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Abstract

In recent years, the need for more integrated macroeconomic models has increased, as financial imbalances
and sector-specific shocks can have significant macroeconomic effects. While Denmark has a suite of well-
established macroeconomic models, current frameworks often lack a sufficiently disaggregated representation
of real-financial interactions and the financial balances across sectors and industries. Furthermore, existing
stock-flow consistent (SFC) models tend to rely on highly aggregated structures, limiting their ability to
capture sectoral dynamics and transmission channels.

In this paper, we propose a methodology to address these gaps by developing the foundations for a
quarterly empirical input—output stock-flow consistent (E-IO-SFC) model for Denmark. The model integrates
national accounts, financial accounts, and input—output tables, producing a quarterly, sector- and industry-
disaggregated database aligned with accounting principles. We set up the core accounting structure through
a transaction flow matrix and balance sheet matrix, enabling an internally consistent representation of real-
financial linkages.

We describe the necessary data transformations and estimation strategy for key behavioral equations,
focusing on the alignment between accounting identities and dynamic behavioral mechanisms. The framework
is designed to allow endogenous determination of financial balances and their feedback effects on the real
economy. Finally, we reflect on the practical challenges encountered in building such a model and outline the

next steps toward developing a fully operational E-IO-SFC model for the Danish economy.
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1 Introduction

Over the past decades, the need for more integrated macroeconomic models has grown, reflecting an increasing
recognition that financial imbalances and sector-specific shocks can have systemic effects. Standard macroeco-
nomic models used to assess economic dynamics and guide policy decisions have generally failed to capture the
complex interactions between the real economy and financial systems, as noted by Wren-Lewis (2016). According
to Svartzman et al. (2023), these limitations can be addressed through the use of stock-flow consistent (SFC)
models, which offer a more comprehensive representation of the interdependencies between the real and finan-
cial sectors. However, as Valdecantos (2024a) points out, conventional SFC models tend to be too aggregated,
frequently portraying the economy as a single-sector system.

This project puts forward a proposal to address these challenges by building on SFC literature, which offers
an accounting-consistent framework for analyzing sectoral interactions and financial balances. Specifically, we
lay the foundations for an empirical input-output stock-flow consistent (E-IO-SFC) model using Denmark as a
case study, combining the integrated economic accounts with input-output data and sector and industry-specific
financial accounts on a quarterly basis. Besides developing the methodological foundations for building such a
model (including the challenges that this entails, mainly data-related), this project contributes to the existing
literature by developing a quarterly dataset with a proper level of disaggregation. The next step, not covered in
this project due to time and space limitations, will be to run, validate, test and use the model. We expect the
foundations developed in this project, alongside the reflections made about the challenges we encountered, to be
useful for researchers aiming to build a model of a similar nature.

Our contribution is twofold. First, we construct a quarterly database integrating national accounts, financial
accounts, and input-output tables across six institutional sectors and five industries. Second, we disaggregate
the traditionally aggregated non-financial corporations (NFC) sector, showing how this can be done from a
data perspective and how it enhances the analysis of transmission mechanisms both from a real and financial
viewpoint.

As mentioned, the aim of this project is not to provide a fully operational policy tool, but to establish a
detailed and internally consistent model framework that can support future analytical work. According to Valde-
cantos (2023b), the development of an empirical SFC model involves several distinct steps. This project follows
this guideline. The first step is the formulation of a research question. The second step, defining the model’s
structure and scope, including the construction of a transaction flow matrix and balance sheets, is carried out in
section 4. The third step, developing a consistent database, is documented in sections 5 and 6. The fourth step,
constructing the exogenous model! through a system of equations, and the fifth step, estimating the behavioral
equations to be integrated into the model, are presented in section 7. In section 8, we highlight the current chal-
lenges, while section 9 discusses the methodology applied in this project as well as the overall process. Finally,

section 10 concludes the project.

1.1 Problem statement

What are the necessary steps to lay the foundations for the construction of a quarterly
E-IO-SFC model, using Denmark as a case study, and what are the main challenges that such an

endeavor entails?

1By exogenous, a model that runs solely on in-sample data, where no endogenous behavioral responses are activated is meant.



2 Problem identification

In this section, the economic problem motivating this thesis is identified and discussed. Through this, we highlight
two key gaps in the current literature that remain unaddressed and justify the need of a modeling approach like
the one proposed in this paper. The identification begins at a general level and is then gradually narrowed down
to focus on the current macroeconomic modeling landscape in Denmark, including an overview of existing models
that may contribute to addressing these gaps. In section 2.2, we present our perspective on how these gaps can

be addressed and propose a way forward.

2.1 Identification of the macroeconomic problem

The adequacy of the current macroeconomic modeling landscape? to address pressing questions and to support
policymakers in responding to early warning signs and taking preventive measures has been, and continues to
be, subject to debate. These pressing questions are often raised by policymakers and stakeholders, typically at
a general or global level. For instance, one might ask: “What are the direct and indirect effects of geopolitical
tensions across industries and labor markets? And would the development of firms balance sheets remain sustain-
able under such conditions?” Lari (2024) is one of many advocates of this long-standing critique, emphasizing not
only its historical roots but also its continued relevance today. In his paper 'The Problems of Macroeconomics as
Institutional Problems’, Lari highlights how many of the foundational issues raised in the past remain unresolved
and are still highly relevant in contemporary policy discussions. One of the early advocates highlighting these
issues from a policy-making perspective was Jean-Claude Trichet, President of the European Central Bank at

the time. In a speech delivered in November 2010, he stated:

”When the crisis came, the serious limitations of existing economic and financial models immediately
became apparent. Macro models failed to predict the crisis and seemed incapable of explaining what
was happening to the economy in a convincing manner. As a policymaker during the crisis, I found
the available models of limited help. In fact, I would go further: in the face of the crisis, we felt

abandoned by conventional tools”.
From a more specific viewpoint, Wren-Lewis (2016) highlights the lack of concern. He argues:

”The DSGE approach involves detrending techniques that pre-filter the data in a way that the models
can set aside the interdependency of credit availability and consumption, better understanding of

which would have been crucial for policymakers during and after the crisis.”

The viewpoint expressed by Wren-Lewis (2016) is further supported by Nobel laureate in economics, Joseph E.
Stiglitz, who argues that the DSGE approach, which has been central to macroeconomic modeling over the past
decades, fundamentally fails due to its flawed microfoundations. According to Stiglitz (2018), these models rely
on assumptions of perfectly rational agents and complete markets, thereby neglecting key economic behaviors
identified in both information economics and behavioral economics. Stiglitz’s critique aligns with that of Trichet,
particularly in the argument that current macro models inadequately represent the financial sector, rendering
them incapable of anticipating or responding effectively to financial crises.

Oliver Blanchard’s critique is also in line with this perspective. In his paper ”On the Future of Macroeconomic
Models”, Blanchard (2018), former Chief Economist at the IMF, addresses similar shortcomings of DSGE models.
He raises several serious objections and openly acknowledges their flaws: (i) a reliance on implausible assumptions
that contradict empirical evidence, (ii) limited usefulness in deriving credible conclusions, and (iii) estimation

procedures that often rely on a mix of calibration and Bayesian techniques.

2The macro modeling landscape in Denmark encompasses the various models used to analyze macroeconomic dynamics and
inform economic policy. It includes both established models, such as DREAM, MAKRO, and ADAM, and ongoing academic efforts
to develop alternative frameworks. These models play a central role in shaping fiscal, climate, and structural policy decisions.



These observations can potentially highlight a gap within the macroeconomic framework namely, the passive
role of the financial sector and, consequently, its limited influence in shaping macroeconomic dynamics. According
to Byrialsen and Raza (2020), it is crucial to fully incorporate the linkages between the financial and real spheres
of the economy under analysis, as such an integrated understanding is essential for designing models capable of
effectively supporting macroprudential policy decisions. The analysis between the real and financial sectors is
inseparable, in the sense that one cannot adequately examine real economic outcomes without considering the
constraints and dynamics embedded in the financial balances of each sector or industry®. A solid understanding of
the interaction between the real and financial spheres can therefore enable policymakers to implement preventive
measures that mitigate the adverse effects of economic shocks.

Narrowing the focus to a national perspective, several efforts have been made to develop empirical macroeco-
nomic models tailored to the Danish economy in order to address economic policy implications. However, one may
ask whether these models are sufficiently adequate when considering the concerns raised by Trichet, Wren-Lewis,
Blanchard and Stiglitz regarding the limitations of conventional macroeconomic modeling frameworks. A range
of macroeconomic models is currently in use across various institutions in Denmark, many of which can broadly
be classified as general equilibrium models. One of the leading institutions for macroeconomic model development
in Denmark is the Danish Research Institute for Economic Analysis and Modeling group (DREAM), which has
developed models such as GreenREFORM and MAKRO. The main purpose of GreenREFORM is to assess the
climate and environmental effects of policy initiatives, such as greenhouse gas taxes (Kirk et al., 2024). The latter
is used to analyze structural and cyclical interventions, and are employed by, among others, the Danish Ministry
of Finance? (Bonde et al., 2023). In order to clearly describe the limited representation of the financial side in
the models developed by the DREAM group, it is relevant to consider the models’ underlying financial structure.
For firms, this structure is primarily represented by EBITDA®. This reflects the use of an aggregate measure for
the financial position of each business industry, rather than a detailed or decomposed financial structure. For the
household sector, financial balances is likewise reported in a broad, net financial variable®, rather than through
a disaggregated representation of financial instruments.

On the other hand, a noteworthy model is the Annual Danish Aggregate Model (ADAM), developed by
Statistics Denmark (DST). According to DST (2012) ADAM represents the traditional synthesis between Key-
nesian and neoclassical theory. In the short run, production and employment are determined by aggregate
demand, whereas in the long run, they are driven by supply-side factors. The model is empirically grounded,
with the majority of its behavioral equations estimated using national accounts data. According to its developers,
ADAM is a large and relatively disaggregated macroeconomic model. It can be understood as a compromise
between empirically oriented time series models and theoretically oriented equilibrium models. Over time, the
development, of ADAM has moved it closer to the structure of equilibrium models, although it cannot strictly be
classified as one. Unlike dynamic general equilibrium models, ADAM does not rely on rational expectations, nor
does it incorporate policy reaction functions. Expectations in the model are either adaptive or constant. One
of ADAM’s key features is its fully specified input-output system, which provides detailed accounts of values,
quantities, and prices related to supply and use. In terms of long-run properties, there is little difference between
ADAM and standard equilibrium models such as DREAM.

In relation to financial instruments and ADAM’s financial sub-model wealth is allocated across five financial
instruments. This means that the sectoral savings surplus must either be invested in or financed through these five

instruments, as defined in the model”. The allocation of the savings surplus is treated as a financial transaction,

3In particular, household consumption decisions are strongly influenced by the evolution of credit constraints. Changes in credit
availability directly affect households’ ability to smooth consumption over time, making it essential to model financial conditions
alongside real economic variables in order to capture these behavioral responses accurately.

4The model is build upon a new technical framework, which features a system of sub-models. These sub-models can be decoupled
to operate independently when necessary (Kirk et al., 2024).

5A financial metric that captures a company’s operating profit before interest, taxes, depreciation, and amortization.

6This consists of the sum of domestic equities, cash and bank deposits, foreign equities, and bonds (Bonde et al., 2023).

"See DST (2012, p. 168) for a detailed specification of the financial instruments.



whereby assets are acquired or disposed of by mutual agreement. Changes in the value of financial wealth occur
not only through transactions, but also through revaluations, such as shifts in bond or equity prices. The most
important feedback mechanism from ADAM’s financial sub-model to the rest of the economy operates through
private consumption. Consumption is influenced by income from financial assets, which depends on both the level
and composition of financial wealth across instruments. Portfolio allocation in ADAM follows either fixed shares,
constrained to sum to one, or a residual approach, where one asset class absorbs the remaining balance.

To summarize on the national perspective, the main critique identified in this problem identification has
centered on the insufficient attention paid to the financial balances in the highlighted models. By ”insufficient
attention,” we refer to the absence of a disaggregated and endogenously determined representation of the financial
balances reported in the national accounts, covering both assets and liabilities across sectors and industries across
all financial instruments on a quarterly basis. This concern applies to both the models of the DREAM group
and ADAM. This omission of a detailed description of the financial side and its links with the real spheres obey
to the fact that the purpose of these models may be different, and that since no model can include and explain
everything, it is "reasonable” that they had to be simplistic in some aspects. Lastly, from a more theoretical
perspective, Byrialsen (2018) argues that the modeling tradition in Denmark has gradually shifted toward general
equilibrium frameworks. While the use of DSGE models has certain advantages, it is important to emphasize that
these models have also been subject to criticism for various reasons by prominent academics, including Blanchard
(2018), and Stiglitz (2018). In light of these concerns, Blanchard (2018) argues that the macroeconomic modeling
landscape should become more open to alternative approaches and less ’imperialistic’, highlighting the need for
greater methodological pluralism and the development of new types of macroeconomic models. Furthermore,
Stiglitz (2018) advocates for the development of alternative modeling approaches that incorporate more realistic
economic behavior. On a final note, Svartzman et al. (2023) argues that existing macroeconomic models tend
to underestimate important relationships due to their reliance on overly simplified mechanisms and optimization
assumptions. To address these limitations, researchers have proposed several promising alternative modeling
approaches. Among these are stock-flow consistent models, which offer a more comprehensive framework for
capturing financial and real sector interactions.

The above shortcomings in current models applied in Denmark can, to a certain extent, be addressed through
the use of the empirical SFC modeling approach, as argued by Byrialsen and Raza (2020) and further supported
by Svartzman et al. (2023). Their grounding on the system of national accounts and emphasis on the fulfillment
of budget constraints (and, most importantly, how these constraints are satisfied and which dynamic implications
this entails) make the SFC approach a powerful tool to detect potential instabilities in balance sheet structures
and their subsequent adverse effects on the economy. Within this framework, as Byrialsen and Raza (2020)
explain, the real and financial sectors are linked through standard accounting principles, while the dynamics is
governed by behavioral equations. This approach allows for an integrated understanding of the economy as a
single system, where the real and the financial spheres have a relative degree of autonomy (the agents making
decisions in them are different and have different goals) but are inextricably connected.

However, as noted by Valdecantos (2024a), standard SFC models are too aggregated because they represent
the economy as a single sector system, thus limiting their ability to capture inter-industry dynamics and industry-
specific sources of macroeconomic instability. The importance of these dynamics is further underscored in Platitas
and Ocampo (2025), which analyzes the inflationary effects of supply chain disruptions following the COVID-
19 pandemic. Although the study does not explicitly employ an input-output structure, it clearly illustrates
how shocks in specific sectors or industries, such as commodity-producing industries, can propagate through the
economy and lead to broad-based inflation. The findings suggest that global supply chain shocks can induce
significant, sizeable, and persistent effects on inflation, particularly in food and tradable goods. Thus, the study
emphasizes the need to monitor both global supply chain pressures and commodity prices when analyzing the

sources of supply-side inflationary pressures®.

8This cascade effect is captured in the model via input prices from other industries, cf. section 7.2.2.



Taking the above into consideration, this paper aims to address two key gaps in the current macroeconomic

modeling landscape in Denmark:

1. The limited role of the financial sector and the missing link between the real and financial sides
of the economy: Existing macro models often assign a passive role to the financial sector and the financial
balances within a model, despite its importance in shaping macroeconomic dynamics. While Denmark has
a well-established suite of macroeconomic models that are largely fit for purpose, many of these frameworks

lack an integrated treatment of real and financial interactions at the sectoral or institutional level.

2. Lack of disaggregation in existing SFC models: Current SFC models generally lack 10 structures
and therefore do not account for interactions between multiple industries and the sectors. As a result,
they are often limited to highly aggregated representations of the economy, which restricts their ability to

analyze sector- and industry-specific dynamics and it’s policy impacts.



2.2 How to tackle the identified economic problem

SFC models have emerged as a crucial tool for understanding the detailed relationships between financial flows
and stocks within an economy. SFC models are currently used at the Bank of England, as developed by Burgess
et al. (2016), at the Ministry of Finance in Italy (Hermitte et al., 2023), and in France by Le groupe Agence
frangaise de développement (AFD), which has developed an SFC model for the Colombian economy to assess a
global low-carbon transition (Godin et al., 2023).

The pressing questions currently facing the economics discipline, and those likely to arise in the coming
decades, require more detailed representations of the financial side of the economy. Despite the notable strengths
of the SFC approach, further development is necessary. In this section, we therefore outline how the identified
gaps (Gap 1 and Gap 2) can be addressed using an SFC modeling framework. The aim is to ensure a more
detailed and disaggregated representation of the connections between the real and financial sides of the economy
on a quarterly basis®.

Addressing the aforementioned gaps in the modeling landscape requires two tasks. First, to break down
production and its related flows (intermediate and final consumption, labor demand, etc.) into different industries.
Second, to build a detailed representation of the financial side of the economy. To address the first task and
disaggregate the production of the non-financial corporations (NFC) sector as reported in the national accounts,
we make use of input-output tables and accounting statistics, also provided by DST. Svartzman et al. (2023)
highlights that combining the SFC approach with input-output structures holds significant promise, as input-
output tables capture interactions across multiple industries and regions. Such an integration would ideally result
in a more flexible and dynamic modeling framework, capable of reflecting complex real-world inter-dependencies.
To address the second task, we use financial accounts from DST, as described in detail in section 5.2.

Although few I0-SFC models currently exist, there is growing academic interest in this approach and in-
creasing efforts to further develop it. Among the existing models, there is an empirical IO-SFC model developed
by Thomsen et al. (2024) for the Danish economy, as well as a partially empirical model for the Italian economy
developed by Passarella (2023a). Furthermore, ongoing work is being carried out at the World Bank and at the
AFD on empirical IO-SFC models for Brazil.

The richness of the integration of 10 and SFC methodologies can further be strengthened if the financial
sphere of the economy was described in more detail, including the construction of balance sheets at the industry
level. Among the key advantages of such an integrated approach would be their ability to track how inter-sectoral
transactions affect financial stocks and flows. It would also provide a more realistic and detailed representation
of the economy by accounting for heterogeneity across industries and sectors, and how the exposure of some
specific sectors or industries to different kinds of risks could lead to macroeconomic instabilities that are hard
to detect when working with more aggregated models. Furthermore, IO-SFC models along the lines proposed
in this thesis could simulate the effects of sector-specific policies on the broader economy and analyze how these

policies propagate across industries (Passarella, 2023b).

2.2.1 Dividing the different industries within the NFCs

The redevelopment of the SFC modeling approach proposed in this paper shifts the focus from an aggregated
to a more disaggregated structure, specifically through the breakdown of the NFC sector into five industries:
energy (E), agriculture (A), transport (T), manufacturing and construction (MC), and other manufacturing and
services (OMS). This selection of industries is primarily based on their contributions to gross value added (GVA),
employment distribution, and export shares in Denmark, as seen in figure 1 and 2. While it may appear eco-

nomically insignificant to include the energy and agricultural industries, particularly given their relatively small

9Having a macroeconomic model with quarterly real- and financial balance data allows for more accurate estimation of behavioral
equations. This higher frequency improves the model’s empirical fit and helps capture short-term dynamics between the real and
financial sectors and industries.



contributions to the overall GVA, employment, and exports, this inclusion is justified by their current political
attention (e.g. the Green Tax Reform (Institut for Fgdevare- og Ressourcegkonomi, 2024)) and their central role
in recent global and national crises. Notably, the energy and food crises triggered by the war in Ukraine have
had significant macroeconomic consequences, such as rising inflation, which underline the importance of these
industries in the broader economic context (Branner and Ingholt, 2023). Thus, although this paper does not
emphasize environmental considerations at the moment, the inclusion of these industries remains relevant for
addressing today’s pressing policy questions and their potential impact on the broader economy. The election of
the U.S. President Donald Trump, in 2024, marked a shift in the global agenda, raising new pressing questions
such as tariffs and protectionism, while leaving the green transition increasingly sidelined in both policy and
political discourse (Merkadeau, 2023). This shift highlights the adaptability of the SFC approach, as it allows for
reorientation towards emerging economic and policy challenges without the need for structural redesign. On the
contrary, starting from the benchmark structure the model could potentially be extended, or some of its building
blocks developed more thoroughly, as new questions emerge and the model is used to address them.

Taken together, this paper takes initial steps toward two main contributions. First, it explores the con-
struction of an E-IO-SFC model and a corresponding quarterly database for the Danish economy, incorporating
financial balances at the sectoral level. Second, it proposes a preliminary disaggregation of the commonly defined
NFC sector at industry level within the SFC framework, with an emphasis on the real side of the economy and

it’s financial balances.
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Figure 1: Contribution to GVA on industry level in 2024Q4 (DST, 2024f)
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Figure 2: Employment and share of export on industry level (DST, 2024e) (DST, 2024j)



3 Literature review

In section 3.1, we present a literature review of SFC models from a general perspective, focusing on their historical
development and its theoretical foundations. Subsequently, section 3.2 provides a review of existing SFC models

in both the Danish and international contexts.

3.1 SFC models from a historical viewpoint and emerging trends

SFC models'?, rooted in post-Keynesian economics, have emerged as a crucial tool for understanding the detailed
relationships between financial flows and stocks within an economy. The foundations for SFC models were laid in
the late 1940s by Morris Copeland, who aimed to provide comprehensive measurements of money flows to answer
central questions about the sources and uses of money in national economies. His pioneering work culminated
in the development of the flow-of-funds accounts, as detailed in his 1949 publication. Following Copeland’s
groundwork, Richard Stone introduced national accounting systems in USA. However, Stone’s system faced
criticism for not adequately capturing the flows of financial assets and liabilities, leading to a disconnection
between the real and financial sides of the economy. This criticism highlighted the necessity for models that
integrated these different types of flows comprehensively. A direct predecessor of what is nowadays known as
SFC models gained substantial attention in the 1970s and 1980s through the contributions of James Tobin and
Wynne Godley. Working within the neoclassical tradition, Tobin focused on portfolio allocation theories, while
Godley, in collaboration with the Cambridge Economic Policy Group, utilized the principles of contemporary SFC
models to analyze the British economy’s sustainability trends, particularly addressing the balance of payments
issues. Their efforts were instrumental in demonstrating the robustness of the spirit of SFC models in capturing
the dynamic interactions between different sectors of the economy (Byrialsen, 2018).

A significant development in the history of SFC models occurred in 1989 when Godley and his colleague
Gennaro Zezza were involved in a research project in Denmark. They developed a simple SFC model to discuss
the real economic costs associated with high foreign debt. This model evolved into the first empirical SFC model
for the Danish economy by 1992, aiming to simulate economic dynamics over short to medium terms (Godley
and Zezza, 1992). A few years later, Godley collaborated with the Levy Institute which led to development of an
empirical SFC model. A salient contribution of Godley at the Levy Institute came in 1999, when he identified
seven unstable trends in the US economy (Godley, 1999). Among these trends were a rise in real money supply
growth and an increase in the current account deficit. Based on these scenarios, Godley predicted with significant
accuracy that the US economy would likely face a recession by 2010. This achievement, the prediction of the
2008 financial crisis, is remarkable and noteworthy as it highlights the capabilities and strengths of SFC models
(Byrialsen, 2018).

According to Valdecantos (2024a) standard SFC models are too aggregated because they describe a single
sector economy. This follows from the fact that the cornerstone of SFC models is the system of national accounts,
where all production is aggregated in a single variable (output). However, the pressing questions the economics
discipline is facing (and will most likely face in the coming decades) call for more detailed descriptions of the real
and the financial side of the economy. Despite the mentioned strengths, SFC models still need upgrading.

An TIO-SFC model integrates traditional input-output analysis within the SFC framework. Although there
are not many IO-SFC models developed yet, there is a growing interest in this area and an increasing number of
researchers are actively working on expanding this modeling approach.

Furthermore, ecological SFC modeling has also gained traction in recent years for analyzing climate policies
from macroeconomic, financial, and ecological perspectives. Building on standard SFC modeling methods, ECO-
SFC models are distinguished by their focus on the dynamic interactions between macroeconomic and financial

variables and their implications (Dafermos and Nikolaidi, 2022).

10This review builds upon the same as presented in Nortvig et al. (2024).



3.2 Empirical literature and on-going projects

The first empirical SFC model in a Danish context was developed by Godley and Zezza (1992) at Aalborg Uni-
versity. Since then, SFC modeling has gained increasing attention within macroeconomic research, particularly
through the development of empirical models that remain largely aggregated at the sectoral level. Most of these
contributions have either advanced theoretical frameworks or adapted the empirical methodologies initiated by
Godley and Zezza (1992).

This empirical literature review aims to provide an overview of existing empirical SFC models, both in-
ternationally and in Denmark, by comparing them within a broader historical and modeling context. It draws
primarily on the classification presented in Pierros (2024), in which empirical SFC models are categorized based
on the complexity of their structure, the number of institutional sectors, and the range of financial and physical
assets included. This classification further enables the division of existing empirical SFC models into three main
types: the New Cambridge (NC) type, the Godley—Lavoie (GL) type'!, and the High Complexity (HC) type. In
order to emphasize overarching trends and facilitate comparative insights, the review focuses on classifications
of models rather than examining each model individually. While this is not always the ideal approach, it allows
for a clearer overview of the main characteristics across model types. However, since only a few I0-SFC models
have been developed so far, we will briefly review those existing IO-SFC models, while maintaining a broader
focus on the general landscape of already developed models, particularly in terms of their sectoral level, financial
detail, and methodological structure.

The focus is placed on HC-SFC models, which are distinguished by their detailed institutional structure and
their ability to capture complex transmission mechanisms within the economy. It is within this category that
I0-SFC models would ideally be placed, given their potential to incorporate inter-industry linkages into the SFC
framework. HC-models aim to reflect the real-world interactions between sectors more accurately, particularly
in terms of financial flows and balance sheets.

From a broader perspective the existing SFC models tend to fit the real side of the economy relatively well,
but often fail to adequately capture financial dynamics. This shortcoming can be attributed to several factors: (i)
the use of heterogeneous data sources that are not fully consistent with national accounts, (ii) model closures and
residual assumptions typically associated with the behavior of the financial sector, and (iii) simplified behavioral

frameworks, such as Tobinsque rules, among others.

Type Number of Median year of Average Average Average
models publication financial assets capital assets sectors

NC 7 1999

GL 8 2019 6 2

HC 13 2022 11

Table 1: Empirical SFC models by type and main characteristics (Pierros, 2024).
Note: NC, New Cambridge; GL, Godley and Lavoie; HC, High Complexity.

Table 1 above presents key characteristics of the existing empirical SFC models as reported in Pierros (2024). It
indicates that the vast majority of existing models belong to the HC-type and have been the focus of considerable
research activity in recent years, which also underscores the relevance of the foundations of the E-IO-SFC model
that we are currently developing the foundations of. Existing SFC-models typically incorporate a large amount

of financial assets but the ones developed so far only include the common six institutional sectors, suggesting

HThe NC type is characterized by the aggregation of households, firms, and banks into a single private sector entity. The GL
type, named after the collaborative work of Godley and Lavoie, treats institutional sectors separately.

10



that they generally operate at a commonly aggregated sectoral level'2.

Authors Country Fit (Real) Fit (Financial) Notable closure
Cripps/Izurieta (2014) Global N/A N/A N/A

Burgess et al. (2016) UK N/A Poor Household pension wealth
Miess/Schmelzer (2016)  Austria N/A N/A N/A

Jackson/Victor (2020) Canada N/A N/A Loan provision / Equity issuance
Valdecantos (2021) Argentina N/A N/A Financial sector bond holdings
Mazier /Reyes (2022) France Adequate Adequate Accommodative banking sector
Meijers/Muysken (2022) Netherlands Good Poor Central bank reserves
Zezza/Zezza (2022) Italy Good Poor ‘Other financial assets’

Godin et al. (2023) Colombia N/A N/A Households’ equity holdings
Hermitte et al. (2023) Ttaly Good Very poor Households’ equity holdings
Espagne et al. (2023) Vietnam N/A N/A Financial sector bond holdings
Yilmaz et al. (2023) Tunisia N/A N/A Financial sector bond holdings
Byrialsen et al. (2024) Denmark N/A N/A Accommodative banking sector

Table 2: Overview of empirical HC models (Pierros, 2024).

The structures of the HC-models presented in table 2 are highly heterogeneous and strongly dependent on the
specific research questions addressed. Increased model complexity is typically accompanied by significant data
requirements, as key variables are often either unobserved or not publicly available. The UK-model developed by
Burgess et al. (2016) explicitly models the housing market and features a substantial role for insurance companies
and pension funds within its financial balances. Similarly, the model by Godin et al. (2023) for Colombia, as
well as the models for Italy by Hermitte et al. (2023), incorporate a broader set of financial instruments. The
model by Miess and Schmelzer (2016) offers a comprehensive dataset sourced from Eurostat and presents a highly
detailed financial sector.

Models by Zezza and Zezza (2022) for the Italian economy and Byrialsen et al. (2024) for Denmark include
a large number of financial and physical asset categories. Meanwhile, the works of Mazier and Reyes (2022) and
Meijers and Muysken (2022) delve deeply into the processes of financialization, incorporating an extended set of
financial assets and a more complex representation of the financial sector. According to Pierros (2024), recent
efforts have been made to enhance the representation of the productive structure in empirical SFC models, such
as the case of Argentina presented by Valdecantos (2021). However, this remains a challenging task due to data
limitations, particularly concerning the NFC sector. Pierros emphasizes that while input-output tables allow for
a high level of sectoral disaggregation, they generally lack corresponding financial data. Pierros (2024) concludes
that significant room for improvement remains in the current generation of SFC models, especially concerning
the financial and NFC sectors.

A Benchmark Ecological I0-SFC Model for Denmark

This working paper, presented by Thomsen et al. (2025), presents an empirical annual ecological SFC in-
put—output model for the Danish economy. The model integrates ecological and financial dimensions within
a unified macroeconomic framework by combining post-Keynesian SFC modeling with national IO accounting.
Its primary purpose is to offer a consistent analytical tool for evaluating green investment strategies and climate-

related policy interventions, while simultaneously capturing distributional and financial stability effects.

12The sectors commonly included are Households, Non-Financial Corporations (NFC), Financial Corporations (FC), Government,
Central Bank (CB), and Rest of the World (RoW).
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The model includes five institutional sectors: households, NFCs, FCs, government, and the RoW. The NFC
sector is disaggregated into nine industries using IO data from DST, allowing for detailed tracking of production
and emissions flows. In contrast, the financial dimension is treated at the aggregated sector level. Technical
coefficients from the IO table are used to distribute production, intermediate inputs, and ecological burdens
across industries in a coherent and empirically grounded manner. While still in working paper form, the model
represents a significant step toward integrated macro-ecological modeling, with potential applications in policy
evaluation, sustainability assessment, and long-term scenario analysis. Several key behavioral equations are
empirically estimated, including household consumption, investment, the share of equity in the financial wealth
of households, and wage formation. These estimations ensure that the model exhibits realistic macroeconomic
dynamics and can respond meaningfully to policy shocks and structural changes.

The model envisaged with the foundations laid out in this project will share many similarities with the work
of Thomsen et al. (2025). The main contributions we make are, first, having balance sheets for each industry
instead of aggregated financial accounts for the NFC sector and, second, more reliable econometric estimations

based on the higher number of observations that the quarterly frequency allows for.

A Prototype I0-SFC Model for a Small Open Peripheral Economy

The model presented by, Valdecantos (2024b), is an empirical IO-SFC model for the Colombian economy?!?.
The model includes multiple sectors in the Colombian economy, households, non-financial corporations, banks,
government, Central Bank, and the Rest of the World. The IO technical aspect lies in the division of the NFC
sector, which is divided into three industries: primary sector, manufacturing, and services. The model for the
Colombian economy has been a guideline to the model represented in this paper in relation to building the system
of equations for an E-IO-SFC model for Denmark. The model has drawn inspiration from the construction of the
equation system, especially regarding the intermediate transactions between sectors. Among this, the inspiration
to incorporate technical coefficients, which determine the amount of intermediate input required from each sector
per unit of output in the receiving (buying) sector. Since the model for the Colombian economy is an ongoing

project, no conclusions can be drawn yet.

Circular economy innovations in a 2-area input-output stock-flow consistent dynamic model

The first draft of the paper by, Passarella (2023a), is twofold'%. First it develops a theoretical ecological 2-area,
input-output SFC dynamic model. Second the model is used to test impacts of ‘circular economy’ (CE) innova-
tions on the economy, society and ecosystem. The ‘so-called’ economic area is made up of five macroeconomic
sectors, households (which are split into wage-earners and rentiers), private production firms, government, banks,
and the Central Bank. Instead of the common ‘home’ country and Rest of the World, this model includes two
areas where both trade and financial flows takes place across.

The CE denotes a set of policies which targets reusing, repairing, sharing, and recycling products and
resources to create a closed-loop system, thus minimizing waste, pollution, and (COs) emissions. The paper
introduces CE in the model by simple method. This is done by considering a 5-industry economy, in which the
first four industries produce goods and services and manage waste. The fifth industry deals with waste recycling.
The idea with the CE innovation is a reduction in the quantities of products and services used as inputs in the
same industries. This occurs because recycled waste now enters their production processes. The CE innovation

can thereby be seen as a technique to incorporate some degree of input sustainability.

13 This review builds upon the same as presented in Nortvig et al. (2024).
M This review builds upon the same as presented in Nortvig et al. (2024).
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4 Defining the structure and scope of the E-IO-SFC model

According to Valdecantos (2023b), the second step in building an empirical SFC model concerns defining the scope
and structure of the model, which necessitates the development of a Balance Sheet (BS) and a Transaction Flow
Matrix (TFM). Therefore, the central matrices defining the skeleton of the E-IO-SFC model are presented in this
section, namely the BS and the TFM. In their description, emphasis will be placed on the model’s assumptions

that deviate from the national accounts approach, cf. United Nations (2009a).

4.1 SFC models: A general perspective

As in most macroeconomic models, when dealing with SFC modeling, the equations pertaining to the dynamic
system can be categorized into two types. The first are behavioral equations, which typically refer to behavioral
relationships between economic agents and relationships that can be estimated using econometric methods. These
are the equations that drive the model’s dynamics and, as a result of it, explain why different models representing
the same economy for the same period could generate different outcomes. The second type of equations are
the accounting identities, which ensure internal consistency within the system of national accounts by stating
relationships that must always hold by definition. In the context of SFC models, this internal consistency is further
disaggregated into horizontal and vertical consistency, which will be discussed later in this section'®.

Following the international conventions, all sources of funds in a sectoral account take a plus sign, while the
uses of these funds take a minus sign. Any transaction involving an incoming flow, the proceeds of a sale, or
the receipts of some monetary flow, thus takes a positive sign. Conversely, a transaction involving an outgoing
flow must take a negative sign. A use of funds can be a purchase of consumption goods, for instance. The sign
convention used in the Flow of Funds (FoF) section of the TFM, which precedes the 'Net Worth’ row, cf. table 4,
can be somewhat counterintuitive, since the acquisition of a financial asset, that would add to the existing stock of
asset, say deposits, by households, is recorded with a positive sign e.g., the households accumulate more deposits).
Conversely, a negative sign is used when the transaction represents a source of funds (e.g., the households acquire
more loans)!%(Godley and Lavoie, 2012, p. 40).

The consistency relationships in the TFM of SFC models are also closely related with the national accounting
terminology related to income and expenditure. This is based on the so-called product balance method, which
reconciles income and expenditure at a detailed level. A product balance must, by definition, find balance between
supply and use (demand), which can be linked to row and column consistency as in the TFM (Hjulsager, 2022,
p. 12). Furthermore, it closely aligns with the concepts of ’source’ and ’use’ of funds.

The proposed model is a representation of a complete inter-dependent dynamic system, which fully satisfies
the national accounts for the Danish economy. At first, the focus is on the essential principles of SFC modeling,
which are described by Zezza and Zezza (2019). When using an SFC model to represent a national economy, it

is crucial to ensure complete accounting consistency. The following five principles must be met:

Horizontal consistency
Vertical consistency
Flows-to-stocks consistency
Balance-sheet consistency
Stock-to-flows feedback.

Ok Wb =

The first principle means that every transaction noted in the accounts should be recorded as an outflow for one

sector and as an inflow for the corresponding counter-sector. By doing so it can be registered who pays whom. If

15 This section builds upon the same ideas presented in Nortvig et al. (2024).

16The sign convention in the FoF section follows a financing perspective. For example, if a household purchases bonds worth 100
DKK, it uses 100 DKK to acquire a financial asset, this would be recorded as +100, representing a use of funds. If the household
finances this by taking out a loan, it receives 100 DKK, this is recorded as —100, representing a source of funds. In this framework,
an increase in assets is positive (a use), while an increase in liabilities is negative (a source).
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this were not the case, the involved flow of funds would either come from or go nowhere. Like Godley and Lavoie
(2012) put it: “Everything comes from somewhere and everything goes somewhere”. To ensure the horizontal
consistency the sum of the elements in the row must add up to zero.

Regarding the second principle, it states that each current payment/transaction should be recorded in
the current account for the individual agents presented in the model (this could for instance be households
consumption), while at the same time it should also occur at least once more in their respective financial accounts
(this could be the funds used for the households consumption). In sum, this would fulfill the vertical consistency.
To clarify, the first two principles should apply to the sectors representing households, each of the different
industries in the NFC sector, Financial Corporations (FC), the government (G), the Central Bank (CB), and the
Rest of the World (RoW) in the present model.

The third principle refers to the fact that any stock of assets at current prices, either real or financial, at
the end of an accounting period, is given by the relevant flows during that period and net capital gains arising
from the fluctuations in asset prices. This could for instance be the change in a specific equity where the capital
gain reflects a source of funds for the NFC sector and a use of funds for the household sector. In the TFM, if
a financial instrument is considered a net asset for a given sector or industry, its transactions will be registered
with a positive sign in the flow of funds section, as its represents a use of funds. Conversely, a liability is recorded
with a negative sign because it represents a source of funds. The third principle will thereby guarantee the
flow-to-stock consistency.

