicate
that returns to scale are close to constant. They show that hours per worker are not al-
ways an ideal proxy for unobserved utilization. The third approach by Basu [1996] has the
advantage of controlling for unobserved changes in both capital utilization and intensity of
worker effort while we control for the intensity in the use of capital only by adapting Imbs’s
[1999] method. Basu’s [1996] approach is based on the ingenious idea that intermediate
inputs do not have an extra effort or intensity dimension and thus variations in the use
of intermediate inputs relative to measured capital and labor are an index of unmeasured
capital and labor input.

Because time series for utilization-adjusted TFP at a sectoral level are not available
for the countries in our sample over 1970-2017, we conduct a third robustness check where
we construct time series of utilization-adjusted TFP measure at a sectoral level for all
OECD countries by adopting the methodology developed by Basu [1996] and we compare
the responses of utilization-adjusted TFP based on Basu [1996] methodology with the
responses of utilization-adjusted TFP based on Imbs [1999] approach. See Online Appendix
Q.3 of Cardi and Restout [2023] who detail the steps of derivation of the utilization rate.
Assuming that intermediate inputs and value added are complements implies that the
capacity utilization rate can be calculated as follows:

@ = 00— |1 - (1] ) K7, (204)
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where M/ are intermediate inputs (i.e., intermediate consumption) at constant prices, L’
hours worked, K/ the capital stock at constant prices, si is the LIS. We use (204) to
measure the intensity in the use of capital and labor at a sectoral level (i.e., for each
industry) and adjust the Solow residual with this measure to construct time series for the
utilization-adjusted TFP in sector j = H, N:

~ . ~ J N
77 = TFP — . (205)

Source: Time series for intermediate inputs at constant prices are taken from EU
KLEMS. Data coverage: 1970-2017 for 17 OECD countries except for JPN (1973-2017). Ta-
ble 33 provides the information about data availability for our four measures of utilization-
adjusted-TFP.

Table 33: Alternative Meaasures of Technology: Data Availability

Tmbs [1999] | Basu [1996] | HLPN [2023] | BFK [2006]
AUS | 1970-2017 | 1970-2007 | 1970-2007 | 1970-2007
AUT | 1970-2017 | 1970-2017 | 1976-2007 | 1976-2007
BEL | 1970-2017 | 1970-2017 | 1970-2006 | 1970-2006
CAN | 1970-2017 | 1970-2007 | 1970-2007 | 1970-2007
DEU | 1970-2017 | 1970-2017 | 1970-2007 | 1970-2007
DNK | 1970-2017 | 1970-2017 | 1970-2007 | 1970-2007
ESP | 1970-2017 | 1970-2007 | 1970-2007 | 1970-2007
FIN | 1970-2017 | 1970-2017 | 1970-2007 | 1970-2007
FRA | 1970-2017 | 1970-2017 | 1970-2007 | 1970-2007
GBR | 1970-2016 | 1970-2007 | 1970-2007 | 1970-2007
IRL | 1970-2017 | 1970-2007 | 1988-2007 | 1988-2007
ITA | 1970-2017 | 1970-2017 | 1970-2007 | 1970-2007
JPN | 1973-2015 | 1973-2015 | 1973-2006 | 1973-2006
NLD | 1970-2017 | 1970-2017 | 1970-2007 | 1970-2007
NOR. | 1970-2017 | 1970-2017 no data no data

SWE | 1970-2017 | 1970-2017 | 1993-2007 | 1993-2007
USA | 1970-2017 | 1970-2017 | 1977-2007 | 1977-2007

Results. Fig. 35 contrasts the effects of a technology shock by considering our baseline
measure of technology shown in the blue line where we adjust the TFP with the capital
utilization rate constructed by adapting the method proposed by Imbs [1999] and three
alternative measures. We have constructed an alternative measure of technology where we
adjust the Solow residual with the capacity utilization rate constructed by following the
approach proposed by Basu [1996] shown in the yellow line. To further test our approach,
we also consider two different time series, i.e., the utilization-adjusted-TFP constructed by
Levchenko et al. [2023] shown in the green line, and that constructed by Basu et al. [2006]
which is displayed by the brown line. While in the baseline case, we estimate the VAR
model with two lags, we alternatively allow for four lags, as displayed by the black line,
and eight lags, as displayed by the red line.

The first column shows the dynamic effects of a technology shock on utilization-adjusted-
aggregate-TFP, total hours worked, traded hours worked, non-traded hours worked, and
the hours worked share of tradables. Overall, a technology improvement produces similar
effects across measures of technology. Importantly, the adjustment of utilization-adjusted-
aggregate TFP is very close whether we adjust the Solow residual with the capital utilization
rate or with alternative methods. We may notice some quantitative differences as alternative
measures of technology tend to produce a larger decline in total hours worked and in non-
traded hours worked. The second and the third columns show the effects following an
asymmetric and a symmetric technology shock. While our measure of technology controls
for the intensity in the use of capital only, columns 2 and 3 reveal that the controlling
for the both capital and labor utilization rate does not modify the results, as can be see
in the yellow line where we consider the Basu’s [1996] approach. Increasing the lags tend
to produce a larger decline in hours worked following symmetric technology shocks and a
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Figure 35: Labor Market Effects of a Technology Shock: Country-Level vs. World Technol-

Ogy ShOCk Notes: Robustness Check w.r.t. the Measure of Technology Notes: The solid blue line shows the response of aggregate
and sectoral variables to an exogenous increase in the country level utilization-adjusted aggregate TFP by 1% in the long-run. Shaded
areas indicate the 90 percent confidence bounds based on Newey-West standard errors. We estimate a VAR model which includes the
country-level utilization-adjusted-aggregate-TFP, total hours worked, traded hours worked, non-traded hours worked, the hours worked
share of tradables, all variables entering the VAR model in rate of growth. While in the baseline case, we estimate the VAR model
with two lags, we alternatively allow for four lags, as displayed by the black line, and eight lags, as displayed by the red line. Because
in our measure of technology, we adjust the Solow residual with the capital utilization rate constructed by adapting the methodology
proposed by Imbs [1999], we alternatively adopt the approach of Basu [1996]. The yellow line shows the response of TFP based on
the Solow residual adjusted with the time series for the capacity utilization rate by using Basu’s [1996] method. To further test our
approach, we also consider two different time series, i.e., the utilization-adjusted-TFP constructed by Levchenko et al. [2023] shown in
the green line, and that constructed by Basu et al. [2006] which is displayed by the brown line. Sample: 17 OECD countries, 1970-2017,
annual data.

smaller in crease in hours worked after asymmetric technology shocks. In conclusion, our
results are robust to the measure of technology.

M.4 Max Share Identification

Advantages of Max share over LR identification of technology shocks. One
key difference between the empirical and the theoretical model is that the former imposes
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a small number of lags whilst the latter allows for an infinite number of lags. FErceg,
Gust and Guerrieri [2005], Chari et al. [2008] argue that it causes a lag-truncation bias
which lead estimated IRF's to be biased, in magnitude for the former and in sign for the
latter. Francis et al. [2014] offer an alternative approach to identification with the intent of
addressing the aforementioned shortcoming associated with long-run restriction in small-
sample estimation. Instead of imposing long-run restrictions, Francis et al. [2014] identify
the technology shock by maximizing the forecast error variance share of productivity at
long, finite horizons. This method has two major advantages over the standard long-run
identification which assumes that the technology shock is the sole contributor of long-run
productivity shifts, all other structural innovations having transitory effects on productivity.
First, in place of the restriction that the unit root in productivity is driven exclusively by
technology, their approach imposes a weaker restriction that the forecast-error variance
in productivity at long horizons is dominated by the technology shock. This allows other
shocks to influence productivity at finite horizon. Second, the max share approach considers
a finite horizon which is more suited to estimate By Ag (see section G, eq. (85)). Intuitively,
as shown by Uhlig [2004], there is no horizon at which technology shocks alone explain
productivity. Thus, neither short-run, medium-run, nor long-run identification will exactly
identify the technology shock. He finds however that medium-run identification works
better than the other two.

Using data simulated from a RBC model and a standard medium-scale DSGE model
with sticky prices, Francis et al. [2014] find that the Max Share approach exhibits less bias
(measured by the deviation between the median response and the theoretical response)
and less uncertainty (measured by the width of the 68 percent error bands) than the LR
approach. In addition to the responses to the shocks, when the authors compare the model-
generated and the estimated technology shocks, they find a high correlation (of 0.81) for
the Max share shocks with the true shocks generated by RBC and NK models whilst the
correlation is lower for technology shocks from the LR model.

Advantages of max share identification. As mentioned in section G where we
detail formally the long-run identification of asymmetric technology shocks across sectors,
we consider a specification where all variables enter the VAR model in growth rate, we or-
der utilization-adjusted-aggregate-TFP first, and identify technology shocks as shocks that
increase permanently utilization-adjusted-aggregate-TFP (at an infinite horizon). We con-
sider below two VAR specifications to estimate the labor effects of a permanent technology
improvement. In addition to utilization-adjusted-aggregate-TFP, the baseline VAR model
includes real GDP, total hours worked, the real consumption wage, while the alternative
VAR model includes traded and non-traded hours worked (all variables in rate of growth).

Instead of imposing long-run restrictions, Francis et al. [2014] identify the technology
shock by maximizing the forecast error variance share of productivity at long, finite horizons.
In the Max Share identification, all variables including utilization-adjusted-TFP enter the
VAR in log levels. As mentioned above, instead of estimating the long-run cumulative
matrix B(1)Ap, the max share approach amounts to estimating By Ap at a finite horizon.
The Maximum Forecast Error Variance approach extracts the shock that best explains the
FEV at a long but finite horizon of utilization-adjusted-TFP.

LR model vs. Max share: One country at a time. In Fig. 36-39, we generate
the empirical responses from the VAR model estimated for one country at a time. We
have estimated the same VAR model for the seventeen OECD countries of our sample.
The blue line shows responses obtained by imposing LR restrictions to identify asymmet-
ric technology shocks across sectors. The black line shows results when we estimate the
aforementioned VAR model and use the max share identification developed by Francis et
al. [2014] to estimate the effects of a permanent increase in utilization-adjusted-aggregate-
TFP by 1% in the long-run. As it stands out, for almost all countries (except Austria,
Belgium, Germany) and almost all variables, the LR model generates empirical responses
which lie within the confidence bounds associated with the baseline VAR model estimated
with long-run restrictions.

Overall, the responses of hours worked generated by applying the Max share (black line)
identification lie within the confidence bounds associated with the LR model (blue line)
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Figure 36: Responses of Hours to a Technology Shock: Max Share (solid black line)
vs. Long-Run Restriction (solid blue line) Identification for Australia, Austria, Belgium,

Canada. Notes: The solid lines show the responses of aggregate variables to an exogenous increase in utilization-
adjusted aggregate TFP by 1% in the long-run. Shaded areas indicate the 90 percent con”dence bounds obtained
by bootstrap sampling. We compare the dynamic effects of two identification methods. In both cases, we estimate a
VAR model which includes utilization-adjusted aggregate TFP, real GDP, total hours worked, the real consumption
wage. In the baseline shown in the blue line, the technology shock is identified by imposing long-run restrictions,
i.e., technology shocks are driven by the permanent increase in utilization-adjusted aggregate TFP. In the alternative
identification method, we employ the Max Share approach. Instead of imposing long-run restrictions, Francis et al.
[2014] identify the technology shock by maximizing the forecast error variance share of productivity at long, finite
horizons. In the Max Share identification, all variables including utilization-adjusted aggregate TFP enter the VAR
in log levels. The black line shows the median of the responses. Horizontal axes indicate years. Vertical axes measure
percentage deviation from trend. Sample: Australia, Austria, Belgium, Canada, 1970-2017, annual data.

except for three countries (Austria, Belgium, Germany) out of seventeen in our sample.
We may notice some quantitative differences however. The LR model generates a gradual
increase in utilization-adjusted-TFP while the Max share produces a larger technology
improvement on impact. This overshooting may produce a larger increase in traded relative
to non-traded technology that would explain why in Austria, Belgium, Germany, non-traded
hours worked increases instead of falling or being muted.

LR model vs. Max share: Median estimates. So far, we have compared the
responses to technology shocks across countries by considering the Max share (black line)
approach and the LR model (blue line). To ease the comparison between the two ap-
proaches, it is convenient to compare one single IRF of one variable between the LR model
and the Max share identification by considering the median of estimates for both methods.
Fig. 40 shows the responses for the VAR model which includes aggregate technology, Z{?,

135



DEU DNK ESP FIN

Figure 37: Responses of Hours to a Technology Shock: Max Share (solid black line) vs.

Long-Run Restriction (solid blue line) Identification for Germany, Denmark, Spain, Finland.
Notes: The solid lines show the responses of aggregate variables to an exogenous increase in utilization-adjusted
aggregate TFP by 1% in the long-run. Shaded areas indicate the 90 percent con”dence bounds obtained by bootstrap
sampling. We compare the dynamic effects of two identification methods. In both cases, we estimate a VAR model
which includes utilization-adjusted aggregate TEFP, real GDP, total hours worked, the real consumption wage. In the
baseline shown in the blue line, the technology shock is identified by imposing long-run restrictions, i.e., technology
shocks are driven by the permanent increase in utilization-adjusted aggregate TFP. In the alternative identification
method, we employ the Max Share approach. Instead of imposing long-run restrictions, Francis et al. [2014] identify
the technology shock by maximizing the forecast error variance share of productivity at long, finite horizons. In
the Max Share identification, all variables including utilization-adjusted aggregate TFP enter the VAR in log levels.
The black line shows the median of the responses. Horizontal axes indicate years. Vertical axes measure percentage
deviation from trend. Sample: Germany, Denmark, Spain, Finland, 1970-2013, annual data.

real GDP, hours worked and the real consumption wage. Overall the responses to the Max
share lie within the confidence bounds of the baseline LR model although the Max share
predicts a smaller decline in hours on impact and a greater increase in real GDP.

M.5 Two-Step SVARs-Based Procedure to Identify Technology Shocks

Why should hours be removed from the SVAR? Evidence documented by Christiano
et al. [2006] from their simulation experiments suggests using other variables than hours
worked which are less sensitive to the volatility of non-technology shocks and/or contain
a sizeable part of technology shocks. The reason is that they show that when the model
is more properly estimated, the standard error of the non-technology shocks is half the
standard error of the technology shock. In such a case, the bias in SVARs with labour
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Figure 38: Responses of Hours to a Technology Shock: Max Share (solid black line) vs.
Long-Run Restriction (solid blue line) Identification for France, the United Kingdom, Ire-
land, Italy. Notes: The solid lines show the responses of aggregate variables to an exogenous increase in utilization-
adjusted aggregate TFP by 1% in the long-run. Shaded areas indicate the 90 percent con”dence bounds obtained
by bootstrap sampling. We compare the dynamic effects of two identification methods. In both cases, we estimate a
VAR model which includes utilization-adjusted aggregate TFP, real GDP, total hours worked, the real consumption
wage. In the baseline shown in the blue line, the technology shock is identified by imposing long-run restrictions,
i.e., technology shocks are driven by the permanent increase in utilization-adjusted aggregate TFP. In the alternative
identification method, we employ the Max Share approach. Instead of imposing long-run restrictions, Francis et al.
[2014] identify the technology shock by maximizing the forecast error variance share of productivity at long, finite
horizons. In the Max Share identification, all variables including utilization-adjusted aggregate TFP enter the VAR
in log levels. The black line shows the median of the responses. Horizontal axes indicate years. Vertical axes measure
percentage deviation from trend. Sample: France, the United Kingdom, Ireland, Italy, 1970-2013, annual data.

productivity and hours is strongly reduced. In light of the above findings, Feve and Guay
[2010] argue that SVARs can deliver accurate results if more efforts are made over the choice
of the stationary variables. More precisely, hours (or other highly persistent variables sub-
ject to empirical controversies about their stationarity) must be excluded from SVARs and
replaced with any variable which presents better stochastic properties. The introduction
of a highly persistent variable as hours worked in the SVARs confounds the identification
of the permanent and transitory shocks and thus contaminates the corresponding Impulse
Response Functions (IRFs). Following the previously mentioned contributions, the selected
variable must satisfy the following stochastic properties. First, the variable must display
less controversy over its stationarity. Second, the variable must behave more as a capital
(or state) variable than hours worked do, so that a VAR model with a finite number of lags
can more easily approximate the true underlying dynamics of the data. Third, the vari-
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Figure 39: Responses of Hours to a Technology Shock: Max Share (solid black line) vs.
Long-Run Restriction (solid blue line) Identification for Japan, the Netherlands, Norway,

Sweden, the United States. Notes: The solid lines show the responses of aggregate variables to an exogenous
increase in utilization-adjusted aggregate TFP by 1% in the long-run. Shaded areas indicate the 90 percent con”dence
bounds obtained by bootstrap sampling. We compare the dynamic effects of two identification methods. In both
cases, we estimate a VAR model which includes utilization-adjusted aggregate TFP, real GDP, total hours worked, the
real consumption wage. In the baseline shown in the blue line, the technology shock is identified by imposing long-run
restrictions, i.e., technology shocks are driven by the permanent increase in utilization-adjusted aggregate TFP. In
the alternative identification method, we employ the Max Share approach. Instead of imposing long-run restrictions,
Francis et al. [2014] identify the technology shock by maximizing the forecast error variance share of productivity at
long, finite horizons. In the Max Share identification, all variables including utilization-adjusted aggregate TFP enter
the VAR in log levels. The black line shows the median of the responses. Horizontal axes indicate years. Vertical
axes measure percentage deviation from trend. Sample: Japan, the Netherlands, Norway, Sweden, the United States,
1970-2017, annual data.

able must contain a sizeable technology component and present less sensitivity to highly
persistent non-technology shocks. According to Feve and Guay [2010], the consumption to
output ratio (in logs) is a promising candidate for fulfilling these three requirements as it
is stationary and consequently displays less persistence than hours worked, it represents a
better approximation of the state variables than hours worked and appears less sensitive to
transitory shocks.

Two-step approach. The proposed approach by Feve and Guay [2010] consists in two
steps. In the first step, a SVAR model which includes utilization adjusted aggregate TFP Z#
and the consumption to GDP ratio wc  is considered to consistently estimate technology
shocks using a long-run restriction. Note that consumption includes both private and
government consumption. Because we consider an open economy model, for the purposes
of consistency, we augment the broad measure of consumption with net exports which has
the advantage to isolate the demand for domestic goods. In the second step, the IRFs of
hours (or any other aggregate variable under interest) at different horizons are obtained by
a simple (univariate or multivariate) regression of hours on the estimated technology shock.
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Figure 40: Labor Market Effects of a Technology Shock: Robustness Check w.r.t. Lags

Notes: The solid lines show the responses of aggregate variables to an exogenous increase in utilization-adjusted aggregate TFP by 1%
in the long-run. Shaded areas indicate the 90 percent con”dence bounds obtained by bootstrap sampling. We compare the dynamic
effects of two identification methods. In both cases, we estimate a VAR model which includes utilization-adjusted aggregate TFP, real
GDP, total hours worked, the real consumption wage. In the baseline shown in the blue line, the technology shock is identified by
imposing long-run restrictions, i.e., technology shocks are driven by the permanent increase in utilization-adjusted aggregate TFP. In
the alternative identification method, we employ the Max Share approach. Instead of imposing long-run restrictions, Francis et al.
[2014] identify the technology shock by maximizing the forecast error variance share of productivity at long, finite horizons. In the
Max Share identification, all variables including utilization-adjusted aggregate TFP enter the VAR in log levels. The black line shows
the median of the responses. Horizontal axes indicate years. Vertical axes measure percentage deviation from trend. Sample. Sample:
17 OECD countries, 1970-2017, annual data.
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Figure 41: Labor Market Effects of a Technology Shock: Robustness Check w.r.t. Lags Notes:
The solid blue line shows the response of aggregate and sectoral variables to an exogenous increase in utilization-adjusted aggregate
TFP by 1% in the long-run in the baseline case. Shaded areas indicate the 90 percent confidence bounds based on Newey-West standard
errors. In the first step, we estimate a VAR model that includes utilization-adjusted aggregate TFP, real GDP, total hours worked,
the real consumption wage and the technology shock is identified by imposing long-run restrictions, i.e., technology shocks are driven
by the permnanent increase in utilization-adjusted aggregate TFP. In the second step, we estimate the effects by using Jorda’s [2005]
single-equation method. Horizontal axes indicate years. In the lines of Féve and Guay [2010], we estimate in the first step a VAR model
which includes the measure of technology, i.e., utilization-adjusted aggregate TFP, and real GDP both in log differences and the ratio
of the sum of consumption, government spending and net exports to GDP in log level. Results are shown in the black line. Vertical
axes measure percentage deviation from trend. Sample. Sample: 17 OECD countries, 1970-2017, annual data.