The fourth principle states that each financial instrument must appear as an asset for at least one agent
while also appearing as a liability for at least one other agent. To clarify the balance sheet consistency, consider
the following example. When households take out a loan, it will appear as a liability for them, while for the
financial corporations, it will appear as an asset at the same time.

The last and fifth principle addresses the accumulation of financial assets and liabilities. It turns out that
these have dynamic implications for the current accounts, as an interest-bearing asset for one agent will generate
a future inflow of income payments, while for the counterpart it will generate a future outflow of payments. This
illustrates the interaction between credit and debt.

The five essential principles of SFC modeling have now been presented, but notably, it is also worth men-
tioning that taking the third and fifth principles together describes an important characteristic of SFC models
(Valdecantos, 2023a). These two principles ensure a path-dependent system, where choices and decisions have a
crucial impact on the future development of the system and the economy being analyzed (Jespersen, 2007).

In the remainder of this section we present the two matrices that make up the cornerstone of every SFC

model (and the one we are building).
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4.2 Balance Sheet

As mentioned in section 2, and in line with the second identified gap, the model distinguishes six sectors, with the
disaggregated NFC sector at industry level. These sectors and industries are incorporated into the balance sheet
framework presented here!”. Typically, SFC models comprise various components, including accounting matrices
and dynamic equations. This section presents the first accounting matrix, which is aligned with the national
accounts as reported by DST. Every sector and industry are listed in the columns, and in each of the eight rows,
every financial instrument is represented as a financial asset or liability for the specific sector and industry in
this economy. This representation helps to understand the financial structure of the E-IO-SFC model.

The general understanding of this BS is that when an entry appears with a plus sign, it indicates that the
given sector or industry holds the corresponding instrument as an asset, as it adds to its net worth. Net worth,
in this context, refers to the difference between assets and liabilities, representing the sector’s or industry’s net
wealth. For example, if households have more assets than liabilities, they will have a positive net worth or
wealth. Conversely, when an entry appears with a minus sign, it indicates that the given sector or industry holds
liabilities in that element, signifying that the stock of the element is a liability for the specific sector or industry.
These principles imply that wealth is represented with a minus sign, as it is located on the liability side, following
the standard accounting identity stating that Assets = Liabilities + Net Worth, cf. Godley and Lavoie (2012).
These conventions ensure that all the rows and columns of the BS sum to zero, thus providing consistency and
coherence in the accounting of the financial stock variables contained in the E-IO-SFC model, in line with the

principles of SFC modeling presented in section 4.1 above.

Manufacturing Other manufacturing

Households Energy Transport Agriculture ) )
and Construction and services
Monetary gold and SDR (F.1)
Currency and deposits (F.2) F.2H F.2F F.27 F.24 F.2MC F.20MS
Securities (F.3) F.34 . —F37 —F.34 —F.3MC¢ —F.30MS
Loans (F.4) —F4H —F4F —F47T —F44 —F4MC —F.40MS
Equity (F.5) F.5H —F.57 —F.5T —F.54 —F.5MC —F.50MS
Insurance tech. reserves (F.6) F.6" —F.6" —F.67 —F.64 —F.6MC —F.69MS
Financial derivatives (F.7) —-F7H e —F7T —F74 —F.7MC —F.7OMS
Trade credits (F.8) —F8" F.8% F.8" F.84 F.8MC F.80MS
Net Worth NwH NW¥ NwW?T Nw4 NwMe NWOMS
Financial corporations Government Central Bank Rest of the World >
Monetary gold and SDR (F.1) F.1¢8 F.18eW +
Currency and deposits (F.2) —F2Fc F.2¢ F.2¢B F.2RW 0
Securities (F.3) F.37¢ —F.3¢ —F.398 F.38W 0
Loans (F.4) F.4F¢ F 4% F.4¢B — F4ReW 0
Equity (F.5) F.57¢ F.5¢ —F5°B —F.58W 0
Insurance tech. reserves (F.6) —F.6"¢ F.6“ F.6RW 0
Financial derivatives (F.7) F.7F¢ F7% F.7¢B —F.7ReW 0
Trade credits (F.8) —F.8F¢ —F.8¢ —F.8°B —F.8ReW 0
Net Worth Nw*te NWw¢ NW©B NWheW 0

Table 3: Balance sheet for the E-IO-SFC model.

I7This section builds upon the ideas presented in Nortvig et al. (2024).
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The BS is constructed in alignment with the structure of the national accounts and based on the financial
variables reported by DST. However, since DST does not provide complete balance sheet data at the industry
level, a method has been developed to approximate these positions. This approach constitutes a key contribution
of the E-IO-SFC model, enabling the construction of sector- and industry-specific balance sheets. For each
period/quarter, the stock of assets is subtracted from the stock of liabilities for the specific element, i.e., the

financial instruments are treated in net terms!®.

For specific content of each variable included in the BS, the
reader is referred to section 5.2. In the first row of the BS, monetary gold and SDRs are presented as assets for
the Central Bank in the domestic economy and for the RoW. It is essential that all the rows and columns add up
to zero for row consistency. However, this specific column should be understood as tangible capital, contrasting
with other financial assets and liabilities, which represent claims between parties. In the case of monetary gold
and SDRs, they do not specifically have a counterpart. For the other rows in the BS, one row is described because
the same procedure applies to the rest. In row 4 of the BS, cf. table 3, loans F.4 are represented. This indicates
that households, NFCs, and the RoW hold loans as liabilities, their counterparts being financial corporations
and the government, who are the providers/suppliers of credit. The signs presented in the BS align with the net
position of each agent with respect to each financial instrument in the real world. For instance, households hold
loans as liabilities to finance their purchases (say mortgages to purchase their homes), the outstanding balance of
the loan being listed as a liability!?. For detailed values from 2019Q4, please refer to the appendix, specifically
table 24.

I8DST reports, for each sector, the holdings of various financial instruments as both assets and liabilities. While incorporating
this level of detail could enhance the model, a simplified approach is chosen for pragmatic reasons.

19 According to McLeay et al. (2014), commercial banks create money in the form of bank deposits by issuing new loans. When
a bank issues a loan, it credits the borrower’s bank account with a deposit equal to the loan amount. This deposit increases the
household’s assets while the loan itself increases their liabilities. Thus, new money is created. It is important to note that bank
deposits are merely records of how much the bank owes its customers, meaning deposits are a liability for the bank rather than an
asset that can be lent out. As result, while loans appear as a liability (F.4), they are functioning as deposits (F.2) which can be
used to buy final consumption by the households. Similarly, for commercial banks, loans represent an asset, but in practice, they
are functioning as a liability through currency and deposits (F.2) which is transferred to any of the sectors.
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4.3 Transaction Flow Matrix

The structure of the TFM for the E-IO-SFC model is represented with the institutional agents in the columns and
transactions in the rows. The model consists of six different sectors as introduced in section 4.2: Households (incl.
NPISH), NFC’s (disaggregated into five different industries), FC’s, G, CB, and RoW. One of the key contributions
of this paper is the disaggregation of the NFC sector, which is clearly visible in both the TFM, cf. table 4, BS,
cf. table 3 and described in section 5.3.2. For each institutional agents a ‘current’ and ‘accumulation’ column is
represented. These columns record the current and accumulation transactions, respectively, the latter including
the capital and financial accounts. To compare these two columns with the structure of national accounts, the
‘current’-column consists of the following: The production account, the generation of income account and the
allocation of primary income account. On the other side, the ’accumulation’-column comprises the capital and
the financial accounts. Having presented the structure of the columns of the TFM, this section now offers a
detailed description of the individual entries, along with the assumptions made to tailor the framework to the
specific requirements of the E-IO-SFC model. The description follows a row-by-row structure, beginning with
the definition of aggregate demand. Then, it proceeds with the generation of income account, followed by the
allocation of primary and secondary income. Subsequently, the use of income account, the capital account, and the
financial account are described. This construction and approach follow the methodology outlined in Valdecantos
(2023a). In table 4 below, the representation of the TFM for the E-IO-SFC model is shown with variable names.
For detailed values for 2019Q4, please refer to the attached document called "TFM2019Q4”. To simplify
the structure of the E-IO-SFC model, several assumptions are introduced, for instance, treating only NFC’s
and FC’s as producers, or redistribute certain institutional flows. While these assumptions are necessary for
analytical tractability and data feasibility, it is important to emphasize that they do not result in accounting
inconsistencies. This is because any production or financial flows initially excluded from a sector or industry
due to such simplifications are subsequently reallocated or “returned” through carefully designed adjustments
in the E-IO-SFC model. In this way, sectoral balances, and the integrity of the full accounting framework, are

preserved.
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Households Energy Transport Agriculture

Current  Accumulation Current Accumulation Current Accumulation Current Accumulation
Private Consumption (P.3) —cH cF ct cA
Government Consumption (P.3) GF GT G4
Investment (P.51g P.53) —IH IF —IF 1T —IF A —14
Changes in Inventories (P.52) AINVE —AINVE AINVT —AINVT AINVA —AINVA
Exports (P.6) X xT x4
Imports (P.7) —IMF —IMT —IMA
Intermediate purchases —IG;,E —]GZ; —IG;;x
Intermediate sales IGE IGT G4
Gross Domestic Product [Y] (B.1%g) Y] V7] Y4
Net indirect taxes less subsidies E T A
on production (D.21-D.31 and D.29-D.39) -NIT —NIT —NIT
[Gross value added at factor cost] (B1.GF) [GV AR [GV AT [GV AR
Wages (D.1) wBH -WBF —-wBT —-WwBA
Gross operating surplus and mixed
income Ir)edistriiutecli Gos* 7GOS§’G 7GOS}E’G 7GOS§’G
Net taxes on imports (D.2-D.3)
Net Interest (D.41 + D.44 + D.45) NI® NIF NIT NIA
Distributed income from corporations (D.42) DI# DI® DI* DI
Reinvested earnings on FDI (D.43) FEq,; FIp; Fio,
Current taxes on income and wealth (D.5) -TH -TF -T7 -7
Social contributions (D.61) —-sct
Social benefits (D.62) SBH
Other current transfers (D.7) ocH ocF ocT oc#
Adj. change in pension entitl. (D.8) PEH
[Saving (B.8g) / Current external balance (B.12)] [SH] ER [ST] [S4]
Capital and non-financial and non- H B T A
produced assets transfers (D.9 4+ NP) —NPL NPL NPL NPL
Adjustment variable Adjf Adj® AdjT Adj?
[Net lending (B.9)] [NLT] [NLF] [NLT [NL4]
Monetary gold and SDR (F.1) - transactions
Currency and deposits (F.2) - transactions F2f F2F —F2T F24
Securities (F.3) - transactions —F3H —F3F F3T —F34
Loans (F.4) - transactions —F4H —F4F —F47 —F44
Equity (F.5) - transactions —F57 F5F F57 F54
Insurance tech. reserves (F.6) - transactions Fel! —F6¥ —F6T —F6t
Financial derivatives (F.7) - transactions FrH F7E F1T Ft
Trade credits (F.8) - transactions —Fsf FgF F8T Fg4
Monetary gold and SDR (F.1) - roc
Currency and deposits (F.2) - roc —F2H —F2E. —F2T. —F24
Securities (F.3) - roc —F3H F3E F37T,. F34.
Loans (F.4) - roc F4E . —F4E. —F4T . —F44
Equity (F.5) - roc F52 . —F5E8 —F5% . —F54 .,
Insurance tech. reserves (F.6) - roc —F6E, —F6E. —F6Z. —F63 .
Financial derivatives (F.7) - roc F72, F7E, F7T. F74.
Trade credits (F.8) - roc F8t, —F8E, —F8T,, —F82,
Change in Net Worth NWwH NW?® NwT NWw4
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Manutfacturing & Construction

Other Manufacturing & Services

Financial Corporations

Current Accumulation Current Accumulation Current Accumulation
Private Consumption (P.3) cMce coMS cre
Government Consumption (P.3) GMce GOMS Gre
Investment (P.51g P.53) McC —JMe JoMS —JoMS —Ifc
Changes in Inventories (P.52) AINVME —AINVMC AINVOMS —~AINVOMS
Exports (P.6) xMe XOMS xre
Imports (P.7) —IMMC —IMOMS —IMFC
Intermediate purchases —IG;,V[C —IGI?MS —IG;:C
Intermediate sales GgMe IGOMS IGEC
Gross Domestic Product [Y] (B.1*g) [y M) [y OMS] [V e
Net indirect taxes less subsidies MO OMS FC
on production (D.21-D.31 and D.29-D.39) —NIT —NIT —NIT
[Gross value added at factor cost] (B1.GF) [GV AMC] [GV ARMS] [GV ALC]
Wages (D.1) —WBMC —WBOMS —-WBFC
Gross operating surplus and mixed
income ?edistri%)utioi 7GOS§[’§" 7GOS2%S 7GOS§’%
Net taxes on imports (D.2-D.3)
Net Interest (D.41 + D.44 + D.45) NIMC NIOMS NIFC
Distributed income from corporations (D.42) DIMc DIoMs DIf¢
Reinvested earnings on FDI (D.43) FMS FQMS FES;
Current taxes on income and wealth (D.5) —TMC —oMS —TFc
Social contributions (D.61) scre
Social benefits (D.62) -SB*°
Other current transfers (D.7) ocM¢ oCoMs ocre
Adj. change in pension entitl. (D.8) —PEFC
[Saving (B.8g) / Current external balance (B.12)] [SM€) [SOMS] [S7€)
Capital and non-financial and non- MC OMS FC
produced assets transfers (D.9 4+ NP) NPL NPL NPL
Adjustment variable AdjMC AdjoM3 AdjFe
[Net lending (B.9)] [NLM) [NLOMS) [NLTC)
Monetary gold and SDR, (F.1) - transactions
Currency and deposits (F.2) - transactions F2M¢ F0MS —F2fc
Securities (F.3) - transactions —F3Mc —F30MS F3Fc
Loans (F.4) - transactions —F4MC —F4OMS F4Fc
Equity (F.5) - transactions F5MC F5OMS F5FC
Insurance tech. reserves (F.6) - transactions —FeMC —F6OMS . A
Financial derivatives (F.7) - transactions F7MC F7OMS —F7F°
Trade credits (F.8) - transactions —F8Mce F8OMS —F8te
Monetary gold and SDR (F.1) - roc
Currency and deposits (F.2) - roc —F2MC —F20MS —F2FC
Securities (F.3) - roc F3MC F3oMS —F3E¢
Loans (F.4) - roc —F4MC —F40MS —F4FC
Equity (F.5) - roc —F5MC —F50MS F5EC
Insurance tech. reserves (F.6) - roc —F6MC —F6OMS F6LC
Financial derivatives (F.7) - roc F7MC F7OMS —F7EC
Trade credits (F.8) - roc —F8M¢ —F8OMS F8ES
Change in Net Worth NWwMCE NWOMS NwWFe
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Government

Central Bank

Rest of the world

Current  Accumulation Current  Accumulation Current Accumulation
Private Consumption (P.3) 0
Government Consumption (P.3) -G 0
Investment (P.51g P.53) . 0
Changes in Inventories (P.52) 0
Exports (P.6) -X 0
Imports (P.7) M 0
Intermediate purchases -
Intermediate sales +
Gross Domestic Product [Y] (B.1*g) [+]
Net indirect taxes less subsidies NITC 0
on production (D.21-D.31 and D.29-D.39)
[Gross value added at factor cost] (B1.GF) [+]
Wages (D.1) ~-WB¢B W BfW 0
Gross operiatlnlg su.rplus and mixed GOSC 0
income redistribution
Net taxes on imports (D.2-D.3) NTI® ~NTTRW 0
Net Interest (D.41 + D.44 + D.45) NI¢ NICB NIHoW 0
Distributed income from corporations (D.42) DI® DI®E DIfew 0
Reinvested earnings on FDI (D.43) —FDIRw 0
Current taxes on income and wealth (D.5) ¢ —THeW 0
Social contributions (D.61) sc¢ SCHoW 0
Social benefits (D.62) —SB¢ SBfeW 0
Other current transfers (D.7) oce ocek oCHew 0
Adj. change in pension entitl. (D.8) 0
[Saving (B.8g) / Current external balance (B.12)] [S¢] [-SCB] [—SReW]
Capital transfers and net acquisition of a RoW
non-financial non-produced assets (D.9 + NP) NPL —NPL 0
Adjustment variable Adj¢ Adj¢B AdjFoW Adjx
[Net lending (B.9)] [NL€] [NLCP] [NL7W] [0]
Monetary gold and SDR (F.1) - transactions F198 —F1feW 0
Currency and deposits (F.2) - transactions —F2¢ —F2¢B — FQRoW 0
Securities (F.3) - transactions F3¢ —F3°8 —F3few 0
Loans (F.4) - transactions —F4¢ F4¢B — F4feW 0
Equity (F.5) - transactions F5¢ F5°B —F5fteWw 0
Insurance tech. reserves (F.6) - transactions F6¢ Fefow 0
Financial derivatives (F.7) - transactions F7¢ F7¢B F7Rew 0
Trade credits (F.8) - transactions F8¢ —F8¢B —Fghew 0
Monetary gold and SDR, (F.1) - roc —F1SB —F1BW +
Currency and deposits (F.2) - roc —F26, —F258 FoEW 0
Securities (F.3) - roc F3%, —F352 F3leW 0
Loans (F.4) - roc F4S . F4CE F4EW 0
Equity (F.5) - roc F5S. F5SE F5EW 0
Insurance tech. reserves (F.6) - roc F6S . —F6EW 0
Financial derivatives (F.7) - roc —F78, F7¢B —F7EW 0
Trade credits (F.8) - roc F8%, F8SB — 8V 0
Change in Net Worth NW¢ NW°B NW oW 0
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The aggregate demand components of the E-IO-SFC model

The first two rows of the TFM represent final consumption by households, C¥, and by the government, G.
Final consumption refers to expenditure on goods and services used for the direct satisfaction of individual needs
or wants. Only households and the government incur final consumption expenditures, which are recorded as
outflows in their respective entries. Correspondingly, these appear as inflows for the industries and the FC’s,
as they represent income generated through the production of final consumption goods??. A production-related
assumption has been made in the context of the E-IO-SFC model, namely that only NFC’s and FC’s are engaged
in production activities. Accordingly, references to the NFC sector should henceforth be understood to include
FC’s, unless otherwise stated. This treatment of FC’s as part of the producing industries is based solely on this
modeling assumption?!.

The third row in the TFM is investment and consists of gross fixed capital formation and acquisition less
disposals of valuables, represented by I’ and I’ for accumulated and current investment respectively??. Here a
minus sign is seen for the industries in their accumulation columns. All the accumulation is allocated to the
industries’ current accounts, indicating that the firms are the entities selling and producing these investments.
On the other hand, it is shown as a negative sign for households, FC’s and the government because it represents
an outflow, which is recorded in their accumulation account. It is relevant to note that the possibility for
FC’s being able to have an inflow of investment is assumed away even though it is reported in the national
accounts. It is decided to remove the sign of the FC’s in their current column, because of the minor share of total
investment (3,8%) OECD (2021). This assumption simplifies the E-IO-SFC model structure and the definition
of the system of equations. The fundamental assumption made here is that the industries are the sole entities
accounting for investments as inflows in their current accounts. However, examining the national accounts of
any country reveals that all agents contribute to production and, consequently, to value added. By attributing
investment activities exclusively to the industries, it is assumed that households, FC’s, and the government are
not receiving inflows resulting from investment decisions, which would otherwise be reported in their respective
current accounts.

To account for the fact that the producing industries cannot always meet demand instantaneously, changes
in inventories, AINV?, are introduced in the fourth row of the TFM, consistent with their representation in
the national accounts. In this context, it is acknowledged that households may, in principle, produce and store
consumption goods. However, for the sake of simplicity, this possibility is abstracted from, and all household
inventories are instead attributed to the producing industries. The sign appearing in the TFM depends on which
account it is reported on. The same variable has been taken for each account and divided between current and
accumulation since it is already measured as inventory, and therefore already includes goods that have not been
sold. Hence, the variable will be as it is in the current account and treated with a minus sign in the accumulation
account.

Row five and six represent exports and imports, X* and IM? for Denmark??. It is assumed that only the
NFC sector, are involved in all import and export activities. Imports into Denmark are assumed to occur through
this sector. This is the reason why imports are represented with a negative sign in the TFM for the producing
sectors and a positive sign for the RoW and the opposite for exports.

Since the E-IO-SFC model is specified at the industry level, it is essential to account for intermediate
purchases, [ G;, and sales, /G, between industries to ensure consistency with the national accounts. In this

framework, intermediate transactions are reported as both intermediate purchases®® and sales. These flows

20The series used to construct final consumption does not include transfer income from the government.

21 According to the IO table from DST, FC’s account for 0.02% of total production related to government final consumption and
8% for household final consumption.

22These are non-financial assets that are not consumed or used in production, do not deteriorate physically under normal conditions,
and are primarily acquired and held as stores of values.

23Imports includes intermediate imported goods from RoW.

24Intermediate purchases include only domestic transactions.
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are distributed within the NFC sector to match aggregate values from the input-output tables. Given this
modeling choice, appropriate adjustments must be made when defining the system of equations to ensure that
intermediate purchases and sales are balanced at the industry level. This issue will be discussed further in
section 8. Intermediate flows are allocated across the producing sectors, including FC’s. The inclusion of FC’s
here is motivated by the need to attribute a share of gross operating surplus (GOS) to them, as they also
generate income through their role in the production process. This point will be elaborated in a later section.
To illustrate how households purchases of products positively impact foreign economies, consider the following
example involving a household intending to purchase a vehicle, specifically a Tesla?®. The household buys the
car from the MC industry. To manufacture this vehicle, the MC industry must import goods from abroad, such
as steel for the doors or rubber for the tires. This necessitates a transaction from MC companies to the RoW
through the Import’ row, which explains the negative entry for imports in the NFC’s and a positive entry for
imports in RoW. This occurs due to the project’s assumption that all intermediate imports are categorized in
the import row. In reality, the household might directly purchase a Tesla from the RoW; however, for simplicity,
it is assumed that only final goods can be bought from the NFC sector within the domestic market.

The rows described so far represent the aggregate demand in the Danish economy, which corresponds to
gross value added (GVA) in market prices?®. GVA reflects the total monetary value of final purchases of goods
and services from the sectors included in the E-IO-SFC model. In the TFM, this is summarized in a ’fictive’ row
labeled ‘Gross Domestic Product’ (GDP). The term ‘fictive’ refers to the fact that this row does not represent an
actual transaction, but rather aggregates all previous transactions listed above in the TFM. The GDP components
identified here will serve as the basis for defining the income of each sector and industry in the system of equations.
As shown in table 4, the notation for GDP is presented as a current inflow to the NFC sector.

To complete this section of the TFM, it is important to note that the NFC sector collects taxes, which are
subsequently transferred to the government, recorded as an outflow from the NFC sector and an inflow to the
government. For simplicity, taxes less subsidies on products and other taxes have been combined into a single
term, denoted as NIT?. Although, all value added is assumed to be generated by the NFC sector, and taxes
are therefore imputed to them, this does not imply that households do not pay VAT. Like other indirect taxes,
VAT is embedded in the market prices paid by consumers and is thus indirectly passed through to the NFC

sector.

The generation of income in the E-IO-SFC model

Now that we have outlined the definition of GDP or GVA at factor prices?” in terms of the supply and demand
of the aggregate economy, our focus will shift to the macroeconomic identity known as income. This is found
by looking at how income is generated. GDP created in Denmark goes to compensation of employees, resident
producer surplus, mixed income, and payments of productions taxes. The next two rows include the wage
bill, WB?, and GOS'. In the E-IO-SFC model the compensation of employees are paid by the NFC sector
and are transferred to the households in the domestic economy and to the Danish workers in RoW. It should
be noted: In reality households receive wages from the government. Within this framework this is entirely
removed. Consequently, the industry-specific values for the wage bill are taken from the data figures (which will
be reported in section 5), where government wages are already incorporated into the industries. This approach
ensures that the government wage bill is accurately allocated across industries based on their respective production

activities.

25We are aware that Tesla isn’t produced in Denmark. The example is just for illustrative purposes and to demonstrate how the
IO structure works within the E-IO-SFC model.

26Market prices refer to the prices at which goods and services are traded, i.e., the prices paid by consumers (Hjulsager, 2022,
p. 26).

27Factor prices are the prices that pay or compensate the production factors labor and capital. They are calculated as basic prices
minus other production taxes, net. Basic prices are the prices that a company ultimately receives for its goods, since indirect taxes
accrue to the public sector (Hjulsager, 2022, p. 26-27).
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The row that typically represents gross profits is not reported in the conventional way due to the modeling
assumption regarding the disaggregation of the producing sector in the E-IO-SFC model. Ordinarily, this account
reflects the profits earned by each sector based on their capital contribution to the production process. However,
given the assumption that production is carried out exclusively by the NFC sector, it becomes necessary to
"return” the portion of surplus generated by households and the government to the producing industries. This
adjustment is essential to ensure accurate net lending figures across all sectors and industries. If the effect of this
assumption on production is not accounted for prior to the computation of net lending, discrepancies will emerge
between the current and financial accounts of the sectors. Therefore, in the TFM, as shown in table 4, the GOS
generated by the household and government sectors is redistributed as an outflow (indicated by a minus sign)
from the different industries comprised in the NFC sector to the households and government. This redistribution
is proportional to households or governments contribution to GVA for each industry. For instance, if households
account for 5% of GVA in the agriculture sector, they receive 5% of the agriculture’s total GOS. This adjustment
ensures that the implications of the production assumption are fully incorporated (Valdecantos, 2023a, p. 6).
In this context, it is essential to identify a value that captures the surplus before production costs are deducted.
GVA at factor costs serves this purpose. Since the NFC sector is assumed to be the sole producer, introducing

GVA enables the NFC sector to repay a larger portion of GOS?, thereby preserving accounting consistency.

Allocation of primary income in the E-IO-SFC model

The allocation of the primary income account aims to illustrate how different sectors and institutional groups in
the economy receive and pay various types of income (Hjulsager, 2022). Primary income refers to the returns
derived from the ownership of assets, whether real or financial. The interaction between the Rest of the World
(RoW) and the domestic economy appears as the first entry in this account, namely the net taxes on production
and imports levied by the government on firms, denoted by NTI?. Net interest income, NI?, is introduced in
the E-IO-SFC model as a merged variable?®. In the national accounts, these components are typically reported
as interest receivable and payable. However, for the sake of simplicity, they are consolidated here as net interest
received i.e., interest income minus interest expenses. This aggregation is motivated by two key considerations.
First, the components ’other investment income’ and ’rent’ capture residual property income not covered by
interest-bearing instruments, but in practice, they cannot be allocated to specific financial assets reported in the
balance sheets due to data limitations from DST. Second, separating these components would not enhance the
model’s empirical performance. By constructing a net interest variable, the model captures whether a given sector
or industry acts as a net payer or receiver of interest, thereby preserving analytical clarity without sacrificing
relevant economic information.

The next items to be addressed are dividends, referred to in the national accounts as ’distributed income
of corporations’ and ’reinvested earnings on foreign direct investment’ (FDI). A portion of the distributed cor-
porate income is paid to RoW, while reinvested earnings reflect profits generated by foreign-owned companies
operating in Denmark that are not distributed but instead retained and reinvested. In economic terms, the latter
corresponds to cases where foreign firms hold equity stakes in Danish corporations. Both variables are expressed
in net terms and denoted as DI’ (net dividends) and Ffp; (net reinvested earnings on FDI). A positive entry
in the TFM implies that Denmark, or the specific industry in question, is a net receiver of the respective income
flow i.e., in the case of Ftp;, this could indicate foreign ownership of Danish firms resulting in retained profits

accruing to foreign investors.

Secondary income distribution in the E-IO-SFC model

A current transfer occurs when an institutional unit provides goods, services, or financial resources to another

institutional unit without receiving anything of equivalent economic value in return. Such transfers do not have

28Comprised of interest-bearing assets, ’other investment income’, and ’rent’.
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a direct counterpart transaction. When a transfer is made by an institutional unit, it is recorded as an outflow
and indicated with a minus sign. Conversely, transfers received are recorded as inflows and marked with a plus
sign.

The first variable involved in the above description is the government’s income and wealth tax revenue,
denoted by T? in the TFM. This revenue is collected from households and the NFC sector, which are required to
pay taxes on income, profits, and wealth. As shown in the TFM, the government also receives tax revenue from
RoW. This source should be understood as Danes residing abroad, but subject to some taxes in Denmark, such
as property taxes. The government’s tax revenue is the primary source of financing the public sector.

Secondly, the financing of the social insurance system, called social contributions and denoted as SC?, is
described. The financing occurs through actual or imputed payments imposed on all participants in the labor
market, ensuring that the institutions providing this form of social insurance have sufficient funds. The contri-
bution is paid by employers on behalf of employees, making it part of the employee’s wage bill. It appears with a
minus sign for households, thereby reducing their disposable income. The interpretation of social contributions
in the TFM should be understood as follows: these contributions, along with payments made by households,
are recorded with a minus sign as they represent a use of funds, while for FC and the government, they are
recorded as a source of funds. Note that payments to the RoW are expected to be significantly smaller compared
to domestic payments.

Third comes social benefits, denoted by SB?, which is an inflow for households and RoW and paid by the
government and FC’s. This includes cash assistance, unemployment benefits, sickness benefits, education, early
retirement pensions, and old-age pensions. Consequently, in the case of households, the interpretation of social
benefits will be registered as a source of funds (indicated by a plus sign), and as a use of funds for the mentioned
institutions (indicated by a minus sign). The contributions are paid by FC’s and the government.

The current transactions, which are not included in the aforementioned, are recorded in the last item called

‘other current transfers’, and denoted by OC".

Use of disposable income in the E-IO-SFC model

The next entries in the TFM relate to how disposable national income is used for consumption and savings.
It represents the income that Danish residents have at their disposal. Broadly speaking, it shows how the
components of aggregate demand are used by households and the government. One of these components is
denoted by PE?, which refers to adjustments in pension entitlements. Note here the description in the ’secondary
income distribution account’ regarding households’ contributions to the social security system. This implies that
the funds households contribute to the social insurance system are only accessible once pensions are paid out. To
ensure that actual disposable income is accurately represented, the adjustment in PE? must be included. This
adjustment credits households with a portion of the social contributions from FC before reporting each industry’s

saving position, S°.

Capital and financial accounts in the E-IO-SFC model

Capital transfers and acquisitions less disposals of non-produced non-financial assets are reported next in the
TFM as a merged item. The reason for combining these is that they both relate to changes in ownership: one
involves capital goods, while the other pertains to non-produced non-financial assets. The capital-related item
describes changes in ownership that occur when a physical asset is transferred from one sector to another. The
second item, which relates to non-produced non-financial assets, registers changes in physical assets or their sale,
as well as changes in the ownership of intangible assets such as patents. For households, this has the following
interpretation: if households receive a donation of a capital good, it would be reflected in two ways. First,
there will be an increase in their gross fixed capital formation, which appears with a minus sign because it is a

use of funds. However, that capital accumulation does not stem from an actual expenditure by the household
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but from a donation. Therefore, it is not truly a use of funds. To prevent the registered increase in gross fixed
capital formation from distorting the net lending position, the capital transfer is written with a plus sign, thereby
offsetting the values.

The next item recorded in this account is ‘net lending (4) / net borrowing (-)’ which appears in the TFM
as a ‘fictive row’. This item is crucial as it serves as a balancing entry, reflecting each sector’s or industry’s final
financial position once all transactions have been recorded. It is instrumental in indicating whether a sector is
in a surplus or deficit. This implies that a surplus in one sector necessitates a corresponding deficit in another.
When the net lending balances of all sectors and industries sum to zero, it confirms the achievement of both
vertical and horizontal consistency, as stated in the key principles outlined in section 4.12°. The last item in this
account is 'Consumption of fixed capital’, D?, which measures the depreciation of physical assets. Note that,
even though this item does not determine net lending it still affects each sector and industry’s net worth. It
should also be noted, that D* is not a transaction between sectors and industries.

The financial accounts, which are all the variables reported in the bottom of the TFM also referred to as
FoF, is followed by an adjustment variable3. In simpler terms, the financial account details the flow of funds
between sectors, recording transactions involving financial assets and liabilities that occur between resident units
and the RoW. These transactions can be either pure financial operations or the monetary counterpart (payment)
of a real transaction (for instance, a households consumption from firms). This level of disaggregation of financial
variables is one of the contributions of this paper. Additionally, it tracks changes in the value of the sectors and
industries asset and liability holdings. These aspects are reported as transactions and as revaluations®' and other

changes®? (ROC), respectively, for each financial item introduced in the TFM.

29 According to attached table " TFM2019Q4”, the horizontal consistency is not achieved in the case of summing to zero due to the
way data are reported by DST. The horizontal sum of net lending is not too large in terms of aggregate income. This discrepancy is
0,00000832 in terms of nominal GDP in 2019Q4. This means that the inconsistencies in the data should not necessarily be a cause
for concern. The discrepancies arises for the difference between intermediate purchases and sales (-1), compensation of employees
(-1), net interest (-1), reinvested earnings on FDI (-1) and current taxes on income and wealth (-1). This is also the case for the flow
of funds.

30This variable does not appear in either the national accounts or DST’s reports. It is incorporated to maintain consistency
between the current and capital accounts, ensuring alignment with the data reported in the financial accounts. This inclusion is
crucial for ensuring that the model and all related identities are accurately met, thereby eliminating any discrepancies. This is
additionally important because databases representing the current and the accumulation accounts are not naturally consistent. The
method by which this is calculated is based on the sum of all transactions in the financial accounts F.1 to F.8 minus each sector’s
net lending position. This method ensures internal accounting consistency within the model.

31Revaluations occur because of a change in the monetary value of a financial asset or liability due to changes in the level and
structure of its price (United Nations, 2009b).

320ther changes in the volume of financial assets and liabilities are any changes in the value of these assets that are due neither
to transactions nor to revaluation. These changes include those due to cancellation and write offs, economic appearance and
disappearance of assets, reclassification, and the changes in financial assets arising from entities changing their economy of residence
(United Nations, 2009b).
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5 Statistical inputs for the E-IO-SFC model database

According to Valdecantos (2023b) the third step in building an empirical SFC models is to build the data
bank. Therefore, this section introduces the data foundations and methodological considerations underlying the
construction of the E-IO-SFC model on a quarterly time frequency ranging from 2001Q1 until 2024Q4 in millions
DKK. The time span is based on the data availability, when taking all the variables entering the E-IO-SFC model
into account. The structure outlined in this section follows the TFM row by row to ensure transparency and
traceability. The data sources used to map the Danish national accounts and construct the database are drawn
from DST. Section 5.1 outlines the data used to construct the upper and middle part of the TFM, capturing the
real side of the economy. Section 5.2 focuses on the financial side, describing the flow of funds between sectors
and the compilation of financial transactions in the lower part of the TFM. Additionally, this section presents
the data and methodology used to build the balance sheet at the industry level, thereby addressing the first gap
identified in section 2.1. Lastly, section 5.3 details the model’s main contributions: (i) why an input-output (I10)
structure is essential, (i) how we propose to incorporate the structure, addressing the second gap, and (iii)
the current use of the IO-table provided by DST. Each subsection concludes with a description of the empirical
methods applied to close the relevant data gaps and ensure consistency across the modeling framework. The data
bank consists of non-seasonally adjusted data in current prices, which is necessary for the system of accounting
identities to hold. For instance, when the variables are in current prices, they describe the sums of money that
actually change hands each period. The use of seasonal adjustment is only necessary for the variables entering

estimation of behavioral equations. We describe this later in section 7.2.

5.1 DST tables for the real side

Tables 5 and 6 provide an overview of the DST tables referenced in this subsection, including sectoral classifica-
tions, transaction types, and data frequency. All relevant figures used in constructing the TFM for the underlying

DST tables that reports transactions in both receivable and payable terms are in net values.

Upper Part of the TFM

As outlined in Valdecantos (2023a), the structure of the TFM diverges slightly from the standard national
accounting framework. While national accounts begin with the production account and proceed sequentially
through the income, capital, and financial accounts, the TFM used for the E-IO-SFC starts with a partial
representation of the ’'use of disposable income’ (i.e., household and government consumption), the ‘capital
account’ (i.e., investment), and the ‘goods and services account’ (i.e., exports and imports). Thus, the TFM
combines elements from various accounts of the System of National Accounts (SNA), providing a representation
of the goods and services market equilibrium. This ordering offers a more intuitive introduction to the structure
of the SNA, as it reflects the fundamental identity that all output must equal the sum of aggregate demand
components (including the change in inventories), which in turn corresponds to the gross income generated
in the economy. Accordingly, the upper part of the TFM includes the following transactions: household and
government consumption (P.3), gross fixed capital formation and acquisitions less disposals of valuables (P.51g
+ P.53), and changes in inventories (P.52), followed by production-related flows like exports (P.6), imports (P.7),
intermediate consumption (P.2), and net taxes on production and products (D.21-D.31 and D.29-D.39). The
data underpinning these entries are sourced from NKSO2 (DST, 2024k), NKSO1 (DST, 2024j), NKHO2 (DST,
2024g), and NKBP10 (DST, 2024f), where NKHO2 provides information at the level of the total economy and
NKBP10 offers a breakdown by industry. Methodological procedures for allocating and completing these figures
in the upper part of the TFM are detailed in section 5.1.1.
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Middle Part of the TFM

The middle part of the TFM contains data from the generation and distribution of income accounts. For
compensation of employees (D.1), the total wages received by households is taken from NKSO2, while sectoral
breakdowns are obtained from NKBP10 (for the industries and sectors) and NKSO1 (for FC). The allocation
of these wage payments across sectors and industries is described in section 5.1.1. Additionally, wages paid to
Danish workers living abroad are computed as the difference between the domestic and total values in NKSO1
and NKSO2, respectively, yielding the RoW component. Regarding gross operating surplus and mixed income
(B.2g+B.3g), values for households and government are retrieved from NKSO2. As only NFC and FC are assumed
to engage in production activities, the portion of surplus attributed to non-producing sectors is redistributed back
to producing sectors to ensure a correct net lending figure at industry level. The adjustment procedure is discussed
in section 5.1.1.