The VAR we estimate, i.e., [Z;?,log wcit), includes utilization adjusted aggregate TFP is
in growth rate and we is in log as in Blanchard and Quah where they consider a VAR
model which includes the rate of change in real GDP and the unemployment rate (which
is in level). In Feve and Guay wc enters the VAR model in log level (and not in level).
In the second step, we estimate the dynamic effects on total hours worked by using local
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Figure 42: Rate of Growth of the Ratio of World TFP of Tradables Relative to Non-

Tradable Notes: We run the regression of the growth rate of TFP in sector j at time ¢ in country ¢ on country
and year effects, see eq. (206), and interpret estimated coefficients for time dummies as the rate of growth of sectoral
TFP which is common to the seventeen OECD countries of our sample. The solid blue line with circles plots the
world productivity growth against time. Alternatively, we calculate a world productivity growth by averaging logged
sectoral TFP across countries which is displayed by the black line with triangles. The two measures give similar
results. Sample: 17 OECD countries, 1970-2017, annual data.

projection methods.

Fig. 41 reveals that the two-step approach (black line) leads to empirical results which
are very close to our baseline estimates shown in the blue line. Because the two-step ap-
proach should considerably mitigate the likelihood for technology shocks to be contaminated
by long-lasting demand shocks, these results corroborate the robustness of our approach.

M.6 Shock to World TFP

Motivation. In this subsection, we conduct a third empirical test of the robustness of our
SVAR results. Because labor productivity growth depends on adjustment of the capital
stock which adjusts sluggishly and through this channel non-technology shocks can con-
taminate the 'true’ identification of technology shocks, Dupaigne and Feve [2009] find that
each country’s average productivity of labor reflect all the shocks in the model, including
those which materialize in the other countries.

Because SVARs on country-level data fail to properly disentangle the permanent tech-
nology shock common to all countries from the country-specific stationary shocks, Dupaigne
and Feve propose to replace the country-level measure of productivity with an aggregate
measure of country-level productivity. Because world permanent productivity shocks are
not affected by country-specific persistent non-technology shocks, identifying technology
shocks by using productivity growth common to all countries can eliminate the problem
of identification raised by Erceg, Gust and Guerrieri [2005], Chari, Kehoe and McGrattan
[2008]. Dupaigne and Féve [2009] find empirically that when they use the G7 labor produc-
tivity instead of country-level labor productivities, there is almost no discrepancy between
the responses of employment evaluated at the country and G7 level.

Estimating the importance of the world component for utilization-adjusted-
TFP growth. Building on the ingenious idea of Dupaigne and Feve [2009], we replace the
country-level utilization-adjusted TFP with the 'world’ stock of knowledge. We consider
a first measure which has the advantage to reflect the common component of the stock
ideas across countries and to allow us to assess the share of aggregate, traded and non-
traded technological change driven by the world component. By using the time series
for the country-level utilization-adjusted-TFP, we run the regression of the growth rate of
utilization-adjusted-TFP in sector j at time ¢ in country ¢ on country and year effects:

Z3y, = d; + dy + i, (206)

where d; captures the country fixed effects, d; are time dummies, and n; are the i.i.d.
error terms. We interpret estimates of time dummies as the growth rate of utilization-
adjusted-TFP which is common to the seventeen OECD countries. We denote the world
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Figure 43: Labor Market Effects of a Technology Shock: Country-Level vs. World Tech-

nology ShOCk Notes: The solid blue line shows the response of aggregate and sectoral variables to an exogenous increase in
the country level utilization-adjusted aggregate TFP by 1% in the long-run. Shaded areas indicate the 90 percent confidence bounds
based on Newey-West standard errors. We estimate a VAR model which includes the country-level utilization-adjusted-aggregate-TFP,
total hours worked, traded hours worked, non-traded hours worked, the hours worked share of tradables, all variables entering the
VAR model in rate of growth. The black line shows the dynamic effects of hours worked when the country-level utilization-adjusted-
aggregate-TFP is replaced with the world component of TFP. The world stock of knowledge or world technology is constructed as

k
3 «
an import-share-geometric-weighted-average of TFP of trade partners of country 1, i.e., ZiVV; = Hi(’=1 (Zlft> M where Zy, ¢ is the

utilization-adjusted-TFP of country i’s trade partner (i.e., country k). Sample: 17 OECD countries, 1970-2017, annual data.
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Table 34: The Share of Variance of TFP Growth Attributable to World TFP Growth (in
)

Total Variance Contribution in % Sub-periods
Variance World World  Country-level 1970-1992 1993-2017
(1) ©) (3) (4) (5) (6)
Agg. Technology 0.0043 0.0014 32.2 67.8 0.0015 (35.7%) 0.0013 (37.9%)
H-Technology 0.0125 0.0046 36.9 63.1 0.0041 (36.6%) 0.0060 (49.0%)
N-Technology 0.0032 0.0010 30.5 69.5 0.0015 (34.5%) 0.0006 (32.7%)
H/N Technology 0.0138 0.0052 37.7 62.3 0.0044 (34.7%) 0.0069 (48.6%)

Notes: We run a principal component analysis to extract the common component to all country-level-adjusted-aggregate-
TFP growth that we interpret as the world component. In columns 1 and 2, we show the variance of the rate of growth of
country-level-adjusted-TFP and its common component, respectively. The figure in columns 3-4 denotes the fraction of the
variance of country-level TFP growth attributable to the world component and country-specific component, respectively.
In columns 5 and 6, we show the variance of the rate of growth of world adjusted-TFP. Numbers in parentheses denote
shares of the country-level-adjusted-TFP. Sample: 17 OECD countries, 1970-2017, annual data.

component of sectoral utilization-adjusted-TFP in sector j by Z;;V 7 and the world compo-
nent of utilization-adjusted-aggregate-TEFP by Z,};V . Fig. 42 plots the world productivity
growth in the black line with triangles. In the blue line with circles, we plot the growth
rate of utilization-adjusted-aggregate-TFP which is constructed as a cross-country average
of country-level utilization-adjusted-TFP growth. Because the blue and the black line are
hardly distinguishable, we can conclude that estimating the world component of produc-
tivity gives very similar results to averaging utilization-adjusted-TFP.

Contribution of world TFP component to rate of growth of domestic TFP.
One interesting question to ask is to what extent the world component of utilization-
adjusted-TFP contributes to the rate of growth of the country-level utilization-adjusted-
TFP. Column 1 of Table 34 shows the variance of the growth rate of utilization-adjusted-
TFP. We consider four measures: utilization-adjusted-aggregate-TFP, utilization-adjusted-
traded-TFP, utilization-adjusted-non-traded-TFP and the ratio of traded to non-traded
utilization-adjusted-TFP. Column 2 of Table 34 shows the variance of the rate of growth of
world utilization-adjusted-TFP. Column 3 gives the contribution of the world component
to the rate of growth of the country-level of utilization-adjusted-TFP. The first row reveals
that over the period 1970-2017, the common component to the seventeen OECD coun-
tries of the rate of growth of aggregate TFP contributes 32% to the rate of growth of the
country-level aggregate TFP. As can be seen in the second and third row, as expected, the
world component of utilization-adjusted-traded-TFP is larger than the world component
of non-traded utilization-adjusted-non-traded-TFP since traded firms are more prone to
benefit from international innovations as they are more open to trade and investment more
in R&D. Importantly, the analysis over sub-periods reveals that the intensity of traded
technology in the world component has increased from 36% to 49%.

Empirical strategy and results. Fig. 43 contrasts the effects of a technology im-
provement in the baseline scenario where we estimate a VAR model which includes the
country-level utilization-adjusted-aggregate-TFP, total hours worked, traded hours worked,
non-traded hours worked, the hours worked share of tradables, all variables entering the
VAR model in rate of growth. The black line shows the dynamic effects of hours worked
when the country-level utilization-adjusted-aggregate-TFP is replaced with the world com-
ponent of TFP. The world stock of knowledge or world technology is constructed as an
import-share-geometric-weighted-average of utilization-adjusted-TFP of trade partners of

k

country ¢, i.e., Zi‘ft/ = H}f:l (ZkA’t)aM where Zj; is the utilization-adjusted-TFP of country
1’s trade partner. We use this index in running our estimates in order to use the panel
SVAR methodology which leads to higher accuracy of estimated values. We may notice
a discrepancy in the adjustment of utilization-adjusted-aggregate-TFP. When we use the
international stock of knowledge, we find that technology improves gradually. Our inter-
pretation is that taking advantage of existing technologies from abroad might generate
adoption technology costs which result in a gradual increase in Z{?'

Overall, world technology shocks do not lower labor on impact. Our interpretation
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is that world technology shocks are mostly driven by asymmetric technology shocks and
symmetric technology shocks play a minor role. As shown in column 2, world technology
shocks produce very similar effects to those following country-level technology shocks once
we consider asymmetric technology shocks. More specifically, we find that a technology
improvement which is concentrated within traded industries generates an increase in non-
traded hours worked while traded hours worked are unresponsive, thus leading to a gradual
decline in the hours worked share of tradables. As can be seen in the second row of column 2,
the response of total hours worked following an asymmetric world technology shock is very
similar to that following an asymmetric country-level technology shock. In contrast, the
effects of symmetric technology shocks are somewhat different from our baseline when we
approximate the stock of knowledge with the international stock of ideas. The reason is that
while we impose in the long-run that the ratio of traded to non-traded utilization-adjusted-
TFP is fixed, in the short-run, technology improves in the traded relative to the non-traded
sector which appreciates the relative price of non-tradables and thus has an expansionary
effect non non-traded hours worked on impact. However, when we consider an aggregate
technology shock, overall, the discrepancy in the labor market effects are not statistically
different when we consider the baseline measure of technology or the international stock of
knowledge.
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N Semi-Small Open Economy Model

This Appendix puts forward an open economy version of the neoclassical model with trad-
ables and non-tradables, imperfect mobility of labor and capital across sectors, capital
adjustment costs, endogenous intensity in the use of physical capital and endogenous terms
of trade. This section illustrates in detail the steps we follow in solving this model. We
assume that production functions take a Cobb-Douglas form since this economy is the ref-
erence model for our calibration as we normalize CES productions by assuming that the
initial steady state of the Cobb-Douglas economy is the normalization point.

Households supply labor, L, and must decide on the allocation of total hours worked
between the traded sector, L¥ | and the non-traded sector, L. They consume both traded,
C™, and non-traded goods, CV. Traded goods are a composite of home-produced traded
goods, CH, and foreign-produced foreign (i.e., imported) goods, C¥. Households also
choose investment which is produced using inputs of the traded, J7, and the non-traded
good, JV. As for consumption, input of the traded good is a composite of home-produced
traded goods, J, and foreign imported goods, J¥. The numeraire is the foreign good
whose price, P, is thus normalized to one.

N.1 Households

At each instant of time, the representative household consumes traded and non-traded
goods denoted by CT and CV, respectively, which are aggregated by means of a CES
function:

6—1
=

o) = [wi (07 (1)

where 0 < ¢ < 1 is the weight of the traded good in the overall consumption bundle and ¢
corresponds to the elasticity of substitution between traded goods and non-traded goods.
The index C7T is defined as a CES aggregator of home-produced traded goods, C¥, and
foreign-produced traded goods, C*":

L) (0N<t>)¢¥1] - (207)

p—1

1 1| =1

(0 = (") )7 + (- em? (€F0) 7| (208
where 0 < g < 1 is the weight of the home-produced traded good in the overall traded
consumption bundle and p corresponds to the elasticity of substitution between home-
produced traded goods goods and foreign-produced traded goods.

As in De Cordoba and Kehoe [2000], the investment good is produced using inputs of
the traded good and the non-traded good according to a constant-returns-to-scale function
which is assumed to take a CES form:

bg-1 ¢7=1] 9,1
} , (209)

50 =[5 () 1= 0% (M)

where ¢ is the weight of the investment traded input (0 < ¢ < 1) and ¢; corresponds to
the elasticity of substitution in investment between traded and non-traded inputs. The
index J7T is defined as a CES aggregator of home-produced traded inputs, J, and foreign-
produced traded inputs, J*:

PJ
py—1

JT(t) = [(LH)JJ (JH@) 7 + (1= )7 (JF(t))piJTJ‘l, (210)

where 0 < 1y < 1 is the weight of the home-produced traded in input in the overall traded
investment bundle and p; corresponds to the elasticity of substitution between home- and
foreign-produced traded inputs.

Following Horvath [2000], we assume that hours worked in the traded and the non-
traded sectors are aggregated by means of a CES function:

€L
er,+1 er,+1 ELﬁ

L(t) = |0, (LH () " + (1 —9p) Ve (LN @) D , (211)

144



where 0 < ¥, < 1 is the weight of labor supply to the traded sector in the labor index L(.)
and €7, measures the ease with which hours worked can be substituted for each other and
thereby captures the degree of labor mobility across sectors.

Like labor, we generate imperfect capital mobility by assuming that traded K (t) and
non-traded K™V (t) capital stock are imperfect substitutes:

‘K
ek t1 k1] Gt

K(t) = |07 (K1) "% 4+ (1—0g) Ve (KN(1) : (212)

where 0 < ¥x < 1 is the weight of capital supply to the traded sector in the aggregate
capital index K(.) and ex measures the ease with which sectoral capital can be substituted
for each other and thereby captures the degree of capital mobility across sectors.
Households choose the level of capital utilization in sector j, denoted by u’(t). The
capital utilization rate collapses to one at the steady-state. Capital utilization adjustment
costs are assumed to be an increasing and convex function of the capital utilization rate:

CKIt) = ¢ (ufI(t) — 1) + 52% (I (t) —1)%.

(213)

The representative agent is endowed with one unit of time, supplies a fraction L(t) as
labor, and consumes the remainder 1 — L(t) as leisure. At any instant of time, households
derive utility from their consumption and experience disutility from working and maximizes
the following objective function:

U= / T A(C), L) e, (214)
0

where § > 0 is the discount rate and we consider the utility specification proposed by
Shimer [2009]:

1+op,

Cl=V (L) — 1 LUL) @)

1—0

A(C, L) = , if o #£1, V(L)E<1+(U—1)’}/

1+or

subject to the flow budget constraint:!*

N(t) +Pc(t)C(t)+Ps(t)J(t) + > PI&)CTI () I () K ()

j=H,N
= N+ W(ELE) + RE0E() Y ofe (0 (t) - T(t), (216)
j=HN
and capital accumulation which evolves as follows:
K(t) = I(t) - 5 K (1), (217)

where [ is investment and 0 < dx < 1 is a fixed depreciation rate. We assume that capital
accumulation is subject to increasing and convex cost of net investment, I(t) — dx K (t):

2
J(t) = I(t) + g <II(<(Z)) - 5K) K(t), (218)

Partial derivatives of total investment expenditure are:

aJ(t) I(t)
21(0) = 1+=k (K(t) - 5K) ) (219a)
J(t)

OK(t) _g (;I(((?) - 5K> (II(((?) +5K> : (219b)

!we denote the share of sectoral capital in the aggregate capital stock by v (#) = K7(t)/K(t) and the

RI () K (t) j _ wWi@Li()
RE(OR( 2nd ap(t) = W(HLE)

Qo

capital and labor compensation share in sector j = H, N by o’ (t) =
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Denoting the co-state variables associated with (216) and (217) by A and @', respectively,
the first-order conditions characterizing the representative household’s optimal plans are:

C(H)"V ()" = Po(HA(1), (220a)
C)=V ()7 L(t)7E = AW (2), (220D)
Qt) = Py (1) [1 . <I€((’;)) . )] , (220¢)
At) = X\(B—1), (220d)

Q0 ="+ Q) —{ T ek I0RK

j=H,N
- X PHOCSII - P g o (2200)
j=H,N

gg =& +& (W) -1), j=HN, (220f)

and the transversality conditions limy . AN (t)e Pt = 0 and limy ., Q(t) K (t)e Pt = 0; to
derive (220c) and (220e), we used the fact that Q(t) = Q'(t)/A(t). We drop the time index
below when it does not cause confusion.

Given the above consumption indices, we can derive appropriate price indices. With

respect to the general consumption index, we obtain the consumption-based price index
Pe:

1
1— 1—¢] =2
Po=[p(PT)' ™+ (1-¢) (PY) )77, (221)
where the price index for traded goods is:

1

PT = |on (PT)77 4 (1—m)] (222)

Given the consumption-based price index (221), the representative household has the
following demand of traded and non-traded goods:

cT = (ii) - c, (223a)
cN =(1-y) <];Z> - C. (223b)

Given the price indices (221) and (222), the representative household has the following
demand of home-produced traded goods and foreign-produced traded goods:

CH = <];Z> - OH (ig) -’ C, (224a)
OF — 4 <1;Z) - (1— on) (I;)_p c. (224b)

As will be useful later, the percentage change in the consumption price index is a
weighted average of percentage changes in the price of traded and non-traded goods in
terms of foreign goods:

Po = acPT + (1 —ac) PV, (225a)
PT = ayPH, (225D)

where a¢ is the tradable content of overall consumption expenditure and '’ is the home-
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produced goods content of consumption expenditure on traded goods:

ac =+ (%) - (2260)
tae=0-g (20 g (226b)
o =en (20) (2)
1= a = (1= en) () (2264)

Given the CES aggregator functions above, we can derive the appropriate price indices
for investment. With respect to the general investment index, we obtain the investment-
based price index Pj:

1
= [0 w1 ()] )
where the price index for traded goods is:
1
Py = [ (PH) 0 4 (1= )| T (228)

Given the investment-based price index (227), we can derive the demand for inputs of
the traded good and the non-traded good:

TN —%J
JE =1 (PJ> J, (229a)

J. (229D)

Given the price indices (227) and (228), we can derive the demand for inputs of home-
produced traded goods and foreign-produced traded goods:

pTN ~ pH\ ~P7
H _ 2 J H
J7 =1 (PJ> L (P}F) J, (230a)
PT —¢J 1 —PJ
JE =1 <J> (1 - <) J. (230Db)
Py PT

As will be useful later, the percentage change in the investment price index is a weighted
average of percentage changes in the price of traded and non-traded inputs in terms of
foreign inputs:

pJ:apr+(1—aJ)PN, (2313)
PT = pH, (231b)

where «; is the tradable content of overall investment expenditure and aﬁl is the home-
produced goods content of investment expenditure on traded goods:

Pf 1-¢;
= — 232
oy =1 <PJ) , (232a)
PN 1-9¢,
l—ay=(1-1) () , (232b)
Py
PH 1-pg
H H
OéJ =1 (_Pf) s (232C)
1 1-p;
1-aoff = (1-H) <PT> : (232d)
J



The aggregate wage index, W, associated with the labor index defined above (211) is:
1
W= [on (W) (1= ) ()T (233)

where W and W are wages paid in the traded and the non-traded sectors, respectively.
The aggregate capital rental rate, R, associated with the aggregate capital index defined
above (212) is:

R = [os (R 4 (1— 10) (RY)*H] 77 (234)

where R and RV are capital rental rates paid in the traded and the non-traded sectors,
respectively.