The remaining components of the current and capital accounts are primarily sourced from NKSO2 (DST,
2024k). This includes primary income, such as interest (D.41), dividends (D.42), reinvested earnings (D.43),
other investment income (D.44), and rent (D.45), as well as secondary income transfers, including current taxes
on income and wealth (D.5), social contributions (D.61), social benefits (D.62), and other current transfers (D.7).
The same source also provides data for adjustment for the change in pension entitlements (D.8), gross saving
(B.8g), and components of the capital account, including capital transfers (D.9), acquisitions less disposals of
non-produced non-financial assets (NP), and the balancing item for net lending/borrowing (B.9). Taxes on
production and imports less subsidies from the RoW (D.2-D.3) are drawn from NKN2 (DST, 2024h). For the
Central Bank, D.41 and D.42 are retrieved from NASD21 (DST, 2024c), while D.7 transfers are based on NASD22
(DST, 2024d).

DST table Information Frequency

NKBP10 Industry divided SNA (production and generation of income) Quarterly up until 2024Q4
NKSO1 SNA by sector for production and generation of income Quarterly up until 2024Q4
NKSO2 SNA by sector for allocation and use of income Quarterly up until 2024Q4
NKN1 Demand and supply by transaction for the whole economy (used Quarterly up until 2024Q4

for the components of aggregate demand)

NKN2 Real gross national disposable income for the whole economy Quarterly up until 2024Q4
NKHO2 Production, GDP and generation of income for the whole economy  Quarterly up until 2024Q4
NAN1 Demand and supply by transaction and price unit Annual up until 2024
NASD12 Generation of income by transaction and sector Annual up until 2023
NASD21 Allocation of primary income by transaction and sector Annual up until 2023
NASD22 Secondary distribution of income by transaction and sector Annual up until 2023
NASD23 Use of disposable income by transaction and sector Annual up until 2023
NASD24 Capital by transaction and sector Annual up until 2023

Table 5: Information contained in each of the DST tables.

DST tables Sector, Type of Supply, Transactions

Sectoral names S.1 Total economy, S.11 Non-financial corporations (NFC), S.12 Financial corporations

(FC), S.121 The central bank (CB), S.13 General government (G), S.144S.15 Households
and non-profit institutions serving households (H), S.2 Rest of the world (RoW)
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DST tables Sector, Type of Supply, Transactions

NKBP10 P.1 Output, P.2 Intermediate consumption, B.1lg Gross value added, D.29-D.39 Other
taxes less subsidies on production, D.1 Compensation of employees, B.2g+B.3g Gross
operating surplus and mixed income

NKSO1 P.6 exports, P.7 imports, D.1 Compensation of employees

NKSO2 P.3 Final consumption expenditure, P.51g Gross fixed capital formation, P.53 Acquisitions
less disposals of valuables, P.52 Changes in inventories, D.1 Compensation of employees,
B.2g+B.3g Gross operating surplus and mixed income, D.41 Interest, D.42 Distributed
income of corporations, D.43 Reinvested earnings on direct foreign investments, D. 44
Other investment income, D.45 Rent, D.5 Current taxes on income, wealth, etc., D.61 Net
social contributions, D.62 Social benefits other than social transfers in kind, D.7 Other
current transfers, D.8 Adjustment for the change in pension entitlements, B.8g Saving,
gross, B.12 Current external balance, D.9 Capital transfers, NP Acquisitions less disposals

of non-produced non-financial assets, B.9 Net lending/net borrowing

NKN2 D.2-D.3 taxes on production and imports less subsidies from RoW

NKHO2 D.21-D.31 Taxes less subsidies on products, D.29-D.39 Taxes less subsidies on production
NASD12 D.1 Compensation of employees

NASD21 D.41 Interest, D.42 Distributed income of corporations

NASD22 D.7 Other current transfers

NASD23 B.8g Saving, gross

NASD24 B.12 Current external balance

Table 6: Information contained in each of the DST tables used for the real side of the economy. Note, several
variables (D.41 - D.9) in the NKSO2 table consists of receivable (r) and payable (p) transactions.

5.1.1 Empirical method for filling the gaps on the real side
Completing the data for the upper part

The decision to disaggregate the NFC sector into specific industries requires that the demand components,
retrieved on a aggregated level from DST, such as NKSO1 and NKSO2, has to be distributed across the selected
industries included in the model framework. To enable this allocation, the NAIOIF table (DST, 2025b) is
used, as it provides disaggregated information on household and NPISH consumption, government consumption,
gross fixed capital formation, inventories, and exports among other things, all broken down by supplying and
demanding industries. The shares obtained from NAIO1F, are used to allocate macro-level demand components
across industries such as Energy, Transport, and Agriculture, as illustrated in figure 4. Although the full 10-
structure is presented later in section 5.3, the NAIO1F shares are already essential for ensuring consistent
industry-level allocation in the upper part of the TFM.

In the case of intermediate consumption (IP), the value can be retrieved directly from NKBP10. However, to
isolate the values for sectors E and T, both of which are otherwise included within broader aggregates in NKBP10,
it is necessary to apply proportional shares. Specifically, output and IP for these industries are grouped under
D_E (‘Utility services’) and G.I (‘Trade and transport etc.’), respectively. To extract disaggregated values,
industry-specific shares are calculated using the NAIO1F table. More accurate, the share of output of D (energy)
represented by D_E and the share of H (transport) represented by G_I are derived from NAIO1F and applied
to the aggregated NKBP10 figures®®. Since the NAIOIF data is only available annually up to 2023, it has

been necessary to expand and split the series to a quarterly frequency. For this purpose, it is assumed that

33For more details, please refer to lines 1386-1400 of the attached R-script "IO-TABLE WORK?”.
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the shares for D and H remain constant within each year and the recent annual value is kept constant for the
remaining periods. These shares are used consistently whenever NKBP10 data requires disaggregation, allowing
for a coherent and internally consistent allocation of IP, as well as other figures, across the selected industries in
the TFM.

While the value of IP can be obtained directly from DST sources in quarterly frequency, the corresponding
figure for intermediate sales is not explicitly reported (it is only available in annual basis in the IO tables). To
construct this missing component in the quarterly series, we apply an indirect calculation method using the
identity stating that the gross value added at basic prices is equal to total output (in turn, equal to total sales)
minus intermediate purchases. Rearranging this identity we get that intermediate sales for each industry are
computed as the sum of gross value added and taxes on production and imports less subsidies from RoW, plus
intermediate consumption, minus all components of aggregate demand attributed to that industry. This ensures
full accounting consistency in the production account of the industries in quarterly frequency. For example, om

a general level, the calculation is given by:
IS' = GV A+ D21D31! — P3.C" — P3.G" — P51gP53" — P52 — P6' + P74+ I P,

Ensuring consistency between intermediate purchases and sales is particularly important when distributing values
among the disaggregated NFC industries to properly account for inter-industry interactions. However, this
empirical method is being revised in section 8.

During the construction of the model, a comparison between the industry classification 'Financial and
insurance (K)’ from NKBP10 and the institutional sector 'Financial Corporations (S.13)’ from NKSO1 revealed
a discrepancy in key variables such as GVA, GVA_F, and D29-D39. This mismatch appears to result from a
small portion of financial corporations being classified outside of 'K’ in NKBP10. To resolve this, the affected FC
variables are now consistently sourced from NKSO1 when NKBP10 is used. Consequently, when using NKBP10,
the difference between "K” and the ”full” FC3* sector is absorbed into the residual OMS industry, being this
industry that most likely is associated with financial activities after Financial Corporations. This correction also
necessitated an adjustment in how net indirect taxes less subsidies on production are calculated. D29-D39 is
now sourced directly from NKBP10 and allocated across industries as intended. For D21-D31, output shares
from NKBP10 are used to distribute the total, after which the net tax variable is obtained by summing the two

components.

Completing the data for the middle part

Regarding the figure for compensation of employees (D.1) the same procedure as described above is applied.
Specifically, the value is distributed across industries using NKBP10, with the amount for FC sourced from
NKSO1, and the value for the OMS industry calculated as a residual. Additionally, the share of D.1 attributable
to CB is derived from the total figure of FC by applying a proportion calculated from NASD12. This share is
subtracted from the FC component, yielding the final values for both FC and CB as recorded in the TFM.

In a similar manner, the redistribution of GOS has been addressed using supplementary data from DST.
A key source here is a report that outlines how GVA generated by each industry is attributed to different
institutional sectors (Jgrgensen et al., 2021, p. 24-25). Table 7 provides insight of this data for the agricultural

industries, along with an overview of the total distribution of GVA across all industries and sectors.

34 Fyll” refers to the fully aggregated financial corporations sector as reported by DST in tables such as NKSO2 (DST, 2024k),
which present data at the sectoral level, as opposed to the industry-level breakdown used in NKBP10 DST (2024f).
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Industries Total S.11 S.12 S.13 S.14 S.15

01 Crop and animal production, hunting
0.9 0.3 0 0 0.6 0
and related service activities

02 Forestry and logging 0.1 0 0 0 0.1 0
03 Fishing and aquaculture 0.1 0.1 0 0 0 0
Total (Share in %) 100 604 6.1 21.1 114 14

Table 7: Distribution & GVA by industries and institutional sectors in percent (Jgrgensen et al., 2021, p. 24-25)

A complete overview of this table can be found in the attached document titled ”Distribution & GVA by
industries and institutional sectors 2016”. It should be noted that GOS generated by the Central Bank is
assumed to be assigned to Financial Corporations.

In order to do this reallocation of industries’ GOS by sector, first the industries from the table above is distributed
according to how this project disaggregated the NFC sector. Second, it is necessary to examine how much of the
GVA across all industries is generated by the government and households, respectively, in order to calculate how
much the respective industries within this framework must redistribute (by deducting it from its own primary
account) to ensure accounting consistency across all relevant sectors 3°. For clarification, an example is provided
below showing how the amount of redistributed GOS by the Agriculture industry to the relevant sectors is
computed. As shown in table 7, the government does not contribute to GVA within the Agriculture industry,
meaning that the latter does not redistribute anything to the former. The household sector, on the other hand,
contributes 0.7% to the GVA. Hence, this percentage must be deducted from the Agriculture industry’s primary
income account by redistributing to the households. The amount that the household and the government must

"receive” from the Agriculture industry out of its total GVA is calculated as:

0.6+ 0.1)

B2g3gh = (060D o
9%9share = (17 41 1.4)

B2g3g4C% =0

According to the attached document titled ” TFM2019Q4”, the household sector receives DKK 44.783 million
(GOSH) and the government DKK 15.185 million (GOS®) across all producing industries in redistributed GOS.
Hence, the amount that the Agriculture industry must deduct from its primary income account is calculated as
GOS# = GOSH . B293gA’H = 2449.07 million DKK. This approach is applied across all producing industries6.

share

Thereafter, the 6-values needed in equations 227-236 can be obtained implicitly by taking the figures for the
amount the specific industry distributes to the households (or the government) and dividing by the total GOS

of same industry. Following the example of the agriculture industry the #-value is calculated as:

4 _ GOS#
H™ qosA”

35Recall that we assume, as is standard in SFC models, that all production is carried out by NFC and FC. Hence, in order for our
figures to match the net lending position of each sector reported by DST it is necessary to redistribute the gross operating surplus
to each sector according to its real contribution to the production process

36For clarification, the household and government sectors do not contribute to either the energy industry or the FC, meaning they
do not "receive” anything. In contrast, the transport industry ”gives back” 1.42% to the government and 3.91% to households, while
MC ”gives back” 0.95% to the government and 4.69% to households, and OMS 97.63% and 85.94%, respectively.

0
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where GOS“ is calculated as gross value added at factor costs subtracted with compensation of employees. For

reference, please refer to the following equation shown on the general level:

GOS' = GV AL — WB".

By using this information, the accuracy of the database is improved, as the actual shares of each sector’s ownership
of the different industries are applied. However, the information provided by DST is only available for 2016.
Therefore, it has been decided to assume that the GVA generated by each industry remains constant across the
entire input data.

Some additional data manipulation has been carried out to simplify the presentation of the TFM, specifically
within the primary income account. This has involved merging variables with either zero or limited relevance,
as well as combining variables with overlapping purposes. In particular, the variables D.41, D.44, and D.45 have
been aggregated into a single item referred to as 'Net interest’>”. However, it remains necessary to distribute the
merged net interest variable across the industries within the NFC sector. As will be discussed in the upcoming
section 5.2.1, a proxy for net interest allocation has been constructed based on the average contribution of
selected interest bearing financial variables. These shares are derived using accounting statistics data, which is
also introduced in section 5.2.1. The proxy for each industry’s share in the merged net interest item is calculated
as the simple average of four interest bearing indicators. For example, on a general level, the proxy is defined
as:

i.F245 4+ F3AS 4 p4LL 4 FgNet

share share share share

4

Turning to distributed income of corporations (D.42) and reinvested earnings on direct foreign investments
(D.43), these figures have been distributed across the industries within the NFC sector using the share of GVA
as a benchmark. For D.42 specifically, the net value attributed to the CB, retrieved from NASD21, has been
subtracted from the total amount recorded under FC, yielding the final values for both FC and CB as reported
in the TFM.

We also use the share of GVA as a benchmark to distribute the figures of the secondary income account -

i.Net.i.proxy =

current transfers (D5) and direct taxes on income and wealth (D7). The choice regarding the distribution of D.5
and D.7 assumes that GVA somehow reflects the contribution of each sector or industry to the total value added
in the economy. To retrieve the CB contribution from D7, we use the same method previously applied to D.42,
but via NASD22.

Again, some additional data manipulation has been carried out to simplify the presentation of the TFM,
specifically within the capital account. This has involved merging D9 and NP which is referred to as ‘Capital
and non-financial and non-produced asset transfer’. To distribute this figure the respective GVA share of the
industries have been used.

Taking all of the above corrections into account, the net lending position of the various sectors and industries
is calculated as the sum of all income and expenditure transactions mentioned above. Compared with the DST
figures38, a discrepancy is observed between DST and the net lending calculation in our database. However,
this discrepancy is offset when the respective adjustment variables are included in the sector/industry-specific
net lending calculation. Hence, the values reported in the TFM regarding net lending include the adjustment
variables. It is important to note that DST also exhibits a discrepancy between the sum of all income and
expenditure transactions and sum of all financial transactions (i.e. assets minus liabilities). However, DST does

not explicitly report an adjustment variable to account for this gap.

37"Note that D.41 is further divided into payable and receivable components based on the relationships defined in the system of
equations; see the appendix for further details.
38The figure "B9 Net lending (+)/net borrowing (-)” within NKSO2.
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5.2 DST tables for the financial side

Tables 8 and 9 provide an overview of the DST tables referenced in this subsection, including sectoral classifica-
tions, transaction types, and data frequency. All figures used in constructing the TFM and BS are expressed in

net terms, as the underlying DST tables report transactions and stocks in both asset and liability positions.

Lower part of the TFM

The final component of the TFM is the financial account, which constitutes the lower part of the matrix. In
essence, the financial account captures the flow of funds between sectors, recording transactions in financial assets
and liabilities that take place both among resident institutional units and between residents and the RoW.

As described in section 4.3, the financial account also reflects changes in the value of sectors’ holdings of
assets and liabilities. To retrieve the necessary data at the sectoral level, the NKSFK dataset (DST, 2024i)
is used, covering the period from 2001Q4 to 2024Q4. The financial instruments included from this source are:
‘Monetary gold and special drawing rights (SDRs)’ (F.1), ‘Currency and deposits’ (F.2), ‘Debt securities’ (F.3),
‘Loans’ (F.4), ‘Equity and investment fund shares or units’ (F.5), ‘Insurance, pension and standardized guarantee
schemes’ (F.6), ‘Financial derivatives and employee stock options’ (F.7), and ‘Other accounts receivable/payable’
(F.8). For each instrument, three components are retrieved: ‘Transactions, net’, ‘Revaluation’, and ‘Other
changes in volume’. The counterpart sector for all transactions is recorded as ‘Total’, meaning that flows to both

the domestic economy and the RoW are included in the aggregate.

Balance Sheet

For the construction of the BS, the same NKSFK dataset is used at the sectoral level. However, in this context, the
relevant component is the 'Closing balance sheet’, which captures end-of-period stock positions for each financial
instrument and sector. These values serve as the initial and final stocks for financial assets and liabilities in the
model and are essential for ensuring stock-flow consistency in the overall framework. Specifically, the stock value
recorded for a given quarter (e.g., 2019Q4) represents the end-of-period position, that is, the stock as of the last
day of the quarter. These values are used directly as initial stocks in the subsequent period and final stocks in the

current period, thereby ensuring temporal consistency in the E-IO-SFC model’s flow-of-funds framework.

DST table Information Frequency

NKSFK SNA for balance sheets, account entry, financial in- Quarterly from 1999Q1 up until 2024Q4
strument and counterpart sector, disaggregated by
sector

REGN2 Accounts statistics by industry, items and size Yearly from 2000 up until 2021

REGNLA4 Accounts statistics by industry (DB07) and items  Yearly from 2008 up until 2022

Table 8: Information contained in each of the DST tables.

DST tables Financial Instruments and Accounts statistics

Sectoral names S.1 Total economy, S.11 Non-financial corporations (NFC), S.12 Financial cor-
porations (FC), S.121 The central bank (CB), S.13 General government (G),
S.14+S.15 Households and non-profit institutions serving households (H), S.2 Rest
of the world (RoW)

32



DST tables Financial Instruments and Accounts statistics

NKSFK F.1 Monetary gold and special drawing rights (SDRs), F.2 Currency and deposits,
F.3 Debt securities, F.4 Loans, F.5 Equity and investment fund shares or units, F.6
Insurance, pension and standardized guarantee schemes, F.7 Financial derivatives
and employee stock options, F.8 Other accounts receivable/payable

REGN2 & REGNLA4 Financial fixed assets, Debts receivable from customers, Long-term Debts, Other
Short-term Debts, Capital and reserves, Short term debts to suppliers, Provisions

for liabilities and charges

Table 9: Information contained in each of the DST tables regarding the financial account.

5.2.1 Empirical method for filling the gaps in the lower part of the TFM and BS
Completing the data for the lower part and BS

As highlighted in the first identified gap in section 2, existing macroeconomic models often assign a passive
role to the financial sector and lack an integrated treatment of real and financial interactions at the sectoral or
industrial level. This subsection addresses how we propose to disaggregate both financial stocks and flows at
the industry level, thereby enabling the model to capture financial interactions between sectors and industries
more accurately. By linking the financial account (lower part of the TFM) with balance sheet positions across
disaggregated industries, the framework allows for a more comprehensive representation of financial dynamics
and their interplay with real economic activity. The following subsections describe the specific methods used
to allocate financial instruments across industries and how this information is used to construct industry and
sector-specific balance sheets that are consistent with the flow data recorded in the TFM?3Y.

Because DST (as all statistical institutes around the world) does not publish the financial account by industry,
it has been necessary to calculate shares when allocating all the aforementioned financial variables among the
industry-divided NFC sector. These shares are needed to distribute the aggregate figures for the NFC sector into
the different industries present in the E-IO-SFC model. To do this for the financial variables, the REGN2 table
from DST (20241) has been used. Although it does not provide a classification of financial assets and liabilities
with the level of detail done in the financial account of the system of national accounts, it still provides balance
sheet statistics by industry, items, and size that we can use to build proxies. The REGN2 table represents 17
industries, as shown in table 10. In this table, it can also be seen how the 17 industries are distributed among
4 of the 5 NFC industries applicable in our framework. It is noteworthy that data from this source provided
by DST excludes agriculture, fishing, harbor etc. To get data for the agricultural sector the REGNLA4 table
from DST (2024m) has been used. As indicated in table 5 REGN2 and REGNLA4 provide data on a yearly basis
for different periods. It is important to communicate this information in order to understand the manipulation
that will be described later in this section.

The selected accounting items include 'Intangible fixed assets’, 'Land and buildings’, "Production machinery
and equipment’, ’Other tangibles’, "Financial fixed assets’, 'Debts receivable from customers’, "Total Assets =
Total Liabilities’, ’Capital and reserves’, 'Provisions for liabilities and charges’, 'Long-term debts’, ’Short-term
debts to suppliers’, ’and Other short-term debts’. All figures are stated in millions of DKK. It should be noted
that due to missing data, only accounting items linked to F.2, F.3, F.4, F.5, and F.8 have been identified. These
aforementioned accounting items are allocated among the aggregates of financial variables presented in the SNA
(from F.1 to F.8) by adding their values. The table below illustrates how these different accounting items are
distributed. The chosen scale among the industries is the total among all enterprises.

In order to match the time frequency used in the model some data manipulations is necessary. To gain a

39This subsection builds upon the ideas presented in Nortvig et al. (2024).
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Industry Division of the REGN2 table

Energy Electricity, gas, steam, and air conditioning supply (D)
Transport Transportation (H)
Manufacturing

and Construction Mining and quarrying (B), Manufacturing (C), Construction (F)

Water supply, sewerage and waste management (E), Materials recovery (383), Wholesale and
retail trade and repair of motor vehicles etc. (45), Wholesale trade, except of motor vehicles

Other manufacturing etc. (46), Retail trade, except of motor vehicles etc. (47), Accommodation and food service

and services activities (I), Information and communication (J), Real estate activities (L), Knowledge-based
services (M), Travel agent, cleaning, and other operational services (N), Repair of household
goods (95)

Note: Agriculture is excluded from the REGN2 division used in this model.

Table 10: Division of the REGN2 table into the different industries.

Financial Variable Accounting Item

F.245 50% of Financial fixed assets

F.345 50% of Financial fixed assets

F.4%1 Long-term Debts and Other Short-term Debts

F.5H Capital and reserves

F.845 Debts Receivable from Customers

F.8L1 Short-term debts to suppliers and Provisions for Liabilities and Charges

Note: The subscripts 2% and ! refer to assets and liabilities, respectively. The two F.8 variables
are subtracted from each other to form F.8V¢¢.

Table 11: Distribution of accounting items to F.2, F.3, F.4, F.5, and F.8.

better understanding of the method used to obtain quarterly shares of financial stocks, they will be described
sequentially. Note that the focus will be on the energy and agriculture industries, as only these two lack infor-
mation in several time periods. Common to all variables the shares have been calculated on an annual basis,
subsequently distributed quarterly, thus achieving the desired time frequency. The method used to obtain the
quarterly distribution involves expanding and keeping the respective yearly value constant for four periods, as
explained in detail below.

The first two variables are F.245 and F.34% respectively. Data for the period 2014Q1 to 2021Q4 is complete
for every industry, with the exception of agriculture. Hence, it is needed to find a proxy for how much the sum of
the two instruments is augmented when including agriculture. This assumption was indeed necessary due to the
fact that the total value represented by all industries in the accounting statistics excludes the agriculture industry
in REGN2 and is completely left out of REGNLA4. Including their share of GVA might be a good solution as
it provides a representation of agriculture’s contribution to the economic activity and could thereby offer a good
approximation of financial transactions. Therefore, it is important to make an adjustment by extending the total
sum of these two variables in each time period where there is no data for agriculture’s financial stocks. Here, the
share of GVA of agriculture is added to the total value. For clarification, consider the following formula, where
the share of F.245 is calculated for the energy industry:

" E.F249

E.F245 = '
share (SUMFQAS * (1 + GVAfhare))

The share of agriculture will be calculated as the residual. However, in periods from 1999Q2 to 2013Q4 data
for the energy industry is also missing which is why the total sum of F.24° and F349 respectively needs to be
further extended. The value used in this case is the last known value from 2014Q4, which is held constant for

this period. Due to the aforementioned manipulation, the share of agriculture is now complete as well as the
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other industries except for energy. Thereby, the energy industry in the period from 1999Q2 to 2013Q4 will be
the residual and by definition ensuring all the shares are adding up to one.

The next variables are F.4%7 and F5X! respectively. Data for the period 2014Q1 to 2021Q4 are complete for
every industry, eliminating the need for manipulation during this time frame. However, due to different periods
with missing data for both the energy and agriculture industries from 1999Q2 to 2013Q4, additional steps were
required. Firstly, the dataset is divided into the period 2008Q1 to 2013Q4, during which only the energy industry
lacks data. Therefore, the last known value (2014Q1) for the representative financial variable of this industry
is used to extend the total sum of F.47 and F.5%!. Hence, the share of the energy industry during this period
is calculated as the residual. Secondly, the data is divided into the period 1999Q2 to 2007Q4, where both the
energy and agriculture industries lack data. In this case, the sum must be extended by two values since both
industries are affected. The values used to extend the sum are the last known values for the representative
financial variables and industries. Additionally, the values used are those calculated in the first data split. It
was decided to keep the share of agriculture constant, resulting in the calculation of the energy industry as the
residual.

The required information to distribute F.6 and F.7 are not contained in the REGN2 and REGNLA4. There-
fore, it is decided to allocate these variables across industries proportionally to each industry’s share of GVA.
While GVA may not capture financial exposure directly, it serves as a reasonable proxy for the relative economic
importance of each industry, ensuring a transparent and consistent allocation method.

Lastly, the next variables that require manipulation are F.84% and F.8%/. To begin with, it was decided
to treat F.84% and F.81 separately. While the composition of F.845 and F.8%! was available for all periods
from 2014Q1 to 2021Q4 for all industries, except agriculture, the composition from REGNLA4 is only accessible
for F.849 from 2008Q1 to 2011Q4 and for F.8%! from 2011Q1 to 2021Q4, resulting in an uneven distribution.
Therefore, it was chosen to subtract F84° from F8X!, creating a net variable for F.8, now denoted as F.8V¢*. This
decision aligns with the registration of financial instruments in this framework, as described in section 5.2. The

8NVt is extended by the GVA share of agriculture as in the manipulation concerning F.24% and

total sum of F.
F.349 respectively. However, in the period from 1999Q2 to 2013Q4 both the energy and agriculture industries
lack data. Therefore, the total sum of F.8V¢! is extended with the two last known values for the industries. It
was decided to maintain the share of agriculture constant, resulting in the calculation of the energy industry as

the residual (Nortvig et al., 2024).

Interpolation, extrapolation and ARIMA-based forecasting

In order to introduce fluctuations into the dataset and simultaneously complete the time series from 2001Q1 to
2024Q4, we rely on a combination of interpolation, extrapolation, and ARIMA-based forecasting. When source
data is only available on an annual basis, it is necessary to adopt methods that can disaggregate and extend these
values into quarterly frequency. To address this, linear interpolation is applied to generate seasonally fluctuating
quarterly time series. The transformation from annual to quarterly shares is performed by assigning the annual
share to the first quarter of each year and linearly interpolating between these annual points to avoid constant
values across quarters?’.
available. To complete the dataset from the last known value to 2024Q4, an ARIMA model is used to forecast

each share i quarters ahead!. The choice of ARIMA is motivated by its ability to handle univariate time series
42

This procedure is applied from 1999Q1 to the last point for which annual data are

with non-linear, non-stationary patterns®*. For an illustrative example of the interpolation, extrapolation and

40The interpolation is implemented using the ‘approx‘ function in R.

41 According to Enders (2015, pp. 79-80), ARIMA models are particularly suitable for forecasting as they capture key time series
characteristics such as trends, cycles, seasonality, and autoregressive components. Their flexibility in modeling non-linear dynamics
makes them well suited for this purpose.

421n R, the forecasting process is carried out using the ‘auto.arima‘ function, which selects the best-fitting model based on infor-
mation criteria such as AIC or BIC. The selected model is then passed to the ‘forecast’ function to project values out of sample.
See Hyndman and Athanasopoulos (2018).
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ARIMA-based forecast please refer to figure 3

It is worth noting that most of the fluctuations introduced through the figures of REGN2 and REGNLA4
occur during the period from 2014Q1 to 2021Q4, where shares are not held constant. Finally, for each financial
variable, the share attributed to the agriculture industry is calculated residually after disaggregating the other
sectors.

In summary, the computed financial shares based on REGN2 and REGNLA4 have been used to allocate
the relevant financial stocks and flows across the industry-disaggregated NFC sector. These shares form the
empirical foundation for distributing financial instruments such as F.2, F.3, F.4, F.5, and F.8 in both the lower
part of the TFM and the balance sheet. For those instruments or periods where industry-specific balance sheet
data are unavailable or incomplete, the allocation has instead been based on each industry’s relative contribution
to GVA, such as F.6 and F.7. This approach ensures internal consistency and continuity with the methodology

applied in earlier parts of the model construction.

5.2.2 Error and trial

Initially, it was decided to allocate the financial variables across industries based on each industry’s share of GVA.
However, this approach was not ideal, as the objective was to establish a comprehensive data foundation for the
E-IO-SFC model under development. Subsequently, data was sought from the balance sheets of 5000 of the largest
Danish companies with over 34 employees. This data was to be sourced from Proff.dk, but it was ultimately
not utilized due to insufficiency in the provided information. This prompted us to consider DST, specifically the
REGN2 table, which includes financial positions for all industries except agriculture. We then contacted DST
to find out whether data for agriculture was available. They informed us about the REGNLA4 table, which
provides information on agriculture, though in a limited amount, but covering the same accounting items as in
REGN2. Since this data does not provide the same in-depth as the financial data sources (e.g. NKSFK) a sent
scheme from DST is used to distribute the different accounting items. This scheme contains non-aggregated
variables for every item listed for the two sources. Hence, it could be decided how the accounting items should
be distributed among the financial instruments. However, due to the incompleteness of REGN2 and REGNLA4
only a small proportion of the accounting items could be distributed among the financial instruments. Hence, it
can be discussed whether this composition of the accounting items contains the same information as the financial
instruments in e.g. NKSFK. Therefore, it should be noted that this composition of the accounting items in the
calculations of shares for financial data is only temporary until more detailed sources are available. Another
problem that occurred regarding REGN2 and REGNLAA4 is the incompleteness of the time series and the missing
out of an accounting item in the periods available. For instance, Financial fixed assets is completely left out of
REGNLA4, why data for this is made upon assumptions, as described in previous section 5.2.1. Furthermore,
the composition of F84% we’ve made is only available in the period from 2008 to 2011, and F8X! is available
from 2011 to 2022. Due to this incompleteness, it is chosen to make a simpler representation, where the two
instruments for the other sectors (collected via REGN2) are subtracted from each other and thereby making a
net variable in which a share can be calculated. In relation to REGN2, the only problem was directed towards
the compositions of all the accounting items for the energy industry, as information between 2000Q1 and 2013Q4
was not available. Due to these issues across the two datasets, further manipulation was needed. This includes
extending the total sum of the representative financial instrument by either one or two values if there is missing

data for one or two financial instruments (Nortvig et al., 2024).

36



5.3 The input-output structure and used DST tables

This subsection aims to address (i) why an IO-structure is essential for understanding the structural dynamics
of an economy, (ii) how we propose to distribute the aggregated NFC sector, and thus addressing the identified
gap 2, and (iii) the current use of the IO-table (NAIO1F) from DST.

5.3.1 Input-output tables

An IO-table is a central component of the national accounts, as it describes the relationships between the supply
and use of goods and services across an economy. It provides a comprehensive account of how the value generated
through production is allocated, including intermediate consumption (e.g., raw materials), final consumption in
the domestic economy, and external trade through imports and exports. IO tables capture the structure of
production by detailing the value of output, value added, and inputs used across industries, as well as identifying
which industries supply which goods and services (Hjulsager, 2022).

By definition, IO tables are particularly well suited for disaggregating national accounts data, as they provide
the necessary level of industry-level detail to trace economic flows across sectors. According to Jensen (2024),
their primary function is “by means of an organized tabulation of detailed economic statistics to inform about
the interactions between production, imports and uses in the economy for a given period.” This formal purpose
underscores their analytical potential in applied modeling frameworks.

In the E-IO-SFC model, disaggregating the NFC sector enables the incorporation of an IO structure, which
unlocks several analytical capabilities as described above. This is essential for evaluating the industry-specific
effects of policy measures, trade interventions, or supply shocks. The resulting disaggregated structure thus
offers a robust foundation for examining transmission mechanisms and sectoral responses within the broader

economiy.

5.3.2 How to technically distribute the NFC sector into the chosen industries

As outlined in section 2.2.1, the NFC sector is disaggregated into five industry groups: Energy (E), Transport
(T), Agriculture (A), Manufacturing and Construction (MC), and Other Manufacturing and Services (OMS).
Financial Corporations (FC) are treated separately, as they are reported distinctly in both the SNA and the
IO-tables. To implement this disaggregation, the annual NAIO1F table DST is used, ranging from 1999 to 2023.
This table provides detailed data on supply and use by product, industry, and transaction type, and forms the
empirical foundation for mapping, among other things, final demand to the disaggregated industries in the model.
The OMS category serves as a residual, capturing all industries in the IO system that are not explicitly assigned
to the four NFC subcategories and FC. A full overview of how specific industries from the NAIO1F table are

assigned to each category can be found in table 12.
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Industry Division of the NAIOF1 table

Agriculture Agriculture, forestry and fishing (A)

Energy Electricity, gas, steam, and air conditioning supply (D)
Transport Transportation (H)

Manufacturing

) Mining and quarrying (B), Manufacturing (C), Construction (F)
and Construction

Water supply, sewerage and waste management (E), Wholesale and retail trade (G)
. Accommodation and food service activities (I), Information and communication (J),
Other manufacturing o ) ) ) . )
d . Real estate activities and renting of non-residential buildings (LA), Dwellings (LB),
and services
Other business services (M_N), Public administration, education and health (0_Q),
Arts, entertainment and other services (R-S)

Financial Corporations Financial and insurance services (K)

Table 12: Shows the division of the NAIO1F table into the different industries.

This classification structure is applied consistently whenever 10 data is used. In particular, it is essential to allo-
cate the upper part of the TFM, where demand components such as private consumption, government consump-

tion, gross fixed capital formation, inventories, and exports must be assigned to the supplying industries.

5.3.3 Empirical method for filling the gaps in the IO-tables

For each component, the total supply is calculated in all industries, after which the shares corresponding to each

disaggregated industry are derived. Table 13 illustrates this allocation for the year 2019.

Supplying industry / Final demand cH (o I ChINV X

E 23.239,92 0,00 1.470,46 410,40 4.349,27

T 23.773,12 5.079,95 1.145,58 0,00 286.875,93
A 4.711,21 0,01 198,48 -108,93 22.931,49
MC 52.525,02 7.431,81 233.297,61 5.290,39 506.609,75
OMS 637.151,86 539.740,53 113.386,44 2.571,80 247.995,65
FC 69.288,90 0,00 (5.749,97) 1,12 12.714,73
> 810.690,03 552.252,30 355.248,55 8.164,78 1.081.476,81

Table 13: The supplying industries of final demand in 2019 in million DKK (DST, 2025b)

When calculating the shares of investment demand across the remaining industries, the value of FC must still
be accounted for to ensure the full distribution of total demand. In practice, the value attributed to the OMS
industry is computed as the residual, thereby preserving consistency in the total allocation.

To go from annual to quarterly shares, we take the computed share for the year as the share for the
first quarter and then interpolate between them to avoid constant proportions within each year? ensuring the
data from NAIOI1F to align with the quarterly frequency of the E-IO-SFC model. The method used for this
transformation is interpolation and ARIMA-based extrapolation as shown in the previous section 5.2.1. As an
example, the share of private consumption supplied by the energy industry is calculated as:

23.239, 92

E
share = — 2222 _ () 987
Clr share = &5600.03 ~ O 287

Figure 3 illustrates the resulting quarterly time series for this share before interpolation. This series based on the

original annual values are shown in black, while the interpolated series appear in blue and extrapolated values

43The function used for interpolation is called ’approx’.
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appear in red. This process is applied to all calculated shares in the dataset to ensure the IO-derived components

of the database reflect realistic quarterly fluctuations.
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Figure 3: Consumption received by households from the energy industry.
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5.4 DST tables for data satisfying the system of equations

In constructing the system of equations, certain variables arise that are not directly represented in either the
TFM or the BS, but which nevertheless play a crucial role in simulating both the baseline and endogenous model.
Additionally, several components used within the system of equations are not explicitly reported in any single
figure from DST, but are instead constructed based on combinations of variables, proxies, or assumptions drawn
from different sources.

Taking this into account, the data collection process includes variables related to labor market statistics,
prices, depreciation rates, interest rates, expectations of real sales, the desired level of inventories, and the
desired level of investment in inventories for the exogenous version of the model. For the endogenous model,
the focus shifts towards informing behavioral equations. This involves data on actual, structural, and cyclical
unemployment, targeted wage rates and productivity, real export determinants such as foreign income, and the
real interest rate.

To inform these parts of the model, the relevant figures have been retrieved from the sources listed in
table 14 and table 15. These tables provide the necessary information for calculating deflators, unobserved
variables, proxies, and nominal-to-real conversions across industries and sectors. In conclusion, the following
section 6 discusses how each specific source from DST and external datasets is used to operationalize the system

of equations for both the baseline and endogenous versions of the model.