Given the aggregate wage index and the aggregate capital rental rate, the allocation of
aggregate labor supply and the aggregate capital stock to the traded and the non-traded
sector reads:

WH €L WN €L
=y, —) L, IN=(-9.)—) L 2
() o () e
RHN\ K RN\ ¥
K =9 <R> K, KY=(1-9g) <R> K, (235b)

As will be useful later, the percentage change in the aggregate return index on labor and
capital is a weighted average of percentage changes in sectoral wages and sectoral capital
rental rates:

A~

W=a W4+ 1 -a)W", R=agR”+(1-ag)R", (236)

where o, and ag are the tradable content of aggregate labor and capital compensation:

WH 1+€g, WN 1+4€g,
ar, = 19L <W> s 1-— gy, = (1 - 19L) <W> N (2373)
RH 14+ex RN 14+ex

N.2 Firms

Both the traded and non-traded sectors use physical capital, KJ = uXJKJ and labor, L7,
according to constant returns to scale production functions Y7 = ZJ FJ (f( I L ) which are

assumed to take a Cobb-Douglas form:

) ) gi [~ o\ 107
Y = 77 (1Y) (KJ> . j=HN (238)
where 67 is the labor income share in sector j and Z7 corresponds to the total factor
productivity. Both sectors face two cost components: a capital rental cost equal to R/, and
a labor cost equal to the wage rate, i.e., W7,
Both sectors are assumed to be perfectly competitive and thus choose capital and labor
by taking prices as given:

max IV = max {P]Yj WL — ij(j} . (239)
KiLi KiLi

Since capital can move freely between the two sectors, the value of marginal products in
the traded and non-traded sectors equalizes while costly labor and capital mobility implies
a capital rental rate and wage rate differential across sectors:

—07

pPizi(1-0) (17)" (K7) " =R, (240a)

pizigi (L) (f(j)H)J = W, (240D)
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N.3 Short-Run Solutions

Consumption and Labor

Before linearizing, we have to determine short-run solutions. Totally differentiating
first-order conditions (220a) and (220b), i.e., Ac = APc and —Ap = AW, respectively,
leads to:

Acc Acr d\  aca? . (1—ac) N
=% pH 4 = gp 241
A, 40+ 3 Al =+ —pdP" 4+ Sp—dP", (241a)
Arc AL dA dw dwN
—Le SLhan = =2 C  t(l-ap) e 241
A, 0+ Ao = targry +(1-ar) o (241b)

where we used (236) and (225). By applying the implicit functions theorem, (220a) and
(220b) can be solved for consumption and aggregate labor supply which of course must
hold at any point of time:

c=c\pPN,PEwH WYYy, L=L(\PY,PTwH wh). (242)

Inserting first the solution for consumption (242) into (223a)-(224b) allows us to solve
for CY9 (with g = H,N, F)

C9 =9 (X, PN, PH WwH Wy, (243)
where we used the fact that
CN = —gacPN + gpaca’ PP + C, (244a)
CH = —[p(1-a®)+¢(1—ac)a] P+ (1 -ac) PN +C, (244b)
CF = o p—9o(1—ac) P+ (1 —ac)ePY +C. (244c)

Inserting first the solution for labor (242) into (235a) allows us to solve for L/ (with
j=H,N):

=1 (\ PN, PHE WwH wh), (245)

with partial derivatives given by:
=, (1—ap)WH — (1 —ap)egWN + L, (246a)
I:N = ELQLWN — ozLeLWH + I: (246b)

The decision to allocate capital between to the traded and the non-traded sectors (235b)
allows us to solve for K and K*:

K" = k" (K, R" RY), K" =K"(K,R" RY), (247)
with partial derivatives given by:

K —e(1—ag)RY — (1 —akg)exRY + K, (248a)

KN :GKOzKRN—OtKer%H—I-IA(. (248b)

Sectoral Wages and Sectoral Capital Rental Rates

Plugging the short-run solutions for L7, LY K" KN given by (245)-(247) into the
demand for capital and labor (240a)-(240b), the system of four equations can be solved for
sectoral wages W7 and sectoral capital rental rates R/. Log-differentiating (240a)-(240b)
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yields in matrix form:

Slacen ] —a-em it a-enTE -em G
WH LH H KH
_(1— oM By I R _ oy K _gN
(1Y) S (1-0%) = +wr| ( )KN (1 9)
e i e SGE 251
awH
aw™N
“| drH
dRN
(1—6M) @dpfu [( eH)LH—} dPT — (1—0M) Kb ape — 21 — (1 — 0" oM
LH KH

alon  pN glin H | gHKHE SH | pH g, KH
—0 LdP—@ P +PH dP" +6 —KdK—Z + 04 du's

i~ 5
[GN -+ pr | dPY — 0N PH P + 0N KK 4 — 7V 4 0N duN

The short-run solutions for sectoral wages and sectoral capital rental rates are:

Wi =wi (N K,PN, PPz ZN ot SN R = RN K, PN, PRz 7N T N

(250)
Inserting first sectoral wages and capital rental rates (250) into intermediate solutions for
sectoral hours worked (245) and sector capital capital (247), these equations can be solved
as functions of the aggregate capital stock, the price of non-traded goods in terms of foreign
goods, PV, the terms of trade, and the sectoral capital utilization rates:

LI =01 (N K, PN, P z8 ZN WJH N KT = KT (N K, PN, PRz ZN S RN

(251)
Finally, plugging solutions for sectoral labor (251) and sector capital-labor ratios (250),
production functions (238) can be solved for sectoral value added:

Y/ =Y7 (X K, PN, P ZH ZN S o fONY (252)

Capital Utilization Rates, v/ (¢)
Inserting firm’s optimal decision for capital (240a) in sector j in the optimal intensity
in the use of physical capital (220f) leads to:

B —4+E 0 -1 =20 1-9) (0)” (Rw) . o)

Inserting intermediate solutions (251) for sectoral hours worked and sectoral capital into
(253) and log-differentiating leads to in a matrix form:

H KH L2 L
%+9H+9HM]_0H ulH oH KI;N—HH i <aKH>
KN L LN "K,N
N T — N el [gN + 6N 4 N St } — OV !

gH LY —GHKX}deLZH
- =N§ NK N |’ (254)
VTR — OV | dX + 2

where X = K, PH pN zH zN
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The short-run solutions for capital utilization rates are:
ufI =9 (N K, PN PH ZH 2N (255)
Intermediate Solutions for R/, W7 KJ L1 YJ
Plugging back solutions for the capital utilization rates (255) into the intermediate solu-
tions for the sectoral wage rates and the capital rental rates (250), for sectoral hours worked
and sectoral capital stocks (251), and for sectoral value added (252) leads to intermediate

solutions for sectoral wages, sectoral capital rental rates, sectoral hours worked, sectoral
capital stocks, sectoral value added:

Wi R LI K3 Y) (N K, PN, PH ZH ZN). (256)

Optimal Investment Decision, I/K
Eq. (220c¢) can be solved for the investment rate:

I
= (rerpmy) + 0 0
where
v()=1 (g _ 1) (258)
with
ov(.) 11

= 2
vQ 90~ n P, >0, (259a)
_ovu() 1QaJaJ
vpi = Gpir =~ g <0, (259b)
_ov() _ 1Q(1-ay)

Inserting (257) into (218), investment including capital installation costs can be rewritten

as follows:
I k(]I 2
J = K[.+2<6K)],

K
- K [U(.) + 0k + 5 (v(.))ﬂ . (260)
Eq. (260) can be solved for investment including capital installation costs:
J=1J(K,Q,P"N, P, (261)
where
oJ J
Jx =2 o (4 mw() > 0 (262b)
X = X = RUX RU(. ,

with X = Q, PH, PV,
Substituting (261) into (229b), (230a), and (230b) allows us to solve for the demand of
non-traded, home-produced traded, and foreign inputs:

JN =N (k,Q,PN, P, g =J" (K,Q,PN,PT), JF=JF (K Q,P", PT),

(263)
with partial derivatives given by
N = —a;0,PN + ¢jas0fPH 4+, (264a)
JH = —lp;(1—a)+alle;(1—ap)] PH +¢;(1—ay) PN +J,  (264b)
JE = ol py— s (1 —a)) PP+ 65 (1 —ay) PV +J, (264c)
where
- L Q (L+nru()) s Q(+rkv()) AN
= K422 2Tl —a)P
J tp g 9 p g U
g Q (1+kv(. ))
OéJOéJ PJ 7J
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N.4 Market Clearing Conditions

Finally, we have to solve for non-traded good prices and the terms of trade. The role of
the price of non-traded goods in terms of foreign goods is to clear the non-traded goods
market:

YN =N 4V + N + KN KN, (265)
The role of the price of home-produced goods in terms of foreign-produced goods or the
terms of trade is to clear the home-produced traded goods market:

v =cl L g7 4 g7 4 xH 4 K HKH (266)
where X stands for exports which are negatively related to the terms of trade:
X = px (PH) (267)

with ¢x is the elasticity of exports with respect to the terms of trade. The rationale behind
(267) comes from the fact that exports are the sum of foreign demand for the domestically
produced tradable consumption goods and investment inputs denoted by Ct* and J*,
respectively:

XAy = )+ I (1),

— —o* —oJ —p7
PT,*) ¢ PH (t) p Pf,* PH (t) J
= (%) aen (Fpl) e () amm (5]
P Py Py p:

where we assume that the rest of the world have similar preferences with the same elasticities
elasticities (i..e, p* = p and p% = p;) between foreign and domestic tradable goods. To
keep things simple, we assume that technology is fixed abroad. Therefore foreign prices
denoted with a star remain constant and thus domestic exports are decreasing in the terms
of trade, PH(t).

As shall be useful to write formal expressions in a compact form, we set

Al = Vi — Ol — Sty — Xl — 5 (2680)
ARy =vH - oy — JHy — el (268b)
AL =yl —clf — gl — etyfoH (268¢)
AY =Yg - Cf —ellug”, (2684)
ANy = Y5 — OBy — Tpu — &V upy >0, (268¢)
Ay =Yk — CPy = Tfv — & upir (268f)
AN =YY —of — g —eNul?, (268g)
AN =Yp = Cf — &g, (268h)
where X]f,IH = g);% < 0.
Totally differentiating the market clearing conditions (265)-(266) leads to in a matrix
form: ( A%H i[é}\] ) < dP]HV > _ < —A%dKJr J%d@ -y, A]gvjdzi > ‘ (269)
pu Apn dp —ARdK + J5dQ — > ; Ay;dZ?

Applying the implicit functions theorem leads to the short-run solutions for the terms of
trade and non-traded good prices:

P PN (X K,Q,z", ZN). (270)
Plugging back the solutions for sectoral prices into (255) and (256) allow us to find

the final versions of solutions of the capital utilization rate, sectoral wages, sectoral capital
rental rates, sectoral hours worked, sectoral capital stocks, sectoral value added:

W W R L KT YT (N K,Q, 27, ZN) (271)
Inserting the solutions for prices into the intermediate solutions for consumption (243) and

investment (263) leads to: )
CY,J9 (K,Q,z",ZN N, (272)

where g = H, N, F.
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N.5 Solving the Model

Remembering that the non-traded input JV used to produce the capital good is equal
—¢
o(l— L) <];N> T (see eq. (229b)) with J =T + & (£ — 5K)2K, using the fact that

JN = —CN -GN — CKNKN and inserting I = K + dx, the capital accumulation
equation reads as follows:
. YN_oN_gN_cKNKN I 2
K= . — ok K — g <K - 5K> K. (273)
(1—1) <I;—N>
J

Inserting short-run solutions for the capital utilization rate and value added, i.e., (271) ,
investment and consumption in non-tradables (272), into the physical capital accumulation
equation (273), and plugging the short-run solution for the return on domestic capital (271)
into the dynamic equation for the shadow value of capital stock (220e), the dynamic system
reads as follows:!?

EN(K,Q,z%,Z")

K=7Y(KQ,z" 2zV) = e — oK — @

p - {
N(. 2 2k | Py [PH (), PN (.
(1 L){IJ[I ()(l)N()}} J[ (> ()]

> R (K,Q,zM" ZNY KT (K, Q,Z%,ZN)
K
K (K,Q,z%,Z")
K

Q=% (K,Q,z%,zY) = (r*—l—éK)Q—[

ZCKJ (K,Q,z",z")]

b P50 () + 260,

where EN = YN — N -GN — KN KN
To facilitate the linearization, it is useful to break down the capital accumulation into
two components:

. I 2
K:JéKKg<K5K> K. (275)
The first component is J. Using the fact that J = % and log-linearizing gives:
(1= L)( Py )
j:jN+¢JaJPN—¢J()4JOéJPH (276)

where we used the fact that Py = OéJOé?PH + (1 —ay) PN, Using (275) and the fact that
JN =Y N _CN -GN - CENyEN Hinearizing (275) in the neighborhood of the steady-state
gives:

K = J{V [dY N (t) — dCN (t) — &) du™N (1)) + ¢JP—JNa 7dPN(t)
d)J TOI0 HapH (t) — dgdK(t), (277)

where J =1 =g K in the long-run.

As will be useful, let us denote by T, T, and T4 the partial derivatives evaluated
at the steady-state of the capital accumulation equation w.r.t. K, Q, and Z7, respectively.
Using (277), these elements of the Jacobian matrix are given by:

oK J PY Pl

T = 9K JNEK+O‘J¢JJ( Oz‘l;IPI;I> —0g 20, (278a)
0K _ J PN Py
8K‘ J prY pH

5We omit the shadow value of wealth from short-run solutions for clarity purposes as A remains constant
over time.
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where J = §g K in the long run and EY = Y)](V — CN {VuéN with X = K,Q, Z7,

Let us denote by Xk, Y@, and X ; the partial derlvatlves evaluated at the steady-state
of the dynamic equation for the marginal value of an additional unit of capital w.r.t. K,
Q, and Z7, respectively:

_0Q [ R Ag
_ Q. Aqg
2Q Ayg;
S = g |G ] o

where Ax = Y; KIRj + RIK} + R{’Kﬂ‘uﬁvi, Ag = Y, KIRL + RIK) + RIKIu?,
Ay =3, KIR), + RIK), + RIKIu,)}

Assuming that the saddle-path stability condition is fulfilled, and denoting the negative
eigenvalue by v and the positive eigenvalue by v, the general solutions for K and @ are:

K(t) — K = D"t + Dye”?,  Q(t) — Q = wiD1e" + w2 Dqe?, (280)

where K| is the initial capital stock and (1, wé)’ is the eigenvector associated with eigenvalue
Vi

wh =2 _—= Y
2 TQ .
Because v1 < 0, Tx > 0 and Tg > 0, we have w2 < 0, regardless of sectoral capital

intensities, which implies that the shadow value of investment and the stock physical capital
move in opposite direction along a stable path (i.e., Dy = 0).

(281)

N.6 Current Account Equation and Intertemporal Solvency Condition

To determine the current account equation, we use the following identities and properties:

PoC = PHCH 4 CF 4 PNCV, (282a)

P;J=PHJH L gF 4 PN N, (282b)

T=G=PiGH +GF + PNGY, (282c¢)

WL+ RE = (WHLH + RTET) 4 (WNLY 4 RYRY) = PHY ™ 4 PNY Y, (2824)
where (282d) follows from Euler theorem. Using (282d), inserting (282a)-(282c) into (216)

and invoking market clearing conditions for non-traded goods (265) and home-produced
traded goods (266) yields:

N = »N+Pl (YY" -t —gl— " - PR — (cF +T" + GF),
= N+ PHEXH _ MF, (283)

where X# =YH —CcH _GgH — jH _ CKHEKH gtands for exports of home goods and we
denote by M imports of foreign consumption and investment goods:

F=cf +Gr+Jr. (284)
Inserting appropriate solutions, the current account equation reads:
N = r"N+E2(K,Q,z%,zV),
= "N+P"(K,Q,z" zN) X" (K,Q,z",Z") — M¥ (K,Q,Z",Z") . (285)

Let us denote by Zx, Eg, and =y, the partial derivatives evaluated at the steady-state of
the dynamic equation for the current account w.r.t. K, @, and Z7, respectively:

ON

Ex = g =0- ox) XHPHE — ME, (286a)
_ ON
% = 35 =(1-¢x)X"PY — M§, (286b)
_ ON
Bz = ;== ox) XA PE — ML, (286¢)
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where we used the fact that P X = o (PH)lfd)X (see eq. (267)).

Linearizing (285) in the neighborhood of the steady-state, making use of (286a) and
(286b), inserting solutions for K (¢) and Q(t) given by (280) and solving yields the general
solution for the net foreign asset position:

N(t) = N+ [(Ng— N) — U Dy — UyDo) et + Wy Dye”tt + Uy Dye?!, (287)
where Ny is the initial stock of traded bonds and we set

E;, = EZg+Equl, (288a)
E;
U = (288b)

v; — %

Invoking the transversality condition leads to the linearized version of the nations’s
intertemporal solvency condition:

N - Ny =10, (K - Ky), (289)

where K| is the initial stock of physical capital.

N.7 Derivation of the Accumulation Equation of Non Human Wealth

Remembering that the stock of financial wealth A(t) is equal to N (t) 4+ Q(t) K (t), differenti-
ating w.r.t. time, i.e., A(t) = N(t) + Q(¢t)K(t) + Q(t) K (t), plugging the dynamic equation
for the marginal value of capital (220e), inserting the accumulation equations for physical
capital (217) and traded bonds (216), yields the accumulation equation for the stock of
financial wealth or the dynamic equation for private savings:

A(t) = (290)

where we assume that the government levies lump-sum taxes, T, to finance purchases of

foreign-produced, home-produced and non-traded goods, i.e., T = G = (GF + PH()GH + PN(.)GN).
Solving for C = C'(K,Q,Z",Z") by inserting the solutions for sectoral prices (270)

into the optimal decision for consumption (220a), inserting solutions for W7, L7, into (256)

allows us to write the financial wealth accumulation equation as follows:

A = AT A(K Q.21 ZY),

= A+ Y WI(K,Qz",ZV) LV (K,Q,z",Z2V) - G (K,Q,z",ZV)
J
- Po[PT(), PNV ()] C(K,Q, 2", ZY), (291)

where PV and P are given by (270).
Let us denote by Ax, Ag, and Ay; the partial derivatives evaluated at the steady-state
of the dynamic equation for the non human wealth w.r.t. K, @), and Z7, respectively:

_ 0A IPc
A = K (WgL+WLk)—Gg — (6[(0 + PCCK) ) (292a)
_ 0A 0Pc
Ap = 70~ (WoL +WLg) — Gg <8QC + PCcQ> ; (292b)
A 0P,
Azj = TZJ = (szL+Wsz) 7GZj — <aZ?C+PCCZ]> . (292C)

Linearizing (291) in the neighborhood of the steady-state, making use of (292a) and
(292b), inserting solutions for K (t) and Q(t) given by (280) and solving yields the general
solution for the stock of non human wealth:

A(t) =A+ KAO — A) — A1Dy — AQDQ] GT*t + AlDleVlt + AgDQSVQt, (293)
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where Ag is the initial stock of financial wealth and we set

M; = Ag+ Agul, (294a)
A o= M (294b)

Vi —1*

The linearized version of the representative household’s intertemporal solvency condition
is:
A=Ay = A (K - Ko), (295)

where Ag is the initial stock of non human wealth.