DST table Information Frequency

NKBB10 Employment and hours by socioeconomic status, Quarterly from 1990Q1 up until 2025Q1
industry, and seasonal adjustment

AKU110K Labor market statistics in total Quarterly from 2008Q1 up until 2024Q4

AKU100 Labor market statistics in total Quarterly from 1996Q1 up until 2019Q4

PRIS111 Net price index (2015=100) by commodity group Monthly from 2001M1 up until 2025M03
and unit

NKBP10 Industry divided SNA (production and genera- Quarterly from 1999Q1 up until 2024Q4
tion of income by transaction and price unit)

NAN1 Demand and supply by transaction and price unit  Yearly up until 2024

NAHK

NASK Accumulation account and balance sheets Yearly from 1995 up until 2023

DNRUURI  Mortage rates for households Monthly from 2003M1 up until 2025M3

MPK18 Lending and deposits rate Quarterly from 2002Q1 up until 2025Q1

MPK3 Security rates Monthly from 1985M1 up until 2025Q4

DNRENTM Lending and deposits rate (Nationalbanken) Yearly from 1985 up until 2024

FORV1 Confidence indicator for the overall economy Monthly up until 2025M05

ETILLID Sentiment indicator for businesses by indicator Monthly up until 2025M05

UHM External trade by items, imports and exports, Monthly up until 2025M03

country, unit and seasonal adjustment

Table 14: Information contained in each of the DST tables.
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Data sources

Information

Frequency

FRED
GDPC1

CLVMNACSCABIGQSE

CLVMNACSCAB1GQDE

GDP

CPMNACSCAB1GQSE

CPMNACSCABIGQDE

WITS

CPB World Trade Monitor

Federal Reserve Bank of ST. Louis

Real Gross Domestic Product, Billions of
Chained 2017 Dollars, Quarterly, Seasonally
Adjusted Annual Rate

Real Gross Domestic Product for Sweden, Mil-
lions of Chained 2010 Swedish Krona, Quar-
terly, Seasonally Adjusted

Real Gross Domestic Product for Germany,
Millions of Chained 2010 Euros, Quarterly,
Seasonally Adjusted

Gross Domestic Product, Billions of Dollars,
Quarterly, Seasonally Adjusted Annual Rate
Gross Domestic Product for Sweden, Millions
of Swedish Krona, Quarterly, Seasonally Ad-
justed

Gross Domestic Product for Germany, Mil-
lions of Euros, Quarterly, Seasonally Adjusted
United States AHS Weighted Average in per-
centage for all products Denmark

CPB Netherlands Bureau for Economic Policy
Analysis - Global trade indicator

Quarterly up until 2024Q4

Quarterly up until 2024Q4

Quarterly up until 2024Q4

Quarterly up until 2024Q4

Quarterly up until 2024Q4

Quarterly up until 2024Q4

Annual up until 2022

Monthly up until 2025

Table 15: Information contained in each of the external sources.
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6 Data adjustments

In this section, we proceed with the third step outlined by Valdecantos (2023b). It provides a detailed guide for
constructing a consistent database that aligns with the underlying system of equations. This database serves
as the foundation for the E-IO-SFC model, ensuring that the fully exogenous version of the model adheres
to all accounting identities. This database must meet the requirements for running the exogenous baseline
model. By exogenous, a purely data-driven version of the model is implied, one that is used to assess whether
the underlying data structure is coherent and capable of replicating official statistics from DST at both the
industry and sectoral levels. If the model structure fails to reproduce observed figures, the database is considered
inconsistent, indicating that it may yield unreliable or implausible results. This step is therefore essential to
ensure internal consistency between modeled and observed macroeconomic aggregates; refer to section 4.1 for the

five consistency checks.

6.1 Methodological considerations for the baseline model

In addition to the observable variables presented in section 5, the model requires the generation of several non-
observable variables, such as prices, interest rates, and expectations about real sales. These are referred to as
non-observable because they are explicitly defined through calibrated model mechanisms to ensure consistency
across industries and sectors. For example, specific price indices are computed to ensure that the transformation
from real to nominal terms fulfills the consistency checks. All variables and operations required for this process
are introduced below, including both directly observed data and those derived implicitly through accounting
identities, model assumptions, or balancing constraints. Data adjustments that are presented here is relevant for
the exogenous E-IO-SFC model.

6.1.1 Allocation keys at the general level

Across the E-IO-SFC models system of equations, numerous macroeconomic allocation keys (a’s), taxes (77s)
and financial allocation keys (f’s) can be implicitly calculated. To gain an overall understanding of these for
the following subsections, a brief description is provided. For instance, by referring to the equations for received
distributed income of corporations (D.42r) for the industries within the NFC sector, equation 242-246, the
respective expression can be rearranged, allowing the specific a-coefficient to be isolated, as af is the only

unknown factor:

. DIi
v T
“r = (DIF + DIT + DI} + DI)'C + DIOMS { DIFC 4 DIFoW)’

A similar method is applied in cases where an equation contains a single unknown factor. This approach is
particularly useful when analyzing the internal distribution mechanisms of the model, as it may give insights into
how income, taxes or capital flows are allocated between sectors and institutional agents. Moreover, this method
is especially valuable as it guarantees that the restructured expressions preserve the E-IO-SFC models internal

consistency, ensuring that both sides of the equation exactly matches.

6.1.2 Labor market statistics

According to the structure of the E-IO-SFC model, an empirical description of the Danish labor market is required.
This includes data on employment, unemployment (both structural and actual), labor force participation, and
productivity. To construct this, several data sources and methodological steps have been employed. Employment
data is essential for all sectors with employed workers, including the five industries, the financial sector, and

the Central Bank. To obtain detailed employment figures across sectors and industries, data has been sourced
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from a DST table named NKBB10, which contains key employment statistics at the industry level. As NKBB10
exclusively covers employment data without information on unemployment or labor force participation it is used
solely to determine the share of employed persons within each industry relative to total employment. This allows
for precise figures of the sectoral distribution of employment, as it is based on raw, disaggregated data. Ensuring
consistency between employment, unemployment, and labor force data is crucial for the internal consistency of
the E-IO-SFC model. Using data sources with differing methodologies would risk introducing discrepancies and
result in inconsistent model outcomes. Therefore, maintaining methodological alignment across datasets has
been a central concern in the construction of the labor market component of the model. In table 16 below the
sectoral/industry shares and levels on employment (in 10.000 persons) are reported in 2019Q4. These shares

have been used on the aggregated employment measure shown in figure 4 below*4.

Energy Transport Agriculture Manufacturing and Other manufacturing Financial
construction and services corporations
EM pshare 0.0039 0.1133 0.0228 0.1628 0.6709 0.0260
EM Pt 1.2 32.8 6.6 47.2 194.0 7.5

Table 16: Sectoral employment shares and employment levels (10,000 persons) in 2019Q4.

Note: The exact employment share for financial corporations is 0.07553618.

In the system of equations for the Central Bank?®?, it is evident that an employment level specific to the Central
Bank is required. However, according to the tables provided by DST, employment data for the Central Bank is
already aggregated within the broader category of financial corporations. Given this limitation, it is necessary to
make an assumption and perform a data adjustment to isolate the level of employment of the Central Bank. This
step ensures consistency in the model and enables the central bank’s labor-related variables to be separately from
the rest of the financial sector. To find this employment level, it is decided to calculate the total wage bill for both
the Central Bank and the broader category of financial corporations which assumes a equal wage rate between
CB and FC. Based on this, the share of the total wage bill attributable to the Central Bank is determined. This
share is then applied to the reported employment level for financial corporations as a whole seen in table 16. In
doing so, the employment level for the Central Bank is approximated, ensuring a consistent and proportionate
allocation of labor within the financial sector. In table 17, updated figures on the employment levels for the
Central Bank and financial corporations are reported in 10.000 persons. The values appear reasonable, showing

that 508 persons were employed in the Central Bank and 75.027 in financial corporations in 2019Q4.

Financial corporations Central Bank

EM plevel 7.502719 0.050898

Table 17: Updated employment numbers for financial corporations and the Central Bank.

Following the industry-level employment shares, the AKU“6 tables are used to supplement the labor market
representation. These tables contain data on employment, unemployment (as defined by the AKU*7), and the
number of individuals outside the labor force. They are employed here due to their methodological consistency
across employment and unemployment figures, offering a reliable foundation for modeling purposes.

The AKU tables are based on the Labour Force Survey (Arbejdskraftundersggelsen, AKU), which is one of

Denmark’s largest continuous interview-based surveys. It is conducted quarterly using a representative sample,

44For presentation purposes, the employment level has been rounded and re-scaled to units of 10.000 persons rather than in
millions, which are used within the model.

BEMPCE = ofB ,  EMPFC,

46 AKU100 and AKU110K, cf. table 5.

47The documentation on the AKU definition can be found here: DST (2024).
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with approximately 72.000 individuals aged 15-74 participating annually. AKU represents Denmark’s contribu-
tion to Eurostat’s Labour Force Survey and has been carried out continuously since 1994. The primary objective
of the AKU is to map the population’s relationship with the labor market. Individuals are classified as either
employed, unemployed (according to the AKU definition), or outside the labor force. The survey is particularly
suitable for international comparisons, for analyzing unemployment among individuals not eligible for benefits,
youth unemployment (15-24 years), and patterns in working hours (DST, 2025).

A notable limitation of the AKU tables is that they are reported in two separate time series, as shown in
table 5 in section 5.1. To address this issue, a backdating procedure has been applied to extend the most recent
table ending in 2008Q1. To maintain consistency in data usage and adhere to the accounting methodology used
by DST, the AKU100 table is used exclusively to calculate quarterly growth rates. To backdate the AKU110K
table, growth rates for employment and the labor force (defined as LF = Employed + Unemployed) have been
calculated and applied. For the sake of clarity, the formula used for backdating the employment level is represented
below, where g denotes the quarterly growth rate between 2007Q4 and 2008Q1. In the example, we use total

employment figures. The same method is applied for backdating the series on the labor force.

EM Ps008Q1
EMP: = —
2007Q4 T+g
The total backdated series of total employment and the labor force is plotted in millions below in figure 4. The

series for unemployment is generated as the difference between the labor force and employment.
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Figure 4: Backted series for employment and labor force.

In addition to being relevant for employment, the labor force and unemployment, it has also been essential to
collect data on actual unemployment rate and to construct a timeseries on structural and the cyclical deviation of

unemployment. As these indicators are central to the model, they will be further elaborated in section 6.2.



6.1.3 Prices and indirect taxes (1)

Prices play a crucial role in any SFC model, as they connect nominal flows with real quantities and shape key
dynamic mechanisms such as inflation and wage formation. Without an explicit price structure, it would be
impossible to consistently translate nominal variables, such as consumption or government expenditure, into real
economic activity. Moreover, nominal growth in variables could easily be misinterpreted as real growth. For
instance, an increase in nominal flows may simply reflect rising prices rather than a genuine expansion in output
or consumption. By introducing price indices, the model can distinguish between movements driven by inflation
and those reflecting real economic changes. This distinction is essential for ensuring that the model’s dynamics
reflect actual economic behavior rather than nominal measures.

In the E-IO-SFC model, price variables serve several operational purposes: (i) they capture inflation dy-
namics and allow for a proper decomposition of nominal and real developments, (ii) prices influence labor market
outcomes, as wages respond, either fully or partially, to price changes and (iii) all nominal flows are deflated
using sector-specific or aggregate price indices, ensuring internal consistency and a faithful representation of the
real side of the economy.

As mentioned in section 5.4, price data is initially obtained from the Danish statistical source NKBP10
provided by DST. NKBP10 is reported in basic prices, which can be interpreted as producer prices. The base
year for this table is 2020, in that sense it matches the rest of the data entering the E-IO-SFC model. As stated in
section 5.1, NKBP10 is distributed across six industries defined in the model. For each industry, the nominal and
real values are summed, and the ratio between them is used to compute the corresponding producer price.

Figure 5 below displays the resulting producer prices over time at the applied industry level.

1999Q1
1999Q3
2000Q1
2000Q3
2001Q1
2001Q3
2002Q1
2002Q3
2003Q1
2003Q3
2004Q1
2004Q3
2005Q1
2005Q3
2006Q1
2006Q3
2007Q1
2007Q3
2008Q1
2008Q3
2009Q1
2009Q3
2010Q1
2011Q1
2011Q3
2012Q1
2012Q3
2013Q1
2013Q3
2014Q1
2014Q3
2015Q1
2015Q3
2016Q1
2016Q3
2017Q1
2017Q3
2018Q1
2018Q3
2019Q1
2019Q3
2020Q1
2020Q3
2021Q1
2021Q3
2022Q1
2022Q3
2023Q1
2023Q3
2024Q1
2024Q3

— A — FC — OMS

— E MC — T
Figure 5: Producer prices in the model.

Having established producer prices by industry, the next step is to calculate the corresponding consumer prices*3.

The objective is to distinguish between basic prices (producer prices) and market prices (consumer prices), as

48In previous versions of the model, consumer prices were constructed using the PRIS111 dataset from DST, based on COICOP-
classified product groups and their corresponding expenditure weights. Each subgroup was matched to industries using visual
classification, and aggregate indices were computed by applying DST’s published weights. While this method allowed for detailed
price construction, it did not guarantee consistency with producer prices or with the Input—Output structure of the model. The
current approach, based on 7-values and NKH1 data, ensures full coherence between producer and consumer prices across all sectors
and components of aggregate demand.
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both are needed within the model. Conceptually, the difference between the two is captured by their respective
7-values, which reflect the ratio of net indirect taxes to gross output. Using data from the NKH1 table, it is
possible to extract the components of aggregate demand, namely private consumption, government consumption,
investment, change in inventories, imports and exports. By dividing the nominal values by their corresponding
real quantities, one can derive consumer price indices for each demand component. These indices, in turn, allow

for the calculation of 7-values using the following relation:

Y ag-pp
pc

¢ =1

where pc denotes the consumer price index for consumption, pp’ the producer price in industry i, and a’é the
consumption share of industry i. An identical procedure is applied to compute the T-values for the remaining
demand components.

To compute the 7-values empirically, net indirect taxes for each industry are divided by the total produc-
tion of each industry. To ensure that the difference between producer prices and consumer prices is fully and
consistently captured by the 7-values, it is necessary that the total value of net indirect taxes exactly matches
the implied gap between the two price levels across all sectors. In practice, however, small inconsistencies may
arise due to rounding errors, data limitations, or structural imbalances in the input-output tables. To preserve
the accounting consistency of the model, any residual amount of net indirect taxes not allocated through the
standard procedure is assigned to the OMS industry. This creates a residual 7 value for OMS, ensuring that
the overall system of prices and taxes remains internally balanced. Below the 7-values can be seen for all six

industries.

Tau value

-0.05

-0.10

1999Q1
1999Q3
2000Q1
2000Q3
2001Q1
2001Q3
2002Q1
2002Q3
2003Q1
2003Q3
2004Q1
2004Q3
2005Q1
2005Q3
2006Q1
2006Q3
2007Q1
2007Q3
2008Q1
2008Q3
2009Q1
2009Q3
2010Q1
2010Q3
2011Q1
2011Q3
2012Q1
2012Q3
2013Q1
2013Q3
2014Q1
2014Q3
2015Q1
2015Q3
2016Q1
2016Q3
2017Q1
2017Q3
2018Q1
2018Q3
2019Q1
2019Q3
2020Q1
2020Q3
2021Q1
2021Q3
2022Q1
2022Q3
2023Q1
2023Q3

— Agriculture — Financial Corporation —— Other Manufacturing & Services

— Energy Manufacturing & Construction — Transport

Figure 6: Estimated 7-values used within the E-IO-SFC model.

As the attentive reader may notice, the 7 value for the OMS industry is negative throughout most of the sample
period. This outcome reflects the fact that the industry, on aggregate, receives more in subsidies than it pays in
indirect taxes such as VAT. Since 7 captures net indirect taxation as a share of gross output, a negative value
implies that the government provides a net fiscal transfer to this industry.

Negative 7-values can arise in sectors where public support is significant, such as education, health care, or
certain cultural and social services, which are often classified in the OMS industry. Additionally, since OMS is
used as the residual industry for balancing the overall T-values, any unallocated remainder from the computation
of net indirect taxes is absorbed. Therefore, the negative value observed for 7oars should be interpreted as both

a reflection of the industry’s fiscal treatment and the E-IO-SFC models internal accounting mechanism.
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6.1.4 Imported investments

The total investments in the model should be considered from both a domestic and foreign perspective. Total
imports in the model include intermediate goods, investments, and both public and private imports presented

below:

IM = IGE, + IGT,, + IG}, + IGNME + 1GOMS 4 IGYS + 15, + IT, + I, + IME + 1905 + Crar

Imported investments are defined as an a-share of the total accumulated investments across the six producing
industries. According to the data breakdown from the DST(NAIO1F) as described in section 5.3, the imported
share of investments is assumed to be a time-varying yet fixed parameter relative to the total accumulated
investments within each sector and industry. The a-parameter is derived from the input-output table by dividing
imported gross fixed capital formation by the sum of imported and domestic gross fixed capital formation,
representing total investments. Data on domestic and foreign gross fixed capital formation is only available at an
annual level up to 2021. Therefore, it was necessary to first convert the data from annual to quarterly frequency

before performing an extrapolation to extend the series until 2024Q3.

6.1.4.1 Depreciation rate

In order to relax the assumption of a fixed exogenous depreciation rate, ¢, which is presented below:

D' =¢"- (K{ ),

it has been necessary to incorporate industry- and sector-specific capital stock data sourced from DST NAHK
database. However, as these data are available only in the form of annual opening and closing balances, a
procedure is required to interpolate quarterly capital stock figures in a consistent and economically meaningful
way. Rather than applying linear interpolation, where the annual change in capital stock is evenly distributed
across the four quarters, a more refined method has been utilized. Specifically, the annual change in capital
stock is apportioned across quarters in proportion to the observed quarterly distribution of gross fixed capital
formation (investment) from NASD24. This approach assumes that intra-annual variation in investment serves
as a proxy for the timing of capital accumulation, thereby capturing seasonal or cyclical dynamics in capital
formation more accurately.

By construction, the level of capital stock in the fourth quarter of each year is anchored to the reported closing

balance from DST. This ensures consistency with the official annual data while allowing for quarterly data.

Practical Example
To illustrate the method, consider the following case. Since the annual closing balances of the capital stock are

known, it is only necessary to construct the intermediate quarterly values for Q1, Q2, and Q3.

Annual gross fixed capital formation (2023): 10,000
Quarterly distribution of investment:

e Q1: 3,000 (30% of annual investment)

e Q2: 2,500 (25%)

e QQ3: 2,000 (20%)

e Q4: 2,500 (25%)

Capital stock:
e Closing balance 2022 (i.e., opening balance 2023): 30,000
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e Closing balance 2023: 40,000

The annual change in capital stock is thus:
AKogo3 = 40,000 — 30,000 = 10,000
Using the quarterly investment shares as weights, the capital stock is estimated to evolve as follows:
Kg1 = 30,000 + 10,000 - 0.30 = 33,000

K2 = 33,000 4 10,000 - 0.25 = 35,500
Kgs = 35,500 + 10,000 - 0.20 = 37,500

Kg4 = 40,000 (by construction)

This interpolation technique ensures that the quarterly evolution of the capital stock reflects the temporal
distribution of investment, thereby improving the alignment between capital accumulation and economic activity
within the year. Returning to the depreciation rates, these are computed by dividing the estimated values
of the capital stock by the corresponding depreciation levels and other changes in non-financial assets in each
period, obtained from NASD24 and NABK10, respectively. This approach ensures internally consistent, sector-
specific depreciation rates that reflect both the capital intensity and the actual rate of capital consumption over

time.

H E T A MC OMS FC G
Depreciation rates 0.0072 0.0055 0.0355 0.0085 0.0402 0.0150 0.0380 0.0138

Table 18: Depreciation rates for the different sectors/industries in 2019Q4.

6.1.5 Interest rates

In the E-IO-SFC model, financial assets and liabilities play a central role. Since these may generate interest
flows over time, incorporating interest rates is essential to capture the financial dynamics and inter-sectoral
relationships in the economy. Interest rates form the transmission between the level of financial stocks and the
flows of interest income and expenses. They influence income distribution, spending behavior, and changes in
sectoral balance sheets. Without explicitly modeling interest rates, it would be impossible to consistently explain
how changes in wealth and debt affect economic activity over time.

In the model, sector-specific interest rate series are constructed to capture relevant financial flows. These
include official central bank rates, market interest rates on securities, and deposit and lending rates for households,
non-financial corporations, financial corporations, and the government. The data used to construct these series
are sourced from various datasets provided by DST. Central bank rates are obtained from the DNRENTM table,
which provides end-of-month observations for both lending and deposit facilities at the Danish central bank.
Monthly values were converted into quarterly frequency by averaging across the three months of each quarter,
following the same procedure used for prices (see section 6.1.3). In the E-IO-SFC model, these rates serve as
policy instruments used by the Central Bank to influence macroeconomic conditions. The lending rate reflects
the cost at which commercial banks can borrow from the central bank, affecting the broader structure of interest
rates in the economy. The deposit rate determines the return on excess reserves held by banks, influencing
their willingness to supply credit. Both rates play a key role in shaping consumption, investment, and portfolio

decisions across sectors, and are therefore critical in the transmission of monetary policy in the model.
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Deposit and lending rates for the various sectors and industries are based on the MPK18 table, which reports
average interest rates in Danish financial institutions. This includes both deposits and loans for households,
corporations, and the government, and these monthly series were likewise converted to quarterly averages. These
rates are key to determining the interest income and expenses of each sector, and thereby influence sectoral
saving, borrowing, and overall net lending positions. In particular, they affect household consumption and
saving decisions, firms’ investment behavior, and the government’s interest payments on debt. By linking these
rates to sector-specific balance sheets, the model captures how changes in financial conditions propagate through
the economy.

However, for households specifically, the MPK18 dataset is not considered suitable to represent borrowing
costs, since it only covers bank interest rates. As approximately 80% of the household debt in Denmark consists
consistently of mortgage loans (Danmarks Nationalbank, 2024), relying solely on MPK18 would risk significantly
overestimating actual borrowing costs. Instead, the DNRUURI table from Danmarks Nationalbank is used, as
it provides average interest rates on mortgage loans and is therefore considered a more accurate reflection of
household borrowing conditions.

Finally, interest rates on securities were drawn from the MPK3 table, which includes rates on bonds. The
average yield on all bonds was used as a representative interest rate for securities held by each sector. In the E-I10-
SFC model, this rate determines the return on bond holdings across sectors and thus directly affects their income
from financial assets. Changes in bond yields also influence portfolio allocation decisions between money, deposits,
and securities, and serve as a transmission channel for monetary policy through asset markets. This dynamic is
supported empirically in the estimation of the financial beta for securities reported in section 7.2.3.

As the MPK18 and DNRUURI tables starts in 2002 and 2003, respectively, the earliest observed values
are assumed to hold for all prior periods with missing data. By systematically linking these interest rate series
with sector and industry-specific stocks, the model computes gross interest flows for each sector and industry.
This ensures full internal consistency between monetary flows and balance sheet dynamics throughout the entire
economy.

All interest rates used in the model is converted to effective quarterly rates using the standard compounding
transformation:

Tq = (]- + rannual)l/éL -1

This adjustment reflects two key considerations. First, the model operates with quarterly time steps, and
interest payments are computed on the outstanding debt from the previous period. Since this implicitly results
in compounding over the year, using nominal rates divided by four would underestimate the actual interest flows.
The compounding formula ensures consistency between the timing of interest payments and the effective annual
rate reported in the data.

Second, the data are expressed in percentage points. That is, a value of 4.0 in the dataset corresponds to 4%
per year, or 0.04 in decimal form. Before applying the compounding transformation, the values must therefore
be scaled by dividing by 100. Without these adjustments, interest flows would be misaligned with the reported
rates and would either overstate or understate the true financial burden associated with debt.

In addition, an implicit interest rate for F.6. (insurance technical reserves) was constructed, as this category is
assumed to correspond to the series D44 in DST’s financial accounts. The rate is derived using the following
formula:

y D44t

tr6 F6E_,

where (2 ¢ is the interest rate on F.6 for the household sector, D44H denotes the reported interest income for
households under D.44, and F -6§I<_1) is the lagged stock of F.6 held by households. This approach ensures that

the imputed interest rate reflects actual income flows and the underlying asset position.
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For each financial instrument in the model, except monetary gold and SDR (F.1), financial derivatives (F.7)
and trade credits (F.8), interest flows are calculated as the product of the relevant interest rate and the lagged
stock of the asset or liability. This approach ensures internal consistency with the timing convention of the E-
IO-SFC model, where interest accrues based on the stock position at the beginning of the period. The computed

flows are as follows:

Interestp,i =LlFy 'Fis(_l),

where F' € {F.2, F.3, F.4} and 4 indexes sectors such as households, the five industries, financial corporations,
government, rest of world. For F.6 (insurance technical reserves), which corresponds to the D.44 category in the
national accounts, the interest rate is not directly observed and is therefore calculated implicitly. The imputed
interest rate is defined as:

D.44¢

(2

lre i .
F.6S(_1)

This ensures that interest flows from F.6 match the recorded income in the national accounts. In the national
accounts, the total interest income for each sector and industry (D.41D.45) includes components that cannot be
directly attributed to any observed financial instrument in the model. After calculating the interest flows for F.2,
F.3, and F.4, a residual interest flow remains. This residual was initially attempted to be attributed to F.7 and
F.8 by constructing implicit interest rates using the same method as for F.6. However, this approach resulted in
unrealistically large values, suggesting that such a method was not appropriate for these instruments.

Given the limited importance and poor data quality of F.7 and F.8, a pragmatic approach was chosen: the
residual interest income is evenly split between the two instruments. This ensures that the model preserves
consistency with the reported total interest income, without introducing distortions from unreliable imputations.

Thus, the interest income from F.7 and F.8 is given by:

Residual’ = D.41D.45% — Interest. , — In‘cerestﬁ;‘3 — Interest’, ,.

, , 1 .
Interest » = Interest} g = 5 Residual’.

This method allows the model to preserve the full structure of financial flows even when some rates or flows are
not directly observed in the data. Figure 7 illustrates the effective deposit and lending interest rates for both
households and NFCs over the full sample period. The figure captures key monetary policy events, including
the global financial crisis (2008-09), the low interest rate regime of the 2010s, and the rapid tightening of policy
starting in 2022. The spread between F.4 and .F2 for each sector represents the interest margin earned by

financial corporations, which reflects their profitability from traditional inter-industry activities.
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Figure 7: Deposit and lending rates for households and NFCs.

Note: The Y-axis is expressed in decimals. Annual interest rates are converted to effective quarterly rates.

6.1.6 Expectations of real sales

Expected real sales*”, as presented in the equation below, are used at the industry level to determine actual real
production for each industry, as shown below. The definition builds on the assumptions in Godley and Lavoie
(2012, p. 319), where actual real sales are multiplied by an indicator, represented in their case as a random

variable.

Yr = Ye + linv,d'

This requires a measure of expectations regarding sales. In DST, a series called '"ETILLID’, reflected as a

50 The indicator can be used to obtain a quick snapshot

sentiment indicator, is available as a monthly series
of the assessment of the overall business sector and the underlying industries compared to the immediate past.
According to the methodological documentation for "ETILLID’, c¢f. DST (2024a), it is a time series generated
based on a qualitative survey assessing the past three months’ developments and expectations for the next three
months. '"ETILLID’ is constructed so that the value of 100 reflects the historical average, and values above 100
therefore indicate positive assessments. Each deviation of 10 reflects that assessments deviate by one standard
deviation from the variation in the aggregated confidence indicator. According to DST (2025d), a typical situation
would be between 90 and 110. ’ETILLID’ further captures historical shocks in the Danish economy over a period
of more than 25 years, as well as periods of economic growth. The indicator is based on monthly data, which in
this case has been converted into quarterly observations using a simple arithmetic average. Based on these facts

regarding '"ETILLID’, it is considered a valid measure for creating expected real sales, a variable that will play a

49Note here: Expected sales are calculated based on sales at basic prices to ensure consistency with real production, which is
always measured at basic prices. This is because: (i) sales measured at market prices will create a level discrepancy compared to
production measured at basic prices; and (ii) sales at market prices include imported final and intermediate goods, which overstate
actual domestic sales.

50The indicators included in the confidence indicator are standardized and weighted in the aggregation, with industry accounting
for 40%, construction for 5%, services for 30%, retail trade for 5%, and consumer expectations for 20%. In the aggregation of the
business confidence indicator, consumer expectations are not included, and the 20% weight is distributed proportionally among the
four business sectors (DST, 2024a).
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crucial role in the model as it determines the production decision.
The first step in the transformation is to divide the series by 100, which constitutes a linear transformation. The

result is shown by the black line in figure 8.
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Figure 8: Deviations from 100 for the sentiment indicator.

The "ETILLID -series is to be used implicitly in the calculation of the desired level of investment in inventories,
as exemplified by equation below at industry level. Implicitly, the desired level of investment in inventories for

industries is obtained by isolation in the equation presented below:

i i i
Yp = Ye + Zinv,d'

If expected sales are higher than production, negative values will generate for the desired level of investment in
inventories. Negative values occur when firms use their inventories (due to an economic boom) and therefore do
not invest further. Positive values indicate that firms are investing more in inventories during bad times (due to
an economic downturn), thereby preparing for better times.

To validate the method on current data, the deviation in ’ETILLID’ has been applied to real sales at basic
prices for the overall economy. As seen in figure 9, expected real sales are higher in periods when the economic

confidence is positive, whereas the opposite is observed during downturns, as specifically seen in 2009Q1.
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Figure 9: Actual real sales vs. expected real sales in millions.

6.1.7 Desired stock of inventories

In the system of equations describing the model’s dynamics we envisage a process where firms define their
production decision based on their expectations about future sales and a desired level of inventory accumulation.

7

tw.d.t> certain conditions must be

In order to incorporate the desired stock of real inventories, invi, = invi_; +i
met.

The first step is to define the inventory levels for each industry at time zero, INV{. This information is
typically not reported in publicly available databases, such as DST, and therefore it is necessary to develop an
alternative approach. In this case, the longest available time series, NAN1 (from 1966), on a yearly basis for
changes in inventories has been chosen (DST, 2024b). Since the database generating the exogenous E-IO-SFC
model starts in 2001Q1, it is chosen to accumulate the yearly series from 1966 to 2000°! in order to obtain the

1°2. This accumulated value for changes in real inventories, is distributed

best proxy for the initial inventory leve
among the industries based on input-output shares as presented in section 5.3. The initial value for the level
of real inventories, which is restricted to zero (meaning that the initial level can’t be negative), in 2000Q4 is
presented in table 19 as INV{j. To obtain INV}', the following calculation is performed starting in nominal

terms:

t
INV = INVj + Y AINV},
t=0
INV;
Py

. i
muy =

51This value is set to be the value corresponding to 2000Q4.
52Nominal data has been used to calculate these measures and thereafter divided by producer prices for each industry, cf. sec-
tion 6.1.3.
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Energy Transport Agriculture Manufacturing and Other manufacturing
construction and services

invy 0 0 15568.8 88236.7 6983.23

Table 19: Overview of the real stock of inventories for the industries.

The information presented in table 19 can be used to determine the desired level of real inventories for each

industry presented in the start of this section.

6.1.8 Desired level of investment in inventories

In order to run the exogenous E-IO-SFC model, the 3!, -parameters in the equation presented below, must be

obtained:

-7

Zinv,d = B;nv . (vaé — Z?’M}l)
By definition, these parameters should ideally be positive and lie between 0 and 1, or go higher than 1 if firms

over-adjust. This is generally the case, but due to the way the system of equations is defined and the components

of expected sales, cf. section 6.1.6 certain limitations arise. The parameters are obtained by isolating 3¢, . in the

inv
above equation. As an example the method is presented for the i-industry below®3:
i

i o Zinv,d
(invy — inv?)’

nv T

In isolation, the 3}, ,-value would be negative in cases where expected sales exceed production, cf. section 6.1.6
or in situations where the stock of inventories is higher than the desired inventories. Moreover, the absolute
values of the B-coefficients become high when the desired inventory level, inv’ approaches the actual inventory
level inv?, as this results in division by a very small number, which mathematically generates a high value for the

B,,-parameter. From an economic perspective, a negative 3!, -value does not make sense. This is happening
because the current method used defining the IO structure is only consistent at the aggregated level, and thereby
not being consistent at the industry level. Specifically the current IO coefficients are not consistent with the
identity that says that sales have to equal to output, which is why adjustments is necessary. This is further

i » can be found from 2001Q2 to 2002Q1 below, and in this period the

commented in section 8. Values for the 3

numbers are behaving as expected.

BE sE B4 MC OMS
2001Q2 0.3773772 1.8237852 0.0530802 0.09413872 0.8757564
2001Q3 0.4252423 2.0993211 0.0856113 0.14550388 1.0864406

2001Q4 0.7484958 4.8809216  0.1312236 0.21851386  2.4828166
2002Q1 0.3774995 2.9128081 0.0666512 0.12803207  1.4720977

Table 20: Overview of speed of adjustment for desired investment in inventories.

6.1.9 Reformulation of the tax equations

Originally, the tax equations regarding households and the rest of the world, equation 496 and 606 respectively,

contained two unknown factors:

H,RoW _ H,RoW H,RoW H,RoWY T H,RoW NI
T =(WB + 5B, - 8C, ) T row + NI “TH Row -

53,1

inv.q 18 obtained as a residual, by taking the difference between yf,, and y.
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Therefore, a reformulation was necessary to follow the same procedure as described in section 6.1.1. In an effort
to approximate the ordinary income tax rate (77) used in equation 496, a method based on data from PSKAT1
in DST and the aggregation of relevant tax components on an annual basis was developed. The aim was to derive
a proxy for the average income tax rate by summing up the relevant components®®. For households, the proxy

was constructed using the following formula:

Sum of the relevant PSKAT1 components
(WB—-SC, — SB,) ’

g

With this definition, the tax on net interest income, 73!, remained the only unknown. However, when implicitly
calculating this tax rate, the results were unrealistically high (e.g., to 355% in 2001). This could be due either
to an underestimated proxy for the income tax or to a very low value of net interest income (NI). To improve
this, the NI component was revised to include only receivable variables from D.41, D.44, and D.45, reflecting
that tax should only be paid on what is received and not on what is paid. While this approach provided more
realistic estimates, it still produced tax rates exceeding 100% in certain periods, which could again be due to low
values of received interest. A plausible explanation is that D.41 does not include all actual interest payments
received and paid by agents. Instead, it only accounts for the portion corresponding to the ”reference interest
rate.” This follows the concept of Financial Intermediation Services Indireclty Measured (FISIM), where total
interest payments are split into two parts: one recorded in D.41 and the other included in the gross value added of
financial corporations (as production) and the consumption of financial services (by households, the government,
and NFCs). Therefore, since D.41 includes only part of the actual interest payments, using received interest as
the reference point for calculating the implicit tax rate on financial income may lead to an artificially low base
for these interest payments (Danmarks Statistik, 2025).

To ensure consistent and realistic estimation of the tax burden over time, the equation was ultimately
reformulated by assuming a single tax rate on total income, including received interest income (NI,.) for both
households and the rest of the world:

TH,ROW _ (WBH,ROW + SB:,LI’ROW _ SC;I,ROW + NI;I,ROW) 'TPZ}Z,S’{OW7

which allows the procedure described in section 6.1.1 to be followed.

54The relevant components from PSKAT1 is: Ordinary income tax, lower limit (E.1.1.4), Additional income tax, intermediate limit
(E.1.1.5), Additional income tax, upper limit (E.1.1.6), Equalization tax (E.1.1.7), Other central government tax (E.1.1.8), Church
tax (E.1.2), County tax (E.1.3), Municipal tax (E.1.4), Healthcare contribution (E.1.10), Tax for limited taxation (E.1.11), Income
tax for foreign scientists (E.1.13), and Labour market contributions (F).
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6.2 Methodological considerations for the endogenous model

This subsection focuses on the endogenous model. For this part, data is constructed to support the modeling
of behavioral relationships, with the data-generating process primarily centered on the variables included in the
behavioral equations. Such variables could for instance be, cyclical deviations in unemployment, the targeted
wage rate, and measures of productivity supported by relevant theoretical foundations. Additional variables
used in the behavioral equations and present in the DST are discussed within the context of the specific model

applications in which they are relevant in section 7.

6.2.1 Actual-, structural-, and the cyclical deviation in unemployment

The actual and structural unemployment rates are central to be able to construct the labor market structure in
the E-IO-SFC model. Specifically, these relationships are formalized in equations 307 to 320 for the all sectors
entering the model. For the purpose of reading flow the equations for production, employment, unemployment

and is corresponding rates is presented below:

i_ _Yp
Pr = Enmpi
EMP =92

pr

UE = LF — EMP? — EMPT — EMP* — EMPM® — EMPOMS — EMPTC — EMPCB,

UE
UE, = =,
LF

UE, = UE, -0,

UR,URs =UR, — URj;.

The above equations play a crucial role in modeling labor market behavior, as reflected in the behavioral equa-
tion for the general wage rate presented in estimated form in section 7.2.2. Time series for employment and
unemployment, as described in section 5.4, have been constructed based on AKU tables provided by DST. These
data series have been utilized for the creation of the actual and structural unemployment and furthermore the
cyclical deviation in the unemployment rate. According to Gottfries (2013, p. 152), every individual at any given
time can be categorized as either employed, unemployed, or outside the labor force. These stock variables are
key determinants in characterizing the overall state of the labor market. The unemployment rate is typically
measured as a percentage of the labor force, as illustrated above. This rate fluctuates with the business cycle

and is presented as the black line in figure 10 below.
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Figure 10: Actual and structural unemployment in percentage of the labor force.