O Semi-Small Open Economy Model with CES Production
Functions

In section N, we have laid out a model with Cobb-Douglas production functions. The
steady-state of this model is used to normalize CES production functions. This section
extends the model with Cobb-Douglas production functions in two directions. First, in
the baseline model we allow for CES production functions and factor-biased technological
change (FBTC henceforth). Second, we assume that factor-augmenting efficiency has both
a symmetric and an asymmetric component. The first order conditions from households’
maximization problem detailed in subsection N.1 remain almost identical and we emphasize
only the main changes.

0O.1 Households

Households choose the level of capital utilization in sector j, which includes both a sym-
metric and an asymmetric component, denoted by wug” (t) and ub (1):

ui(t) = (w9 ()" (uls (1) (296)

Both components of the capital utilization rate collapse to one at the steady-state. The
capital utilization adjustment costs are assumed to be an increasing and convex function
of the capital utilization rate:

J
C90) = s (90 - 1) + 52 (a0 1), (2972)
. . . gj . 2
Cp () = €5 (w50 —1) + 52 (w0 - 1) (207)

where fg g >0 fg p > 0, are free parameters which indicate the extent of the cost of

adjusting the intensity in the use of capital. When we let 5570 — o0 (¢ = S, D), capital
utilization is fixed at unity and TFP growth collapses to technological change.

The dynamic equation of the shadow price of capital (220e) and the optimal decision
about the capital utilization rate (220f) are modified as follows:

Ot) = (* +5) Q(t) — { S ol (I () R (1)

j=H,N
- j_XHIN Pi() (C§7 () +ChI(0) v () - Pa(t) gl‘](((?) } (298a)
Rt w9t ; .
Pj(t)”ug,j(t) =85t (ug (t) — 1) , J=HN, (298Db)
j uK’ ] . . .
ﬁjgg (1 =) quEg =&pt&p (ug’] (t) - 1) , Jj=HN, (298¢)
D

where 7 is the share of aggregate technology shocks driven by symmetric technology im-
provements.
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0.2 Firms

Both the traded and non-traded sectors use physical capital, K7, and labor, L7, according
to constant returns to scale production functions which are assumed to take a CES form:

oI

Vi) = | (A1) + (1) (Bf'(t)f?fu))”] T e

where 77/ and 1 — 7 are the weight of labor and capital in the production technology, o7 is
the elasticity of substitution between capital and labor in sector j = H, N, A7 and B’ are
labor- and capital-augmenting efficiency. Both sectors face two cost components: a capital
rental cost equal to R/, and a labor cost equal to the wage rate W7,

Factor-augmenting productivity is made up of a symmetric component (across sectors)
denoted by the subscript S and an asymmetric component denoted by the subscript D:

A = (a50)" (ap0) " B =(B0) (Bhn) . 6o)
where the elasticity of factor-augmenting productivity w.r.t. to its symmetric component is
denoted by 1 which is assumed to be symmetric across sectors. As we shall see below, this
parameter determines the share of technology improvements which are symmetric across
sectors.

Firms rent capital K7(t) and labor L7(t) services from households. We assume that
the movements in capital and labor across sectors are subject to frictions which imply that
the capital rental cost equal to R’(t), and the wage rate W7(t), are sector-specific. Both
sectors are assumed to be perfectly competitive and thus choose capital services and labor
by taking prices P’ as given:

Cmax IV(t) =  max {Pi(t)yf(t) — W)L (¢) —Rj(t)f(j(t)}. (301)

K3 (t),L3(t) K3 (t),L3(t)
We drop the time index when it does not cause confusion. Costly labor and capital mobility
implies a labor and capital cost differential across sectors:

J_

Pi(t)y? (A1) " (L) (YI(1))7 = Wi(n), (302a)

q
-

ol—1

Pi(t) (1 —~) (BI(t)) "

Some Useful Results )
Multiplying both sides of (302a)-(302b) by L7 and K7, respectively, and dividing by
sectoral value added leads to the labor and capital income share:

(59 () K9 (1) ™7 (YI(0)) 7 = RI(0). (302b)

oJ—1 oi—1
. AT\ o7 . BIyKiagiN o7
J — A~ gl = AJ
d=v(5) 7 = (F) 7 (303)
where ;
. . . Ujfl . . . Ujfl o;—l
Y = |:ny (AJ) o 4 (1 — ,-YJ) (BJUKJ]{;J) o } ] (304)

Dividing eq. (303) by eq. (304), the ratio of the labor to the capital income share

. J
denoted by S7 = ;—LJ reads as follows:
L

i (BRI KIS
R ( AILI >

S (305)

Dividing (302a) by (302b) leads to a positive relationship between the relative cost of
labor and the capital-labor ratio in sector j:

. . . l—oj ~ . 1
Wi ~J B\ o7 [KIi\
e (w) <L> | (300)
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To determine the conditional demands for both inputs, we make use of (306) which leads

to:
’Yj ad Bj 1—07 Wj —od
J = KJ = RS
oo w2 @)

N i\ ol —1 N
~ . (] — 7] BJ W37
[ — J
Ki = L< 5 ) (Aj> <Rj> . (307D)

Inserting eq. (307b) (eq. (307a) resp.) in the CES production function and solving for L’
(K7 resp.) leads to the conditional demand for labor (capital resp.):

. A B A A PN P A N
L =Y (A7) <WJ> (X7)1-7, K=Y’ (B’) ( 7 ) (X7)1=o7 , (308)
where X7 is given by:
X0 = ()7 ()7 )T ()T ()T )T (s
Total cost is equal to the sum of the labor and capital cost:
V=Wl +RK. (310)

Inserting conditional demand for inputs (307) into total cost (310), we find C7 is homoge-
nous of degree one with respect to the level of production
1

CI=dYI, with = (X)o7 . (311)

Using the fact that (¢/) 1= = xi , conditional demand for labor (307a) can be rewritten
as [/ =Y/ (Aj )Uj_l <%) (cj )J] which gives the labor income share denoted by sé:

. N
i wWiLJ ol (WY nol—1
S = pPivyi ('Y]) (Aj> (C]) ; (312a)
Lo~ . 1—0gd
. RIKTJ ol [ RI i
e (Bj) ()" (312b)

0.3 Short-Run Solutions

Sectoral Wages and Capital-Labor Ratios
Plugging the short-run solutions for L7, LY, KH KN, given by (245)-(247) into the
demand for capital and labor (302a)-(302b), the system of four equations can be solved

for sectoral wages W7 and sectoral capital rental rates R’/. Log-differentiating (302a)-
(302b)yields in matrix form:

H H H\ LH H\ rH H\ gH
_ 1-sp wH + _1 [ 1=sp wN 1—sp rH 1—sH BN
~H TH wH ~H L H ~H K H ~H K H
NN\ LN N\ LN N\ kN N\ kN
_( lzsL wN | ==L wN 1 1-sy, RrRH 1-sy, RN
N N N N WwN N "N N "N
H H LH H H gH
s Fwn sp Fww _ | s KgH 4 1 s;, KRN
oH LH oH LH oH kH RrRH oH kH
N LN N LN N kN N kN
L “wH L “wN Sp, _RH _ |2 RN 4 1
SN LN ~N LN N KN N KN RN
dw
« dwN
drRH
dRN
H\ LH H\ LH H H H H_ H
1osp PN ;pN 4 | 1252 pH 1| gpH _ (1250 ) KK gp _ [ 1250 ) guKoH _ (o -1)+sF AH _ [ 1=
~H L H H T H PH ~H KH ~H o H
N N N N
L I DS (0 N T S (L .5 S (s i P Gl S o) SN
N LN PN N TN N KN N N
= H L H H o H
_SL Z“pH ,pN _ | 5L “pH 1| apH 4 °L KK ,
H H (o4 o o
LN




4 N7 N 17
From eq. (296), ie., ufi(t) = (u?3> (ug’3> , the capital utilization rate is a

function of its symmetric and asymmetric components:

uK,j — quj <u§7]7ug,]> , (314)
where ok ok
u 7‘7 u 7]

D=y o =1-n. 315

By using the implicit function theorem, eq. (313) together with eq. (314) leads to the
short-run solutions for sectoral wages

Wi — wi (X, K, Pj,Aj,Bj,uf;’j,ug’j) . j=H,N, (316)
and capital rental rates
R =R (X, K,Pi Al B, ugfﬂ',ugﬂ') . j=H,N. (317)

Inserting sectoral wages (316) into (245), sectoral hours worked can be solved as func-
tions of the shadow value of wealth, the capital stock, the price of non-traded goods in
terms of foreign goods, PV, the terms of trade, factor-augmenting productivity and capital
utilization rates:

=1 (?\,K,Pj,Aj,Bj,u?j,ug’j), j=H,N. (318)

Inserting capital rental rates (317) into (247), sectoral capital stock can be solved as func-
tions of the shadow value of wealth, the aggregate capital stock, the price of non-traded
goods in terms of foreign goods, PV, the terms of trade, factor-augmenting productivity
and capital utilization rates:

K = K (X,K, PN,PH,AJ‘,BJ',u?J',ugj> . j=H,N. (319)

Finally, plugging solutions for sectoral hours worked (318) and sectoral capital stock
(319), and using (296), production functions (299) can be solved for sectoral value added:

Yi = vyi (X,K, Pi Al BI ug’j) . j=H,N. (320)

Symmetric and Asymmetric Components of Capital Utilization Rates, u?’j (t)
and ulS7 (1)
Inserting firm’s optimal decision for capital (302b) in sector j in the optimal intensity
in the use of physical capital (298b) leads to:
ufod (t)
U 7o

=+ (B0 -1) = (1=2) (B0) T @O RI0) 7 (v 0)7
(321)

Inserting intermediate solutions (318) for sectoral hours worked and (319) for sectoral cap-
ital into (321) and log-differentiating leads to in a matrix form:

=
T

=
I

(322)

H K,N H N JH K,N JH K,N
a a _%L _“s + L _Us L “p_ L "D
11 12 o H H 2y H S H H ey H
L «h L e
H K,N H K,N H K,N H K,N
sH w sH w sf _wp ™ el ep
a2t N a22 —oH LE Y oH TgH T oH LH oH kH
L K L K
si\] uIS( H 52’ ug H 52’ 'LLID(’H 52’ ug’H
TN TN T N TN ToR TN PN TR 83 e
L K L K
N UrH N K,H ~N Uk,.H N K,H
_L _“s + %L s _L "D +L "D aas aaa
N LN N T gN N LN SN TN
K, H
PYie
5 n
X AQ,N
u
EN
“p
H LH, H gH. H 1 H H H H H__H
S i i i b st g s B daxd 4 (L Ex L KR\ g SLAH (T —SL | gH
XJ=AJ,BI,Pi,j=H,N \ oH LH SH KH SHTH ~— cHEKH Pz p
H LH. H gH. H 1 H H o H H H__H
S i ai i i SLoxd  fL CXd ) gxdo4 (2L B fL KR ) gp o SLogH _ (2 —fL | gH
XJ=AJ,BI,PJ j=H,N \ oH LH SH KH ~H TH ~ JH gH ~H p.
= N LN N kN, ) N ;N N N N N__N
S i i i i Spooxd Lo Txd\ gxd o4 [ SLoEK . SE KR ) g SLOAN (2 —SL | N
XJ=AJ,BI,Pi,j=H,N \ N LN N KN SNIN ~ N KN N p
N L. N kN N ;N N N N N__N
S i SpoTxg  fp o Cxd ) x4 (2L B S KR ) g SLOAN _ (2 —fL ) gN
XJ=AJ,BI,Pi j=H,N | oN LN SN KN SN IN = N N N p.



where X7 = PH PN 7H 7N and

ai = §S+777H+(1—77) T oH [ H +UH KH ’ (323a)
— sL sf LuKH sf Kﬁfﬂ
H H H L K,H H K JEH
o' — sy 57 T sy
az = — <UH ) n- G—rm t oH A (323¢)
H H H LHKH H K JEH
_ | 52D SL Sp _up SL
ag = {,D+(1—77)07H+77 T H Li):] T K%’ ) (323d)
N N
&s sy P I
ass = 5{\;54‘7707\74‘(1—77) TN Liv TN Kiv ’ (323¢)
N N N LNKN N K LN
ol —s st Tu s
o= (T ) @ - R T h (3230
N _ N N LNK,N N K K,N
a43 T )yt sy PL s ; (323g)
oV oV LN oV KN
N KN,
fév siv s LuK’N sl K
- : °L 4 (] _ _ 2L "o spup™ ) 323h
Q44 1D+770_N+( 77) oN N oN KN ( )
The short-run solutions for capital and technology utilization rates are:
ull = w9 (N K, PI, AT B7), ¢=8,D, j=H,N. (324)

Intermediate Solutions for R/, W/, KJ L7 Y

Plugging back solutions for the capital utilization rates (324) into the intermediate
solutions for the sectoral wage rates (316) and the capital rental rates (317), for sectoral
hours worked (318) and sectoral capital stocks (319), and for sectoral value added (320)
leads to intermediate solutions for sectoral wages, sectoral capital rental rates, sectoral
hours worked, sectoral capital stocks, sectoral value added:

W R, L, K7, Y? (N K, PN, P A" BH AN BN). (325)

0.4 Market Clearing Conditions

Finally, we have to solve for non-traded good prices and the terms of trade. The role of
the price of non-traded goods in terms of foreign goods is to clear the non-traded goods

market:
N_oN 4 GN 4N 4 (C?N + cng) KV, (326)

The role of the price of home-produced goods in terms of foreign-produced goods or the
terms of trade is to clear the home-produced traded goods market:

T O Gt gt XH 4 (G + of) K. (327)
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As shall be useful to write formal expressions in a compact form, we wet

ouot oulsH
AgH = YIIDL{H - CgH - JgH - XgH - ffg SH - f{{D DH s (3283)
oP oP
AH _yH _oH _ gH H a“?’H u Oup™ 23h
Py = Ypn = Cpy = Jpn = &is3pn —&pgpm (328b)
H H H  7H  ¢H aug’H u Oup™
Ag =Yg —Cg —Jk — 51,587 - 51,0677 (328¢)
H H H H au?H H aug’H :
A =Y, — Oy —51,SW—51,DW, J=H,N, (328d)
H H H _ (H augﬂ¥ u Oup”
Ap;j =Yg —Cpg; — §I,SW - 51,DW7 Jj=H,N, (328e)
N SN
Agj:Yg—C%—J%—S{YS%—dYD a]@j , J=H,N, (328f)
N N N N _ N a“?’N v dup™
Ag =Yg —Cg —Jg —5175 oK LT (328g)
6uAj,N 8uAf,N
AN, =YY -cl - T - g{gﬁ - &) aﬁu , j=H,N, (328h)
8qu’N aqu’N
Api =Yy —Cpi = Jh — s~ 5 —€lp—por— i=H,N.  (328)

Totally differentiating the market clearing conditions (326)-(327) leads to in a matrix
form:
( %H AgN ) ( dpi ) _ ( —A%dKJr Jng ~Yun AgjdAj Y iun A%dBj
(329)
Applying the implicit functions theorem leads to the short-run solutions for the terms of
trade and non-traded good prices:

pPH PN (N K,Q, A", BY AN BY). (330)

Plugging back the solutions (330) for sectoral prices into (324) and (325) allow us to
find the final versions of solutions of capital utilization rates, sectoral wages, sectoral capital
rental rates, sectoral hours worked, sectoral capital stocks, sectoral value added:

ug? up? W9 RI, L K9, YT (N K, Q, A", BY, AN BN) . (331)

Inserting the solutions for prices into the intermediate solutions for consumption (243) and
investment (263)
09,Q9 (S\,K,Q7AH,BH,AN,BN) ) (332)
where g = H, N, F..
Using the fact that factor-augmenting efficiency X/ (with X = A, B, j = H,N) has
both a symmetric S and an asymmetric D component across sectors,

X7 = X7 (Xg, X{)) . (333)
where 93 ) o7 )
. X X ) X7 X7

and inserting (333) into (330), (331) and (332) leads to the following solutions for capital
utilization rate, sectoral wages, sectoral capital rental rates, sectoral hours worked, sectoral
capital stocks, sectoral value added:

Plug? ubd WL R L KT YT (WK, Q,X2), j=H,N, (335)
and for consumption and investment in good g = H, N, F":
Y, Q% (\ K,Q,X]), (336)
where X = A, B, j=H,N,c=S5,D.
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0.5 Solving the Model

In our model, there are nine state variables, namely K, X! where X = A, j=HN,
¢ =5, D, and one control variable, (). The capital accumulation equation reads as follows:

YN ON -GN (N s oY) KN vy >
K= — T - ( - 5K> K. (337)
PN J 2\ K
(%)

Inserting short-run solutions for value added and the capital utilization rate (335), in-
vestment and consumption in non-tradables (336), into the physical capital accumulation
equation (337), and plugging the short-run solution for the return on domestic capital (335)
into the dynamic equation for the shadow value of capital stock (298a), the dynamic system
reads as follows:'6

N J 2
k;T(K,Q,Xg) - " (K’Q’Xc) _¢J*‘5KK*£{%*1} , (338a)

0y PN PH (), PN ()
Py [PH).PN ()]

£, (16,0 x2) K (@ 50) (9 (16,0, x2)) " (w5 (K@ x0))

n

Q;E(K,Q,Xg) = (r*+§K)Q*[ K
B Z [Cg'jug'j (K,Q,XZ>+Cg’jug’j (K,Q,Xﬁ)} M
J
+py [P0 PN (O] o () + 2650 | (835)

where EN = YN — N -GV — <C§<’N + CgN) KN

0.6 Current Account Equation and Intertemporal Solvency Condition

Following the same steps as in subsection N.6, the current account reads as:
N =r*N+ PHXH _ pF, (339)

where X = YH — CcH — GH — JH stands for exports of home goods and we denote by
M¥ imports of foreign consumption and investment goods:

ME=cF +GF +J*r. (340)

Substituting first solutions for sectoral prices P/ given by (335) into export function
(267) and substituting solutions for consumption and investment (336) into (340) allows us
to write the current account equation as follows:

N = "N+EZ(\K,Q, X)),
= *N+PY(\K,Q X)) X" (\ K Q,X])
0.7 CES Technology Frontier

We assume that firms in sector j choose labor and capital efficiency along the technology
frontier which is assumed to take a CES form:

J_ Jj_ 7
aZ1 (7Z1 o']Z—l

v (A1) =+ (1 _ Vg) (Bi(t)) < Zi(b), (342)

where Z7 > 0 is the height of the technology frontier, 0 < ’y]é < 1 is the weight of labor
efficiency in technology and o7, > 0 corresponds to the elasticity of substitution between

16We omit the shadow value of wealth from short-run solutions for clarity purposes as A remains constant
over time.
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labor and capital efficiency.