In contrast, structural unemployment refers to an unemployment level consistent with a “normal” economic
situation. That is, the level of unemployment compatible with stable price and wage developments. According
to economic theory, this is also known as the "natural rate of unemployment”, representing an equilibrium level.
The structural unemployment rate is presented as the red line in figure 10. At this level, firms have no incentive
to change relative wages, as unemployment is considered to be at its natural level (Gottfries, 2013, p. 165).
According to Bostrup (2020), structural unemployment cannot be directly observed and must instead be
estimated. Consequently, there is some degree of uncertainty regarding its exact level. As shown in figure 11,
structural unemployment has decreased by approximately 220.000 individuals from 1996 to 2020. Such reductions

are often attributed to more stringent labor market regulation or less generous unemployment benefits 5°.

55In the Danish context, such reforms could include, for instance, Helle Thorning’s 2012 tax reform that included a reduction in
the indexation of transfer incomes, including unemployment benefits, by 5 percent. This reduction was phased in over the period
2016-2023 (Bostrup, 2020).
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Figure 11: Data used for creating the structural unemployment rate.
Source: Calculations based on data from Bostrup (2020).

As shown in figure 11 above, Bostrup (2020) provides an estimate of the structural unemployment rate. This
annual time series is used as input in the calculation of the structural unemployment rate in the E-IO-SFC model,
cf. the U Es-equation presented above. However, since E-IO-SFC is a quarterly model, the annual ultimo values
are extracted and transformed into a quarterly time series through linear interpolation, cf. section 5.2.1. The pur-
pose of using this data is solely to capture the structural component of unemployment. Therefore, the percentage

deviation between actual and structural unemployment is calculated using the following formula:

Structural Unemployment — Actual Unemployment

Pct. deviation =
Actual Unemployment

This percentage deviation is then multiplied by the observed unemployment rate (as shown in figure 10) to
obtain a structural unemployment rate based on the labor market conditions from the AKU table. Since the
original time series only extends to 2022, and the E-IO-SFC model requires data up to 2024Q4, the percentage
deviation series is extended by eight quarters. This is done through extrapolation, with the applied method
described in section 5.2.1. The resulting time series used as input in the E-IO-SFC model is illustrated in the
previously shown figure 10. The structural unemployment will be exogenous in the model. Finally, the cyclical
deviation serves as an explanatory variable in the behavioral equation for the wage rate in equation 216. This
variable, defined as the difference between actual and structural unemployment, is plotted below. A positive
value indicates that unemployment is above its structural level, typically reflecting an economic downturn, while
a negative value suggests the opposite. The application of this time series in an econometric context is further

discussed in section 7.2.2.
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Figure 12: The cyclical deviation in unemployment.

6.2.2 Targeted wage rate, inflation and productivity

In relation to the behavioral equation for the wage rate presented in section 7.2.2 and also seen in equation 216
in the system of equations, it has been necessary to construct three different variables. One of these variables
is the targeted wage rate that incorporates expectations in the wage setting process. According to Gottfries
(2013, p. 239), the relationship between wage and price changes is best understood through the framework of
the underlying Phillips curve, where inflation is defined as the difference between wage growth of the labor
productivity:
AW AFE
T=—— - —.

w E

Since inflation is primarily driven by changes in wages, it is plausible to define the targeted wage as:

Wp =We_1-(1+m—1)

This definition reflects a backward looking mechanism, where wage earners adjust nominal wages based on past
inflation to maintain their real purchasing power. The targeted wage, W, can thus be interpreted as the wage
level consistent with preserving the real wage, conditional on inflation being constant®®. The time series for the
actual and targeted wage rates is plotted below in figure 13. The red line, represents the targeted wage rate
that would have been targeted by economic agents under the assumption that expectations are formed as defined
above, solely based on observed inflation and previous wage levels. Deviations between the targeted and actual

wage rates may be interpreted as a reflection of short, term wage rigidities, unexpected economic shocks, or

56 Quarterly inflation is created as following which is used in the estimations for the wage rate:

_ Poit—Poi-a

mt
Po -4
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other frictions in the wage, setting process. For instance, wage rigidities may stem from collective bargaining
agreements, minimum wage laws, or long-term employment contracts that prevent immediate wage adjustments.
Unexpected shocks could include sudden changes in productivity, financial crises, or global disruptions such
as pandemics. Additionally, other frictions, such as delayed negotiations and information asymmetries further

contribute to discrepancies between expected and realized wage developments.
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Figure 13: The actual and targeted wage rate in millions.

In relation to productivity, which is also included as one of the explanatory variables in the specification of the
behavioral equation for the wage rate, the value added per employee for each industry is modeled as a positive
function of market size, following the logic of the Smith-Kaldor-Verdoorn effect, in line with Canelli et al. (2021).
The equation defining productivity at the industry level is shown in equations 307 to 311, and is generally defined

as:

pr=—t
EMP’

and can be seen in figure 16 below. The productivity measure above describes a positive relationship between
output growth and productivity growth, where the latter arises due to increasing returns to scale and learning-
by-doing in production. Rising real production (y,) with relatively smaller increases in employment (EM P)

leads to higher labor productivity.
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Figure 14: Aggregated labor productivity in DKK per employee.

6.2.3 Real exports

As outlined in section 2.2.1, the shift in the global agenda has raised new pressing questions such as tariffs
and protectionism. It is therefore relevant to incorporate these aspects into a model framework that aims to
assess industry-specific effects of policy measures or trade interventions. One way of doing so is by modeling
real exports as a behavioral equation for a specific industry, allowing it to respond to changes in exogenous, as
well as endogenous, factors. Additionally, efforts have been made to include foreign income. To operationalize
this, we construct a proxy for income in the rest of the world (RoW), limited to Denmark’s three main export
destinations: the United States, Germany, and Sweden. According to DST (2025), these countries consistently
rank as Denmark’s three biggest export partners. For analytical consistency, these countries” GDP data must be
harmonized in terms of price basis, currency, and scale to make them comparable. As shown in table 15, data
from the Federal Reserve Bank of St. Louis (FRED) are used to retrieve nominal and real GDP series. U.S. GDP
is available in billions of USD (Federal Reserve Bank of St. Louis, 2024¢) and in constant 2017-prices (Federal
Reserve Bank of St. Louis, 2024f); German GDP in millions of EUR (Federal Reserve Bank of St. Louis, 2024a),
with real figures in 2010-prices (Federal Reserve Bank of St. Louis, 2024d); and Swedish GDP in millions of
SEK (Federal Reserve Bank of St. Louis, 2024b), also in 2010-prices (Federal Reserve Bank of St. Louis, 2024e).
This differs from the current database, where GDP is measured in DKK and 2020 prices. To make the series
comparable, all GDP data are converted to DKK and expressed in 2020-prices. Using 2010 as an example base

year, the procedure is as follows:

i) A deflator is calculated from the ratio of nominal to real GDP:

2010 _ GDP;
gdp;

2

ii) The 2020-adjusted deflator is obtained by rescaling the series:
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2010
2020 _ DY

py; .
' PY3030
iii) GDP in 2020-prices is calculated:
GDP;
2020 i
gdp;™™" = .
i py2020

Exchange rate data (DKK/USD, DKK/EUR, and DKK/SEK) are sourced from DST (2025a), available on a
monthly basis from 2000M1 to 2024M12 and subsequently converted to quarterly frequency. Since the GDP

figures from FRED are denominated in foreign currency, the exchange rates are inverted (e.g., W/EUR), to
obtain domestic currency, before being applied®”:
902,704.11 EUR
gdpPFR = 2T " — 6,743,741.30 DKK,
0.134
where 0,134 = ﬁ (i.e., the DKK/EUR rate for 2019Q4). To capture the relative importance of each country,

export weights are calculated from UHM data (DST, 2025c), defined as the ratio between exports to a given
country and the total exports to the three countries. UHM data is available monthly from 2010 to 2025 and
subsequently converted to quarterly frequency. For earlier periods (2001Q1-2010Q4), the 2010Q1 shares are held
constant. Figure 15 illustrates the evolution of export weights from 2010Q1 to 2024Q4.
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Figure 15: The evolution of export weights from 2010Q1 to 2024Q4.

571deally, purchasing power parity (PPP)-adjusted nominal exchange rates would be used to convert real GDP figures into a
consistent domestic currency measure. This would provide a more accurate cross-country comparison of economic size. However,
due to the lack of available quarterly PPP-adjusted series, standard nominal exchange rates are used. While this introduces some
distortion, it is considered an acceptable approximation in the absence of better alternatives.
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These weights are then applied to the real GDP series (converted to DKK and 2020-prices) and summed to
construct the final proxy for RoW income:

RoW E E E E A A
Proxy real GDP™°" = gdpG R xv(feiglflt + gdpSW . vag/ght + gdeS . wgfight,

which serves as an exogenous determinant of real exports.
In order to include an exogenous factor related to tariffs, a 7-term is introduced in the equation governing
the real exchange rate:
MC )

o= by (1 + Trow)

Prm
where pras denotes the price deflator for imports (i.e., the ratio of nominal to real imports) and py represents
the GDP deflator, with both expressed in DKK?®.

The 7-parameter represents the United States AHS Weighted Average Tariff Rate, which is defined as the
average of applied tariff rates weighted by the value of imported goods. The data are sourced from the World
Integrated Trade Solution (WITS) and are available annually from 2000 to 2022. The annual series is converted
into quarterly frequency by assuming that the tariff rate remains constant within each year, and the most recent
annual value is held constant beyond 2022.

Finally, CPB Netherlands Bureau for Economic Policy Analysis (2025) is utilized to include the global trade
indicator as an additional exogenous variable, as it may allow to capture the effects of some specific events
which are more directly connected to export dynamics. This series is available monthly from 2000 to 2025 and
subsequently converted to quarterly frequency.

The application of the behavioral equation for real exports in an industry-specific context, focusing on the

manufacturing and construction industry, is further examined in section 7.2.2; in an econometric context.

6.2.4 The real interest rate

In relation to the behavioral equation defining real household consumption presented in section 7.2.2, and also
shown in equation 471, it has been necessary to construct a variable that accounts for inflation dynamics in
interest rate movements, thereby capturing the ”real” interest effect on household consumption. According
to Gottfries (2013) and standard economic theory, the real interest rate is defined as the difference between the
nominal interest rate and the inflation rate, r = ¢ — m. To obtain this definition, quarterly inflation has been
used alongside the nominal interest rate, which is represented by the deposit rate from Danmarks Nationalbank.
This rate can be downloaded from DST under the code DNRENTM. The resulting real interest rate used in

equation 471 is illustrated below.

58Since both pim and py are denominated in DKK, the nominal exchange rate (E) is omitted. If, however, import prices were
expressed in foreign currency, the inclusion of E would be required. In such a case, the construction of a weighted exchange rate would
be necessary to consolidate the three currencies (USD, EUR, and SEK) into a single foreign-currency proxy. This is particularly
complex due to Denmark’s fixed exchange rate regime with the euro, while the USD and SEK follow floating regimes. Thus,
expressing all values in DKK simplifies the framework while assuming that currency dynamics are adequately captured through the
conversion of individual GDP series.
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Figure 16: Real interest rate.
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7 E-IO-SFC system of equations

The most salient feature of SFC models is their ability to capture complex inter-linkages among different sectors of
the economy through detailed transaction and balance sheet interactions. The infographic in figure 17 illustrates
the primary flows associated with various economic activities and financial transactions across sectors®. The
arrows in the infographic indicate the direction of causality, pointing towards the receiving sector. For example,
wages are received by households from NFC’s, FC’s, and the Central Bank.

The figure highlights the key income and expenditure components exchanged between sectors, including
wages, consumption, investment, exports, imports, intermediate transactions, distribution of income (DI) and
gross operating surplus (GOS), social contributions (SC), social benefits (SB), pension adjustments and taxes on
income, production (NIT) and imports (NTI). Beyond real economic transactions, the figure also emphasizes the
link between the real and financial sides of the economy by incorporating the allocation of financial wealth within

the flow of funds, as well as net interest payments and expenditures associated with financial instruments.
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Figure 17: Overview of the E-IO-SFC model.

7.1 Key equations and the closure of the model

According to Valdecantos (2023b), the fourth step in developing an empirical SFC model is to construct a
fully exogenous version of the model and verify that all accounting identities are satisfied. In this section, the
model’s most essential equations will be explained from the perspective of each sector. The complete system of
equations which the E-IO-SFC model is build upon is presented in the appendix section B. In the framework
of the E-IO-SFC model it is assumed that the NFC’s and financial corporations are the sectors producing all
goods and services, however NFCs are the only one producing capital goods. One of the main contributions
of the model is the disaggregation of the NFC sector into five industries: energy, transport, agriculture, man-
ufacturing and construction, and other manufacturing and services. The equations presented in this sector are
therefore indexed by i, as they apply to all industries. While the model comprises both accounting identities and

behavioral relationships, the behavioral components are presented in detail in section 7.2.2, section 7.2.3, and

59For simplicity, the disaggregated NFC sector is presented in an aggregated form.

65



appendix C.

7.1.1 Presentation of key equations

The structure of the E-IO-SFC relies to some extent on the theoretical building blocks of post-Keynesian theory:
however, we also contribute by incorporating several novel features. We now proceed to present the key equations
defining the whole system of equations in the E-IO-SFC model. The equations are organized by sector, and
thereby reflecting the structure of the economy as presented in the figure 4 and 17, respectively. The overall

aggregate demand for the economy in the E-IO-SFC model is given by the following equation:

AD =CH 4+ INFC L G+ X IM + AINYV,

NFC
Ia

where CH denotes private consumption by the household sector, represents the total accumulated invest-

ments by all sectors in the economy. G stands for total government consumption. X refers to total exports of

goods and services, which are exclusively carried out by the producing sectors®.

IM captures total imports,
including intermediate goods, investment goods, and both private and public consumption imports. The fi-
nal component of aggregate demand is changes in inventories. This element is included in the model because
producers accumulate inventories in order to meet demand, as they are unable to instantly produce the exact
amount of goods and services demanded. Inventory accumulation may also result from lower demand compared
to producers’ expectations. This also implies that demand does not always equal supply at every point in time,

which is a key feature of SFC-models.

Non-financial corporations

As stated, NFCs produce goods and services, making it the primary source of income for this part of the economy.
Nominal sales for each industry Y are defined as the household consumption C?, government consumption G?,

exports X, intermediate sales /G?, and current investments I.:

Vi=C'+G + X"+ IG. + I.

Since the production process takes time, firms must decide in each period how much to produce. It is assumed
that economic agents’ expectations about future real sales are a key determinant of current production decisions.

This relationship is presented below:

Aln(yer) = —Poy. + Biy. - An(yer—1) + Bay, - Aln(CL) + B34, - Aln ('Zf)
t

+ Bay. - An(ydi’ ) + Bs.. - Aln(ce) + Bo.y, - Aln(iy)
— Bry. - I(Yet—1) + Bsy. - In(ce—1) + Boy, - In(CI—y).

This behavioral equation models the logarithmic differences of expected sales, thereby capturing the percentage
change in expected sales over time. The variation is explained by changes in the capacity utilization rate, real
disposable income of households, real consumption, a consumer confidence indicator in the long-run, and real
investment. The change in the capacity utilization rate reflects how intensively firms are using their available
production resources. All of these factors are expected to have a positive impact on real expected sales and,
consequently, on firms’ production decisions. The estimation follows the procedure outlined in section 7.2.2,
which combines economic theory with empirical evidence.

After expectations about sales has been determined production for each industry can take place and is

defined as the following relationship:

60 All exports in the economy are undertaken by the producing sectors.
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Yp = Y, + Zinv,d’

where each producing industry incorporates their expectations for real sales, capturing the demand to be met by
the supply. Furthermore, the desired level of inventory accumulation appears as an additional component to align
with the assumption that firms invest in inventories as a buffer stock to smooth production and accommodate
unexpected fluctuations in demand or supply. Hence, while the E-IO-SFC model is heavily demand driven,
we assume that the production decision is autonomous and mostly based on producers’ expectations about the
future.

The next behavioral relationship to be presented is firms’ total real investment to capital ratio, which
is a function of its own past values and a range of macroeconomic variables. The relationship is defined as

follows:

it _ A . G—1 _ . bt—2 P ld
Aln (h) —507% ﬂ1,% Aln (kt—l) 527% Aln (kt_2> +ﬂ3’% Al <kt—4)

x
+ 8,1 -Aln(ge) + B5 2 - Aln(ge—1) — B, 1 -Aln (”rtl) + f7,i-In <Zi>

i
' & 'k " )

~Bg1In (12_11) — By, - (gi1) + Big - In (ZZ‘i) ~ Bu1,; - In(inko).
To capture the short-term dynamics and momentum in investment behavior the investment to capital ratio at
one, two, and four periods is included as independent variables reflecting an auto-regressive process. Furthermore
the logarithmic differences of government expenditure is included in both the short and the long run. According
to Afonso and Aubyn (2009) government investments crowds-in private investments. We find this relationship
in the short run, while in the long run it crowds-out private investments. Besides this, external conditions
are captured through changes in trade openness, as approximated by the export-import ratio. This indicator
has an unexpected relationship with investment decisions, which is further commented in appendix C.3 with
an econometric viewpoint. The short-run and long-run effects of the capacity utilization capture supply-side
conditions as firms are more likely to invest when they are operating near or above capacity. According to Dutt
(2011), firms make investment decisions based on the capacity utilization rate, as it signals the buoyancy of
aggregate demand®' and shapes their expectations regarding future demand. Finally, the effects of the interest
rate faced by firms, iypc, is incorporated and is affecting investments in the long-run. A higher interest rate
increases the cost of financing, thereby reducing firms’ demand for capital. In general, the behavioral equations
for real investment incorporate both demand- and supply-side determinants, along with financial conditions, to
explain fluctuations and trends in investment activity. The significance of the explanatory variables, as well as
the underlying theoretical framework and diagnostic tests, are presented in detail in the appendix C.3. In the
model the investment equation presented above is estimated at the aggregate level. To obtain the accumulation
rate at the industry level we use shares derived from the 10O tables.

The intermediate consumption from one industry to another highlights one of the E-IO-SFC models central
contributions namely the input-output structure. The level of intermediate purchases from one industry to
another is determined by the real production of the industry in question multiplied by a technical coefficient
(a;*i), obtained by the input-output tables from DST, cf. section 5.3.1.

R R A ) 0,1
ng) _yP'Oép7 .

Overall, the input-output structure increases the model’s ability to trace the distributional and dynamic effects

61The buoyancy of aggregate demand can be interpreted as an indicator of the economy’s position in the business cycle, and thus
serves as a relevant input for firms’ investment decisions.
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of shocks and policies across sectors, making it a more effective tool for scenario analysis and macro-financial
policy evaluation, as already pointed out in section 2.2.

MC,?, +Z

s i s B s T s Ao s OMS,i | ; FC,i
19y =19, +ig,” +ig, +1g, + 19 .

gp p

The above equation for each industry’s intermediate sales are determined by the total intermediate purchases
by all industries from that industry, as specified by the input-output structure. This ensures that the sum of
intermediate inputs across all purchasing industries matches the total intermediate output supplied by each selling
industry. As a result, the E-IO-SFC model preserves consistency between intermediate demand and supply at
the sectoral level, which is crucial for maintaining stock-flow coherence.

To reflect the role of international trade within the E-IO-SFC model, the exports equation for the MC
industry is highlighted. This behavioral equation captures the responsiveness of exports to both domestic and

global economic conditions and is presented below:

Aln(xiwc) = oz —Bia- Aln(p]\X{C) + Baz Aln(p)l\?fl) —B3q-Aln(ey) + By - A ln(gdpfow)
- 65,:& -A ln(gdpffr/) + ﬂG,x -A ln(WTtindicator) - ﬁ7,1: : ln(xt]\{?) + ﬁ&z : ln(gdpff{/v)'

This relationship captures changes in the export price deflator for the MC industry, both current and lagged, price
competitiveness, and global demand conditions jointly shape export dynamics in the MC industry. By incorporat-
ing both short-run adjustments and long-run equilibria, the equation provides a comprehensive representation of
trade behavior within an open economy like Denmark’s. For a detailed explanation of the independent variables,
their statistical significance, and theoretical underpinnings, the reader is referred to section 7.2.2.

In order to incorporate labor market dynamics into the E-IO-SFC model, the next equation presented is
that of the wage rate which is functioning as a behavioral equation. It is modeled as a function of auto-regressive

components, labor market indicators such as productivity and unemployment, as well as cyclical factors.

W = Bo,w + Br,w - In(Wi_2) — Bow - Aln(Wi_3) + Baw - Aln(PRy)
— Baw -m(Wy_1) — Bsw - In(URURs 4—1) + Bo,w - n(Wr,_,).

In this specification, W denotes the total wage rate at time ¢ and serves as the dependent variable, as well as
an auto-regressive component in the short run. This allows the E-IO-SFC model to reflect delayed responses to
previous changes in the wage rate. The total wage rate is influenced by productivity, denoted by PR, which
captures changes in labor productivity. This variable is included to account for how improvements or declines
in productivity affect wage dynamics. Higher productivity increases the scope for wage growth without inducing
inflationary pressure, while lower productivity tends to limit wage increases. Moreover, the wage rate is negatively
affected by a cyclical component defined as the deviation of the actual unemployment rate from the structural rate,
denoted by UR,.URs. This relationship implies that when unemployment exceeds its structural level, indicating
slack in the labor market, wage growth tends to decelerate due to weaker labor demand. Finally, WT;_; captures
the long-run target wage rate. This represents the level of wages that labor unions or institutions aim to achieve,
based on long-term contracts, expectations, or institutional norms. Including this variable enables the model to
reflect gradual adjustments of actual wages toward a desired or negotiated benchmark over time. For a more
detailed discussion of the included variables, their theoretical justification, and statistical significance, the reader

is referred to appendix C.2.
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Financial corporations

Given that financial corporations operate in a similar manner to NFC’s within the structure of the model,
the same equations are applicable. For a comprehensive and technical exposition of the underlying behavioral

equations, the reader is referred to the appendix B where the financial corporations is described in detail.

Households

The first equation to be presented for households is the behavioral equation defining real consumption:

= Boe+ Bie- Aln(ci—a) + Boe - Aln(yds’) — Bsc - Aln(ydsy) + Bac - Aln(fw/”)
+ Bsc- At — Boc-In(ci_1) + Bre - In(ydi ) + Bs.c - In(fwll ).

Real consumption for households is modeled as a function of its own lag in the short run, real disposable income,
household financial wealth fw®, and the real interest rate. In addition to short-run fluctuations, consumption also
adjusts toward a long-run equilibrium through the inclusion of an error correction mechanism. This implies that
both short-term volatility and long-term trends influence current consumption behavior. Real disposable income
has a positive short-run effect on household consumption, reflecting immediate income responses. Furthermore,
since real disposable income also affects consumption decisions in the long run, this indicates a cointegrated
relationship between real consumption and real disposable income. The relationship between household financial
wealth and consumption is captured through fw?®, which positively influences consumption. This enables the
E-IO-SFC model to account for the role of financial assets in shaping consumption behavior. Finally, households
consumption is influenced by the real interest rate in the short run. According to Godley and Lavoie (2012,
p. 114), higher interest rates can lead to increased disposable income, thereby stimulating consumption through
a wealth effect. While this result may initially appear counterintuitive from a mainstream perspective, it reflects
the idea that higher interest payments on government debt raise income for households holding government
securities.

Overall, the specification combines income and wealth effects with interest rate sensitivity and consump-
tion inertia to explain the dynamics of household consumption. All independent variables show a positive and
economically meaningful impact on real consumption. For a full specification of the real consumption model,
including theoretical background and econometric results, refer to appendix C.1.

Due to the model’s assumption that only NFC’s and FC’s constitute the producing sectors of the economy,
it is necessary to reallocate a share of the gross operating surplus (GOS) to households and the government, both
of which, in reality, contribute to income generation through production®?.The equation defining this relationship

is presented below:

GOS™Y =GOS ¢ + GOSY ¢ + GOSjy o + GOSH G + GOSHE® + GOSHS.

This adjustment allows the model to replicate empirically the net lending positions reported by DST across
sectors, thereby preserving accounting consistency and ensuring a more accurate macroeconomic representation.

For a more detailed explanation we refer to section 5.1.

Government

The most relevant equation to present for the government is the one determining its revenue. This equation

highlights the various income components accruing to the government sector:

62The superscript denotes that a share of the producing sectors’ GOS, is distributed to households and government.
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RY =TC + GOSY + SCY + NI® + DIF + OCE.

Government income consists of the sum of taxes paid by the remaining sectors. This includes both taxes on
income and wealth as well as net indirect taxes, the latter being paid exclusively by the producing sectors. The
next income component is the gross operating surplus, which is redistributed by the producing sectors for the
same purpose as in the case of the household sector. Additionally, the government receives social contributions
from households and the rest of the world (RoW), as well as other current transfers from all sectors of the
economy. It also receives distributed income from the producing sectors, the RoW, and notably from the central
bank, which redistributes part of its profit to the government. Finally, the government earns net interest income,
reflecting the net returns on its portfolio of financial instruments.

The wide range of income sources ensures that the government is financially linked to all other sectors in the
economy. This interconnection is a key feature of SFC models, where each sector’s transactions must balance with
the rest. It also implies that if one sector experiences a downturn, for example, households reducing consumption
or firms lowering output, this will have a direct impact on government revenue. Thus, the model captures how
macroeconomic fluctuations propagate through the system and affect public finances in a coherent and consistent

manner.

Central Bank

The Central Bank plays a fundamental but relatively limited role in the Danish economy, as Denmark operates
under a fixed exchange rate regime with a strong commitment to monetary stability, the central bank primarily
conducts monetary policy to maintain the krone’s peg® to the euro, rather than actively steering domestic
demand or output through interest rate manipulation.

Furthermore, the Central Bank’s direct interactions with the other sectors, such as households, firms, or the
rest of the world, are relatively limited. Its main functions include issuing currency, managing foreign exchange
reserves, and settling payments between banks, which are mostly institutional and do not directly affect sectoral
income in the same way as, for example, government transfers or corporate profits do. For this reason, there are
no equations for the central bank that require further explanation beyond what is already covered in the other

sectors.

Rest of the World

The rest of the world balance highlights the interconnection between the domestic sectors and the rest of the
world. Here, some components take on the opposite meaning compared to what was previously presented.
For example, IM are now recorded as income, since imports are defined as domestic purchases from abroad.
Conversely, X are treated as expenditures for the same reason. The remaining components, whether recorded as

income or expenses in the balance, relate to Danish agents operating internationally.

Net interest, financial wealth and Flow of Funds

The equations governing net interest, financial wealth, and the flow of funds, all of which exhibit a common
structural form across the different sectors and industries within the framework of the E-IO-SFC model is now

presented:

63Denmark maintains a fixed exchange rate policy by pegging the krone to the euro within a narrow fluctuation band as part of
the Exchange Rate Mechanism II (ERM II). This means the central bank intervenes in currency markets to keep the exchange rate
stable.
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The equation for net interest ensures the crucial link between the real and financial sides of the E-IO-SFC model.
By introducing this equation, we ensure that the allocation of real wealth across different financial instruments,
such as loans, deposits, and bonds, has a direct impact on the distribution of income across industries. This
mechanism captures how financial decisions, including portfolio choices and interest rate developments, feed back
into the real economy by influencing production costs, profitability, and investment incentives in various sectors.
In this way, the equation plays a central role in integrating financial dynamics into macroeconomic modeling,
further explanation of the interest rates are to be found in section 6.1.5.

The final common equations to be presented from the system of equations are financial wealth and the flow
of funds. By the inclusion of these equations we ensure the interconnection between sectoral and industry profits

and the corresponding decisions regarding the allocation of financial instruments:

Vi=NL; +V/ | + Rev'.

Financial wealth in each period is determined by the sector’s and industries net lending positions, the stock
of financial wealth from the previous period, and revaluations or other changes in the value of financial in-
struments. These revaluations may result from changes in exchange rates or asset prices, which in turn reflect
broader macroeconomic conditions and market expectations. Consequently, the evolution of financial wealth not
only captures past saving behavior but also incorporates the impact of financial market dynamics and policy
shifts.

The level of financial wealth influences decision-making, as shown, for instance, in the equation for private
consumption. When the financial result is positive (the sector is in surplus), the sector faces two main options:
either to increase its holdings of financial assets or to reduce its outstanding liabilities. These choices reflect the
dual nature of financial management, balancing asset accumulation with debt reduction, and are influenced by

factors such as expected returns, interest rates, and risk preferences.

Fjipy=V" Brj-

The desired allocation of financial wealth to each financial instrument is governed by its 5 value, which reflects the
target proportion of total financial wealth to be held in that specific instrument. These 8 values can be interpreted
as portfolio preferences, potentially influenced by factors such as risk, return expectations, and institutional
constraints. These portfolio choice elements are estimated behaviorally as shown in section 7.2.3.

The equations presented above, just a sample of the full model, illustrate how the proposed integrated ap-
proach captures the interaction of multiple transmission channels. Production is largely driven by (expected)
demand, which is itself shaped by the decisions of various agents (households, firms, the rest of the world,
etc.). These decisions propagate through the economy via the interconnections between industries and their
relationships with sectors. For instance, different industries have varying labor requirements, which affect the
unemployment rate and, in turn, the wage rate—one of the key components of disposable income and consump-
tion. The resulting dynamics of economic activity give rise to surpluses and deficits, reflected in changes to
agents’ balance sheets. These balance sheets can also shift due to portfolio decisions—another form of agent
behavior. Such financial changes feed back into the real economy, for example through disposable income in the

consumption equation, thereby influencing demand and production once again.
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7.1.2 Redundant equation - closure of the model

A fundamental characteristic of SFC models is the presence of a redundant equation, which emerges as a natural
consequence of the model’s accounting structure. SFC models are built on rigorous national accounting principles
and rely on a complete articulation of the financial and real transactions between institutional sectors.

Because of this structure, one of the model’s equations will inevitably be redundant. That is, it will not pro-
vide any additional information beyond what is already implied by the rest of the system. The redundancy is not
due to poor model specification, but rather reflects the internal consistency of the framework. It mirrors Walras’
Law in general equilibrium theory, which states that if all but one market in an economy are in equilibrium, the
final market must also be in equilibrium, provided that agents’ budget constraints are satisfied. Similarly, in an
SFC context, if all but one of the accounting and behavioral equations are satisfied, the final one will be automat-
ically satisfied by construction (Godley and Lavoie, 2012). In this model, this redundancy arises in the context
of government securities (F.3%), which are defined as the "buffer variable’, capturing the difference between the
government’s net lending position and its transactions in other financial instruments thereby capturing vertical

consistency:

F3¢ =NL¢ - F2¢ - F4% - F5% — F.6% — F.7% — F.8%,

where NL® is government net lending, and F.2% through F.8 represent transactions in other financial instru-
ments. All transactions of the financial instruments are recorded as net assets, which explains the signs used
in the equation. For instance, in a period where a given instrument shows a negative value for net assets, this
would correspond to a positive contribution to the value of F.3¢. This equation ensures that the financial side
of the government’s budget is fully closed and internally consistent.

Now, when looking at the TFM there is also an identity representing the ex post balancing of the securities’

market.

F3¢ =F3"7 £ F3P 4+ F3T + F.34 4+ F.3MC 4 p3OMS 4 p3FC 4 p3CB 4 p3loW,

This equation states that the total quantity of government securities issued must be equal to the total transactions
of securities (issued by the government as well as the other sectors) by the remaining sectors and industries. As this
identity follows directly from the comprehensive double-entry accounting structure, it is logically redundant. Once
all other equations in the model have been defined (including the elements on the right-hand side of the equation
above) and accounting identities have been satisfied, this equation will hold automatically. Therefore, to avoid
over-determination when solving the system, this redundant identity is removed from the model. Nevertheless,
it plays an important role as a consistency check: if the model solution violates this equation, it signals a
fundamental inconsistency in the accounting framework or numerical implementation.

Another salient feature of the SFC approach is the achievement of vertical and horizontal consistency%,
which is ensured by equations for the transactions of different financial instruments respect to the sector/indus-
try. The equations that ensure vertical and horizontal consistency for the government is described by the two
previous equations. Whereas the first presented equation secures the vertical consistency by determining secu-
rities, say buffer-variable, as the residual of net lending position and the remaining transactions of the financial
instruments (this will by definition ”close” the column for this instrument and satisfy the budget constraint for
the government). The second equation secures the horizontal consistency by determining the supply of govern-

ment securities (in flow terms) based on the transactions of the remaining sectors in the same instrument. The

64Recall the first two principles described in section 3.1
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same method is applied to the remaining sectors and industries, each of which includes an equation with the
same structure to ensure vertical consistency.

When it comes to horizontal consistency, however, we adopt a more pragmatic approach, as it is strictly
necessary to ensure consistency for all of the instruments. In our closure, horizontal consistency is achieved by
assuming a quantity adjustment in each market, whereby a specific sector is endogenously determined to supply
or absorb exactly as much of a given financial instrument as is demanded by the other sectors. Thus, we do not
impose formal constraints across all sectors, but instead rely on economic intuition regarding which sector is best
suited to act as the residual in each market. This also means that not all sectors are treated symmetrically.

For example, horizontal consistency in the market for trade credits (F.8) is ensured through NFC’s, reflecting
their central role in granting and receiving short-term inter-company credit. For FC’s, horizontal consistency
is maintained for four financial instruments: deposits (F.2), loans (F.4), insurance technical reserves (F.6), and
financial derivatives (F.7). This reflects economic intuition, as FC’s are typically the primary agent managing
these instruments.

Monetary gold (F.1) is treated separately, with horizontal consistency ensured by the CB, in line with its
exclusive role in managing the country’s official gold reserves as part of monetary policy and reserve management.
Finally, the market for equities (F.5) is balanced through the RoW sector, reflecting the fact that a substantial
portion of equity transactions take place across borders, especially relevant in open economies with integrated

capital markets.
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7.2 Behavioral equations

According to Valdecantos (2023b), the fifth step in developing an empirical SFC model is to calibrate and
estimate behavioral equations entering the model. This section describes the econometric estimations of the
behavioral equations entering the E-IO-SFC model and the rationale behind them. First, in section 7.2.1, a
step-by-step approach to estimating the behavioral equations is presented, taking into account standard time
series assumptions and ensuring that general econometric principles are followed. Second, overall we estimate 11
different behavioral equations for the income side of the economy of which four are presented in section 7.2.2.
Subsequently, in section 7.2.3, the endogenous structure of the financial part of the model is outlined, along with
the methodological choices and assumptions made during its construction. For the financial part one financial-

beta, for the households, is estimated for illustrative and methodological purposes.

7.2.1 Econometric estimations at the general level

Following the construction and presentation of the database in section 5, and the core matrices that structure the
model and ensure the link between stocks (the balance sheet) and flows (the income side) of the Danish economy
in section 4, as well as the definition of key accounting identities in section 7.1, this section outlines the choices
that shape the behavioral equations and structural specifications of the E-IO-SFC model. For the behavioral
equations that include structural parameters, these are estimated using econometric techniques and dynamic
regressions in order to identify the underlying empirical relationships in each behavioral equation. The following

bullet points provide an overview of the estimation procedure, which is subsequently described in detail.

Step 1: Remove seasonal effects and unit root testing
Step 2: Log-linearize relevant relations and variables
Step 3: Test for cointegration

Step 4: Run the specific model

Step 5: Control for structural breaks and outliers
Step 6: Run diagnostic tests

Step 7: Evaluate static and dynamic forecasts.

Removal of seasonal effects and unit root testing

A time series can be decomposed into a trend, a seasonal, a cyclical, and an irregular component. The trend
represents the long-term behavior of the series and the cyclical component represents the regular periodic move-
ments. The primary task of the econometrician, according to Enders (2015, p. 2), is to estimate and forecast the
irregular component of a time series. The three components of a time series are illustrated in figure 18, with the

objective of this section being to isolate the irregular component, allowing us to safely proceed to step 2.
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(a) A illustrative time-series. (b) A decomposed time-series.

Figure 18: Inspiration taken from Enders (2015, p. 2).

It is the objective of the estimated behavioral equations in this model to produce credible results. Therefore,
it is important to ensure that the data used as input variables (both dependent and independent) meet the
necessary standards. The first step in obtaining the irregular component of a time series is to ”clean” the data
of any seasonal effects. A typical time series experiences fluctuations in various metrics based on the time of
a year or a given period. These fluctuations can sometimes be large, and at times so substantial that they
obscure important characteristics of the time series. To reveal the ”true” behavior of the series and to prevent
the estimated structural parameters from being biased due to correlations arising from seasonal effects rather
than the true data generating process, it is essential to remove seasonality. Seasonally adjusted time series allow
for a clearer understanding of the underlying trends by removing the "noise” of seasonal fluctuations. For clarity,
the seasonal component is reintroduced after estimation to ensure that the model’s output reflects the observed
seasonality in the data and that the values generated by the model are comparable to the officially reported series

(this is particularly relevant for nominal variables, such as financial stocks).

300000
275000
250000

225000

bl < (82 o~ bl < 52 o~ bl < o o~ bl < e} N Pl < s} N - < 2] N h < [se] o bl < [se] o bl < [}

[oZe e e INe Ao Ao Ao o e e e oo o AR anc e e e o e e e Ao Ao Ao e e ANe e e

(=2} (=2} o — N N @ < n n © ~ @ @ [=2] o — — N (2] < < n © ~ ~ @ (=] o o b N o ™ <

(=2} (=] o o o o o o o o o o o o o — - - b=l b=l - I b=l - — Pl I - N N N o N N N

(2] [ o o o o o o o o o o o o o o o o o o o o o o o o o o o o o o o o o

— — N N N N N N N N N N N N N N N N N N N N N N N N N N N N N N N N N
— Real Consumption — Real Consumption (s.a)

Figure 19: A time-series for real consumption in millions.