Performing the minimization of the unit cost for producing

(53) subject to the technology frontier (342) leads to:

where we used the fact that

fsz

——; ( ) L (343)
)" (%9)

103 031

= ]L(t), see eq. (312a), and

) i ; 1—g7 . _
(1- 'yj)gj (RJ-(t)> (¢J (t))g] =1- SJL(t) see eq. (312b). As shall be useful later, we

Bi(1)

solve eq. (343) for s

J 1
g o (49) 7
L - O'Jéfl oéfl ’
7 (A0) E 4 (1-4%) ()
Uj -1

(344)

AN o1
()

where we made use of (342) to obtain the last line.
Log-linearizing (342) in the neighborhood of the initial steady-state and making use of

eq. (344) leads to:

Z2(t)

Solving eq. (345)

I 1 ol 1

= 7 (éj) Es Al () + (1—7§> <§j>aé3j(t)y
_ sgAi(t)+(1—sg) Bi(t).

and the log-linearized version of the demand for factors of production

(345)

(305) leads to the solutions for A7(t) and B7(t). By using the fact that factor-augmenting

productivity has a symmetric and an asymmetric component across sectors, i.e.,

X7 (x4, X},

(see eq.

XJ =
(333)), leads to the solutions for A%(t) and Bi(t) described by

(32a)-(32b) in Online Appendix J.10.

P Solving for Permanent Technology Shocks

In this section, we detail the steps to solve the model for permanent technology shocks
which have a symmetric and an asymmetric component. ‘ o

The percentage deviation of factor-augmenting efficiency X) = AL, B! relative to its
long-run new value X? (¢ =S, D, j = H, N) is described by:

Xy(t) = et =

; j
J | o—XXx,st
(1*565)6 X,8%

X9(t) = et _ (1 — :133D> efxgth,

(346a)

(346b)

where XI(t) = M, 2l (¢ = S,D, j = H,N) parameterizes the impact response of

X?

factor-augmenting technological change; §§< > 0 and X]}( > 0 are (positive) parameters
which are set in order to reproduce the dynamic adjustment of factor-augmenting techno-

logical change.

Linearizing the dynamic equations of physical capital and its shadow price in the neigh-
borhood of the steady-state, we get in a matrix form:

(o )= (5

2Q dQ(t)

(347)
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where the coefficients of the Jacobian matrix are partial derivatives evaluated at the steady-
state, e.g., Tx = g—;{ with Y = K, (@, and the direct effects of an exogenous change in
factor-augmenting productivity on K and @ are described by Yx = 2L and Ty = 2=

0X ox>
also evaluated at the steady-state.

Now define the auxiliary vector X (t) = < §1 Eg ) as follows:
2

X(t) =V~ Y (1) (348)

Given this renaming, we can write the system as:

X(t) = AX(t) + VI2S(t)
141 0
0 v
the product V1%

where A = >, V! is the inverse of the matrix of eigenvectors; let us write out

Ui U2 T T T T T T Y Y
X<2A§ Yor Yar Yoy Yag Yoy Yap Yy )
A§  “BE “AY “BY “Af “BY  “AY “BY

U1 U22

The product leads to a matrix of the same size as the matrix of shocks, i.e., with two
rows and eight columns with elements denoted by sy = unTXg- + U192 X and s9p =
ug1 Y xi T U9 X (I indexes the row, k indexes the column).

The differential equation for X (t) reads:

Xt =wnXit)+ > > D suX] [ el (1—xd) e—xﬂ},ct} : (349a)

¢=S,D j=H,N X=A,B
Xo(t) = 1 Xa(t) + Z Z Z 51 X7 [e_gé(»ct — (1 - :Cﬁ) e_X]cht} . (349Db)
¢=S,D j=H,N X=A,B
Solving (349a)-(349b) for X;(t) and Xs(t) leads to:

_ | ; |
dX1(t) =dX1(0 Z Z Z SlkX (e”lt — e—gk}g) _ (1 _ 35?:) (%) <eu1t _ XX,

e=S.D j—H,N X— ABV1+§XC_ Y1+ XX,
(350a)
x| - RS -
Xa(t) = %)+ 3 3 Y X (o) - (1) (x) (et — e
e=S.D j—H,N X— ABV1+§XC_ Vo2 + XX,
(350b)
As shall be useful to write the solutions in a compact form, we set
. X7
A = - JIRTE (351a)
v+ €X,c
. X7
T (351b)
Vo + €X,c

| g
Xt — (1 _ 933) 7@90’ (351c)

1 c j

v+ XX.c

| gl
03¢ = (1 - ) ﬁ (351d)

J

vy + XX.c

The solution for X;(¢) and the ’stable’ solution for Xa(t), i.e., consistent with convergence
toward the steady-state when ¢ tends toward infinity, is thus given by:

dX1(t) = X1t + Z Z Z A{(Z {efggﬂct —(1- xi) efxgﬁct,} , (352a)

¢=S,D j=H,N X=A,B

o) ==Y 3 3 Af [l —(1-al) e vl (@352m)

c=S,D j=H,N X=A,B
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where

Xn=dxi0)- 3 Y 3 af(1-e). (353)

¢=S,D j=H,N X=A,B
Using the definition of X;(¢) (with ¢ = 1,2) given by (348), we can recover the solutions
for K(t) and Q(t):
K(t) — K = X1(t) + Xa(t), (354a)
Q) — Q = wy X1 (t) + wi Xo(t). (354b)

Linearizing the current account equation around the steady-state:

N(t) = rdN(t) +ExdK(t) + SdQt) + > > > EdXi(t

¢=8,D j=H,N X=A,B
= (EK-i—EQw%)Xl(t)—F(EK—I—EQw%) Xo(t)

+ Y Y Y x [e‘f?ct— (1 - i) e—x%;,ct}. (355)

¢=S,D j=H,N X=A,B

Setting N1 = Ex + Eqws, No = Ex + Eqw3, inserting solutions for K (¢) and Q(t) given by
(354), solving yields the solution for traded bonds:

Y Y Y o ew)

*
¢=S,D j=H,N X— A35Xc+7"

dN(t) = eT*t[(NO—N)

P Y Y Y A e n s vy A (e

c=S,D j=H,N X=A,B Xc c=S,D j=H,N X=A,B Xc

Vl_r* Z Z Z XJX [ % ot @Xc,e X,Ct7:|

*
=S.D j=H,N X— ABchJ”“

AX i i, i
- M Z Z Z {e xet —ofee XX’ct,]

*
¢=S.D j=H,N X=A,B Xc‘H“

PNy Y S T o],

¢=S,D j=H,N X=A,B

where Wzlv = N1 X711 and we set

j +r*
X/ _ (1- xj) gXC _ (357a)
XX c + 7”*

&

oXH — Xt >X 7* (357b)
XX c +r
E +r*

orH = oy e (357c)
XX,c +r*

Inserting the transversality condition into (356) leads to the ’stable’ solution for the stock
of foreign assets:

DN S0 D i

*
=S.D j=H,N X— ABSXCJ'_T

AX el i, i
- M Z Z Z {e xet e Xcht,]

*
¢=S,D j=H,N X=A,B Xc‘H"

+ N Y D> Z [*%t—@fg’”e%cct,], (358)

¢=S8,D j=H,N X=A,B

X]XJ

{ Yot _ Xt X@t}}
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which is consistent with the intertemporal solvency condition

X .
N = 1/1—7’*+ Z Z Z XJ (1_6)(57,)

*
¢=8.D j—H.N X— ABch+7"

DD IEDS

*
=8.D j=H,N X— AB§XC+7° =50 joH.N X=AB &

where dN = N — Ny. Eq. (359) determines the change in the equilibrium value of the
marginal utility of wealth which adjusts once for al once the permanent shock hits the
economy so that the open economy remains solvent.

Q Semi-Small Open Economy Model with Sticky Prices

In this section, we extend our baseline model by introducing nominal price rigidities on
non-traded goods. We allow for non-separable preferences and assume both imperfect
mobility of labor and capital across sectors. Sectoral goods are produced by means of CES
production functions. We do not repeat the main elements of the model, see section O, and
emphasize the main changes caused by the assumption of sticky prices.

Building on Farhi and Werning [2016] and Kaplan, Moll, and Violante [2018], we propose
a New Keynesian model with heterogeneous good producers. Like Farhi and Werning [2017]
we consider a two-sector open economy with sticky prices in the non-traded sector. While
Farhi and Werning [2017] abstract from capital accumulation, in the lines of Kaplan et al.
[2018], we allow for capital accumulation and generate sticky prices by assuming quadratic
adjustment costs. Time is continuous.

There are five agents: households, the government, intermediate good firms, retailers
and final goods producers. While the terms of trade deteriorate significantly on impact
and along the dynamics, non-traded goods prices adjustment only gradually. Therefor we
assume that only non-traded goods are subject to sticky prices. To allow for sticky prices
in the non-traded sector, we assume that there are imperfectly competitive intermediate
good producers in the non-traded sector which produce differentiated goods which are sold
at (flexible) prices M* to retailers. Monopolistically competitive retailers purchase input
goods from the input good firms, differentiate them and sell them to final good producers.
Each retailer ¢ chooses the sales price to maximize profits subject to price adjustment costs
as in Rotemberg [1982], taking as given the demand curve and the price of input goods
MY . Adjustment costs are assumed to be quadratic in the rate of price change and to be
proportional to value added in the non-traded sector:

. . 2
pYN_o (B}
0 (PN> =3 (PN> PNY N, (360)

I}ZZ stands for the individual price inflation 7)¥; # > 0 determines the degree of price
stickiness in the non-traded sector. Existence of quadratlc costs generates profits in the
retail sector, HZN’R. While the government provides a subsidy 7% to retailers so as to reduce
the price over the marginal cost to one, the subsidy is financed by means of a lump-sump tax
TN which is transferred to the households lump sum. Finally, a competitive representative
final goods producer aggregates a continuum of output produced by retailers.

The small open economy takes as given the world interest rate. Like Chodorow-Reich
et al. [2023], we consider an open economy with a fixed exchange rate regime which has
removed all capital controls so that the domestic interest rate collapses to the world interest
rate. While this assumption avoids adding too much complexity because the Taylor rule
collapses to r = r*, this ensures that the baseline model is obtained when we let the
parameter of the price adjustment cost function be zero.
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Q.1 Households

All elements which characterize the behavior of households is detailed in section N.1. While
households supply labor and capital services, they also choose the capital utilization rates.
They are the owners of retailers and thus receive the profit HfV’R which will be detailed
later:

N(t) +Pc(t)C(t) + Py(t)J(t) + Z Pj(t)CK’j(t)uK’j(t)K(t)—i—g(WN(t))zPN(t)YN(t)
j=H,N
= PNt +W(E)LE) + / 1 () di+ RE (DK () Y ade(uI(t) = T(t).  (361)
0 j=H,N

Households maximize their lifetime utility where instantaneous utility is assumed to be
non-separable in consumption and leisure (214)-(215) (i.e., we consider Shimer [2009] pref-
erences) subject to the budget constraint (361). First-order conditions are described by the
set of equations (220a)-(220f).

Q.2 Home-Produced Traded Good Firms: Flexible Terms of Trade

Firms in the traded sector faces two cost components: a capital rental rate R (t) and a
wage rate W (t):

Cmax () = max {PH(t)YH(t) —WH@)LH (t) — RH(t)f(H(t)} . (362)

KH(t),LH (t) KH(t),LH (t)

The first order conditions of the firm problem in the traded sector are:

ot 1 _1 a1

PH (1 o ,yH) (BH) oH (’LLK’HKH) oH (YH) JH _— RH, (363&)
1
g

H

PHAM (AM) 5T (L) (vH)

wh. (363b)

Q.3 Final and Intermediate Non-Traded Good Producers

We assume that within the non-traded sector, there are a large number of intermediate good
producers which produce differentiated varieties and thus are imperfectly competitive.
Final Non-Traded Good Firms
The final non-traded output, Y7, is produced in a competitive retail sector using a
constant-returns-to-scale production function which aggregates a continuum measure one
of sectoral goods:

vV = [/01 (X{V)Tdirwl, (364)

where w > 0 represents the elasticity of substitution between any two different varieties and
X} stands for intermediate consumption of ith-variety (with i € (0,1)). The final good
producers behave competitively, and the households use the final good for both consumption
and investment.

Denoting by PV and PZ-N the price of the final good in the non-traded sector and the
price of the ith variety of the intermediate good, respectively, the profit of the final good
producer reads:

1 w=1 % 1
ey = pV { / (xN) = di] - / PNXNdi. (365)
0 0
Total cost minimizing for a given level of final output gives the (intratemporal) demand
function for each input:
N BN\ N
XN = <P1N> vV (366)

and the price of the final output is given by:

(| (B ai)
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where PZ-N is the price of variety 7 in sector j and P is the price of the final good in sector
j = H,N. According to eq. (366), the price-elasticity of output of the ith variety within
the non-traded sector is:
oxX) PN _
oY XN~

(368)

Intermediate Goods Firms

Each intermediate good producer faces two cost components: a capital rental cost equal
to RN (t) = RV (t), and a labor cost equal to the wage rate W (t) = W (t),. Intermediate
good producers choose capital services and labor by taking prices as given:

Cmax V() = max {MN(t)YN(t) —WN@)LN(t) — RN(t)f(N(t)} . (369)

KN(t),LN(t) KN(t),LN(t)
where KV =« NKN and YV is given by eq. (364).

The first-order conditions of the firm problem are:

1 1

N —
MY (1=4V) (BYN) o (KN EN) o8 (yN)o¥ = RN, (370a)
1
N

N1

MNAN (ANYT (LN) T (YN = N, (370D)

Q.4 Retailers and Price Stickiness

We assume that the monopolistic competition occurs at the retail level. The retailers
purchase input goods from intermediate good producers, differentiate them and sell them to
final good producers. Each retailer chooses the sales price PZ-N to maximize profits subject to
price adjustment costs as they differentiate and sell them to final good producers. Retailers
experience quadratic costs in adjusting type-i good variety and thus are the source of sticky
prices: the price PiN is therefore a state variable. Each retailer ¢ in the non-traded sector
charges a price PiN to maximize profits subject to price adjustment costs & la Rotemberg
[1982], taking as given the demand curve for type-i good variety and the aggregate price
index in the non-traded sector PV. The adjustment costs are assumed to be quadratic in
the rate of change of non-traded prices and are assumed to be proportional to value added

in non-traded sector: )
PN 9 [ PN
0 (PZ.N) =3 (ﬁw) PNY N, (371)
7

N _ b iN
i T pN
stickiness in the non-traded sector. We assume that retailers receive a proportional constant
subsidy on type-i good variety, 7V, setting the steady-state markup to one. This subsidy
is financed by a lump sum tax on retailers 7.

Each retailed maximizes the expected profit stream discounted at the real rate rV (s) =

r* — 1N (s), ie.,

where 6 > 0 the individual wage inflation is 7 ; 0 determines the degree of price

17 (¢)
max

. 2

© . PN (1+7N) - MY PN

= max/ e Jor™ (s | 71 ( +TN) X{V—Q ) YN (372)
PiN7PiN 0 P 2

subject to PN (t) = =N (t)PN (t). Note that in line with the current practice, we divide the
profit by the price index. The control variable is PV (¢) and the state variable is P/ (¢).
To solve the optimization problem, we set up the current-value Hamiltonian for the i-th

retailers (R) in the non-traded sector (N):

. 2
PN PN\ Y MN PN\ 0 [ PN .
RN i N i N i N [ N N HN
" = PN(1+T)<PN> Y _pN<PN> Yo-glpr ) YO HATES
. 2
PNy MN iy 9 [ PN -
= <];N> 1+ vV - e (PY) “YN =3 (P’N YN+ ANPN(373)
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where we have inserted X}V = (%)7 YV (see eq. (366)). First-order conditions read:
o Y N
ek 0, QPiN = AV, (374a)
o « _ _NYAN _ AN
SN2
_ N
1—w) (PN)™ MN e b
Q=P vy Yy ()
(P¥) (P) ()

:(r*—WN)Afv—Afv,

(1-w) 1+ YN MmNy N (’/TN>2
PN + (PN)2

* N N N i N 7TN’j N N

1— 1 N N rj
( W)é +7 )+J\4; %+(WN)2:(r*_WN)WN_ﬁN_WN%_i_(ﬂN)?,
MN ~1 L
er—i-(;[PN—<ww> (1—|—TN)]:7TN [r*—WN—YN ,
N N
ﬁN+z[%—1}:wN[w—wN—}Y/N : (374b)

where we assume a symmetric situation to get the second line of the second first-order
condition, i.e., PV = PN, and we have inserted (374a) which has also been differentiated

1
w.r.t. time: N N N,
AN _ TN T N ™ PY N
To get the last line, we assume that the government sets the revenue subsidy 7%V so that

(=) (14+7Y) =1, ie,

1

N

T =——2>0. 375

ST (375)
This subsidy 7% is financed by a lump sum tax on retailers 7% which is transferred to the
households lump sum. We drop the subindex ¢ because we consider a symmetric situation.
The total profit of retailers, net of the lump sum tax, is:

! o [PV’
/OHﬁNdZ‘:HN:(PN—MN)XZ-N—2 oy | Y. (376)

where XZ-N = XN = Y% in a symmetric steady-state.

Q.5 Solving the Model

Totally differentiating (363a)-(363b), (370a)-(370b) and inserting solutions for L7 and LY
given by eq. (245) and solutions for K* and KV given by eq. (247) into (363a)-(363b)
allow us to solve the demand for labor and capital in the traded and the non-traded sector
for sectoral wage rates and sectoral capital rental rates:

wH W RHE RN (MM, PH K, PN ofH SN AR BH AN BN X)) (377)
Plugging the demand for capital (370a) in the non-traded sector into the decision about
capital utilization rate (298b), and totally differentiating leads to:
N _ N

év Sg ~ KN Sg >N N O — S5\ AN SLN AN

g g

169



where we do not repeat the log-linearized versions of the optimal decisions for the capital
utilization rates for the traded sector described by eq. (321). Inserting first solutions for
L7, K7, and Y7, and invoking the implicit functions theorem leads to:

W7 (MY, PP K, PN AT BE AN BN ). (379)
Plugging back solutions for capital and technology utilization rates into (377) yields:
LK yi oo (MY, PP K, PN, AR BH AN BN ), (380)

Inserting appropriate solutions, the non-traded goods market clearing condition (326)
can be rewritten as follows:

YN (MY, PP K, PN AT B AN BN X) =N (A, PN, PP + GN + TV (K,Q, PN, PT)

+ CEN [N (MY, PE K, PN AR BH AN BN N KN + g (=N (1) YN () (381)
Linearizing (381) leads to:
dYN(t) = dCN (t) + dJN () + KN eN dufN (1), (382)

where we used the fact that 7% = 0 at the steady-state so that the term 0zNYNdr™ (1)
vanishes.

Inserting appropriate solutions, the traded goods market clearing condition (327) can
be rewritten as follows:

vH (MmN, PP K, PN AR B AN BN X) = (N, PN, PH) + GP + T (K,Q, PN, PH)
+ CRH [ SH (AN PH R PN AR BE AN BN X)] K. (383)

Linearizing (383) leads to:
dYH(t) = dCH (t) + dJ7 () + X (t) + KH e du?T (1), (384)

The market clearing conditions for the home-produced and non-traded goods, i.e., (381)
and (383) allow us to solve for terms of trade and non-traded intermediate good prices:

PH MY (K, PN, A" BH AN BN N). (385)
Inserting (385) into (379) and (380) leads to:
LI K7, YT, C9,u™ (K, PN, AT BT AN BN ). (386)

Dynamic System
The dynamic system comprises four dynamic equations:

K_YN_CN_GN_CK,N(UK,N)KN_g(ﬂN)ZYN _5KK_£ [Q_l]z
— = 7
-0 2L
(387a)
: 1
Q:(r*—|—5K)Q—{K[RHuK’HKH+RNuK’NKN]
1 1
_pHOKHKH _ pNOKN KN L p B (2 5 ) (= 45, 8, (387h)
2\ K K
PN =aNpN, (387c)
YN w [MY
N _ _N|x__N
=T [T T YN _Q[PN_l] (387d)
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where YN, ON | JN ofOH oSN AN (K, Q,PN AH BH AN BN G). The dynamic system
can be rewritten in a compact form:

K=17(K,Q,P", A" BH AN BY), (388a)
Q=3 (K, QPN A" B AN BN), (388b)

PN = 7N pN (388¢)
N =1 (K,Q, PN, A", B" AN BN). (388d)

Linearization and Solutions
Linearizing (388a)-(388d) in the neighborhood of the steady-state, we get in a matrix
form:

K(t) Tk Yo Ypv O dK (t)
Q1) _ | ¥x X Xpv O dQ(t)
PN (1) o o0 o =V dPN(t)
er(t) [l Ilg Ipy 7 dWN(t)
Sion TardA () + Xy Y pidB (1)
4 Z]:H ZAj dA] (t) + Z]:H EBj aB’ (t) (389)
0 Y

SN Ty dAi () + N TdBi (1)

where the coefficients of the Jacobian matrix are partial derivatives evaluated at the steady-
state.

We define auxiliary variables X (t) = AX(t) + V~'XZ(t) where Z(t) is the vector of
technology shocks and ¥ is a matrix which collects the effects of shocks on the dynamics,
and A is the matrix of eigenvalues with v1,v9 < 0 and v3,v4 > 0 on its diagonal, and V is
the matrix of eigenvectors. We define V1% = S which is a matrix which has the same size
as the matrix of shocks.

The solutions for capital, the shadow price of capital, non-traded prices and inflation of
non-tradables read:

K(t)— K = 24: X;(t), (390a)
=1

Qt)—Q= iwéXi(t), (390b)

PN(t) — PN = iwéXi(t), (390c)
=1

Nt) - = 24: wi X5 (t), (390d)
i=1

where 7V = 0 at the steady-state.
Current Account and Intertemporal Solvency Condition
The current account reads:

N(t) = r*N(t) + PH)XH(t) — MF (1), (391)

where XH =YyH" _cH _gH — JH _ CKHKH stands for exports of home goods and we
denote by M imports of foreign consumption and investment goods:

MEF =cf +Gf +J*r. (392)
Inserting appropriate solutions, the current account equation reads:

N(t) =r*N(t) + Z (K(t),Q(t), PN (t), X/ (t)), j=H,N, (393)
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where X7 = A7, BJ. Let us denote by Ex, 2, Epn~, Zx; the partial derivatives evaluated
at the steady-state of the dynamic equation for the current account w.r.t. K, Q, PV,
and X/. Linearizing (393) in the neighborhood of the steady-state, inserting solutions for
K(t), Q(t), PN(t), together with the law of motion of X7(¢) and solving yields the general
solution for the net foreign asset position:

4
AN(t) = |(No = N) = > _U;D; — UsDy | "' + Uy Dy et + Uy Dye™?, (394)
=1

where Ny is the initial stock of traded bonds and we set

E; = Eg+Equwh+ Epnuwi, (395a)
E.
U = . (395D)

VZ'—T*

Invoking the transversality condition, we eliminate explosive paths and set D3 = Dy = 0.
It leads to the linearized version of the nations’s intertemporal solvency condition

No— N =U1D1 +U9Ds. (396)

Setting ¢ = 0 into (390a) and (390c) leads to Ko—K = D1+ Dq and P& —PN = wlD;+w2Ds
which can be written in a matrix form:

1 1 D1\ ([ Ky—-K
wi w? Dy )\ PN-PN )

(Ko — K)wi — (B’ — PY)

The solutions are:

D, = o , (397a)
3~ W3
(P —PN) — (Ko — K)wy
Dy = R . (397b)
3~ W3

Inserting (397) into (396) leads to the linearized version of the net foreign asset position

No— N =& (Ko — K)+ ®py (B — PY), (398)
where
E 2 — "\ E 1 ok
oy — L1ws (v —17) 2‘“32(”1 - ) (399a)
(v1 —7*) (vg — r*) (w§ — w3)
E _ *\ E _ *
Doy = 2 =) =B (o —r 1) . (399b)

(v1 — 1) (g — %) (w% - w3)
Accumulation Equation of Non Human Wealth
Remembering that the stock of financial wealth A(t) is equal to N(t) + Q(¢t)K(t), dif-

ferentiating w.r.t. time, i.e., A(t) = N(t) + Q(t)K(t) + Q(t)K (t), plugging the dynamic

equation for the marginal value of capital (220e), inserting the accumulation equations for
physical capital (217) and foreign assets (361), yields the accumulation equation for the
stock of financial wealth or the dynamic equation for private savings:

A(t) = r*N(t)+W(t)L(t) + RE@#)K(t) Z o (I () + YN () (PN (1) — MY (1)) - G(t)

j=H,N
0 , ) ,
-3 (7N (6)* PN ()Y N (1) — Pe(t)C(t) + Py (1) (t) > PIOCTI (S () K (1) + Q) [I() —
j=HN
aJ(t)
I ( K J _

+ K@) (" +0Kg)Q {Za ZP t)C Ko (t) PJ(t)aK(t)},

= A+ TIV(1) + W(L(t) - T(t )—Pc( )C(t )
where j = H, N and we used the fact that HN fo = PNYN — Ny N
g ( ) PNYN and we assume that the government lev1es lump—surn taxes, T', to finance
purchases of foreign-produced, home-produced and non-traded goods, ie., T' = G =

(GF + PH()GH + PN()GN).
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Q.6 Solutions to Permanent Technology Shocks

When we solve the model with sticky prices, we consider an aggregate technology shock
as we are not investigating the effects of a rising share of asymmetric technology shocks.
We calibrate the shocks to A7(t) and B’(t) so that the adjustment in Z7(t) they generate
is identical to its adjustment when consider we consider shocks to the symmetric and
asymmetric components of A%(t) and BI(t). The percentage deviation of factor-augmenting
efficiency X7 = A7, B/ relative to its long-run new value X7 (j = H, N) is described by:

Xi(t)=e &t — (1—al)e XX, j=H N. (401)
where X7 (t) = W with X7 the new steady-state level, 2/ (j = H, N) parameterizes
the impact response of factor-augmenting technological change; 5& > 0 and X& > 0 are
(positive) parameters which are set in order to reproduce the dynamic adjustment of factor-
augmenting technological change.

We define auxiliary variables X (t) = AX(t) + V~'XZ(t) where Z(t) is the vector of
technology shocks and ¥ is a matrix which collects the effects of shocks on the dynamics,
and A is the matrix of eigenvalues with v1,v9 < 0 and v3,v4 > 0 on its diagonal, and V is
the matrix of eigenvectors. We define V1% = S which is a matrix which has the same size
as the matrix of shocks. More specifically, let us write out the elements of V~1%:

Uil U2 U3 Ul4 Yyu YTgu Tyu~n Ty 511 812 S13 S14
uU21 U222 U223 U4 EAH EBH ZAN EBN . S21 S22 S23 S24
Uzl uz2 U3z U4 Py, PY, PYy PIy | | ss1 sz ss3 sa
U4l U442 W43  Udd yr g IIgn Ilgw S41 S42 S43 S44
(402)

The product leads to a matrix of the same size as the matrix of shocks, i.e., with four rows
and four columns with elements denoted by s1x = u11 Y x5 + 12X + ulgPNj + w141l x5,
sop = u21 Y x5 + 22X x5 + g3 PR; + uaallys, sz = us1 Y xs + useSxs + uss Py + ugallys,
Sar = g1 Lxi + ugedixsi + U43P)]¥j + ug4ly; (I indexes the row, k indexes the column).

As shall be useful below to write the solutions in a compact form, we index eigenvalues
with the subscript ¢ (i.e., v;) and we denote

Sika

AX = — _ (403a)
vi + &
Xi v+ &
o7 =(1-27) ——=, (403b)
Vi + Xx

where Af_(j and A;-Xj are terms which are functions of eigenvalue v; and shock parameters.
Solving X (t) = v X;(t) + Y1, sikdX;(t), the solutions for X;(t) are:

Xi(t) = Xuett + Y A [e—fﬁ?t — (1 —ad) e—X’kt} , (404a)
XJ
Xo(t) = Xpe + Y Ay [e—fﬁﬂf — (1 —ad) e—xjxt} , (404b)
XJ
Xs3(t) = — Z Ag(j [e_fgft —(1—2a7) e_X]Xt} , (404c)
XJ
Xy(t) = - Ay [e—fiﬂf — (1 —ad) e—X&t} , (404d)
XJ
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where X/ = A7 B/ (with j = H, N) and

Xn = X(0) - YA (1-6), (4052)
XJ
Xo1 = X,(0) = Y- aF (1-6)"), (405b)
XJ
j Ul Xj j u9 Xj
A{U =-——= 70 Agﬁ =-——= ) (405¢)
1+ & vy + &
j UBij ] u4a:Xj
A3Xj = i Ai{] = i (405(1)
vz + &% vy + &y

where X7 = A/, B with j = H,N and x = 1,2,3,4. Solutions for X7(0) and X»(0) are
given by

wi(Ko — K) — (P — PN) — X3(0) (w? — w3) — X4(0) (w3 — wi)

X1(0) = o , (406a)
3 3

a0y = P e 1)+ X0) (e ) F X ()
w3 — w3

where K(0) = Ko and PV (0) = P{'. Using the definition of Y (t) = VX (t), we obtain
solutions for capital, the shadow price of capital, non-traded goods prices and inflation
rate of non-tradables which are described by (390). Setting ¢ = 0 into the solutions of
state variables (390a) and (390c) leads to K(0) — K = Z?:l X;(0) and PN(0) — PN =
S wiX;(0). Solutions for X1 (0) and X5(0) are:

w3 (Ko — K) — (PY — PY) — X3(0) (wf — wf) — X4(0) (w3 — wy)

Xl(O) = 2 1 y (407&)
w3 — W3

xy(0) = =P i (Ko = ) + X5(0) (wh — ) + Xa(O) (wh =)
w3 — w3

Linearizing the current account equation, inserting solutions and solving leads to:

1 2 = .. YJ .
AN(t) = —¥B oty ¥B _mt_ Z Exs X7 (e—ijt N @XJ,/e—ijt)
Vo — 1% . Exi+r*

AXj J
E j :71( _ngt_gx N _XXJt) E ( ijt_(_)X N _Xxjt>’
Pt ‘ ZfXJ‘i‘T* 2 °
A it _ X7y Ay Exit — X'/ 0
EsY (—xj_@ ’_XXJ') E (—xj_@‘v—xl'l)g
+ 3Xj fo -1 e 3 '€ + 4;@(]'—1-7“* e 1 e XAI0R)

where w}g = 1 X114, w% = F3 X9 and indexing eigenvalues with ¢ = 1,2, 3,4, we set

n=axi0)- Y Y a¥(1-e), (4092)

j=H,N Xi=Ai Bj

X =dXe0)— > Y Ay (1 - egfj) 7 (409b)
j=H,N Xi=Aj Bi
0¥ _ g St (409c)
(2 (] X‘;( —1—7"*
X = (1 - a7) >3 Gk (409d)
XX + r*

where X7 = A7, B/ and j = H, N. To get the convergent solution (408), we have imposed
the transversality condition which in turn requires that the intertemporal solvency condition

holds:
2 X7

1
w w w
N —Ny) = —2 B B 410
( 0) T*_V1+T*_V2+;T*+§Xj, (410)
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Figure 44: Theoretical vs. Empirical Responses Following a Technology Shock. Notes:
'LP (data)’ refers to the solid blue line which displays point estimate from local projections with shaded areas
indicating 90% confidence bounds; ’Sticky Prices’ refers to the thick solid black line with squares which displays
model predictions in the non-traded goods sticky price extension of the baseline model. We consider a permanent
technology improvement normalized to one percent in the long-run, see Fig. 44(a).

where we set

— EAY (1 - @g“'") — B,AY (1 - @f{jy’) . (411)

Q.7 Numerical Results

In this subsection, we explore quantitatively the dynamic effects of a permanent technology
improvement normalized to 1% in the long-run. We consider the same model as in the main
text except that we assume that non-traded goods prices are sticky and thus adjust only
gradually. The calibration is identical to that in the main text. We have to calibrate two
new parameters. Following Kaplan et al. [2018] we choose a value of 10 for the elasticity
of substitution w between intermediate goods for final goods producers, implying a steady-
state markup of 11%. We set 6 in the price adjustment cost function to 100, so that the
slope of the Phillips curve is § = 0.1.

Fig. 44 contrasts dynamic responses estimated empirically which are displayed by solid
blue lines with model’s predictions which are shown in solid black lines with squares. As
in the main text, we consider the same dynamic adjustment of utilization-adjusted-TFP
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associated with a productivity differential between tradables and non-tradables as shown
in Fig. 44(a) and Fig. 44(b). For the purpose of comparison, we consider the same
macroeconomic variables as in Fig. 5 in the main text except that we replace the relative
price of non-tradable (i.e., PN (t)/PH(t)) with the price of non-traded goods P™(t). In a
one-sector closed economy model as in Gali [1999], assuming that money supply is fixed, a
technology shock unambiguously lowers hours. A model with flexible prices can account for
the decline in hours once we assume that the economy has access to world capital markers
and trades with the rest of the world. Intuitively, when the country is open to international
trade and world capital markets, households can work less as they can import goods from
abroad to meet a higher demand for traded goods. As long as mobility costs are not
prohibitive, labor shifts away from the traded sector and toward the non-traded sector to
meet the higher demand for non-traded goods. However, since technology improvements are
concentrated within traded industries, the higher marginal cost leads non-traded firms to set
higher prices which mitigate the rise in the demand for non-traded goods. In the model with
flexible prices, non-traded hours decline disproportionately compared with traded hours.
By contrast, when non-traded good prices are sticky, see Fig. 44(k), hours increase in the
non-traded sector, as displayed by Fig. 44(d). Intuitively, in a model with flexible prices,
higher demand for non-tradables gives rise to an appreciation in non-traded goods prices
which eliminates the excess demand in the non-traded sector. Conversely, when non-traded
goods prices are sticky, the excess demand which arises in the non-traded sector must give
rise to an increase in non-traded hours worked as prices cannot adjust to eliminate the
excess demand. Because non-traded hours significantly increase and the non-traded sector
accounts for two-third of labor, total hours worked increase as displayed by the black line
in Fig. 44(c)

R Skilled vs. Unskilled Labor: Evidence

So far, we have considered that workers’ skills were homogenous across sectors. One key
question is whether the decline in total hours worked is uniformly distributed across workers’
skills and if not, how does the skill composition effect drive the time-increasing response of
hours. The evidence we document below reveals that the decline in total hours worked in
the short-run caused by a technology improvement is concentrated among skilled workers.

R.1 Skill Composition Effects: The Framework
R.1.1 Households

The representative household supplies both skilled and unskilled labor. We denote hours
worked for skilled and unskilled labor by S(t) and U(t). In exchange for offering skilled and
unskilled labor services, the worker receives a wage rate of W (t) and WY (t), respectively.
Total labor income is:
W()L(t) = WO (#)S(t) + WY ()U(t). (412)
We thus assume that the disutility from aggregate labor supply is split into the disutility
from the supply of skilled labor and the supply of unskilled labor:
o, oL oL oLl oL ”L“}

e = [T () T )

where 0 < (s < 1 (s = S,U) is the weight of skilled (unskilled) labor supply to the labor
index L(.) and oy, is the Frisch elasticity of labor supply. The aggregage wage index is:

1+op,

(413)

W) = [cs (WS ()™ 4+ WV ()] (414)

The supply of skilled and unskilled hours worked is described by:

S oL
S(1) = Cs (VVVV “;)) L), (4150)

G
U oL
Ult) =y (V;/ é?) L(b). (415b)

176



Log-linearizing (414) leads to:

W(t) =asW3(t) + (1 —ag) WY (1), (416)
where ag and ay stands for the skilled and unskilled share of labor income, respectively:
WSS(t) W)\ 2!

_ WU <WU(t)>0L+1' (417h)

T woLn U\ W

We made use of (415a) and (415b) to get (417a)-(417b).

Following Horvath [2000], we assume that hours worked in the traded and the non-
traded sectors are aggregated by means of a CES function:

€S
S(t) = [1951/65 (ST) s 4+ (1 —9g) Vs (8N) s ] o (418a)
U
ey+1 ey+1 &1
U(t) = [19(;1/60 (UH) 0 4 (1= dy) "0 (UN)?U} v (418b)

where 0 < ¥g < 1 (Jy) is the weight of skilled (unskilled) labor supply to the traded sector
in the skilled (unskilled) labor index S(.) (U(.)) and eg (e) measures the ease with which
skilled (unskilled) hours worked can be substituted for each other and thereby captures the
degree of skilled (unskilled) labor mobility across sectors.

The aggregate wage index W (.) associated with the above defined labor index for skilled
(418a) and unskilled (418b) labor supply is:

W) = [0 (W) + (1 - ds) (WS ()" T (419)
W) = [o0 (W (0) 4 (1— ) W) T, (aon)

where WSH () (WUH (t)) and WSV (t) (WUN(t)) are wages paid in the traded and the
non-traded sectors for skilled (unskilled) labor.

Given the aggregate wage index for skilled labor (419a) and unskilled labor (419b), we
can derive the allocation of labor supply to the traded and the non-traded sector for each
type of skill:

W)\ W (1))
SH(t)=Vs | -] St SNt =(1=99) [ 5] SO 420
0 =vs (T ) SO S0 =0-09) (Yps) SO G20
WUH )\ Y WUN )\ Y
UR(t) =0y | s | Ult SNty =1 —9p) | ~ne | UH).  (420b
0=t (Gpry) VO 8% =00 () U0, G2
Aggregating labor compensation across sectors and skills leads to:
WwSHGH L yySNGN — ysg, (421a)
wUHyH L wUNgN = wly, (421D)
where W is the aggregate wage and L is aggregate labor supply.

As will be useful later, log-linearizing the wage index in the neighborhood of the initial
steady-state leads to:

W3 (t) = WS () + (1 — o) WSV (1), (422a)

WU () = o WUH (1) + (1 — o) WUN (1), (422h)

where ag = W;}ZgH and a{}( = % tradable content of aggregate labor compensation:
WS’H 1+eg WS’N l+eg

ag:ﬂs (W) ’ 1—0&?2 (1_795) ( WS > ) (4233‘)
WUHN tev WUNN Fev
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R.1.2 Firms

Each sector consists of a large number of identical firms which use labor, L7, and physical
capital (inclusive of capital utilization), K7, according to a technology described by a CES
production function:

o

Vi) = [+ (AOL0) 7 + (1) (Bf(t)f?f(t))(’“;] RNCEYS

where 0 < 47 < 1 is the weight of labor in the production technology, o7 is the elasticity of
substitution between capital and labor in sector j = H, N, and A’(t) and B(t) are labor-
and capital-augmenting efficiency.

We assume that efficient labor is a CES aggregator of skilled and unskilled labor:

A1) = |+ (450)57®)) el (1-1) (40U ) Exl : (425)

where 0 < 7{1 < 1 is the weight of skilled labor in the efficient labor index, O"i is the
elasticity of substitution between skilled and unskilled labor in sector j = H, N, and Ag(t)
and A{J (t) are skilled labor- and unskilled labor-augmenting efficiency.