In figure 19, real consumption is shown as a seasonally adjusted time series®®, depicted in red. While the seasonal

component has been removed, the series still exhibits an upward trend, indicating that it could follow a persistent,

65Seasonal adjustment is carried out using the seas function from the seasonal package in R.
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non-stationary path. Just as seasonality was removed to avoid biased parameter estimates, it is also necessary
to address the presence of a trend for the same reason and to prevent regression models from being spurious. To
test for stationarity and identify the presence of a unit root, the Augmented Dickey-Fuller (ADF) test is applied,
in line with the theoretical framework behind it, which is the final step in isolating the irregular component of
real consumption®®.

According to Enders (2015, p. 207), there exist three versions of the ADF-test, each designed to account for
autocorrelation and ensure the reliability of the resulting ¢-statistics. The first version tests for a pure random
walk, the second includes an intercept (also referred to as a drift term), and the third incorporates both an
intercept and a deterministic trend. Choosing the appropriate version of the test depends on the characteristics
of the time series under examination. If the series visually appears to follow a random walk, the first version is
appropriate. However, in the case of real consumption, the series clearly exhibits both an intercept and a trend.
Therefore, the third version of the ADF-test is applied. For the given test, a 7 test statistic is reported and
compared to its corresponding critical value. If the test statistic is greater (i.e., less negative) than the critical
value, reject the null hypothesis fails to reject the presence of a unit root, indicating that the time series follows
an I(1) process. In such cases, the variable is differenced to ensure that all variables used in the estimation are
I(0) processes, thereby avoiding the problem of spurious regression. Furthermore, the autocorrelation function
(ACF) plot is examined to assess the degree of autocorrelation in the series. A high level of autocorrelation may
indicate the presence of a unit root, suggesting that the series could be non-stationary. The ACF plot thereby
serves as a complementary tool in the decision-making process regarding the presence of a unit root. Figure 20
presents the stationary irregular component of real consumption, obtained after removing both seasonal effects

and deterministic trends.
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Figure 20: The final irregular time-series of real consumption.

66Even though the series exhibits an upward trend, it does not necessarily imply non-stationarity. If the trend is deterministic,
that is, it can be captured by a linear time function, the underlying process may still be stationary after removing that trend. This
is why the ADF test allows for the inclusion of a deterministic trend term when specifying the test regression. Failing to account for
such a trend could otherwise lead to incorrect conclusions about the series’ stationarity.
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Log-linearize relevant relations and variables

After cleaning the input data to remove seasonal and trend components, the relevant relationships are selected
and log-linearized. When it is theoretically intuitive to log-linearize a variable, for instance, real consumption, it
is done to obtain proportional relationships between the dependent and independent variables. Log-linearization
also helps stabilize the variance of the error term, which is desirable since economic data often exhibit het-
eroscedasticity. Therefore, a logarithmic transformation can help make the error terms more homoscedastic.
Second, the logarithmic transformation can normalize skewed distributions. Many economic variables, such as
consumption, tend to be positively skewed. Taking the logarithm of these variables typically produces more
symmetric distributions that better approximate normality, which in turn enhances the validity of hypothesis
testing and statistical inference. Overall, variables entering the different behavioral equations are log-linearized

when it makes economic sense and when it is mathematically feasibleS” to do so (Benoit, 2011).

Test for cointegration

Cointegration refers to a situation in which a linear combination of two or more non-stationary variables, each
integrated of the same order (commonly (1)), results in a stationary process. That is, while the individual
series themselves may exhibit unit roots, the error term from their linear combination is integrated of a lower
order, typically I(0), indicating the presence of a long-run equilibrium relationship between the variables. This

situation is depicted below in figure 21.

Figure 21: Illustrative cointegration example.

Source: Enders (2015, p. 348).

For illustrative purposes, consider two time series, y; and z;. Each series is non-stationary, as they share the same
stochastic trend. Therefore, they are cointegrated, implying that a specific linear combination of them is station-

ary, as illustrated in the left panel of figure 21. Their long-run relationship can be expressed as follows:

Ye = 1+ Bz + uy,

where the equilibrium relationship is given by u 4+ Bz;. In periods where y; exceeds this equilibrium level,
some form of error correction is expected to occur. Since deviations from a long-run equilibrium cannot persist
indefinitely, an adjustment must take place such that the system reverts back to y; = u + 5z;. Furthermore, as
illustrated in the left panel, the error term from the linear combination is stationary, which implies that shocks

to this component gradually fades out and the series reverts to its long-run path.

67In cases such as the one shown in figure 20, the logarithm is taken first, and then the differenced or irregular component is used
in the model. This order is necessary because the logarithm cannot be applied to negative values.
68This can differ, and will be commented on later in this paragraph.
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Now consider the following error correction models, which describe three possible adjustment mechanisms
towards restoring the long-run equilibrium. The first model features adjustment through y;, and is specified as

follows:

Ay = a1 (yp—1 — pp — Bze—1) +v1g, a1 <0

The second model reflects adjustment through z;:

Az = co(yi—1 — o — Bzi—1) +v24, a2 >0

Lastly, correction can also occur through both y; and z;. The speed-of-adjustment parameters, a; and as,
determine how quickly the variables adjust to restore long-run equilibrium, and thus plays a crucial role in the
system’s dynamics. Specifically, the «; parameters determine how quickly the variables revert to their long-run
equilibrium.

If there is no cointegration between the variables (which can be tested, as will be elaborated upon later),
then no long-run relationship exists to correct towards, implying that «; = 0. In this case, the error correction
model (ECM) reduces to a short-run model in first differences (Turatti, 2024). This underscores the importance
of identifying whether a stable long-run equilibrium relationship exists between non-stationary variables when
estimating the model. Since the variables may be stationary, non-stationary, or a mix of both, it is essential
to apply a testing framework that accommodates all possible integration properties. Correctly identifying the
integration characteristics and the presence of cointegration is key for determining the appropriate model spec-
ification and for interpreting the estimated parameters meaningfully. Therefore, the next step is to present the
test for cointegration: the Johansen test or the ARDL bounds test. The choice between them primarily depends
on the integration order of the variables under consideration.

The ARDL bounds testing approach, developed by Pesaran et al. (2001), is a procedure used to examine
long-run relationships between variables in levels. It is applicable regardless of whether the underlying regressors
are purely I(0), purely I(1), or a mixture of both. In R, this test is implemented by estimating a level-based
ARDL model® | where the appropriate number of lags is selected to eliminate serial correlation in the residuals.
Thereafter, an F-test is applied in a general ECM model, where lagged levels of the variables under consideration
are included to test for cointegration. If the F-statistic is greater than the upper bound, the null hypothesis of
no cointegration is rejected. If the F-statistic is less than the lower bound, the null hypothesis cannot be rejected.
If the F-statistic falls between the bounds, the test is inconclusive.

If the ARDL-bounds test yields inconclusive results, we proceed by testing for cointegration using the
Johansen method, which is more suitable when all variables are I(1). According to Turatti (2024), Johansen’s
approach is based on the relationship between the rank of a matrix and its characteristic roots”'. Once these
two tests have been conducted, confidence in the assessment of cointegration can be established, allowing for the
selection of the model that best fits the data.

Run the specific model

To determine the appropriate model for each variable, an Error Correction Model (ECM) is selected if cointe-

gration is present among the variables. The primary objective is to capture long-term relationships, which are a

69In R, this is done using auto.ardl(), which selects the best model based on the provided input variables.

70 According to Pesaran et al. (2001) - ” Two sets of asymptotic critical values are provided for the two polar cases which assume
that all the regressors are, on the one hand, purely I(1) and, on the other, purely I(0). Since these two sets of critical values provide
critical value bounds for all classifications of the regressors into purely I(1), purely I(0) or mutually cointegrated, we propose a
bounds testing procedure. If the computed Wald or F-statistic falls outside the critical value bounds, a conclusive inference can be
drawn without needing to know the integration/cointegration status of the underlying regressors. However, if the Wald or F-statistic
falls inside these bounds, inference is inconclusive and knowledge of the order of the integration of the underlying variables is required
before conclusive inferences can be made.”

"n R, the test is carried out using the ca.jo() function, which is applied with type = "trace" and can be used with either a
trend or a constant.
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defining feature of both cointegration and ECM frameworks. In the absence of cointegration, the focus shifts to

modeling short-term dynamics using differenced variables.

Control for structural breaks and outliers

Additionally, structural breaks are tested for and, if present, incorporated into the model using dummy vari-
ables”. Structural breaks occur when a time series undergoes a sudden shift, often due to changes in the
definition or measurement of a variable. These breaks can complicate interpretation, particularly in economic
analyses where data consistency over time is essential. They may also lead to insignificant parameter estimates
that would otherwise be significant, ultimately introducing bias in the regression model (Zeileis et al., 2003). It is
therefore crucial to detect and account for such breaks in the analysis”®. Furthermore, based on visual inspection,
dummy variables are included to capture apparent outliers and structural breaks in the residuals, with the aim

of achieving normally distributed residuals.

Run diagnostic tests

To obtain the best linear unbiased estimates, each model is tested against the standard Gauss—Markov as-
sumptions in accordance to Wooldridge (2013) chapter 10.3. In particular, we test whether the error term ¢ is
independent of the explanatory variables X and follows an i.i.d. process distributed as N'(0,1). To assess this, the
residuals over time, their autocorrelation function (ACF), a histogram of the residuals, and a residuals-versus-
fitted plot are examined. These graphical diagnostics help evaluate whether the residuals are approximately
normally distributed and uncorrelated. In addition, two formal normality tests are conducted: the Shapiro-Wilk
test, originally presented in Shapiro and Wilk (1965), and the Jarque-Bera test, originally introduced in Jarque
and Bera (1980). Both tests have the null hypothesis that the residuals are normally distributed. If the reported
p-value exceeds the 5% significance level, the null hypothesis cannot be rejected, suggesting that the residuals
do not deviate significantly from normality.

Furthermore, serial correlation is tested for, which occurs when the errors conditional on X in two different
periods are correlated. This can be expressed as Corr (e, e5 | X) = 0 for all ¢ # s. Serial correlation is detected
through PACF and ACF plots, with first-order serial correlation tested using the Durbin-Watson test, originally
presented in Durbin and Watson (1950) and higher-order serial correlation tested using the Breusch-Godfrey
test, presented in Godfrey (1978). Both tests have the null hypothesis that there is no serial correlation. If the
reported p-value exceeds the 5% significance level, the null hypothesis cannot be rejected, suggesting that the
residuals are not serially correlated over time.

Heteroscedasticity, refers to the situation where the variance of the error term conditional on X is not constant
over time. Heteroscedasticity is tested for by examining whether the variance of the error term, Var(e; | X), is
constant across all ¢, i.e., Var(e) = o2 for t = 1,...,n. This is assessed using residuals versus fitted values and
the Breusch-Pagan test. The null hypothesis of the Breusch-Pagan test is that the error terms are homoscedastic.
If the reported p-value exceeds the 5% significance level, the null hypothesis cannot be rejected, suggesting that
the residuals are homoscedastic. Additionally, the presence of multicollinearity among the independent variables
is examined to avoid spurious correlations. Furthermore, parameter stability is tested using the CUSUM test. If
the CUSUM statistic remains within the critical bounds at the 5 percent significance level, the null hypothesis

that all coefficients in the regression are stable cannot be rejected (Brown et al., 1975).

72While splitting the sample could be a possible solution, the dummy variable method is preferred, as the goal is to incorporate
as many data points as possible in the estimations.

73This is done in R, using the breakpoints() function, which is to be found in the strucchange package. This specific breakpoint
test is from Bai and Perron (1998).

79



Evaluate static and dynamic forecasts

In the final step before selecting the best model, we evaluate the static forecast by comparing the specific
behavioral equations predicted values to the actual data at each time point, reporting the corresponding root
mean square error (RMSE). Additionally, we assess the dynamic forecast, which examines how the model’s
predictions evolve over time relative to the observed values. RMSE is also reported for the dynamic forecast.
In order to interpret the forecasts and evaluate the RMSE across different behavioral equations, we employ the

normalized root mean square error (NRMSE).
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7.2.2 Econometric estimations for the real variables

According to Valdecantos (2023b), the fifth step in constructing an empirical SFC model involves estimating
and calibrating behavioral equations. The estimation procedure applied in this section follows the step-by-step
approach outlined earlier in section 7.2.1. Each behavioral equation incorporated into the E-IO-SFC model is
estimated based on a theoretical framework that is considered suitable for capturing the underlying economic
mechanisms. The estimations presented in this section have been selected with two objectives in mind: to
demonstrate the practical estimation procedure, and to present behavioral equations that represent a contribution
to the existing literature in the SFC community. Specifically, this section highlights estimations for real expected
sales, exports by the MC industry, a portfolio share (representing the financial account), and producer prices.
The remaining estimated behavioral equations, along with their theoretical foundations, are provided in full in
the appendix, cf. section C. The theoretical assumptions guiding the specification of each behavioral relationship
are discussed in their respective subsections, beginning with real expected sales. After the presentation of each
model, the estimation results are assessed in light of theoretical expectations. Finally, diagnostic tests, model fit
statistics, and brief reflections on the model’s behavior are discussed. Detailed diagnostics and plots for all input

variables used in the estimation process are provided in the appendix as well.

Real expected sales

The behavioral equation defining real expected sales is modeled as a function of indicators that drive overall
economic activity and a confidence indicator. Specifically, it depends on the capacity utilization rate, serving
as a business cycle indicator, real consumption, and disposable income for households, real investments and a
confidence indicator. Since real expected sales are defined as actual real sales multiplied by a sentiment indicator
for the corporate sector in Denmark, cf. section 6.1.6, the focus has been on selecting variables that are widely
recognized as business cycle drivers. While there is no single unified theory specifically explaining the formation
of expected real sales, the modeling approach draws on economic reasoning about how firms form expectations
based on observable macroeconomic conditions.

From a theoretical standpoint, private consumption is commonly regarded as the primary driver of business
cycles, as it constitutes the largest component of aggregate demand, cf. Gottfries (2013, p. 86). Accordingly,
real consumption is expected to be a key explanatory variable for expected sales. In line with the concept of
backward-looking expectations, cf. Godley and Lavoie (2012, p. 81), it is further assumed that past realizations
of disposable income influence current expectations of sales.

Moreover, reflecting standard business cycle dynamics, real investment and the capacity utilization rate
are included as explanatory variables, both of which are expected to have a positive relationship with expected
sales. The confidence indicator, which captures the overall consumer sentiment in the economy (as opposed
to corporate sentiment '"ETILLID’), is also incorporated. This specific choice of confidence measure serves two
purposes: first, it mitigates the risk of multicollinearity in the model, as the indicator is less likely to be directly
correlated with firm-level variables; and second, it allows the model to account for sentiment-driven fluctuations
in expected sales, thereby capturing potential demand-side shocks that are not explained by the fundamental
macroeconomic variables alone. Together, these variables are chosen to reflect both theoretical foundations and
practical considerations, and are all expected to exert a positive influence on real expected sales.

Since cointegration is identified according to the bounds and Johansen tests in section C.4 of the appendix,
real expected sales are estimated as an ECM. The estimated behavioral equation below, with input data spanning
from 2002Q1 to 2024Q4, illustrates the presented theoretically relationship within the context of the model.
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The behavioral equation for real expected sales, as outlined above, is consistent with theoretical expectations
in standard economic theory. Real expected sales depends positively in the short-run on capacity utilization
rate, real consumption, disposable income, investments, the confidence indicator and it’s own lags. The long-run
consumption elasticity to real expected sales (1.69) suggests that household consumption is an important long-
run driver of real expected sales. The long-run confidence elasticity to real expected sales (0.004) suggests that

higher confidence is linked to higher expectations, but the magnitude is small. Furthermore, approximately 31%

of any created disequilibrium generated by a shock is error corrected within one quarter.
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Figure 22: Overall fit of real expected sales in E-IO-SFC.

The behavioral equation for real expected sales passes all diagnostic tests, with detailed results presented in
section C.4 of the appendix. The RMSE is 0.0793 for the dynamic forecast and 0.0291 for the static forecast. For
interpretation purposes and to allow for comparability across models, the RMSE is transformed into a normalized

root mean square error (NRMSE), by:

RMSE

NRMSE = —
max(x) — min(z)

where z is the dependent variable in the specific estimated behavioral equation. This implies that the static
forecast has an average absolute error of approximately 3.0%, meaning that the model’s predictions deviate, on
average, by 3.0% from the actual observed values of real expected sales during the forecast period. The dynamic
forecast shows a slightly higher average absolute error of approximately 8.4%, reflecting reduced accuracy due

to the accumulation of forecast errors over time. The overall model fit is particularly strong in the post-crisis
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period after 2009—2010. In evaluating the reliability of an estimated model, especially for forecasting purposes,
it is crucial to ensure a good fit toward the end of the sample period. Based on these criteria, the behavioral

equation for real expected sales is assessed to perform well.

Real export as an industry-specific case

In light of the shift in the global trade agenda and the increasing relevance of protectionist policies such as tariffs,
efforts have been made to model real exports for a specific industry. While the complete version of the model
will entail specifying behavioral equations for all industries within the NFC sector, for illustrative purposes it
is chosen to represent the exports of the MC industry. Moreover, this seems reasonable given that, according
to figure 2b, the MC industry constitutes the largest portion of total exports”®. Furthermore, incorporating an
industry-specific behavioral export equation allows the E-IO-SFC model to exploit a key feature of the input-
output structure, as further elaborated in section 7.3.

The behavioral equation for real exports by the MC industry is specified as a function of key determinants
of external demand for a small open economy such as Denmark. These include the export price for MC, foreign
income (proxied by a weighted real GDP measure based on Denmark’s three largest export markets (USA,
Germany, and Sweden))”, the real exchange rate (inclusive of a tariff component), and a world trade indicator.
From a theoretical perspective, two main factors determine external demand in a small open economy: i) the
real exchange rate, and ii) foreign income. As discussed by Gottfries (2013, p. 330), an increase in foreign income
leads to higher net exports due to international demand spill-overs, while an appreciation of the real exchange
rate, making domestic goods more expensive relative to foreign goods, reduces export volumes.

For the specification of the model, although the ARDL bounds and Johansen cointegration tests reported
in section C.6 do not indicate a long-run equilibrium relationship between the variables, the estimated long-
run coeflicients are statistically significant and contribute meaningfully to the model’s fit. Therefore, despite
the formal test outcomes, an ECM specification is retained. The estimated equation over the sample period
2002Q2-2024Q2 is as follows:

Aln(z}'“) = 0.38 = 0.91- Aln(pY,") +0.49 - Aln(pYC ) —0.43- Aln(e;) + 0.13 - Aln(gdp;™"")
—0.05 - Aln(gdpf}V) +0.49 - Aln(WT;dcatory — .11 - In(xPF) + 0.05 - In(gdpoY )

The estimated relationship aligns with the presented economic theory. Real exports by the MC industry respond
negatively to short-run changes in the export price deflator (P)]y @) for MC and the real exchange rate. Con-
versely, foreign income and the world trade volume, captured by the World Trade Indicator, exert positive effects,
which also aligns with standard economic theory. The inclusion of the World Trade Indicator was motivated by
the model’s inability to capture major exogenous shocks such as the COVID-19 pandemic and the energy crisis.
A plausible explanation is that the input data may be significantly influenced by political interventions, such as
emergency fiscal measures or extensive state aid implemented in Denmark during the COVID-19 pandemic (Eu-
ropean Commission, 2025). These interventions may obscure the true dynamics of market adjustment, thereby
limiting the model’s ability to predict crises of this nature. Including this indicator improved model performance,
as reflected in an increase in the adjusted R? from 0.57 to 0.61 and reductions were seen in both static and dy-
namic RMSE values™. The long-run foreign income elasticity to real export by MC (0.48) suggests that foreign
income is an important long-run driver of MC export, indicating that real export adjusts moderately in response
to foreign income increases. Furthermore, approximately 11% of any disequilibrium generated by a shock is error

corrected within one quarter, indicating a relatively adequate speed of adjustment.

74To maintain consistency within the framework, real export at the aggregate level is still retained in the system of equations and
subsequently distributed to industries based on their export shares.

75See section 6.2.3 for the construction of the foreign income proxy.

76Static RMSE declined to 4.4%, and dynamic RMSE to 10.04% with the inclusion of the trade indicator.
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Figure 23 presents the overall fit of the model. The RMSE equals 0.0205 for the static forecast and 0.0481
for the dynamic forecast, indicating an adequate predictive performance of the model. The static forecast
corresponds to an average absolute error of approximately 3.89%, meaning that the model’s predictions deviate,
on average, by 3.89% from the actual observed values of real exports by MC during the forecast period. In
comparison, the dynamic forecast yields a slightly higher average absolute error of 9.13%. The static forecast
exhibits good accuracy, whereas the dynamic forecast indicates that further refinements are needed, particularly
with respect to capturing both short-run dynamics and longer-run adjustments. Overall, however, the model
adequately reproduces the trend in real exports from the MC industry. Although noticeable deviations are
present at the beginning of the sample, they are gradually corrected. Future work should extend the specification
with additional explanatory variables to enhance the model’s ability to track macroeconomic fluctuations in the

export series.
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Figure 23: Overall fit of real export for MC in E-IO-SFC.

Producer price for the transport industry

To account for inter-industry dependencies which might be driven by producer prices, the E-IO-SFC model in-
cludes industry-level price behavioral relationships. These prices may have substantial spillover effects across
sectors and the overall economy. Rising producer prices (PP) can increase production costs in the industry,
thereby affecting competitiveness, profitability, and ultimately the financial position of the firms involved. More-
over, an increase in producer prices may ripple through the supply chain: if one industry experiences a rise in
production costs, it may pass these costs on to its output prices, thereby affecting downstream industries that
rely on intermediate inputs. This ripple effect may ultimately influence consumer prices and aggregate demand
in other sectors or industries. The inclusion of producer prices in the E-IO-SFC model allows the identification

of supply chain disruptions and spillovers between industries, as also demonstrated by Platitas and Ocampo
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(2025) in the context of inflation dynamics. This section specifically examines the producer price dynamics of
the transport industry, while results for the remaining industries can be found in section C.7 tosection C.11 of
the appendix.

From a theoretical standpoint, as outlined in Gottfries (2013, pp. 241-243), prices may increase as a result
of cost-push shocks, which raise production costs and thereby contribute to inflation. Consequently, unit costs
are expected to exert a positive influence on the producer price in the transport industry. Furthermore, the
producer price in the transport industry is assumed to be influenced by the producer prices in other industries
within the E-IO-SFC model, reflecting inter-industry linkages. This assumption is also supported by the findings
of Platitas and Ocampo (2025), who emphasize such spillover effects from an inflationary perspective.

Given the presence of cointegration identified via both the ARDL bounds and the Johansen tests (see
section C.8), the producer price for the transport industry is estimated using an ECM. The estimated behav-
ioral equation below, based on quarterly data from 2001Q1 to 2024Q2, illustrates the aforementioned mecha-

nisms:

Aln(pp]) = —0.01+0.43 - Aln(praz,) +0.12 - Aln(prar,_,) +0.06 - Aln(UCT 3) +0.29 - Aln(py,_,)
+2.09 - Aln(pp@M5) — 0.11 - In(ppy_;) + 0.04 - In(pp¥ ;) + 0.05 - In(pp2* ;)

The behavioral equation for the transport industry’s producer price aligns well with theoretical expectations. In
the short run, producer prices are positively influenced by the import deflator (pras), the industry’s own unit
labor costs (UCT), the investment deflator (pr), and the producer prices of the OMS industry. The significant
short-run and long-run coefficients on OMS, energy, and agriculture underscore the inter-industry dependencies

and transmission mechanisms operating through intermediate input linkages.
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Figure 24: Overall fit of producer prices for the transport industry in E-IO-SFC.

The long-run elasticity of the transport industry’s producer price with respect to energy industry prices is 0.36,
suggesting that energy prices are an important long-run determinant. This implies that transport prices adjust
moderately in response to persistent changes in energy costs. Similarly, the long-run elasticity with respect to
agricultural producer prices is 0.44, indicating a comparable influence. Furthermore, the error correction term
implies that approximately 11% of any disequilibrium caused by a shock is corrected each quarter, indicating a
moderate speed of adjustment toward long-run equilibrium.

In figure 24 above, the overall fit of the model is presented. The RMSE is 0.0261 for the dynamic forecast
and 0.0083 for the static forecast, indicating that the model’s predictive performance is satisfactory. The static
forecast corresponds to an average absolute error of approximately 1.17%, meaning that the model’s predictions
deviate, on average, by 1.17% from the actual observed values of the producer price, by the transport industry,
during the forecast period. In comparison, the dynamic forecast yields a slightly higher average absolute error of
3.69%. Overall, the model fit is satisfactory, as it successfully reproduces the underlying trend over the estimation

period. Additionally, it captures the short- and long-run fluctuations.

7.2.3 Econometric estimations for the financial variables

A key feature of the stock-flow consistent approach is the fulfillment of agents’ budget constraints. Although
agents’ plans may not be entirely consistent ex ante, it must always be the case that budget constraints are satisfied
ex post. As it happens in the real world, in SFC models this is represented through a ”buffer variable”, i.e., a
financial asset/liability that adjusts for any discrepancies between agents’ incomes (resources) and expenditures
(uses of funds). For example, in the case of households, if the buffer consists of deposits, this implies that, in

the event of a deficit in a given period, households will draw on their stock of deposits to cover this deficit. In
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order to ensure the fulfillment of each agents’ budget constraint, the ”buffer” variable is normally represented as
a residual of all income and expenditure transactions, thereby serving as a link between the real and financial
sides of the economy.

Once the "buffer” variable for each agent has been defined, the remaining financial instruments can be
specified as a portfolio allocation process. This applies to both sectors and industries across the economy.
Given that the primary objective of this paper is to lay the empirical foundations for constructing the E-IO-
SFC model, here we focus on the estimation of a representative financial 8, which serves as a demonstration of
the methodology used to endogenize financial behavior in the model. The variable presented below, which we
estimate econometrically, reflects the share of total financial wealth that the household sector allocates in the

form of securities:

F3H
FWH’
where B, denotes the proportion of financial wealth (FW) held by households in securities (F.3%). To

effectively model the inter-dependencies between the financial and real sectors of the economy, it is necessary not

H
BF.?) =

only to endogenize the real side through behavioral equations, as outlined in section 7.2.2, but also to incorporate
endogenous financial behavior within sectors and industries. This financial behavior is both influenced by and
influences the real side of the economy, highlighting the inter-dependencies. For example, households consumption
depends on disposable income, which in turn depends on interest earning on securities, which are a function of
the past accumulated stocks of securities.

This section therefore follows the standard SFC models perspective to identify plausible relationships linking
the real and financial sides of the economy. These relationships are intended to serve as inputs in the E-IO-SFC
model (when running endogenously), with particular emphasis placed on the behavioral dynamics of the financial
side of the economy. According to Zezza and Zezza (2020), one of the early proponents of the SFC framework was
James Tobin, whose portfolio theory of investment was later adopted and extended by Wynne Godley, although
within a post-Keynesian framework, and subsequently integrated into SFC modeling by Godley and Lavoie
(2012). The existing proposals that model the Tobinesque portfolio equations proposed in Tobin (1969)77 are
theoretically outlined in model PC in Godley and Lavoie (2012). From an empirical standpoint Zezza and Zezza
(2020) attempt to adapt the structure of the financial side of their model by keeping the main concepts embedded
in Tobins’ theory. The authors state themselves that it is difficult to estimate the appropriate relations, if they
exist, between the relative rate of returns and the demand and supply for different assets and liabilities.

We try to fully adapt Tobin’s theory in a practical manner, and show that the principles behind it also
hold empirically. Following the portfolio allocation presented in model PC, ﬂg 3 is modeled as a function of
disposable income in relation to household wealth, the rate of return on securities and deposits, and a consumer
confidence indicator”® reflecting risk tolerance in portfolio allocation. It is therefore expected that, if disposable
income increases relative to financial wealth, households will allocate a larger share of their income to securities.
Regarding the confidence indicator, a negative sign is expected. The rationale is that when households anticipate
a positive economic outlook over the coming quarters, they may exhibit greater risk tolerance and therefore shift
their portfolio allocation from safe assets such as securities to riskier assets like equities. For asset prices, we
expect a Tobin-style substitution mechanism: an increase in the rate of return on securities induces households to
hold more bonds, while an increase in the deposit rate makes deposits more attractive, leading to a reallocation
away from securities and toward deposits. This reflects the n — 1 relationship described in Tobin (1969), where
increasing the allocation towards one asset necessarily implies reducing the allocation of at least one other asset

in a constrained portfolio setting.

"TTobin’s general equilibrium approach models economic agents as choosing a portfolio allocation among various assets (e.g.,
money, bonds, deposits and capital) based on relative returns and risk (Tobin, 1969).

78The confidence indicator is currently treated as exogenous. However, it is intended to be endogenize in future work, following a
similar approach to that used for real expected sales, as presented in section C.4 in the appendix.
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According to the Johansen cointegration test presented in section C.5 of the appendix, together with the
regression output and diagnostic tests, evidence of cointegration is found. Therefore, the share of securities out
of total financial wealth for households is modeled using an ECM model. The estimated relationship is presented
below, with the sample spanning from 2002Q1 to 2024Q3:

Aln(BE,:)=-031-0.25-Aln(BE,: 2) —0.30- Aln(BH,, 3)+043-Aln(BE;, 4)

Yy DH Yy DH
—0.005- A(CI,_ 0.41- Al ¢ 0.33- Al =3
(Clia) + ")t ",

—0.05- (B4, 1) +20.65- (.F3) —9.82. (.F2)

The presented theoretical relationships are supported empirically, and the signs of the explanatory variables
behave as expected. The positive relationship between S 3 and % suggests that, as households’ income
increases relative to their financial wealth, they tend to allocate a larger share of their portfolio to bonds, both
contemporaneously and with a lag of three quarters. As expected, the confidence indicator exhibits a negative
short-run effect. Using a linear downscaling method™, the estimated long-run semi-elasticity between 5%, and
13 is 3.8%, indicating a strong positive relationship. That is, a 1 percentage point increase in the rate of return
on securities leads to a 3.8% increase in the share of financial wealth allocated to securities by households. The
long-run semi-elasticity between 8%, and (f*2 is estimated at —1.81, which is both expected and economically
reasonable. Furthermore, approximately 5% of any disequilibrium caused by a shock is corrected within one
quarter, indicating a relatively slow but stable adjustment process back to the long-run equilibrium. In figure 25
below, the overall fit of the model is presented.

The RMSE is 0.13 for the dynamic forecast and 0.036 for the static forecast, indicating that the model’s
predictive performance is sufficient. The static forecast corresponds to an average absolute error of approximately
1.2%8%, meaning that the model’s predictions deviate, on average, by 1.2% from the actual observed values of
the ratio S 5 during the forecast period. In comparison, the dynamic forecast yields a higher average absolute
error of 4.5%. Overall, the model fit is adequate, as it successfully reproduces the underlying trend over the
estimation period. However, the performance of the dynamic forecast suggests room for improvement, particularly
in capturing short-run fluctuations. Future work with the fully endogenous E-IO-SFC model should aim to
incorporate short-run explanatory variables to enhance the model’s ability to track short-term dynamics in the

time series.

T9A 1 percentage point increase in 3 e.g., from 0.4% to 1.4%, implies an effect of 20.65% - 0.01 = 0.2065%.
80Reported as the normalized RMSE.
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Figure 25: Overall fit of 3, in E-TIO-SFC.
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7.3 Directed Acyclic Graph

Having introduced the core behavioral equations of the model, this subsection illustrates how a policy-relevant
shock propagates through the full system of equations in this E-IO-SFC model. Specifically, we simulate a tariff
shock imposed by the rest of the world on the MC industry, not as a comprehensive scenario analysis, but to
demonstrate, clearly and intuitively, how such a disturbance spreads through the model’s structural and financial
linkages.

To trace the dynamic transmission of the shock, we present a Directed Acyclic Graph (DAG), which maps
the causal pathways through the system of equations. The DAG highlights the model’s internal consistency by
showing how changes in one part of the economy affect others via production inter-dependencies, behavioral
responses, and financial adjustments. In particular, it illustrates (i) the role of the input—output structure in
transmitting real-side shocks across sectors, and (ii) the financial channels through which income and portfolio
effects feed back into the broader economy.

By linking together the relevant equations and sectoral balances, this section illustrates explicit how the
model responds dynamically to shocks. This lays the foundation for understanding both short-term instability
and the longer-term stabilizing effects that emerge through trade, prices, and financial behavior. Figure 26
provides a visual overview of the propagation mechanism described in this section. Each arrow corresponds to a
causal link derived from the model’s equations or accounting identities.

A tariff shock on MC products, denoted as TROW, leads to a appreciation in the real exchange rate for MC

goods through the following equation:

mo _ py - (1+ TRoW)
Prm
As shown in the estimated export equation in section 7.2.2, the real exchange rate enters with a negative
coefficient, implying that a deterioration in competitiveness leads to a decline in exports. This is, in fact, what
the tariffs currently debated in the US are meant to generate. As a consequence, the decline in exports leads to
lower sales volumes for the MC industry. Real sales for each NFC industry, including MC, are defined as:
MC _ (MC | gMC | pMC | ;o MC 4 ;MC

) g

Lower exports thus reduce y™¢, leading to an accumulation of inventories as the gap between expected and
realized sales widens. In the subsequent period, firms reduce their production due to excessive inventory accu-
mulation. The desired level of real inventories is given by:

MC MC -MC
’and ’ant + Zznv d,t (1)

MC also implies a change in inventories. This dual adjustment, both from actual inventory

A decline in y
accumulation and a downward revision in desired stock levels, contributes to a significant reduction in real
production. Accordingly, real production in the MC industry is defined as:

MC -MC
Yp - ye +Zinv d*

This mechanism illustrates how sales shocks not only affect current production decisions through unsold goods,

but also influence forward-looking expectations about optimal inventory levels and expected sales.
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Given the structure of the input—output relationship with in model, this decline in production leads to a fall in
intermediate input purchases, not only within MC but also in other industries with strong inter-linkages, most
notably OMS and MC itself.

- MC,MC __ , MC MC,MC
ng =Yp 'ap )
- MC,OMS _ , MC MC,OMS
’Lgp =Yp 'ap .

The reduction in production reduces employment, thereby lowering the wage bill for households. The following
equation illustrates the mechanism for the MC industry, where the impact is expected to be highest, though the

same formulation applies to other industries as well.

MC
Yp

MC _
EMPMC = e

As discussed in section C.2, wages are negatively affected by the cyclical component of unemployment. Con-
sequently, rising unemployment puts downward pressure on the wage bill, amplifying the decline in household

income.

yD" =wB" + GOS" + DI + NI" + sB" + oc" — scff — 1.

Simultaneously, rising unemployment increases government expenditure on social benefits, as these transfers are
assumed to respond positively to the level of unemployment. The combined effect is a reduction in household
disposable income (Y D), which further reduces consumption, particularly of goods produced by the most

exposed industries.

MC _ H  _MC

(OMS _ (H  0MS

This transmission is made possible by the input—output structure of the model, which links household demand
to industry-specific sales through time-varying technical coefficients. As a result, a decline in Y D¥ feeds back
into the production system with industry-specific intensity. As consumption drops, production contracts further,
reinforcing the negative spiral.

As the wages fall, due to lower employment, then the prices will decrease (or increase in a slower pace). This
will make the real exchange rate depreciate, making the domestic goods more competitive and allowing exports
to recover. Whether they can return to their pre-tariff shock level depends on how strong these adjustment
processes are (namely, how much downward flexible prices are, and how sensitive manufacturing exports are to
the real exchange rate). These stabilizing forces operate with a lag, as prices, wages, and investment plans adjust
only gradually to new conditions.

On the government side, higher social benefit payments (e.g. unemployment benefits) and lower tax revenues
worsen the government sector’s net lending position. To finance the resulting deficit, the government issues

additional bonds, increasing the public debt and, consequently, future interest payments:

F3¢ =NLC — F2¢ — F4¢ — F5¢ — F6° — F.7¢ — F.8C.

For the sectors or industries that hold these newly issued bonds, such as financial corporations or the rest of the
world, this results in higher net interest income, thereby strengthening their financial position. For households,

the effect is the opposite, because a decrease in Y D | reduces their holdings of securities:
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Yy DH Yy DH
~Pupp,  ACL—s) + B pyr, - Aln (mﬁH) Popp,  Aln (FV[éHZ)
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For FC, the decline in Y D may lead households to increase borrowing, resulting in higher loan issuance and
associated interest income. At the same time, household deposits fall as savings are drawn down. The combined
effect raises FC income through higher net interest. As shown in section 6.1.5, the spread between lending and
deposit rates for households is relatively large. This implies that a shift from deposits to loans significantly
increases FC income. Since FC’s are taxed on profits, this creates a secondary fiscal feedback: higher tax revenue
from FC’s partially offsets the decline in tax payments from households.

For NF(C’s, falling sales reduce operating income, potentially pushing firms into a negative cash flow position.
In such cases, firms may draw down accumulated financial assets or resort to borrowing in order to cover fixed
costs and financial obligations. This increases their debt exposure and amplifies the financial vulnerability of the
corporate industry. As debt rises, so do future interest payments, which may further strain firm-level balance
sheets if revenues do not recover in time. Moreover, if declining revenues force some firms into bankruptcy,
FC’s may incur losses from defaults, reducing their profits. In severe cases, this could lead to broader financial
instability, where the 2007—08 subprime crisis in the U.S. stands as a cautionary example.

Additionally, the tariff shock may also affect equity valuations, as observed in recent financial market reac-
tions. This can be captured through revaluation variables such as F.5. A drop in F.5 lowers the financial wealth
of all agents holding this asset, thereby reducing consumption and investment through negative wealth effects
and potentially deepening the economic downturn.