Because we assume that goods and factor products are perfectly competitive and since
CES production functions display constant returns to scale, one can define the labor content
of value added in sector j = H, N or the labor income share:

ovJi LI WILI _
ALY~ Piyi = Ssu (426)

and the skilled (unskilled) content of labor in sector j = H, N denoted by sg (s{]) or the
skilled (unskilled) labor income share:

oLy SI WSisi

9SiLi  WiLi % (427a)
ngi = V;ngj =5, =1- s (427b)
Aggregating labor compensation across skills leads to:
woHSH L wUHyH — ywH i (428a)
WSNSN L WwONUN — wN LN, (428b)
Aggregating labor compensation across sectors leads to:
W) L(t) = WL (t) + WN () LN (1), (429)

where W is the aggregate wage and L is aggregate labor supply.

R.2 Skill-Biased Technological Change and Sectoral Labor Income

As shall be useful later, we draw on Caselli and Coleman [2006] and Caselli [2016] to
construct time series for SBTC. Denoting the elasticity of substitution between skilled and
unskilled labor in sector j by o7, skilled-labor- and unskilled-labor-augmenting efficiency

5. U,j - - : j Wi S,

by Ay’ and A;", respectively, and the skilled labor income share by Sgit = Wi our

measure of capital-utilization-adjusted-FBTC, denoted by SBTC{, reads:
0“2—1 . (ai—l)

S 159\ L i i\ | e

SBTCJ _ Aitj/Ai ! ]L _ Ssvzt Sz]t/slj %‘ 430

it = Uj ;70,7 "\ @ J /77d ’ (430)

Ay 14 SS,i U/ U3
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Figure 45: Technology Shock and Skill-Biased Technological Change Notes: The solid blue line shows
the response of skill-biased technological change to an exogenous increase in utilization-adjusted aggregate TFP by 1% in the long-run.
Shaded areas indicate the 90 percent confidence bounds based on Newey-West standard errors. To estimate the dynamic responses
to a technology shock, we adopt a two-step method. In the first step, we estimate a VAR model that includes utilization-adjusted
aggregate TFP, real GDP, total hours worked, the real consumption wage and the technology shock is identified by imposing long-run
restrictions, i.e., technology shocks are driven by the permanent increase in utilization-adjusted aggregate TFP. In the second step, we
estimate the effects by using Jorda’s [2005] single-equation method. Horizontal axes indicate years. Vertical axes measure percentage
deviation from trend in total hours worked units (sectoral hours worked). Sample: 11 OECD countries, 1970-2017, annual data.

where a bar refers to averaged values of the corresponding variable over 1970-2017. To
construct time series for SBTCY,, we plug time series for the ratio of the skilled to unskilled

labor income share, Sg,t = Sé‘,t / (1 — sét), the ratio of skilled to unskilled hours worked,
S7(t)
ui(t)’ ,
OECD countries, 1970-2017). We find values for o7 larger than one for the whole sample
(and most of countries/sectors) thus corroborating the gross substitutability between skilled
and unskilled workers documented by Havranek et al. [2024]. When SBTCY, increases,
technological change is biased toward skilled labor while a fall indicates that technological
change is biased toward unskilled labor. Since S{S,t and S7 /L7 falls in both sectors, we expect

We also plug values for a% we have estimated for each country of the sample (11

a decline in SBT Cgt. This hypothesis is corroborated by our evidence shown in Fig. 45. Both
panels plot the dynamic response of SBTC in the traded and the non-traded sector after a
technology shock. For both sectors, our measure (430) of SBTC declines. Since O'i > 1 (with
j = H,N), it means that unskilled-labor-augmenting increases relative to skilled-labor-
augmenting productivity. Intuitively, as unskilled-labor-augmenting productivity increases
more rapidly than skilled-labor-augmenting productivity, because skilled and unskilled labor
are gross substitutes in production, firms find it more profitable to increase the demand for
unskilled labor, which makes production more intensive in unskilled hours and less intensive
in skilled labor.

R.3 Data Construction and Source

To disentangle the labor effects of a technology improvement across workers’ skills, we use
time series from EU KLEMS [2008] which are available for eleven OECD countries, see
below. The maximum time period of time is 1970-2017 and the minimum time period is
2008-2017. As shown in subsection R.4, the responses of high- and medium-skilled labor are
very similar and quite distinct from those obtained for low-skilled workers. Thus, for the
purpose of clarity, we consider two types of workers: those who are skilled by aggregating
high- and medium-skilled labor and those who are unskilled. Skilled hours worked are
denoted by S;; and unskilled hours worked are denoted by Usj;.

Source. Time series about high- (denoted by the superscript S), medium- (denoted
by the superscript M), and low-skilled labor (denoted by the superscript U) are taken
from EU KLEMS Database, Timmer et al. [2008]. Data are available for eleven OECD
countries. The baseline period is running from 1970 to 2017 but is different and shorter
for several countries as indicated in braces for the corresponding countries: Austria (1980-
2017), Belgium (1980-2017), Canada (1970-2005), Denmark (1980-2017), Finland (1970-
2017), Italy (1970-2017), Japan (1973-2017), the Netherlands (1979-2017), Spain (1980-
2017), the United Kingdom (1970-2017), and the United States (1970-2005). We calculate
the share of labor compensation in industry j for skilled labor as the ratio of the sum of
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Figure 46: Effects of a Technology Shock across Workers’ Skills Notes: The solid blue line shows the
response of labor hours across workers’ skills to an exogenous increase in utilization-adjusted aggregate TFP by 1% in the long-run.
Shaded areas indicate the 90 percent confidence bounds based on Newey-West standard errors. To estimate the dynamic responses
to a technology shock, we adopt a two-step method. In the first step, we estimate a VAR model that includes utilization-adjusted
aggregate TFP, real GDP, total hours worked, the real consumption wage and the technology shock is identified by imposing long-run
restrictions, i.e., technology shocks are driven by the permanent increase in utilization-adjusted aggregate TFP. In the second step, we
estimate the effects by using Jorda’s [2005] single-equation method. Horizontal axes indicate years. Vertical axes measure percentage
deviation from trend in total hours worked units (sectoral hours worked). Sample: 11 OECD countries, 1970-2017, annual data.

labor compensation of high- and medium-skilled labor to total labor compensation in sector

7, i.e., sl = W To calculate the intensity of industry j in skilled labor, we
multiply the share of labor compensation is skilled labor by the labor income share, i.e.,
SJS X s]L, to ensure a consistency with the measure of capital intensity which is expressed as

a percentage of value added.

R.4 Evidence about the Labor Market Effects of a Technology Shock
across Workers’ Skills

In the data, there are three types of labor, say high-, medium-, and low-skilled. As it stands
out from the evidence we document in Fig. 46 and Fig. 47 which shows the dynamic effects
of a 1% permanent increase in utilization-adjusted-aggregate-TFP, the responses of both
high- and medium-skilled labor are quite distinct from the responses of low-skilled labor.
More specifically, the evidence reveals that both high- and medium-skilled labor decline
significantly at both an aggregate and sectoral level while the fall in hours of low-skilled
workers is never statistically significant at any horizon. Importantly, as can be seen in Fig.

47, the labor income shares of both high- and medium-skilled labor, i.e., s{q = % d
sg\/[ = %, decline dramatically while the labor income share of low-skilled labor, i.e.,
s{'] = %, increases.
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Figure 47: Effects of a Technology Shock on Labor Income Shares across Workers’ Skills
Notes: The solid blue line shows the response of labor hours across workers’ skills to an exogenous increase in utilization-adjusted
aggregate TFP by 1% in the long-run. Shaded areas indicate the 90 percent confidence bounds based on Newey-West standard errors.
To estimate the dynamic responses to a technology shock, we adopt a two-step method. In the first step, we estimate a VAR model
that includes utilization-adjusted aggregate TFP, real GDP, total hours worked, the real consumption wage and the technology shock
is identified by imposing long-run restrictions, i.e., technology shocks are driven by the permanent increase in utilization-adjusted
aggregate TFP. In the second step, we estimate the effects by using Jorda’s [2005] single-equation method. Horizontal axes indicate
years. Vertical axes measure percentage deviation from trend in labor compensation units. Sample: 11 OECD countries, 1970-2017,
annual data.

S Semi-Small Open Economy with Skilled and Unskilled La-
bor

This Appendix puts forward an open economy model with tradables and non-tradables,
imperfect mobility of labor and capital across sectors, capital adjustment costs, endogenous
terms of trade where we make the distinction between skilled and unskilled labor and allow
for skill-biased technological change in addition to factor-biased technological change.

S.1 Households

At each instant of time, the representative household consumes traded and non-traded
goods denoted by CT and CV, respectively, which are aggregated by means of a CES
function:
1 o1
et
where 0 < ¢ < 1 is the weight of the traded good in the overall consumption bundle and ¢
corresponds to the elasticity of substitution between traded goods and non-traded goods.
The index CT is defined as a CES aggregator of home-produced traded goods, C¥, and
foreign-produced traded goods, C*":

+(1— ) (CN)V}M, (431)

_P
p=1| p—1
P

o = [ ()7 + 1= gt (@) (432

where 0 < g < 1 is the weight of the home-produced traded good in the overall traded
consumption bundle and p corresponds to the elasticity of substitution between home-
produced traded goods goods and foreign-produced traded goods.

The investment good is produced using inputs of the traded good and the non-traded
good according to a constant-returns-to-scale function which is assumed to take a CES

form:
b
¢s—1 Py=17 6,1

JE = |35 (JT) # + (1= )7 (JV) , (433)
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where ¢ is the weight of the investment traded input (0 < ¢ < 1) and ¢; corresponds to
the elasticity of substitution in investment between traded and non-traded inputs. The
index J7T is defined as a CES aggregator of home-produced traded inputs, J, and foreign-
produced traded inputs, J*:

(434)

where 0 < 1z < 1 is the weight of the home-produced traded in input in the overall traded
investment bundle and pj corresponds to the elasticity of substitution between home- and

We allow for imperfect mobility of capital across sectors by assuming that the capital
stock in the traded and the non-traded sectors are aggregated by means of a CES function:

: (435)

€
K
extl 6K+1:| e+l

K = |:?9K1/EK (KH)7+(1719K)71/6K (KN) €K

where 0 < ¥x < 1 is the weight of capital supply to the traded sector in the aggregate
capital index K (.) and ex measures the ease with which tangible assets can be substituted
for each other and thereby captures the degree of capital mobility across sectors.

The aggregate capital rental index R (.) associated with the above defined capital index
(435) is:

RE(t) = [0 (R (0) ™+ (1 = 0x0) (RN ()] w (436)

where R (t) and RN (t) are capital rental rates paid in the traded and the non-traded
sectors.

The representative agent is endowed with one unit of time, supplies a fraction L(t) as
labor, and consumes the remainder 1 — L(t) as leisure. At any instant of time, house-
holds derive utility from their consumption and experience disutility from working. The
representative household maximizes the following objective function:

U= / A(C(), L()) e=Ptdt, (437)
0
where 3 > 0 is the discount rate. We allow for non-separability in consumption and leisure

in preferences. The household’s period utility function is increasing in his/her consumption
C and decreasing in his/her labor supply L, with functional form (see Shimer [2009]):

OV -1 B oy it
MO L) == i o £, V(L):<1+(U—1)C1+ULL g > (438)
and
U(C,L)=logC — ¢-L L™, it o=1 (439)
b - g 1 +0_L b .

These preferences are characterized by two crucial parameters: o, is the Frisch elasticity of
labor supply, and ¢ > 0 determines the substitutability between consumption and leisure.

Each household supplies skilled and unskilled labor denoted by S(¢) and U(t), respec-
tively. We keep the labor-supply side of our model simple and do not model flows between
occupations in order to focus on the role of skills in driving both the labor reallocation and
wage effects of technology shocks. We thus assume that the disutility from aggregate labor
supply is split into the disutility from the supply of skilled labor and the supply of unskilled

labor:
O-L 1+op, O-L or+1 O-L or+1

Lot = : : 14
1o L™ CSl+UL(5) L +CU1+UL(U) Lo, (440)

where 0 < (s < 1 (s = S,U) is the weight of skilled (unskilled) labor supply to the labor
index L(.).
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As shall be useful below, we write down the partial derivatives of (439):

Ac =CV(L), (441a)
Acc = —UAOC7 (441Db)
1—0o o—1
Ag = %’ (441c)
l1—-0
Vss Vs
Agg = Ag | == —-1)— 441d
SS s { Vs + (0 —1) V} ; ( )
1—0o o—1
Ay = %, (441e)
l1—-0
Vou Vu
A = Ay | — —1)— 441f
o=t [Tt 72). (aa1)
Acs = oC VsV h (441g)
Aoy = oC oV Vot (441h)
Asy = Ag (o —1) % (441i)

where A¢ = %. According to eq. (441g) and (441h), the marginal utility of consumption
is increasing in labor supply as long as ¢ > 1, i.e., if consumption and leisure are gross
substitutes. To get (441i), we have used the fact that Vgy = 0 which comes from our
assumption that skills are immobile across occupations although they are mobile (to a
certain extent) across sectors. To see it formally, we write out the partial derivatives of the
disutility from labor supply:

Vs = (0 —1) s (5)7% . (442a)
Vs = (0 — 1) gi (S)7r (442b)
Vs =0, (442c)

Vo= (-1 U)°r, (4424d)
Vo = (0 —1) ffz Wyt (442¢)

Following Horvath [2000], we assume that hours worked in the traded and the non-
traded sectors are aggregated by means of a CES function:

S(t) = [2951/ 5 (SH(1) %5 4 (1—9g)"Ves (SN(t))ése;l] o (443)
U(t) = [195” ()" + (1 - o) (U%))ng] B (443b)

where 0 < ¥g < 1 (Jy) is the weight of skilled (unskilled) labor supply to the traded sector
in the skilled (unskilled) labor index S(.) (U(.)) and eg () measures the ease with which
skilled (unskilled) hours worked can be substituted for each other and thereby captures the
degree of skilled (unskilled) labor mobility across sectors.

The aggregate wage index W (.) associated with the above defined labor index for skilled
(443a) and unskilled (443b) labor supply is:

W) = [0 (WS (1) 4 (1= dg) (W (1)) = (444a)
W) = |9 (WO @) (1= dg) (W (1) i (444b)

where WSH () (WUH (t)) and WSV (t) (WUN(t)) are wages paid in the traded and the
non-traded sectors for skilled (unskilled) labor.
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We assume that the households own the physical capital stock and choose the level of
capital utilization u’(t). Households lease capital services (the product of utilization and
physical capital) to firms in sector j at rental rate R7(t). Thus capital income received by
households reads } RI(t)u™ (t) K7 (t). Households supply labor services to firms in sector
j at a wage rate W7(t). Thus labor income received by households reads > WI(t)LA(t).
In addition, households accumulate internationally traded bonds, N(t), that yield net in-
terest rate earnings of r* N (t). Denoting lump-sum taxes by 7'(t), households’ flow budget
constraint states that real disposable income can be saved by accumulating traded bonds,
consumed, Po(t)C(t), invested in tangible assets, P;(t)J%(t), and covers the capital uti-
lization cost:

N@t) = r*N(t)+ [ax®u () + (1 — ax @) uN ()] RE@K () + W (t)S(t)
+ WYMU() - T(t) — Po(t)C(t) — Ps(t)J5(t) = Y | P (t)C™I ()™ K (1)145)

RHKH
REK
sectoral capital in the aggregate capital stock by v5(t) = KJ(t)/K(t).

The role of the capital utilization rate is to mitigate the effect of a rise in the capital
cost. We let the function C*(¢) denote the adjustment costs associated with the choice
of capital and technology utilization rates which are increasing and convex functions of

utilization rates ufJ(¢):

and the share of

where we denote the capital return share of tradables by ax =

CRi(t) = ¢ (Wi(t) - 1) + 52% ("9 (t) — 1), (446)

where fg > 0 is a free parameter; as fg — 00, utilization is fixed at unity; f{ must be
restricted so that the optimality conditions are consistent with the normalization of steady
state utilization of 1.

The accumulation of tangible assets is governed by the following law of motions:

K(t) = I%(t) - 6 K (1), (447)

where I¥ is investment and 0 < §x < 1 is a fixed depreciation rate. We assume that capital
accumulation is subject to increasing and convex cost of net investment:

JE@) =I5(t) + 0 (I7(t), K (1)) K(t), (448)

where ¥ (.) is increasing (i.e., ¥/(.) > 0), convex (i.e., ¥”(.) > 0), is equal to zero at dx (i.e.,
U(0x) = 0), and has first partial derivative equal to zero as well at dx (i.e., ¥/ (0x) = 0).
We suppose the following functional form for the adjustment cost function:

K K 2
oE(I5(t), K(t)) = 5 <IK((;)) — 5K> : (449)

Using (442), partial derivatives of total investment expenditure are:

oIk () I5(t)

D - 1+R(K(t)—5K), (4500)
oJE () ok (IF(1) I5(t)

= 5 o) (i +¢) (4500)

To solve the representative household’s optimization problem, we set up the current-
value Hamiltonian:

HE(t) = A(C(t), S(t),U(t)) + Mt)B(t) + QW K(t), (451)

where we denote the co-state variables associated with the flow budget constraint (445),
investment in tangible assets (447) by A, Q', respectively,
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The representative household chooses C(t), L(t), JX (t), u®Jt), which are control vari-
ables, B(t), K(t), which are state variables. Denoting Qx () = Q' (t)/\(t), the first-order
conditions characterizing the representative household’s optimal plans are:

Ac(t) = Po(H)A(t), (452a)

—Ag(t) = AO)WS(2), (452D)

—Ap(t) = XO)WY (1), (452¢)

Qk(t) = Py(t) [1 +K ?(;)) - 5K)] : (452d)
RY(t) = PH(t) [¢f" + & (w1 (1) - 1)], (452e)
RN(t)=PN(t) [&) + & (uN(t) - 1)], (452f)
At) =X (81", (452g)

~PH#)CT M (tak(t) — PN OO () (1 - ak(t)) — Pi(t) %?g)) } (452h)

and the transversality conditions lim;_ ..o AB(t)e ™ = 0, limy oo Qx (t) K (t)e P = 0. We

used the fact that Qg (t) = Qﬁt(;) — %QA}ES)

Given the above consumption indices, we can derive appropriate price indices. With
respect to the general consumption index, we obtain the consumption-based price index
Pe:

1
1-¢ 1-¢] =2
Po=[o (PT) 4+ (1) (PY) ] 77, (453)
where the price index for traded goods is:

1

PT = |on (PT)™7 4 (1= m)] 7 (454)

Given the consumption-based price index (453), the representative household has the
following demand of traded and non-traded goods:

o = (i) - C, (455a)
CN=(1-¢) (ig) - C. (455b)

Given the price indices (453) and (454), the representative household has the following
demand of home-produced traded goods and foreign-produced traded goods:

pT —¢ PpHN\ "
CH:SO<PC> o <PT> c. (456a)

CF — 4 <J;Z) o) (;T> e (456D)

As will be useful later, the percentage change in the consumption price index is a
weighted average of percentage changes in the price of traded and non-traded goods in
terms of foreign goods:

Po = acPT + (1 —ac) PV, (457a)
PT = ayPH, (457b)
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where a¢ is the tradable content of overall consumption expenditure and '’ is the home-
produced goods content of consumption expenditure on traded goods:

PT 1-¢
Qo =@ <PC) ) (458a)
PN 1-¢
l—ac=(1-v) (P) ; (458D)
C
PH 1-p
ol = oy <PT> , (458¢)
1\
1—af =(1-yp) <PT> . (458d)

Given the CES aggregator functions above, we can derive the appropriate price indices
for investment. With respect to the general investment index, we obtain the investment-
based price index Pj:

1
Py = [ (P) T + (=) (PY) 7] T (459)
where the price index for traded goods is:
1
PT = [ (PP (1= )| (460)

Given the physical investment-based price index (459), we can derive the demand for
inputs of the traded good and the non-traded good:

(P
= (=L 461
J L <PJ> J, (461a)
N PN —oJ
N=@a-0(=—) (461D)
Py

Given the price indices (459) and (460), we can derive the demand for inputs of home-
produced traded goods and foreign-produced traded goods:

pT —¢ pHN\ ~P7
H _ 2 J H(Z
JT = (PJ) L <Pf> J, (462a)
PT —bg 1 —pPJ
JE = (J) 1. () J. 462b

As will be useful later, the percentage change in the investment price index is a weighted
average of percentage changes in the price of traded and non-traded inputs in terms of
foreign inputs:

pjzajpf+(1—aj)pN, (463&)
PT =l pH, (463b)

where «; is the tradable content of overall investment expenditure and 0451 is the home-
produced goods content of investment expenditure on traded goods:

Pf 1-¢;
= — 464
oy =1 <PJ) , (464a)
PN 1-9¢,
l—ay=(1-1) () , (464b)
Py
PH 1-pg
H H
OéJ =1 (_Pf) s (464C)
1 1-p;
1-aoff = (1-H) <PT> : (464d)
J



Given the aggregate wage index for skilled labor (444a) and unskilled labor (444b), we
can derive the allocation of labor supply to the traded and the non-traded sector for each
type of skill:

oo (WSH (NS Nepy 1o (WEN BN o
S (t)_195<WS(t)) s, SNy =(1 195)< ) S(t).  (465a)

()
WU () WUN(t)

UH(t) = 9y (WU(t)> U(t), SNt = (1—9p) <WU(t)> U(t).  (465b)

Aggregating labor compensation across sectors and skills leads to:

WoHHGH L ywSNGN — yog, (466a)
wUHuH L wUNgN = wly, (466D)
wos +wlU =wL, (466c¢)

where W is the aggregate wage and L is aggregate labor supply.
As will be useful later, log-linearizing the wage index in the neighborhood of the initial
steady-state leads to:

W (t) = ad WS (1) + (1 — o) WSV (1), (467a)

WY (t) = afWUH () + (1 — o) WUV (1), (467D)

where ag = W;}ZgH nd a{}( = W;ggH tradable content of aggregate labor compensation:
WS’H 1+es WS’N l+es
WUHN Hev WUNN Hev

Given the aggregate capital rental index, we can derive the allocation of aggregate
capital supply to the traded and the non-traded sector:

" RH €K N RN €K
where the elasticity of capital supply across sectors e captures the degree of capital mobility.