Despite the initial contractionary effects of the tariff shock, the model exhibits stabilizing dynamics over time.
As falling employment and demand put downward pressure on prices and wages, the real exchange rate gradually
improves, potentially restoring international competitiveness. This boosts exports and revitalizes production.
Simultaneously, financial feedback mechanisms, such as increased interest income for bond holders and partial
fiscal offset from financial corporations, contribute to mitigating the overall impact. However, the eventual
improvement in household finances is more likely to result from the recovery of employment and wages as the
economy gradually rebounds. Together, these mechanisms contribute to closing the loop and potentially support
a recovery path for the economy. However, if the negative transmission effects, including financial channels such as
balance sheet deterioration, losses on financial assets, and firm bankruptcies, are sufficiently strong, the economy
may remain stuck in a prolonged recession, with export recovery proving insufficient. Ultimately, the strength of
this modeling framework lies in its ability to simulate and explore alternative macroeconomic trajectories that

may unfold in response to an external shock.
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8 Where to go from now?

Having established all the essential building blocks in the previous sections, we are now in a position to construct
a quarterly E-SFC-IO model for Denmark. Up to this point, we have laid out the theoretical framework, compiled
the necessary data, and outlined the methodological choices that underpin the model components. The natural
next step is to integrate these components, beginning with the construction of the exogenous model, followed by
the endogenous model that incorporates the behavioral equations presented.

This integration has already been initiated in Bimets®'. However, during this process, several significant
issues emerged, including problems related to the annual input-output series, DST (2025b): From the input-
output (IO) tables, it is possible to compute annual technical coefficients, which reflect: (i) the inter-industry
flows of intermediate consumption (e.g., how much the energy sector purchases from other industries), and (ii)
the distribution of final demand across industries, as seen in section 5.3.3. These coefficients provide annual
targets for the corresponding weights and are consistent with aggregate annual data.

However, applying these annual coeflicients directly to quarterly data introduces inconsistencies at industrial
level. This stems from the fact that annual technical coefficients, which capture intermediate and final trans-
actions between industries, do not necessarily align with the intra-annual dynamics. For example, if the energy
sector purchased 0.1 units from itself in 2019, this does not imply the same transaction occurred uniformly across

each quarter of that year.

The current computation of the I0-coefficients

The IO table form DST (NAIO1F) provides information on intermediate domestic transactions. This data makes
it possible to understand how resources are allocated and goods are exchanged among industries. After allocating
all sectors into the selected industry classification, as described in section 5.3.2, the following selections are made
in the NAIO1F table:

1. "Domestic production’ is chosen as the type of supply.
2. 'Total-(Supply)’ is selected in 'Supplying industries’.

3. The industry in interest is selected in "Use’.

Supplying industry Purchases (E) Supplying industry Purchases (MC)
E 6.600 E 6.734
T 436 T 12.679
A 1.317 A 44.758
MC 6.593 MC 178.847
OMS 7.589 OMS 156.074
FC 970 FC 6.631
(a) Purchases by E from supplying i industry (b) Purchases by MC from supplying 4 industry

Table 21: Intermediate purchases by E (a) and MC (b) from each industry in mio DKK (2019) (DST, 2025b).

To illustrate the process, table 21 presents an example for 2019. Table 21 (a) and (b) show the amount of
intermediate purchases by the E and the MC from all other industries. This procedure is repeated for all other

industries, including financial corporations.

81Bimets is a software framework developed using the R programming language. It is designed for time series analysis and
econometric modeling, enabling users to create and manipulate time series, specify simultaneous equation models of any size using a
high-level description language, and perform model estimation, structural stability analysis, deterministic and stochastic simulations,
as well as forecasting (Luciani and Stok, 2024).
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Furthermore the total output for the different industries, obtained from NKBP10, are presented in table 22.

Industry Total output

E 55.483
T 432.065
A 86.158
MC 1.118.842
OMS 2.203.551
FC 194.777

Table 22: Overview of total output (2019) (DST, 2025b).

Due to discrepancies between the figures of intermediate consumption (P.2) in the NKBP10 dataset (DST,
2024e) and the NAIO1F dataset, the value IG%’ from NAIO1F cannot be used directly. Consequently, the
NAIO1F dataset is used exclusively for calculating the technical coefficients of intermediate inputs. Based on the
two preceding tables, we can compute the technical coefficients that reflect the input intensity from industry ¢
required to produce one unit of output in industry j. It is important to note that I G;;j originates from table 21,
while Y3 is shown in table 22.

oti = 16
Yp
For instance, alpha®M¢ = 565'?833 = 0.137, highlighted in table 23, shows the amount of units E are purchasing
from MC to produce one unit.
Industry E T A MC OMS FC
E 0.119 0.001 0.015 0.006 0.005 0.001
T 0.008 0.090 0.003 0.011 0.0028 0.005
A 0.024 0.000 0.128 0.040 0.001 0.000
MC 0.119 0.029 0.189 0.160 0.043 0.020
OMS 0.137 0.075 0.110 0.139 0.197 0.116
FC 0.017 0.010 0.067 0.006 0.020 0.228

Table 23: Share of intermediate inputs sourced from each supplying industry in 2019

Operational issues in handling IO-shares and IO-technical coefficients

As mentioned in the beginning of this section, challenges have arisen regarding the use of input—output coefficients,
leading to internal inconsistencies. These issues affect all final demand components contributing to sales and
production figures at the industry level where I0-shares®? and IO technical coefficients are applied. In particular,
inconsistencies also appear in intermediate sales and production figures.

From a practical viewpoint the problem can for instance be illustrated by the mismatch between sales and
production figures at the industry level. Despite the accounting identity stating that production should equal
sales plus the change in inventories, this identity is not satisfied in the current setup at the industry level.
For instance, in the MC industry, sales are consistently lower than production, while the opposite holds for
the transport sector. This systematic divergence introduces an inconsistency in the production account at the

industry level.

82By 10 shares we mean the shares used to distribute the aggregate demand components.
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Figure 27: Nominal sales at basic prices vs. nominal production at industry level.

The above inconsistencies do not appear at the aggregated level because the I0-shares sum to one. Since the

IO-coefhicients and shares are calculated using annual data it is expected to see discrepancies at the quarterly

industry level, as described above. The aggregated figure for nominal sales at basic prices and nominal production

is presented below. Here it is seen that the aforementioned identity holds.
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Figure 28: Nominal sales at basic prices vs. nominal production at the aggregated level.

To the best of our knowledge, this represents the first attempt, both within the SFC community and the broader

CGE modeling literature, to integrate these specific data sources, particularly input—output data, into a quarterly

framework. Consequently, the data inconsistencies discussed in this section only became apparent during the

operationalization of the exogenous model. The question that follows is: where do we go from here?
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Since IO coefficients are not available at quarterly frequency, it becomes necessary to develop a method
that adjusts the annual coefficients to a quarterly scale, ensuring consistency with the final demand components
and intermediate transactions at the industry level and alignment with aggregate figures. This method needs to
incorporate some kind of quarterly fluctuations into the annual coefficients to obtain the intra-annual dynamics.
A potential method has already been applied in section 6.1.4.1. Therefore, the next step is to develop a method
for computing quarterly IO-shares and technical coefficients that ensures consistency with the identity stating
that output equals sales (including inventories) at the industry level, as is the case at the aggregate level shown
in figure 28.
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9 Discussion

This discussion reflects on the initial process of developing the foundational framework for the E-IO-SFC model.
The aim here is to discuss the various approaches and alternatives that could have been employed at the outset of
the different building blocks presented by Valdecantos (2023b). The discussion can be divided into several parts,
where the first part focuses on reflections regarding the process of developing the foundations using Denmark as
a case study, exploring what could have been done differently, and highlighting lessons learned. These insights
aim to provide guidance for new developers undertaking the construction of quarterly empirical SFC models that
incorporate input-output structures. Next, the discussion will touch on reflections concerning the data work from
DST and how this data integration is coupled with the structure of the E-IO-SFC model. The process of aligning
and harmonizing DST data with the requirements of the model presents both challenges and opportunities.
Insights from this experience may provide valuable guidance for others aiming to develop similar models. Lastly,
the future work of the model will be discussed.

The foundational framework for the E-IO-SFC model is based on a set of empirically grounded behavioral
equations. Its development was motivated by the recognition of structural limitations in contemporary macroe-
conomic models, particularly the treatment of the NFC sector as an aggregated entity. To address this, the
E-IO-SFC model applied here disaggregates the NFC sector using input—output tables, thereby capturing inter-
dependencies between industries. These inter-industry linkages are not only conceptually important, but are also
supported by empirical evidence: econometric estimations of producer prices reveal that prices in one industry are
influenced by price developments in others. For instance, the producer price for the transport industry is found
to depend on price dynamics in the agriculture and energy industries. This empirical inter-dependence supports
the argument made by Passarella (2023a) that the IO structure should be integrated into macroeconomic models
not solely for theoretical coherence, but also due to its statistically verifiable relevance. Moreover, the identified
economic problem revealed a persistent lack of integration between the real and financial spheres in existing
macroeconomic models, along with a limited treatment of sectoral and industry-level financial balances. In cur-
rent approaches, including our own specification, this integration is often confined to the consumption function,
which depends on financial wealth and other variables. To address this shortcoming, a Tobinesque relationship
has been incorporated into the household financial balances, specifically governing portfolio allocation. This
formulation captures the interaction between real and financial variables, as households adjust their asset com-
position based on both disposable income (real fundamentals) and the intertemporal returns on interest-bearing
assets (financial incentives). Together, these specifications constitute a significant step toward a more realistic
macroeconomic framework, in which financial balances and their feedback effects on real activity are increasingly
endogenized. Ongoing work aims to further strengthen this integration and refine the dynamic interplay between
financial structures and the real economy.

Reflections on the data-generating process and its application as input to the E-IO-SFC model highlight the
essential need for consistent and coherent data sources. To ensure internal consistency across the model, the use
of a single, comprehensive data provider, such as DST, is necessary. This consistency yields two key advantages:
(i) the use of a fully consistent and comprehensive dataset, and (ii) direct alignment with the official Danish
national accounts, ensuring full transparency and traceability, as DST is the sole data source used. Together,
these two key advantages made the development of a quarterly E-IO-SFC framework for the Danish economy
possible. During the construction of the dataset, several gaps were explored in the published DST tables, most
notably the absence of consistent employment figures at the desired level of disaggregation. Crucially, it is
essential to maintain the methodological integrity of each dataset to avoid combining observations based on
different accounting conventions. In this project, such inconsistencies were resolved using back-dating techniques
to extend series consistently within the DST framework. For variables not available at quarterly frequency,
interpolation methods were applied. These challenges underscore the complexity of the data-generating process,

even when relying on one of the most detailed and methodologically advanced national statistical agencies in
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the world. The fact that such issues arise even in the Danish context highlights the degree of thoroughness
required to ensure data coherence and validity. This is particularly critical for SFC models, which by definition
demand full stock-flow consistency and therefore impose strict requirements on the internal consistency, frequency
alignment, and reliability of the underlying data. Beyond working with already established statistical tables, the
construction of an SFC model also requires creative and practically grounded economic thinking to develop non-
observable variables. When such variables are conceptually important but not directly measurable, the modeler
must construct proxies or inferred series that allow these dimensions to be meaningfully integrated into the
framework. This aspect is particularly relevant when aiming to endogenize behavioral mechanisms or sector-
specific balances that are not explicitly reported in official statistics, but which are crucial for capturing realistic
macroeconomic dynamics.

From a broader perspective, and taking the learning process into consideration, one key lesson has emerged
that should be communicated for future research purposes. When embarking on the development of an empirical
IO-SFC model, it is advisable, beyond adhering to the necessary building blocks identified by Valdecantos (2023b),
to begin with a fully aggregated version of the model (without disaggregating the NFC sector) and ensure that
this core structure is functioning correctly and remains internally consistent. It is therefore recommended to begin
with an aggregated version of a given model and to progressively expand its complexity through a step-by-step
approach, continuously simulating as new components are added. Failing to follow this sequentially development
process can lead to a loss of oversight, where emerging problems become numerous and difficult to disentangle.
This issue has been observed during the development of the foundational E-IO-SFC model, and thus deserves to
be explicitly highlighted for future modelers.

These challenges have manifested most notably in the baseline simulation of the E-IO-SFC model, which was
developed in its full form rather than through the recommended step-by-step procedure. When running the model,
it became evident that the implementation of the input—output structure had introduced significant complications.
This issue is further elaborated in section 8 and could likely have been avoided by adopting a more incremental
and modular development strategy. In addition, valuation issues have emerged, especially in the context of
aligning the system of equations with empirical data. While equations in a stock-flow consistent framework are
typically formulated based on conceptual relationships between variables, empirical implementation requires that
one carefully considers how these variables are actually reported in national accounts. Differences in valuation
methods - for instance, between market prices and basic prices - can result in mismatches that undermine
the internal coherence of the model. These issues have been particularly pronounced in components related to
inventories and expected sales, where the valuation basis has, in some cases, led to unrealistic or inconsistent data
series. This experience underscores the importance of resolving such valuation mismatches before formulating
the model equations, ensuring that the model structure reflects the way in which the data are reported. Taking
such steps early in the process may reduce the risk of misalignment and improve both model interpretability and
empirical relevance.

In hindsight, it is clear that beginning from a simplified baseline and gradually introducing complexity only
after establishing a consistent core framework is a more robust approach. This minimizes technical errors, ensures
interpretability of results, and supports a transparent modeling process that remains grounded in macroeconomic
consistency. Lastly, future work on the E-IO-SFC model will focus on resolving remaining inconsistencies and
further endogenizing the system of equations.

This discussion has demonstrated the importance of maintaining consistency in data, gradually expanding
model complexity, and integrating financial and real spheres more thoroughly than is typically done in conven-
tional macroeconomic modeling. These reflections not only inform the methodological choices made throughout
this project, but also offer broader guidance for future empirical IO-SFC modeling efforts. By documenting the
lessons learned, from data construction to structural implementation, this discussion contributes to the emerging
literature on E-IO-SFC models and paves the way for more robust, transparent, and policy-relevant macroeco-

nomic tools.
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10 Conclusion

This project has examined how to lay the foundations for the construction of a quarterly E-IO-SFC model,
using Denmark as a case study. This is highly relevant both globally and nationally, given the identified gaps
in the current macroeconomic modeling landscape. Our initial analysis shows that the current SFC modeling
landscape lacks sufficient disaggregation of the NFC sector. In addition, it highlights the need for a more
detailed representation of the financial balances of both sectors and industries. Based on this, we conclude
that the incorporation of input-output structures is essential. With regard to financial balances, our analysis
shows that accounting statistics are a useful tool for disaggregating financial data at the industry level. The
result of this process is a quarterly, industry-level database comprising real and financial variables aligned with
national accounting principles, providing a solid foundation for the development of SFC models in the Danish
context.

Furthermore, it can be concluded that it is necessary to partially transform the reported data from DST,
due to different time frequencies and assumptions embedded in the current model. Consequently, to construct
a coherent quarterly database suited for the E-IO-SFC model, it is essential to apply a range of econometric
techniques and economic assumptions. These are required to address data gaps, reconcile inconsistencies, and
build a structure that is empirically robust.

Moreover, a deep and comprehensive understanding of the SNA proves crucial, not only for designing the
database architecture but also for developing the system of equations in order to maintain internal consistency.
These equations must accurately reflect the definitions and inter-dependencies of variables as specified in the SNA,
to maintain coherence between accounting identities and behavioral relationships. This highlights the technical
and conceptual demands associated with developing a fully exogenous model. In addition, it is essential to identify
the key behavioral equations that underpin the model and to estimate them using appropriate econometric
methods, grounded in sound economic reasoning. Ultimately, combining a consistent accounting framework with
robust behavioral specifications is what allows for the construction of a well-functioning E-IO-SFC model.

From working with annual input-output tables, we conclude that data adjustments must be handled with
great care to ensure alignment with the quarterly industry-level framework. This remains an area in need of
further refinement. Drawing on the overall experience by laying the foundations, it is advisable to begin with an
aggregated version of the model and expand it gradually through a structured, step-by-step approach.

In summary, the development of the E-IO-SFC model has revealed both conceptual advances and practical
challenges in constructing a quarterly, empirically grounded, stock-flow consistent framework with an integrated

input—-output structure.
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Appendix

A Balancesheet and Transactions-Flow matrix with values

Manufacturi Oth facturi
Households ~ Energy  Transport Agriculture ARHiactirme er mantiacturing
and Construction and services
Monetary gold and SDR (F.1)
Currency and deposits (F.2) 1219784 36124 19627 4208 58507 219343
Securities (F.3) 54187 —1722 —-935 —201 —2788 —10453
Loans (F.4) —2377682  —226423  —205392 —155032 —327485 —1059797
Equity (F.5) 3036180 —214722  —146222 —148386 —579994 —2169444
Insurance tech. reserves (F.6) 3936370 111 422 101 1984 5697
Financial derivatives (F.7) —1718 —374 —1420 —340 —6676 —19168
Trade credits (F.8) 18072 714 468 37 563 1223
Net Worth 5885193 —406292  —333452 —299612 —855888 —3032599
Financial corporations Government Central Bank Rest of the world >
Monetary gold and SDR (F.1) 20645 991 21636
Currency and deposits (F.2) —1708595 87916 69307 —6221 0
Securities (F.3) 525735 —740542 —28291 205011 1
Loans (F.4) 4659293 193684 —5821 —495344 1
Equity (F.5) 954386 549583 —67107 —1214275 0
Insurance tech. reserves (F.6) —4002549 1418 0 56446 0
Financial derivatives (F.7) 90776 —1152 368 —60295 0
Trade credits (F.8) 8618 36681 —490 —65887 0
Net Worth 527664 127588 —32034 —1580565 2

Table 24: Balancesheet (BS). The BS is showing all the stocks for the financial instruments between the
economic institutions in 2019Q4. The values are represented in millions DKK in current prices and
non-seasonally adjusted.
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B System of equations

Some of the common equations are repeated in the case of the different sectors and industries, these descriptions
would only appear once in the equation section for Non-financial components. Note: The undefined components

are exogenously given.

Non-financial corporations

Aggregate demand: Aggregate demand represents the total nominal demand for goods and services in an

economy at a given time. It is composed of household consumption C*, current investments by non-financial

NFC
Ia

corporations , government spending G, exports X, imports I M, and changes in inventories AINV. This

formulation reflects the expenditure-based approach to measuring economic activity, where aggregate demand

183 and inventory adjustments.

captures all final demand components, including externa
AD=CH + V'Y + G+ X —IM + AINV (2)

Nominal sales for each NFC sector: Represented by the sum of private consumption, government consump-

tion, exports, intermediate sales, and current investments. All in nominal terms and for each industry.

YE=0F + GF + XF + IGE + IF (3)

Y =c"+G"+x" +I1GT + 17 (4)
VA=CA4+GA+ XA+ 1G2 + 12 (5)

YMC _ CJVIC _|_GJWC’ —|—XMC —i—IGéMC +ICI\/IC (6)
YOIWS’ _ COIMS’ +GO]WS +XO]WS +IG?MS +ICOMS (7)

Real sales for each NFC industry: Represented by the same variables as in the nominal sales equations, but

in real terms.

yP =P 4 gF 4 2F +igh +iF (8)
y'=c"+g" + 2" +igl +il (9)
yt=ct+ gt +at +igl +il (10)

yMC — CILIC +QMC —l—J,‘MC +igé\4C _i_,L-iVIC (11)
yOMS _ CO]WS +gOMS +:L,OMS +ig§)MS +i?MS (12)

83refers to international trade
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Total expected real sales: The description of how the total expected real sales is estimated, can be found in

section 7.2.2

Aln(ye,t) = 6072/6 + 61,];6 . Aln(ye,t—l) + BQ,ye : Aln(CIt) + 53,1;5 -Aln ((Zt)
t

. 1
4 Bag. - AIn(yd ) + Bs.y. - Aln(cy) + oy, - Aln(iy) (13)

+ Bry. - In(Ye—1) + Bsy. -In(ce—1) + Boy, -In(Clg_q)

Expected real sales for each industry: The relevance of this formulation lies in the fact that industries
cannot produce instantly. Instead, they must decide production levels based on their expected real sales. These
expectations are captured by a behavioral equation estimated at the level of the overall economy, reflecting
aggregate expected demand. Details on the computation of in-sample expected sales are provided in section 6.1.6.
This estimated expected value is then distributed among the different selling industries using predetermined alpha

shares(a’), representing each industry’s historical contribution to production.

yE =ye - ap (14)
Yl =ye - ap (15)
Yl =ye - op (16)
' = ye - ap© (17)
eOMS =y, - a}ODMS (18)

Real production of NFC industries: This is given by the real expected sales and the desired investment in

inventories.

VP =Y + i, (19)
VP =Ye +linv.a (20)
VP =i + iy (21)
vy =y i (22)
yp'® =y M gl (23)

Desired level of real inventories: Determined by a constant a-parameter of desired inventory to real sales

ratio, which secures an expected positive correlation.
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B _ . E B
MV = 101 + Ying d e

. T _ - T LT
MVg = NV_1 + iy gt

A

muy = im}f‘_l + i

inv,d,t
. MC . MC -MC
Mg~ =MV F Ling.dt
- OMS . OMS -OMS
MUy =MV F lngdt

(24)

(25)

(26)

(28)

Desired investment in inventories: This is determined by the deviation between desired and actual stock of

9
inv*

inventories, multiplied by a speed of adjustment coefficient,

itnv.a = Bino - (invf — inv®)
iz;w,d = ;‘l;w ! (vag - iTLUT)
itnv.a = Bino - (invg — inv™)
itmod = Biny - (invg'€ — inv™)
z%fg = gfys . (im)gMS — imJOMS)

Change of actual level of real inventories: Given by the gap between real production and real sales.

Ainv? = yg —yF

Ainv' =yp —y

Ainv? = yp —yA

MC _  MC MC
=Yp -

Ainv Y

AinOMS = yQMS _ OMS

(31)

(32)

(38)

Change in nominal inventories: Given by the change in real inventories multiplied by the price on inventories

for each industry. It is assumed, that the prices on inventories is the producer price for each industry.
AINVE = Ainv® - ppg
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AINVT = Ainv™ - ppr (40)

AINVA = Ainv? - ppa (41)

AINVMC = Aino™MC - pppre (42)

AINVOMS = Ainv®M5 . pponrs (43)

AINV = AINVE + AINVT + AINVA + AINVMC 1 AINVOMS (44)

Total real current investment to capital ratio: The description of how the total real current investment to

capital ratio is estimated, can be found in section C.3

it—l it—2
Aln(k )= B + B Al + By Aln(E2)

g AMGEL) £ 8y ATn) + g Ao+ oy ARGES) 5 m) )
ig—1 Yt {NFC
+ Bg,i - In( )+ Boi -In(ge—1) + Byg,s - In( =)+ Bini -
F ke ® ’ ke—1

Real accumulated investment: The estimated figures of real accumulated investments is distributed based
on the industry’s respective a-shares calculated from the IO-table described as gross fixed capital formation, cf.
section 6.1.1. This reflects the historical contribution of the different production industries to current invest-

ments.

zf =1i-ar (46)

iq =i ary, (47)

if =107, (48)
iy¢ =i-apl® (49)
Z-aOMS —. aZMS (50)

Imported investments: o! |, Tepresents the share of imported investments of the total investments which is, for

simplicity, the same among the industries. The computation of the a-shares can be found, cf. section 6.1.1

iIEJ\I =i aﬁM (51)
ity =1" - af,,, (52)
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A A A
ity =10 - ag,,, (53)

-MC __ MC MC

ZIM =1 .aII]W (54)
-OMS _ OMS OMS
Urm =1 .aIIM (55)

Nominal accumulated investments: The total level of real investments multiplied by the exogenous invest-

ment price.

IF = iF .k (56)
T =4l pl (57)
=it -py (58)
II\/IC — Z'JaVIC ptll\/fc (59)
[OMS _ jOMS OMS (60)
The total accumulated investments:
INFC=TF 4 1T 4 1A 4 TMC 4 TOMS 4 TFO 4 TH 4 19 (61)

Current nominal investments for every industry: Determined by a share of the total accumulated in-
vestments, to distribute the accumulated investments in the current account of the industries that carry out the

investments.

IE = [NFC . P (62)
17 = [NFC T (63)
14 =17 - af (64
R R (65
JOMS _ [NFC ,OMS (66)

Current real investments for every industry: Given by the nominal current investments divided by the

price for each industry.
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= (67)
1r
ie = T (68)
I
i = o (69)
IMC
MC _ ‘¢
i, = T (70)
OMS IOMS
7’(: = W (71)

Nominal foreign investments: Given by the real foreign investments multiplied by the price of imports.

Ifar = ifa - piv (72)
IITM = iITJvI "Pim (73)
IfM = iIAM ‘Pim (74)
It =i -prv (75)
IS =ifi® - pim (76)

Nominal stock of capital: The nominal capital stock in the current period is defined as the sum of the nominal
capital stock from the previous period, plus current nominal investments, minus depreciations. This reflects the

accumulation process of capital over time.

KP = KF, 4+ 17 - D (77)
K" =K' +1T - D" (78)
KA— KA 4+ 14— DA (79)

KMC — gMC | pMC _ pMc (80)

KOMS _ [fOMS | [OMS _ pOMS (81)

Real stock of capital: Given by the nominal stock of capital divided by the investment price.
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EE = 82
Py (82)
KT
k= — (83)
pr
KA
A= — (84)
br
KMC
EMC = (85)
pr
KOMS’
KOMS = (86)
br

Depreciations: §° represents the rate of depreciation of the capital stock in the previous period.

D¥ =% (KE ) (87)
DT =" (KL )) (88)
DA =54 (KA ) (89)
DME = M (kM) (90)
DOMS _ §OMS (jOMS) (91)

Intermediate real consumption transactions: The intermediate purchases from every industry, igh* where
p denotes the purchasing industry and s denotes selling industry. The oz;;i value denotes a technical coefficient of
intermediate goods purchased from every industry to production. Because of the value added through production,

the a-coefficients will not sum to one industrywise.

igy " =yp ol (92)
igy " =yp - ap (93)
g = yB A (04)
igy M = yp -y MC (95)
igEBiOMS  yE . (B.0MS (96)
igy " = yp - ap T (97)
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igy’” = yp -
igy" = yp -
igy =y -
ig, M = yp -
igy M =y -
igy " = yp -
igy® = yp -
igy" =yp -
igy = yp -
igp M =y -
igy M = yp -
igy"C = yp -
igy' O = yp' -
igy' T = yp' -

MC,A _ , MC |

g, yp
: MC _ , MC
19;];\4 < =Yp

MC,OMS _ , MC |

igp Yp

MC,FC _ , MC

g, yp
- S,E __
Zg;? MSE =y

115

OMS _OMS,E
.ap

(101)

(102)

(103)

(104)

(105)

(106)

(107)

(108)

(109)

(110)

(111)

(112)

(113)

(114)

(115)

(116)



zggMS T yIQMS ) ang,T (117)
ngOMS A y}OD]V[S . %?MS,A (118)
ngOMS MC _  OMS agMS,MC (119)
zgf,)MS OMS yIQMS ) agMS,OMS (120)
zgf,)MS FC _  OMS . ang,Fc (121)

Intermediate real sales transactions: The intermediate sales from every industry are determined by the

total purchases from the industry on the right-hand side of the equation.

igf:igf’E—i—igg’E—i-igp +zg£4€E+ngMSE+zg£CE (122)

igg :igf’T+ig§7T+igp +ngCT+ngMST+ngCT (123)

igd =gyt +igy " +igyt +igy O 4 igIMSA 4 ig A (124)

igMC = igf’Mc 4 igg’MC 4 Z-g;x,Mc 4 Z-gIJ)\/IC,MC n Z-gz(;)MS,MC n zgfc MC (125)
igOMS — zgf OMS zgg OMS zg;‘ OMS igéWC,OMS " ZgI?MS oMS | ggc oMs (126)

Real intermediate imports: The intermediate imports by every industry. The first bracket represents the

total amount of domepstlc intermediate purchases, which is multiplied by the share of imported intermediate goods
Y
ﬁ .

defined as of 7 M o

igrr, = WE - af ) afif (127)
ighis = e o) afil (128)
ighin = Wk ol afif (129)
g < = (p oM e (130)
igii M = (yE - afhOMS) o FPMS (131)
igr,” = W o) - oy (132)
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T.E
Z91M

T
ngM

T, A
ZgIM

TMC
191M

. T OMS
Y91,

. T.FC

Y91,

AE

ZgIM

AT
Z91M

AA

ZgIM

AMC
ZgIM

A,OMS
ZS’IM

A FC

ZgIM

. MC.E
Y9,

MC,T
ZgIM

GMOA _ (MC

Yrm,

MC,MC
191M

. MC,0MS
Y91,

MC,FC
Z911\/1

OMS,E
Z91M

= (yp

= (yp

= (yp

Yp

Q

T,FE T,E

S ) Oy,

77\ TT
p ) a1,

T,A T,A

) aqig

= (y5- ag,Mc) ITJ\yC
= (yp - aOM5). aiIFJ,\ZMs
= (yF- ol TO) - alihe
= (yp ~a;"E) O‘?Iif,,
= (yp - a;f‘vT) ) aIAJI/Z
= (yp -aﬁ’A) .a}‘\j\z
= (yp - O‘A MY a?MMC
= (yp - ahOM5). ?A/([)MS
= (yp - oY) - ail ¢
= (yp'© - a)OF) 'O‘%\Z’E
= (yp'© -ag/fcaT) .aé\/IJ\Z,T

MC,Ay MCA
“p ) - 1M,

=y ai,”C’MC) . a%Z,Mc
= (yp©- aycvoMS) i a%‘/i},OMS
= (yye- aéwchC) ) Q%Z,Fc

= (ygMs . a?MS’E) IOAIZIS E
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(133)

(134)

(135)

(136)

(137)

(138)

(139)

(140)

(141)

(142)

(143)

(144)

(145)

(146)

(147)

(148)

(149)

(150)

(151)



ZQ?J\I;IST (ngS . a?MS,T) ?J\I;IS’T (152)
lgIO]\J/\[/[S A (ngS . a}())MS,A) IO]\J/\I4S A (153)
g, M = WM - agMIME) af s MC (154)
.gIOA]/\I4$ OMS _ (ngS . OLZ?MS’OMS) . aIOAJ/\IiS,OMS (155)
.glo]&/[s FC _ = (yQMS . agMS,FC) .aIOAJ/\[/iS,FC (156)

Intermediate nominal consumption transactions: The nominal intermediate purchases from every industry

multiplied by the producer price, respect to the industry.

IGE:igf’E-pf—i-igf’T-pz—i—igp "Dy —Hgf MC pé”c—kz'gf’OMS ppOMS+ gEFC pp (157)

IGZ _ Z-g;“,E ppP Jrigg,T opT +ig op +ZgTMC +zg§ OMS ) ,OMS +zg§ FC . ppFC (158)
IG;‘ _ ig;{,E op® + Z-g;x,T T+ igp opt lg;x MC c zg;j‘ OMS ) OMS | lg;l FCppFC (159)
IG]JD\/IC ZgI])MCE o +Zg£40T o _|_ZgZJ)\40A o _Hg]JJwC Me +Zg£40 OMS . OMS+Zg£JC FC_ppFC (160)
IGI?MS ZgI?MSE pp JngIC))MST pp JngI())MSA pp +Zg]g)Ms MC ) M JrZg]g)Ms OMS pp0M3+Zgng FO nFC
(161)

Intermediate nominal sales transactions: The nominal intermediate sales from every industry are deter-

mined by the total sales multiplied by the producer price for the respective industry.

IGY =igF - pp® (162)
IGT =ig! - pp" (163)
1G4 =igl - pp™ (164)
1GYC =igh'@ . pp™© (165)
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IGIMS = g™ . ppOtts (166)

Nominal intermediate imports: Given by the real imported intermediate goods from every industry multi-

plied by the import price.

IGTy = (igTit, + g1ty + 900ty + 19101 +ig0i0n > + g0y ) Pin (167)

IGTy = (9131, + 19141y + 191505 + 191300 401500 +ig1i1s ) - PIM (168)

IGhy = (igfir, + 19751, + 975t + 1975t + 1975 +ig7i0n ) - DI (169)

IGHS = (ighF +igng” +ighet +igna™C +igna ™ +igng™) piu (170)
1GOMS — (ig%\é}s,E I ig?]\%,s’T I z.gIoA%DS,A I igjoz\%;s’Mc i ig%\fps’OMS n ig?]\%,s’Fc) - (171)

Private and public imports: The private and public imports are determined by an a-share, ac,,,, of the

total private and public consumption.

Crv = (CH +G) - acy,, (172)
CIEM =Cim - QeE (173)
Chv =Cru - acr,, (174)
Ciyv = Crv - aca, (175)
Crif = Cru - ague (176)

Cr® = Cra - agous (177)

Nominal imports: The total nominal imports is given by the intermediate imported goods, foreign investments

and the private and public imports.

IM = IGE, + IGY,, + IGH + IGMG + IGOMS + IGEG + 15, + 11, + I8, + IME + 1905 4 Crar (178)

IM® = IGH, + Ify + Chy (179)
IMT = IGT,, + ITy + CHy (180)

119



IMA = IG{ + T + Oy (181)

IMMC = IGHS + IME + oM (182)
IMOMS = IGONS + I)S + CPi'® (183)

Real export: The description of how the real export equations are made, can be seen in section 7.2.2. In the

future, the remaining export equations will be estimated.

Aln(we) = o + Bra Aln(we1) + Boe - Aln(e™) + B - Aln(ep1) + fae - Aln(er2)+ (184)
Bs.0 - Aln(gdp"™) + Bs o - Aln(gdp®)") + B2 - In (8dp” ) + Bs.o - In (x¢-1)
¥ =g af (185)
2l =z-al (186)
=z ol (187)
Aln(zYC) = By prie + By pre - A(PYC) + By prre - Aln(PRIC)) + B3 yue - Aln(e)

+ By pmc - Aln(gdp™°™) + Bs puc - Aln(gdp)Y ) + Bg puc - Aln(WT) (188)
+ B gmc - In(xp"9) + By zmo - In(gdpe)

oMs . qOMS (189)

x

Nominal exports: The nominal export is obtained by multiplying the real exports by the consumer price for

each industry.

XF = 4P P

XT =T T

XA = A pA

XMC _ MO MC

XOMS _ OMS  0MS

84, _ Py

Pim
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X=X+ XT+ x4+ XM 4 XOMS 4 xFC (195)

Gross value added: Determined by each industry’s total sales minus intermediate goods purchased from other

industries, plus changes in inventories, and minus imports.

GVAP =YP — 1G] + AINVF — IM" (196)

GVAT =YT —IGI + AINVT — TM™ (197)

GVA* =Y —IG;' + AINV* — TM* (198)
GVAMC = yMC _ [GMC + NINVMC — [MC (199)
GV AOMS _ yOMS _ IG;)MS + AINVOMS _ 1poMs (200)

Net indirect taxes less subsidies on production: Determined by the total nominal sales multiplied by a

coefficient which replicates a calculated tax.

NIT? =Y¥ .75, (201)
NITT =Y7T . 7% (202)
NITA =Y* {1 (203)
NITMC = yMC. {5 (204)
NITOMS = yOMS . 7005 (205)

Nominal value added at factor cost: Gross value added subtracted by net indirect taxed

GVAE =GVAY - NITP (206)
GVAL =qvAT - NITT (207)
GVAR =GVA* - NITA (208)
GVAMC = qvAMC _ NITMC (209)
GV AQMS — Gy AOMS _ NTOMS (210)
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Compensation of employees in each industry: The wage bill includes the level of employment multiplied

by a estimated wage rate, which includes social contributions.

WBY = EMPF . w¥ (211)
wB? = EMPT .- WT (212)
WBA = EMPA - W4 (213)
WBMY = pMpMe . WwMC (214)
WBOMS _ pppOMS . yroMs (215)

Total wage rate: The description of total wage rate and how it is estimated, can be found in with the underlying

parameters dynamics section C.2.

W = 51,W . ln(Wtfl) + BQ,W -A ln(Wt,Q) + B3,W . AIH(Wt,;;)

+ Baw - Aln(pr) + Bs,w - UE,,_, + Bs,w - n(Wr, ) (216)
WE=aw W (217)

W= aw W (218)

W= iy W (219)

WHME = aff® - w (220)

WOMS _ qOMS yy o)

Gross operating surplus and mixed income: Simply computed by the gross value added at factor cost

subtracted by the wage bill in each industry.

GOSE = QVAE -~ wBF (222)
GOST =gvAL —wBT (223)
GOS* =GV AL - WBA (224)
GOSMC = Qv A¥C — w BMC (225)
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GOSOMS = GV ARMS — W BOMS (226)

Gross operating surplus and mixed income distributed: A share of GOS is distributed to households
and government, respectively. The 9}1@ values are obtained from DST in the attached document titled
”Distribution & GVA by industries and institutional sectors 2016”.

GOSE =05 . qos*F (227)
GOSE = 0L -cos® (228)
GoSh =01 -cos” (229)
GOSL =L - cos” (230)
GOSH =04 - GOSA (231)
GOSE =04 - GOSA (232)
GOSMC =M. qosMC (233)
GOSMC = pMC . qosMC (234)
GOSOMS = g9MS . q0§oM3 (235)
GOSIMS = goMS . qoS§oM3 (236)

Distributed income of corporation, payments: A share of every industry’s profit is distributed among the

other sectors in the economy. The «, are computed by dividing the known values for DI} and F*, DFI = o,
DIY =F"-af (237)
DI} =F".a] (238)
DI} = F* - o (239)
DI)C = pMC. o)1 (240)
DIOMS — FOMS ., 50MS (241)
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Distributed income of corporation, receivable: The 3! values indicates the received share of the total
distributed income paid and is defined as the sum of all payments divided by the amount recieved in industry ¢,
ZD%I Lo— a . This amount is shared between NFCs, FC, G, H and RoW.