As will be useful later, log-linearizing the capital rental index in the neighborhood of the
initial steady-state leads to:

RE(t) = agRHE(t) + (1 — ax) RN (1), (470)
where aig = P}Z,(iK; is the tradable content of aggregate capital return which reads as
follows:

RH 1+EK RN 1+EK

OZK:ﬂK <RK> 5 1—aK:(1—19K) (RK) . (471)
S.2 Firms

Each sector consists of a large number of identical firms which use labor, L7, and physical
capital (inclusive of capital utilization), K7, according to a technology described by a CES
production function:

YI(t) =

P (AOD0) T + (1) (B”’<f>f<”'<f>>a”1] T

where 0 < 7/ < 1 is the weight of labor in the production technology, o7 is the elasticity of
substitution between capital and labor in sector j = H, N, and A7(t) and B’(t) are labor-
and capital-augmenting efficiency.
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We assume that efficient labor is a CES aggregator of skilled and unskilled labor:

W10 = | (45005°0) 7+ (1-2) (A4 000) T

where 0 < 'yi < 1is the weight of skilled labor in the efficient labor index, O'i is the elasticity
of substitution between skilled and unskilled labor in sector j = H, N, and Ag(t) and A{‘](t)
are skilled labor- and unskilled labor-augmenting efficiency. While capital-augmenting pro-
ductivity has a symmetric and an asymmetric component across sectors, see eq. (7), both
skilled- and and unskilled-labor augmenting productivity are made up of a symmetric com-
ponent across sectors denoted by the subscript S and an asymmetric component denoted
by the subscript D:

459 = (a9 0)" (a5 ®) " A% = (APw)" (4% ). e

where 7 is assumed to be symmetric across sectors.
Both sectors are assumed to be perfectly competitive and thus choose capital and labor

by taking prices as given:

max 10 = max {PIY7 - WSIsl — WwUI - RIRT}. (475)
SI.UI,KI 83U KJ

Since skilled, unskilled and capital cannnot move freely between the two sectors, the value

of marginal revenue products in the traded and non-traded sectors do not equalize while

costly labor and capital mobility implies a wage and a capital rental rate differential across

sectors. The demand for skilled and unskilled labor together with the demand for capital

by traded firms are described by:

oH 1
HarH oH_ HN\ Lo 1 1
P g =" (AM) T () (g (G5) T sy @)
oH
H arH SH_ HN\ —Zm L a1
P =2 (Ao () (v i —of) (55) Ty
= WUH, (476b)
PR S . H H”fil i\ "o H H\-r _ pH

P = P (1=9) (B") (K#) 7 ()T — R (476c)

The demand for skilled and unskilled labor together with the demand for capital by
traded firms are described by:

N _
P N (M) (1Y) (v ) g (jﬁi) (5%) 7 (1)
=W, (477a)
N1

PO (a5 1) (o) (A0) T ey
= WO, (477b)

PNa}fN _ PN (1 _,YN) (BN) 65]\71 (KN>_U%V (YN)ULN — RN (477(3)

OKN

Pre-multiplying the equality between the marginal revenue product of skilled labor by

SI/L7, ie., Pj%%;% = Wi’;sj and using the fact that PngLj = WY, leads to the
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equality between the elasticity of labor w.r.t. skilled labor and the skilled labor income
share denoted by sfg. Applying the same logic to unskilled labor leads to:
oLy S WSisi
95 T~ WiLi =% (478a)
L7 §i  wUays
oUI LI~ WILJ
Dividing the skilled labor income share by the unskilled labor income share and using
(4762)-(476Db) leads to a relationship between the skilled labor income share s% and skilled-
biased technological change:

sl =1—sh. (478b)

. . N o] -1

; AR AN

2 -2 (%) (5) (479
1—sg 1—79¢ \ Ay U

. Al . . 7 S
We can recover the dynamics ﬁ by using the dynamic responses of s and .

S.3 Skill-Biased Technological Change (SBTC)

Costly labor and capital mobility implies a labor and capital cost differential across sectors:

(1 - sg(t)) PI(t)Yi(t)

=00 - -

82(08@(21:; OYIO) _ sy, (480D)
s7.(t) (1 - sh(t)) PA(6)Y(t) :

1) ( (ij(g Wi, (480¢)

where s{q(t) is the share of skilled labor in labor compensation in sector j = H, N, i.e.,
= G 08 oy (4700
Wi(t) LI (1) A ()L (t)
Dividing the demand for skilled labor by the demand for unskilled labor, inserting (481),
s5(t)

(481)

and denoting the ratio of skilled to unskilled labor income share by Sé(t) =5 leads
to: . ’
. . 1-07
: L (t ] N1 (SUE)\ T
SL(t) = i () = s (SBTC?) 1( ( )> Lo (482)
1—si(t) 1—7% Ui(t)
1*0“2
. S,j 3
where SBTC/(t) = (%) °L s skill-biased technological change (SBTC henceforth).

We assume imperfect substitution between skill types and one important question is whether
skilled and unskilled labor are substitutes or complements. If ai > 1, an increase in
unskilled- relative to skilled-labor-augmenting productivity increases the demand for un-
skilled labor.

Rearranging eq. (482) leads to the measure of SBTC within sector j = H, N:

) l—ai ) 17031'/
, AL\ 1—~) Si(t (a)
SBTC/(t) = <]U> "= j7L S2(t) ( j( )> L/ (483)
Ayg o3 Ui(t)
. j . o .
S = 12 - with s = MV/;]L*?J To construct time series for SBTCY,, we plug time series

S
for the ratio of the skilled to unskilled labor income share, S%(t) = s§(t)/ (1 — 5% (t)), and

the ratio of skilled to unskilled hours worked, 5;((?) We also plug values for oi we have

estimated for each country of the sample (11 OECD countries, 1970-2017), see section J.7.
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S.4 Technology Frontier

While we keep assuming that firms within each sector j = H, N decide about the split
of capital-utilization-adjusted-TFP Z7(¢) between labor- and capital-augmenting efficiency,
we assume that firms choose a mix of skilled- and unskilled-labor-augmenting productivity
ASJ(t) and AYI(t) along a technology frontier (which is assumed to take a CES form):

HL’LZ,_I UZZ_.I o-é"ﬂfl
S : oL S,J j a2 j
Y (ASJ (t)) A (1 _ 'Yz]) (AUJ (t)) Z < Al(t). (484)

where A7(t) > 0 is the height of the technology frontier, 0 < ’yg’j < 1 is the weight of skilled

labor efficiency in labor-augmenting efficiency and O'é’] > 0 corresponds to the elasticity of
substitution between skilled labor- and unskilled labor-augmenting productivity. The unit
cost minimization requires that

o'L’jfl

. Z
, A Asd(t) oL
S?
SJS:'YZ]<Aa‘(t)> 2 (485)

Inserting this equality into the log-linearized version of the technology frontier shows that
labor-augmenting technological change is driven by variations in skilled labor- and unskilled-
labor-augmenting technological change (weighted by their contribution to the decline in the
unit cost for labor in sector j):

A(t) = LA () + (1 - sg) AU (4), (486)

S.5 Calibration

The calibration procedure is identical to that described in section 4.1 except that we have
to choose values for both production and preference parameters related to workers’ skills.
Because data for skilled and unskilled labor at a sectoral level are available for eleven
countries only over a long enough time length, we calibrate the model to the data by
estimating parameters such as € and ¢ and computing ratios for this group of countries
only.

Production parameters. Since we choose the initial steady-state in a model with
Cobb-Douglas production functions as the normalization point, we set both ¢/ and o} to
one. Building on pour estimates, the labor income share for the traded and non-traded
sectors are set to sf = 0.636 and siv = 0.682 and and for the skilled labor income share to
sH =0.636 and sY = 0.699.

Preference parameters. We keep assuming ¢ = 2 and o7 = 3 and choose a value
for (g so as to target a ratio of skilled to unskilled labor of S/L = 56%. To pin down
the degree of labor mobility of skilled (unskilled) labor across sectors, i.e., eg (ey), we
run the regression in panel format on annual data of the percentage change in the skilled
(unskilled) hours worked share of sector j on the percentage change in the relative share
of value added paid to skilled ((unskilled) workers in sector j. In accordance with the
evidence documented by Kambourov and Manovskii [2009] which reveals that industry
(and occupational) mobility declines with education, our empirical findings reveal that the
elasticity of labor supply across sectors is twice larger for unskilled than skilled workers.
More specifically, we set eg = 0.63 and ey = 1.13, in line with our panel data estimates, see
section J.4. We choose values for g and ¥ so as to target a weight of skilled and unskilled
labor supply of SV/S = 69% and UY /U = 59%, respectively. Note that for the eleven
countries of our sample, we set e = 0.18 and choose Y so as to target K /K = 38%.

We estimate a value for the elasticity of substitution ¢ between traded and non-traded
goods of 0.19 and choose a value for ¢ so as to target a non-tradable of consumption
expenditure 1 —ac = 58%. Keeping assuming ¢; = 1, we choose 1 —a; = 68%. We choose
ot and T so as to target aff = 66% and off = 43%. Using the fact that w; = 23%,
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we = 57% and wg = 20%, the demand components for home-produced traded goods gives
a value added share of tradables PY ™ /Y of 35% in line with our estimates.

CES economy. In line with our panel data estimates, we choose for the elasticity of
substitution between capital and labor o7 = 0.86 and ¢V = 0.83 and for the elasticity of
substitution between skilled and unskilled labor Jfl =0.77 and JJLV = 0.69.

Factor-augmenting efficiency. We assume that factor-augmenting productivity is
made up of a symmetric component across sectors denoted by the subscript S and an
asymmetric component denoted by the subscript D. To recover the dynamics of B/(t)
and A7(t), and the dynamics of A%7(t) and AU (t), we proceed as in section J.10. Be-
cause the equations are identical for B7(t) and A7(t) (see eq. (32a)-(32b)), we focus on
labor-augmenting efficiency across workers’ skills. Log-linearizing the demand for skilled
labor relative to the demand for unskilled labor (479), this equation together with the log-
linearized versions of the technology frontier (486) can be solved for deviations of AZI (t)
and AV (t) relative to their initial steady-state values:

A5y = Alt) - (1 - k) [( . ) SRORCHORRHO)
L

. c=S,D (487a)

Plugging estimated values for ai and empirically estimated responses for sé (1), Si(t) /UL (1),
following a symmetric (asymmetric) technology shock across sectors into above equations
enables us to recover the dynamics for A‘;J (t) (A% (t)) and AT (t) (A% (t) consistent with
the demand for factors of production (167) and the technology frontier (486).

Share of symmetric technology shocks across sectors. By using the fact that
technology improvements are a weighted average of symmetric and asymmetric technology
shocks, we find that a value of = 80% minimizes the discrepancy between the empirical re-
sponse of Z4(t) following a permanent technology improvement and its response computed
from ZA(t) = nZ4(t) + (1 —n) ZA(t). Note that the capital utilization rates are found to
quite muted after a technology improvement for the eleven countries of our sample, and
thus we let 5%7 g §§7 p tend toward infinity.

S.6 Taking the Model to the Data

In this subsection, we analyze the effects of a permanent technology improvement by dif-
ferentiating between skilled and unskilled labor. Our objective is twofold. First, we assess
the ability of our model to account for the labor composition effects across workers’ skills
of a permanent technology improvement. Second, we investigate whether the model can
generate the rise in impact responses of skilled and unskilled hours worked on rolling sub-
periods.

Framework. The framework we have in mind which is detailed in section S is a
model where a representative household supplies both skilled and unskilled labor. We
assume that skilled and unskilled hours worked are imperfect substitutes, thus giving rise
to a costly transition from unskilled to skilled labor. Both skilled and unskilled workers
experience costs of switching sectors. As described by eq. (6), we assume that sectoral
goods are produced with labor and capital by means of a CES production function. We
relax the assumption that labor is homogenous and suppose that efficient labor is a CES
aggregator of skilled and unskilled labor. In addition to assuming that firms within each
sector j = H, N decide about the split of capital-utilization-adjusted-TFP Z7(t) between
labor- and capital-augmenting efficiency, we also assume that firms choose a mix of skilled-
and unskilled-labor-augmenting productivity A%7(t) and AYJ(t) along a technology frontier
whose height is measured by labor efficiency A7 (t).

Labor composition effects across workers’ skills. In Fig. 48, we contrast the
dynamic effects of a 1% permanent technology improvement we estimate empirically (shown
in the solid blue line) with the responses we compute numerically in the baseline model
(shown in black line with squares). For comparison purposes, we show the predictions of
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the same model where we shut down skill- and factor-biased technological change in the
dashed red lines.

A permanent increase in utilization-adjusted-aggregate-TFP shown in Fig. 48(a) leads
both skilled and unskilled workers to work less although the decline in hours is mostly con-
centrated on skilled labor. Quantitatively, hours worked of skilled workers decline by -0.33
percentage point of total hours worked while hours worked of unskilled workers decline by
-0.15 percentage point of total hours worked, see Fig. 48(b) and Fig. 48(c). Therefore,
total hours worked is reduced by -0.48% on impact which is very close to what we estimate
empirically, i.e., -0.45%. Such a dramatic decline comes from the dominance of symmetric
technology shocks which account for 80% of technology improvements. As mentioned in
the main text, when technological change is uniformly distributed across sectors, higher
productivity puts downward pressure on sectoral prices which curbs the increase in sec-
toral wages. In addition, symmetric technology shocks are strongly biased toward capital,
especially in the traded sector.

As displayed by Fig. 48(b), the restricted model tends to understate the fall in skilled
labor. In contrast, a model with FBTC and SBTC reproduces well the adjustment in skilled
labor. Importantly, the decline in skilled labor (by -0.33 ppt of total hours in the model)
contributes 69% to the fall in total hours worked. Inspection of Fig. 48(e) and Fig. 48(f)
reveals that the baseline model reproduces well the dynamic responses of traded and non-
traded hours of skilled labor. On impact, traded hours worked of skilled workers decline
by -0.11 percentage point of total hours worked while non-traded hours worked of skilled
workers fall twice as much, i.e., by -0.22 percentage point. The decline in non-traded skilled
accounts for two-third of the fall in skilled labor and almost half of the reduction of total
hours worked on impact.

Skilled and unskilled labor are not impacted uniformly by a technology improvement.
More specifically, as displayed by Fig. 48(d), a permanent technology improvement signifi-
cantly lowers the ratio of skilled hours to total hours worked over time. The gradual decline
in the skilled labor income share is driven by the decrease in the skilled labor income shares
in both the traded and the non-traded sector which reveal that the demand for labor is
tilted toward unskilled workers in both sectors. Intuitively, the combined effect of the rise in
the unskilled workers efficiency and the gross substitutability between skilled and unskilled
labor leads to an increase in the demand for unskilled labor and therefore causes a decrease
in the skilled labor intensity of production of both sectors. As shown in the dashed red line
in Fig. 48(d), a model abstracting from SBTC predicts a flat ratio of skilled labor to total
labor in contrast to our evidence.

A shown in Fig. 48(1), labor shifts away from traded industries and toward non-traded
industries but only gradually. While households shifts both skilled and unskilled hours
toward the non-traded sector, both the ratio of skilled hours of tradables and non-tradables
to total hours worked, see Fig. 48(i)-48(j), decline in line with the evidence because both
traded and non-traded firms use more intensively unskilled labor following a permanent
technology improvement. By contrast, as shown in Fig. 48(k), the share of unskilled hours
of non-tradables in total hours worked increases significantly over time both because labor
shifts toward the non-traded sector but also because there is a dramatic increase in labor
demand for unskilled labor whose productivity increases.

Time-increasing impact response of hours worked across workers’ skills. As
in section 4.4, we assess the ability of the model to account for the time-increasing response
of hours worked by letting the share of asymmetric technology shocks increase over time.
For the eleven countries of our sample, the share of asymmetric technology shocks increases
from 19% to 39% in line with our empirical estimates for the sample of eleven OECD coun-
tries. As displayed by Fig. 49(a), the model reproduces well the shrinking contractionary
effect of a permanent technology improvement on total hours worked. Fig. 49(b) and Fig.
49(c) reveal that both skilled labor and unskilled labor experience a time-increasing impact
response to an aggregate technology shock and our model predictions shown in the black
lines can account for these time-varying effects. The decline in total hours worked shrinks
by 0.2 percentage point of total hours worked, i.e., the fall in labor shrinks from -0.49% to
-0.29%. We find that half of the vanishing decline in total hours worked is driven by the
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reduction in the decline in skilled hours worked from -0.34 ppt to -0.24 ppt of total hours
worked and the rest is driven by the vanishing decline in unskilled hours. While the last
thirty years, the decline in hours worked by skilled workers is still significant, the slight
decline in hours of unskilled labor turns out to be insignificant.
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