DIFP = (DI + DIf + DI}' + DI)'C + DIOMS + DIFC + DIFW) - off (242)
DIY = (DI} + DI} + DI}) + DI}'® 4+ DIOMS 4+ DIFC + DIFW) - of (243)
DI} = (DIF + DIT + DI' + DI)'Y + DIOMS + DIFC + DIV . ot (244)
DIMY = (DIF + DIf 4+ DI}' + DI)'C + DIOM® + DIFC + DIV . o€ (245)
DI?MS = (DIF + DIF + DI + DI + DIOMS + DIFC 4+ DIV . oOM9 (246)

Distributed income of corporation: The net value for DI is obtained by the residual of payments and

receiving by every sector.

DI* = DIY — DI (247)
DI" = DI' — DI (248)
DI* = DI - DI} (249)
DIMC = DIMC — pIM© (250)
DIOMS = pIPMS — proMs (251)

Net Interest + Other investments: Determined by the stock of funds multiplied by a unique interest, i%, ,
on interest bearing assets plus the interest expenditures on loans. According to section 6.1.5, F.7 and F.8 are

not associated with explicit interest rates and are therefore treated as fixed income values.

NIP =F2F B, 4+ P38 L+ FAP B+ F6F B +intereste, + interesth g (252)
NIt =pF2l L, + F3T L+ Fal L, 4+ F6T L +interesth . + interestng (253)
NIA = F224 8, + F32 1, + FA2 1}, + F62 - 12 o + interests . + interests (254)
NIMC = poMC . MC 4 p3MC . MO 4 paMC . MO 1 peMC . MO 1interest S 4 interest S (255)
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NIOMS — poOMS. OMS 4 [ 30MS | OMS 4 [ gOMS  OMS | p6OMS. OMS Linterest@MS finterest?S (256)

Reinvested earnings on FDI: RoW is reinvesting a share %5 = oz, py of the net distributed income. The

reinvested amount is included in the respective industries retained earnings.

Fleepr = Qpepy - DIV (257)
Flepr = Qpepy - DIV (258)
Fhopr = Qepr - DITW (259)
Fhipr = agepr - DITW (260)
Fiopy = ogepy - DITY (261)

Retained earnings: Determined by earnings, reinvested earnings and the net distributed income to every

industry.
REP = FP + FE .+ DI* (262)
RET = FT + F} o + DIT (263)
RE* = F* 4+ Ffj,p; + DI? (264)
REMC = pMC 4 pM<, + DIMC (265)
REOMS = pOMS 4 pRNY + DIOMS (266)

Gross profits: Sum of gross operating surplus and net interest payments for each industry minus the amount

of gross operation surplus distributed to households and government.

GFE = GOS* + NI — GOSE — GOSE (267)
GFT =coST + NIT — GOSE, — cosg™Ms (268)
GFA =GOS + NI* -GOS3 — GOS4 (269)
GFMC = GOSMC 4 NTMC — GOSMC — qos¥c (270)
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GFO]WS — GOsO]\/IS +NIOMS *GOSgMS *GOngS

Profits: Final profits are determined by income taxes subtracted from the gross profit.

FF=GFF —T"

FT =GrT - 17

FA=GFA-T14

FMC _ GFMC' _T]\/[C

FOMS _ GFOMS _ TOMS

(271)

(272)

(273)

(274)

(275)

(276)

Current taxes on income and wealth: The current taxes on income is paid by all industries to the government.

The 7 coefficients are different tax rates for the industries.

T = GF? . 7P
T" =GF" . 7"
T4 =GFA .4

TMC _ pMC . MC

TOMS _ GFOJMS 5 7_OMS

(277)

(278)

(279)

(280)

(281)

Other current transfers paid: Reflects all the current transfers not included in the previous items. All the

sectors and industries both receive and pays other transfers except for the CB, which only pays. The payments

oc;

of other current transfers are determined by a a-share, 5%

industry.

0Cy = GOS” -afe,
0C) = GOS™ - ajye,
0C = GOS? - aje,

0CY“ = GOSMC - afE
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of GOS, which is used to distribute it for each

(282)

(283)

(284)

(285)



OCYM3 = GOSOMS . agll® (286)

Other current transfers, received: A share, aioc,» of the total other current transfers paid are distributed

to every sector and industry. The a-share is obtained by the following calculation: Zogéi .
P

OCF = (0CH +0CP + 0C + 0C; + 0CYC + 0CYMS + 0CFY + 0CF + 0CS? + 0CF") - e, (287)

ocl = (ocl +ock +ocl +oc) +0C)C +0CoMs +0CrY + 0CS + 0CT? +0CFM) - ad, (288)

OC{ = (0C) +0CF + 0CY + 0C;' + 0CY + 0CIMS + 0CFC +0CT +0CTP + 0CFM) - ade, (289)

oCM® = (0C] +0CF +0CT +0C; +0C)C + 0CPME +0CEY +0CS +0CTF +0CFM) - afs. (290)

0CPMS = (0c +ock +oCt +0C! +0CMC +0CoMS +0CEC +0CS +0CTE +0CEW) . aJH5 (291)

Other current transfers, net: Net other current transfers is made by subtracting payed from received other

current transfers.

ocP =ock —ocy (292)
oc™ =oct —-ocy (293)
oct =oct —-ocy (294)
ocMe =ocMC —ocYC (295)
0COoMS = oCcPMs — oCcoM*s (296)

Savings: Determined by retained earnings plus the net value of other current transfers.

S¥ = REF + 0C* (297)

ST = RET 4+ 0CT (298)
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§4 = REA +0C*

SMC = REMC + oCcM¢

SOMS ZREOMS+OCOMS

(299)

(300)

(301)

Net lending: The net lending position for every industry depends on savings, investments, capital and non-

financial and non-produced assets transfers, change in inventories plus the adjustment variable®®>. NPL are

determined exogenously.

NLE =8 1P _NPL¥ — AINV® + Adj¥

NLT = 8T — 1T - NPLT — AINVT + AdjT

NILA =84 -4 -~ NPLA — AINVA 4+ Adj4

NLMC = gMC _ [MC _ NpIMC _ ATNYMC | gg;MC

NLOMS — SOMS _IOMS _NPLOMS —AINVOMS+Ad]OMS

Labor productivity: Based on all production divided by the employment in each industry.

~ EMPMC

OMS
oMmMs _ Yp

pr ~ EMPOMS

(302)

(303)

(304)

(305)

(306)

(307)

(308)

(309)

(310)

(311)

Employment by industry: Employment by industry, which, like in most Post-Keynesian models, are de-

termined by two fundamental factors; the level of economic activity, y% and productivity, pr’, for the specific

industry. Applying this approach, with an adjustment for sales to productivity, at an industrial level, employ-

ment level in each industry can be defined as a function of total production of industry i to the corresponding

productivity ratio:

85
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a variable capturing the discrepancy between net lending and the sum of the transactions of financial instruments



E

EMPE = YP. (312)
T

EMPT = ZF (313)

EMPA — VP (314)
pré

MC

Mc _ Yp
EMPMC = e (315)

OMS
Yp

OMS __
EMPOMS = o

(316)

Unemployment: Determined by the labor in the different sectors subtracted from the total labor force which

is exogenously given.

UE = LF — EMP? — EMPT — EMP* - EMPMC — EMPOMS — EMPFC — EMPCE (317)

Unemployment rate: The unemployment rate is computed by the difference between the unemployment and

the labor force.

Ur

E, = —
UE=TF

(318)

Structural unemployment rate: The structural unemployment rate is computed by multiplying the cyclical
unemployment rate by a time-varying factor that captures structural deviations in unemployment, 6. For a

detailed description, see section 6.2.

UE,=UE, -0 (319)

The cyclical deviation in the unemployment rate: The cyclical unemployment rate is computed as the

difference between the unemployment rate and the structural unemployment rate, see section 6.2.

UR,URs =UR, — UR, (320)

Financial wealth: Determined by the net lending position plus the financial wealth in the previous period and

the revaluations of the financial instruments.

VE=NLF + VP, + Rev® (321)
VI = NLT + V| + Rev” (322)
VA=NL} + VA, + Rev? (323)
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VMO = NLMC L yMC | RepMC (324)

VOMS = NLOMS 4 VOIS 4 ReyOM (325)
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Flow of Funds for non-financial corporations at industry level

The financial wealth of each industry is allocated to six different funds. Loans (F.4) function as a buffer to
ensure the fulfillment of each industry’s budget constraint. This implies that if an industry experiences a deficit
in a given period, it will increase its borrowing from the financial sector, and vice versa. Revaluations and other
changes used to compute transactions of funds are determined exogenously for each industry. The transactions
for all financial instruments, except F.4, are given by the change in stocks minus revaluations and other changes.

Transactions for F.4 are defined endogenously as net lending minus assets plus liabilities.

Currency and deposits (F.2) stock:

F2k, =VP.BE, (326)
F2l, =VT. B, (327)
F20y =V B, (328)
F2)5 =vMe. pis (329)
F_QSO(%IS yoMS BOMS (330)

Securities (F.3) stock:
F35, =VP . i, (331)
F3 =V" By (332)
F3, =V" Bt (333)
3NS5 =VvMe. g (334)
F3O(J\)45 yoMs ﬁOMS (335)

Loans (F.4) stock:

FAL, =FAL, )+ FA" + F4l (336)
F4ly =FAl, )+ FAT +F4] (337)

FAfy = FAL, 1)+ FA% + Fa;,

roc(t)

(338)
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FAYS = FA)2 ) + FAMC + Fal(S,

roc

FAGN®S = FAQR) + FAOMS + FAOMD

roc(t)

Equity (F.5) stock:

F5E, = VP . BE;
F5l, =V BEs
F5%, =V* Bis

F5)5 =VvMe. grle

F5O(]\)45 VOI\/[S ﬂOMS

Insurance tech. reserves (F.6) stock:

F65, =V Big

F6ly=VT"-Bhg

F6%, =V* Bie
6y = VM. B¢

F6OMS VOMS BO]WS

Financial derivatives (F.7) stock:

F1l, =V Bi,
FTiy=V" Bir
FTiy =V By

FT = VY- Bt
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(339)

(340)

(341)

(342)

(343)

(344)

(345)

(346)

(347)

(348)

(349)

(350)

(351)

(352)

(353)

(354)



F7O(MS VOMS 5OMS

Trade credits (F.8) stock:

F8E, = VP . BE,
F8T, = V7. 8Ly
F8[, =V* Biis

FRYS = VM. B

FSSO(%IS VOMS BOMS

Currency and deposits (F.2) transactions:

F2F = F2f, - F2§, ) —F2,

roc(t)
T _ T T
F2" = F2f, ~F2, - F2T,

A
F2t = F28, — F24,_, — F24

roc(t)

MC MC

TOC(,)

F,QOMS F2OMS FZOMS F2OMS

S(t) S(t-1) o)
Securities (F.3) transactions:
F3k F3f(t) — F3§<t N 3530%)
FaT F3§(t) FSZO . F3Ioc(t)
F34 F3;4(f) FS?@ H F3f00(1)
F3MC = p3MC _ p3MC _ pgMC

F.3OMS F3OMS FSOMS F?)OMS

S(t) S(t—1) TOC(t)
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(355)

(356)

(357)

(358)

(359)

(360)

(361)

(362)

(363)

(364)

(365)

(366)

(367)

(368)

(369)

(370)



Loans (F.4) transactions:

FAP = NL¥ — F2F —F3F —F5P —F6F — F7F — F.8F (371)

FAT = NLT - F2T — F3" - 57 — F6" — 77 — F8T (372)

F44 = NLA - F24 — F34 —F54 — F64 — F.74 — .84 (373)

F4MC = NLMC _ poMC _ p3MC _ psMC _ peMC _ p7MC _ pgMC (374)
FAOMS — N[OMS _ p9OMS _ pgOMS _ prOMS _ pgOMS _ p7OMS _ pgOMS (375)

Equity (F.5) transactions:

F5% = F50 —F5;,  —Fb.. (376)
T _ T T . T
F5" =F5], —F5,,  —F5/., (377)

A _ A A _ A
P54 =F5), —F50  —F5/.., (378)
F5MC = P5YC — F5LC— F5YE (379)
F59MS = F50MS — P50 — RS0 (380)

Insurance tech. reserves (F.6) transactions:

F6" = F6;, —F67,  —F6., (381)
F6" = F6;, —F6;,  —F6,, (382)
F6% = F.63, — F.6, | — Fbp., (383)
F6MY = F6yS — P64 — F6, (384)
FEOMS = FeQMS — F.60MS — F6pu (385)
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Financial derivatives (F.7) transactions:

E_p7E _pyE _[pqE
P18 = P10, = P15, = P,
T_pyT _pqT  _pqT
F7 _F,7S<t) F.7S(t71) F~7rOC(t)
A_pyA _prA  _prA
F7 _F_7S(t) F.7S(t_1) F'7’I‘Oc(t)

F7MC — pyMC _ pMC _ paMC

S(t) S(t—1) TOC(t)

F7OMS = pOMs — pOMS — p7OMs

(1) 5(t-1) rocw
Trade credits (F.8) transactions:
F8&F = F,gfm — F.SSE“?U - F~87]~50cm
8T — F'85T<t> - F'SZ—;t_l) - F'S?oca)
F8A = F_8f(t) — F.8;4(t71) - F-Sfocm

F/MC — pgMC _ pgMC _ pgoMC

S(t) S(t—1) TOC(t)

FROMS _ pgOMS _ [pgOMS _ pgOMS

S(t) S(t—1) Toc(t)

(386)

(387)

(388)

(389)

(390)

(391)

(392)

(393)

(394)

(395)

To ensure horizontal consistency for transactions and to ensure that the demand for trade credit trans-

actions equals the supply, the following equations must be specified. F.8VFC is the sum of F.8 for the indus-

tries:

F8NFC — pgH | pRE 4 FRFC 4 FgCB 4 pglioWw
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Financial corporations

Nominal sales:

YFC =+ G+ X" v 16E¢ (397)
Real sales:
yFC:CFC+gFC+IFC+7;gSFC (398)
Nominal investment:
Real investment:
i =i-af¢ (400)
Nominal stock of capital:
KFC = KIS + 17¢ — D¢ (401)

Real stock of capital:
KFC
kFC

_ -~ (402)
Depreciations:
DFC =5 (KF9) (403)
Intermediate real consumption transactions:
ig;“C,E — yFC. agC,E (404)
ig}l;‘C,T — y4FC. azf)«“C,T (405)
Z-g]I;C,A — FC. aIIjC,A (406)
ing’MC — yFC. agc,Mc (407)
ing’OMS — yFC. azf)«“C,OMS (408)
Z-ggC,FC — FC. a]l)’C,FC (409)

Intermediate real sales transactions: The intermediate sales from FC. Determined by the sum of the other

sectors purchases from FC.
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C,s

Real intermediate imports: The intermediate imports by FCs, the af;p represents the share of imported

intermediate goods.

igga? = " ap@F) - OF (411)
ighCT = (yFC - afOT) - af O (412)
ight = (" af ) A (413)
igECMC = (yFC . QFCMO)  qFOMC (414)
igFCOMS _ (yFC . (FC.OMS). af;f,OMS (415)
Zg:g‘]i;FC (yFC . OKZ};C’FC) . aqu7FC (416)

Intermediate nominal consumption transactions: The nominal intermediate purchases from FC.

FC,A

FC,MC MC
pp" +1g,

IGI};C FC,E FC,T p +lgp

ng p +,Lgp FCOMS OMS+Zg]I:CFC ppFC (417)

+zgp

Intermediate nominal sales transactions: The real intermediate sales from FC multiplied by the producer

price for the financial corporation sector.

1G] = ig]< - pp"© (418)
Nominal intermediate imports: Determined by the real intermediate imports times a given import price.

IGTN = igfa; - Pim (419)

Net intermediate for FCs: Given by the difference between intermediate sales and purchases

IGES =1GTY —IGEC — 1G]] (420)
Nominal export:
Real export:
¢ =g.af¢ (422)
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Net indirect taxes less subsidies on production: A given tax paid on the total sales.

NITFC =YyFC . FC, (423)
Private and public imports:
CF]\? = C]M . O‘Cﬂ? (424)
Nominal imports:
IMFC = 1GES + CES (425)

Nominal value added at factor cost: Total sales subtracted by intermediate purchases and net indirect taxes

determines the nominal value added.

GVAR® =YY" —I1G)° — NIT"C — IM*€ (426)
Compensation of employees:
WBYY = EMPFC . wte¢ (427)
Wage rate:
WFe =aofl¢ . w (428)

Gross operating surplus and mixed income:

GOSTC = Qv ALY —wBFC (429)

Gross operating surplus and mixed income distributed: A share of GOS is distributed to households and

government.

GOSEC = pEC . qostC (430)
GOSEC = 9EC . qostc (431)

Distributed income of corporation, payments (D.42): A share of gross operating surplus are paid as

distributed income.

FC _ pFC FC
DIFC = FFC.of (432)

Distributed income of corporation, receivable (D.42): The a-coefficient is represents the share of total

distributed income paid, received by FC.

DIFC = (DI} + DI + DI}' + DI)'® + DIOM® + DIC + DIY) - apf. (433)
Distributed income of corporations (D.42): The net value is obtained by receivings minus payments.
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DIFY = DIFY — DIF® (434)

Net interest: The same determination applies as for the NFCs

NIFC = poFC .  [FC L p3lc . [LC L Falc  BC 4 F6FC . EC +interesthS + interesth§ (435)

Reinvested earnings on FDI: A share of distributed income to RoW are reinvested in FCs

FReFI = ageCFI - DIfW (436)

Retained earnings: Consists by profits, reinvested earnings, net distributed income and the negative values of

investments and NPL which are exogenously determined.

REFC = FFC 4 FES. + DIFC (437)

Gross profits: Determined by gross operation surplus plus net interest minus the amount of gross operation

surplus distributed to households and government, respectively.

GFFC =GqostC + NITC — GOSEC — GOSEC (438)

Profits: Gross profits subtracted by income taxes constitutes the final profits.

FFC = Qpre —7Fc (439)

Taxes on income and wealth: Determined by a given tax rate multiplied by gross profits

TFY = GFFC . 77¢ (440)

Social contributions received: A share of the social contributions paid by households and RoW are received

SCFC
by FCs. This share is given by, gemrsemw -

SCFC = (scll + SCfoW) - ags (441)

Social benefits paid: Given by the total amount of social benefits received minus the social benefits paid by

the government.

SBF¢ = SBM + SBFW — SBY (442)

Other current transfers paid:
0CrY = GOS*C - abE, (443)
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Other current transfers received:

0Cf? = (0C) +0C +0C;) + 0CYC + 0COMS +0CTC + 0C) +0CS +0CS? + 0CFW) - abhe, (444)

Other current transfers, net: Net other current transfers is made by subtracting payed from received other

current transfers.

ocre =ocfc -octe (445)

Adjust for change in the pension entitlements: The change in pension entitlements consists of a share,

aE§, of social contributions received by financial corporations.

PEFC = 5CFY . oLS (446)
Savings:
SFC = REFC L oCFC (447)
Net lending;:
NLFC = gFC ¢ _NPLFC - PEFC 4 AgjFC (448)

Labor productivity: The value added per employee in financial corporations is defined as a positive function
of market size, following the Smith-Kaldor-Verdoorn effect and the approach commonly used at the industry
level as referenced in Canelli et al. (2021). Since production is not explicitly modeled for financial corporations
in this framework, we lack a direct measure of market size, often represented by real production. Therefore, a
proxy must be established. This proxy is defined as the sum of the wage bill paid by financial corporations and
the gross operating surplus (GOS) received, deflated by a price index: y5¢ = w, where y5© is the
value added of financial corporations. The value added per employee is then defined as pr'®. This formulation
includes an autonomous component, the productivity elasticity with respect to the real wage, and the elasticity

with respect to the proxy for real output.

(WBFC + GOSTO)

FC
yh¢ = 449
P pch ( )
FC ?JEC
= EMpTe (450)
Employment:
FC ygc
EMP** = PO (451)
Financial wealth:
VEC = NLFC 4+ ViES + Ren™© (452)
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Flow of Funds financial corporations

The financial wealth of the financial corporations is allocated to six different funds. Equities (F.5) function as a
buffer to ensure the fulfillment of the financial corporation’s budget constraint. This means that if an industry
runs a deficit in a given period, the imbalance will be absorbed through adjustments in equities (F.5), which
serve as a residual item to ensure the budget constraint is satisfied. Revaluations and other changes used to
compute transactions of funds are determined exogenously for each industry. The transactions for all financial
instruments, except F.5, are given by the change in stocks minus revaluations and other changes. Transactions

for F.5 are defined endogenously as net lending minus assets plus liabilities.

Currency and deposits (F.2) stock:

F2lg =vTe.prs (453)
Securities (F.3) stock:

F3Lg =VTe.prg (454)
Loans (F.4) stock:

FPALG = FALS )+ FARC 4 FAlC (455)

Equity (F.5) stock:

F555 =V BES (456)
Insurance tech. reserves (F.6) stock:

Fol5 =V BES (457)
Financial derivatives (F.7) stock:

Rl =V BES (458)
Trade credits (F.8) stock:

F8IG =VFC.BES (459)

Currency and deposits (F.2) transactions:

FoFC — pofC _ poFC _ poFC (460)

S(t) S(t—1) TOC(t)
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Securities (F.3) transactions:

F3FC = p3fC _ pgFc _ pgkc

8(t) S(t—1) ToC(t)

Loans (F.4) transactions:

FAFC = pafC _ pgaFC _ pykc

5(0) S(t—1) roc()

Equity (F.5) transactions:

F5FC = NLFC — FpoFC _ p3FC _ pafC _ pef'C — p7fC _ pgFc

Insurance tech. reserves (F.6) transactions:

F6FC = F6F'C — F6f'C  — pelc

S() S(t-1) Toc(t)

Financial derivatives (F.7) transactions:

F7FPC = p7bC _ prbC gk

S() S(t—1) roc(t)

Trade credits (F.8) transactions:

FRFC = pgFC _ pgFC _ pgkC

S() S(t—1) roc(t)

(461)

(462)

(463)

(464)

(465)

(466)

To ensure horizontal consistency for transactions and to ensure that the demand for currency and deposits,

loans, insurance technical reserves and financial derivatives transactions equals the supply, the following equations

must be specified:

FoFC = poll L pof L FoT 4 FoA 4 poMC 4 poOMS | poG | [ oCB | [ oRoW

FAPC = Fal 4 PP 4 FAT 4 FAA + FAMC 4 FAOMS | FAC 4 FACB 4 pgRoW

F.67C = F.6" + F.6% + F.6T + F.6* + F.6MC + F.69M5 4+ F.6% + F.6°F 4+ F.6ToW

F7¥C = 7" L p7B L P77 4+ F7A + F7MC 4 p7OMS | PG 4 @B 4 prRoW
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Households

Real consumption: The explanation for the real consumption, can be seen in section C.1.

CH = BO,CH + ﬂl,cH . Aln(ct—4) + 52,(:1‘1 : Aln(ydf) + /83,CH : Aln(ydﬁz)
+ Baer - A In(fwf") + Bs,en - Ary + Bg en - In(cp—1)
+ 67,cH -In (ydgl) + 58,CH -In (fWEl)

MC _ H  _MC

OMS _ H . oOMS

(471)

(472)

(473)

(474)

(475)

(476)

(477)

Nominal consumption: Determined by the real aggregate consumption multiplied by a beta coefficient, which

represents the share of household consumption allocated to every single industry times the price level of the

respective industry

CMC _ CMC . aMC
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(479)

(480)

(481)



COMS _ COMS .pOJVIS (482)

CFC:CFC'pFC (483)

CH =CP +C" + 04+ OMC 1+ COMF 4 ¢ (484)

Disposable income: This equation consists of the households wage bill, gross operating surplus and distributed
income to households, net interest, social benefits and the net value of other current transfers minus social

contributions, taxes on income.

YyD" =wB" + Gos" + DI + NI" + SB" + oc” — scll — 1" (485)

Real disposable income: Represents the real disposable income by dividing the nominal disposable income

by the overall price index for consumption

Y DH
yd? = (486)
by
Real investments:
i =i-af (487)
Nominal investments:
M= pH (488)
Nominal stock of capital:
K% =Kl +1% - DH (489)
Real stock of capital:
KH
FH = — (490)
pr
Depreciations:
DH = . (KH)) (491)

Total compensation for households: Determined by the aggregate compensation to households from the

employing sectors minus the share of wages to RoW.

wBH =wB? + wBT + WBA + WBMC + wBOMS . wBFC + wBYE — wBRW (492)
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Gross operating surplus and mixed income: Distributed to households from the producing sectors.

GOS™ = GOSE + GOSE + GOSy + GOSHC + GOSHMS + GOSEC (493)

Net Interest: Income through interest bearing assets plus interest expenditures on loans, which will appear

with a negative value.

NI = poft 4 p3f Mo pall 4 interest, + interest (494)

Distributed income of corporations, receivable: Households are receiving a share of the distributed income
paid.
H _ E T A MC oMS FC RoW H
DI = (DI, + DI, + DI, + DI,"" + DI, + DI~ + DIL*") -« (495)

r

Current taxes on income: A common tax on wage, social benefits plus a tax on wealth and net interest.
The social contributions are subtracted since these must be passed to the government and financial corpora-
tions.

T = (WB" — SCH + SBff + NI') - 7} (496)

Social contributions paid: Social contributions are determined by the sum of all contributions paid through

wages by households, which is represented by agc.

SCT=WB" - af. (497)

Social benefits: The only receivers of social benefits are households and RoW.

SBI' = (SBYC + SBS) - afp. (498)

Other current transfers paid: A computed share Bgcp of the wage bill is paid as other current transfers

oC =wWB™ - o, (499)

Other current transfers received:

OCf = (0CF +0CT +0C +0CY +0CPM® + 0C)C + 0CH + 0CT +0CSP + 0CF™) - afs. (500)

Other current transfers net:
oc =ocH —oc) (501)

Adjustment for change in the pension entitlements:
PEH = pEFc© (502)
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Savings: The periodically savings allocated to the transactions are defined as the disposable income minus

consumption.
s —ypH _cH (503)

Net lending:
NLH =sH —1H _ NpPL" + PEY 4 Adj" (504)

Financial wealth: Nominal wealth is defined by savings and wealth in the previous period.

VHE = NL? 4 VH| + Rev® (505)
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Flow of Funds for households

The financial wealth of households is allocated between six different funds. Deposits (F.2) function as a buffer to
ensure the fulfillment of households budget constraint. This implies that if households experiences a deficit in a
given period, they will withdraw from its deposits in the financial sector, and vice versa. Revaluations and other
changes used to compute transactions of funds are determined exogenously for each industry. The transactions
for all financial instruments, except F.2, are given by the change in stocks minus revaluations and other changes.

Transactions for F.2 are defined endogenously as net lending minus assets plus liabilities.
Currency and deposits (F.2) stock:

F2lf, =v™.pd, (506)

Securities (F.3) stock:

F3{y =V" 5, (507)

Aln(ff5,) = Bo,pr, + B pu, - Aln(BE s, s) + Bapr, - Aln(BEs,_3) + B g1, - Aln(BHs,_4)

 Bupn, ACL_g)+ fypp - Aln (%) T o - Aln (;’éz) (508)
+ ﬁ7,ﬂ§_3 'hl(ﬂgs,t—ﬂ + 58,/3{;3 () + 59,ﬁ§_3 (13)
Loans (F.4) stock:
FAly = FA{_y) + FATC + FATC (509)
Equity (F.5) stock:
F5l, =VT.pE; (510)
Insurance tech. reserves (F.6) stock:
F6l, = V" . i, (511)
Financial derivatives (F.7) stock:
Fll,y =Vv7. 58, (512)
Trade credits (F.8) stock:
F8, =VT. iy (513)

Currency and deposits (F.2) transactions:
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F2H = NLH — 3" —p4f 5 —pef — F8” - p7H (514)

Securities (F.3) transactions:

F3"=F3] —F3]  —F37., (515)
Loans (F.4) transactions:
H_p H _ paH _ pgH
FAY = F4]  —F4,,  —F4.,. (516)
Equity (F.5) transactions:
F5" =F5] —F50 = —F5[,, (517)

Insurance tech. reserves (F.6) transactions:

Fe6" =Fe6 —Fe! —Fe (518)

S(t) S(t—1) TOC(t)

Financial derivatives (F.7) transactions:

H_ poH _ pnH  _ poH
F1% =F7,, —F7, _ —FTo, (519)
Trade credits (F.8) transactions:
H_ poH _ pmgH  _ poH
P8t =pstl —pst —psi (520)
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Government

Government Revenue: Government revenue is determined by income taxes, gross operation surplus from
different sectors, social contributions received, net interest, distributed income and other current transfers re-

ceived.
RY =TF + GOSY + SC¢ + NI® + DIF + 0C¢ (521)

Gross operating surplus and mixed income: Government is allocated a share of the total gross operation

surplus.

GOSY = GOSE + GOSE 4+ GOSS + GOS§, - + GOSS,\s + GOSS,, (522)

Social contributions received:
SCY = (SCH + SCFW) - age. (523)

Net interest: Given the way interest rates is defined, in section 6.1.5, both F.7 and F.8 is a exogenous.

NIC = F29 .8, 4+ F39 .15, + F4%9 &, + F65 - 18, +interestS . + interest$ g (524)

Distributed income of corporation, receivable (D.42):

DIY = (DI} + DIf + DI} + DI} + DIPM® + DIFC + DI - off, + DISP (525)

Distributed income of corporation (D.42):

DI = DI¢ (526)

T

Other current transfers paid:
OCS =R - agg, (527)

Other current transfers received:

OCF = (0CF +0Cr +0C +0C)C + 0C2Ms + oCl + 0CEC + 0CS +0CS? +0CH™) - aGq, (528)

Indirect taxes on production: All the indirect taxes paid by the producing sectors is received by the govern-

ment
NIT® = NIT? + NIT? + NITA + NITMC 4 NITOMS  NITFC (529)

Net taxes on import. The industries pays a tax on all imported goods. This is a directly income to the
government. In model, imports are payed to the RoW, and the tariff is already embedded in the value of imported
goods. To maintain accounting consistency, it is assumed that RoW transfers the collected tariff revenue back

to the domestic government. Even though this assumption does not reflect how trade and tariffs work in reality,
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it is used in the model to ensure that the government receives the correct tax revenue from imports.

NTIC = IM - Trow

Taxes from all sectors: All taxes on income and wealth are received by the government.

Sum of taxes to the government
T¢ =T¢ + NIT® + NTI®

(530)

(531)

(532)

Total government expenditures: Determined by government consumption, social benefits paid and other

current transfers paid.
GE® =G+ SBy +0Cf

(533)

Government consumption: Government consumption is determined by a fraction of aggregate demand. Total

government consumption is distribute between the NFCs and FC. The alpha coefficient denotes the share of

consumption respect to the sectors.

GE =G .o

GT =G -a¥

GA=G-af

MC __ G

OMS __ G

FC _ G

Real government consumption:

oG
oE
G
T
oA = Gt
A

MC G]WC

g = pMC
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(535)

(536)

(537)

(538)

(539)

(540)

(541)

(542)

(543)



GOMS

OMS _
pOMS
ch _ GFC
pFC’
g:gE+gT+gA+gMC+gOMS+gFC

Real investments:

(544)

(545)

(546)

(547)

Nominal investments: Real government investments is given exogenous so it can be used as a policy variable.

16 = i6 .8

Nominal stock of capital:
K¢ =K& +1¢- D¢

Real stock of capital:

Depreciations:

DY =59 (K )

Social benefits paid: Determined by a share of the total recieved social benefits

SBy = (SBJ! + SB**") - a§p,

Saving: Its assumed that a share of the profits from the CB (Dlg B) goes to the government.

S¢ = RY — GE®

Net lending;:

NL¢ = 8% — 19 - NPL® + Adj©

Financial wealth:
VY =NLY + V¢, + Rev®
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Flow of Funds for the government

The financial wealth for the government is allocated between six different funds. Loans (F.4) function as a buffer
to ensure the fulfillment of governments budget constraint. This implies that if the government experiences a
deficit in a given period, they will increase its borrowing from the financial sector, and vice versa. Revaluations
and other changes used to compute transactions of funds are determined exogenously for each industry. The
transactions for all financial instruments, except F.4, are given by the change in stocks minus revaluations and

other changes. Transactions for F.4 are defined endogenously as net lending minus assets plus liabilities.

Currency and deposits (F.2) stock:

F25,) =V B, (556)
Securities (F.3) stock:
F35, =V B (557)

Loans (F.4) stock:

FAS,) = FAG, )+ FAS + FAG, (558)
Equity (F.5) stock:
F5%, =V BE; (559)
Insurance tech. reserves (F.6) stock:
F.6%, =V Bi (560)
Financial derivatives (F.7) stock:
F18, =V B, (561)
Trade credits (F.8) stock:
F8%, =V Big (562)
Currency and deposits (F.2) transactions:
F2¢=F2f —F20 ~—F20, (563)
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Securities (F.3) transactions:

F3% =NL® - F2¢ — F4% — F5¢ — F6° — F.7% — F.8¢ (564)

Loans (F.4) transactions:

FAC = F49 —F4¢ _F4C (565)

5(0) $(t-1) roc(t)

Equity (F.5) transactions:

F5¢ =F5% —F5¢ _F5C (566)

5(1) S(t-1) roc(t)
Insurance tech. reserves (F.6) transactions:
F6¢ =F6¢ —F6¢ —F6C (567)

5(t) S(t—1) roc()

Financial derivatives (F.7) transactions:

P19 =F13 - F15  —F10.. (568)
Trade credits (F.8) transactions:
G _ pgG _ pgG  _ pgG
F8¢ =FsS —Fs8S  —F8G, (569)
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Central bank

Revenue: Determined by net interest and distributed income to the Central Bank.

RYB = NI°B 4 DICP (570)
Wage rate:
WOB =SB« W (571)
Compensation of employees:
WBCYE = EMPCE . WwCB (572)

Employment: Employment in CB is determined by an a$%, , share, computed by the share of CB wage out of
the total wage to CB and FC.

EMPCP = oS8 .- EMPFC (573)

Net interest:

NICB = 298 . C8 4 F.398 . OB 4 p49B OB 4 interest$B + interest$E (574)

Distributed income of corporation, payments (D.42):

CB _ pCB CB
DISE = R°F . oS (575)

Distributed income of corporation, receivable (D.42):

DIP® = (DIY + DI + DI}' + DI} + DIOM® + DIFC + DIFV) - 57 (576)

Distributed income of corporations:

DI“P = DIFP — DISP (577)
Other current transfers paid:
0CSP = RYP - aggs (578)
Profits:
FOB = RCP —wB°E —0CSP — DISP (579)
Savings:
SCB — pCB (580)
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Net lending:
NLOB = 8B 1 Aqj°P (581)

Financial wealth:
VOB = NLOB + VB 1 Rev©P (582)
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Flow of Funds for the Central Bank

The financial wealth for the Central Bank is allocated between six different funds. Loans (F.4) function as a buffer
to ensure the fulfillment of Central Banks budget constraint. This implies that if the Central Bank experiences a
deficit in a given period, they will increase its borrowing from the financial sector, and vice versa. Revaluations
and other changes used to compute transactions of funds are determined exogenously for each industry. The
transactions for all financial instruments, except F.4, are given by the change in stocks minus revaluations and

other changes. Transactions for F.4 are defined endogenously as net lending minus assets plus liabilities.

Monetary gold and SDR (F.1) stock:

FAGH = VP . pgl (583)
Currency and deposits (F.2) stock:

F255 =V . Bgf (584)
Securities (F.3) stock:

F355 =V . pgs (585)
Loans (F.4) stock:

FAGY = FAGE ) + AP + P4l | (586)

Equity (F.5) stock:

F555 =V - BgE (587)
Financial derivatives (F.7) stock:

FI5h =V pgk (588)
Trade credits (F.8) stock:

F8GH =V - BEg (589)

Monetary gold and SDR (F.1) transactions:

F1°B = 198 _ 198  _p1¢B (590)

S(t) S(t—1) TOC(t)
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Currency and deposits (F.2) transactions:

C C
F29P = F20P — FafP - F200 (591)
Securities (F.3) transactions:
F39P = F300 - P3P~ F300 (592)
Loans (F.4) transactions:
FAYB = NLCB _ p1¢B _ p2¢B _F3CB _ p5¢B _ p¢B _ p7¢B _ pgCB (593)
Equity (F.5) transactions:
F59P = P50 — P58 — F500 (594)

Financial derivatives (F.7) transactions:

F79B = 798 _p7¢B _ prCB (595)

S(t) S(t—1) TOC(t)

Trade credits (F.8) transactions:
F8P = pg¢B — pgeB  pgCh (596)

S(t) S(t—1) TOC(t)

To ensure horizontal consistency for transactions and to ensure that the demand for monetary gold and

SDR transactions equals the supply, the following equation must be specified:

F.1¢B = p1RW (597)
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Rest of the World

RoW balance: Determined by the income components, import, wage bill, other current transfers received, net
interest and distributed income received of the RoW subtracted by the expenditures, net taxes on imports, income

taxes, export, other current transfers paid, distributed income paid and reinvested earnings on FDI.

BRW — IM+W B*W +SBIW +OCFW 4 NI#OW 4 DLW T8V X —0C W —DIJ*" —Re FI"°W —NTI¢
(598)

Total compensation for RoW: Determined by the total wage bill multiplied with a coefficient that shows how
large the share of wage bills are paid to the RoW.

WBRW = (WB” + WBT + WB* + WBMC + WBOMS + WBFC + WBP) . agi?y) (599)
Net taxes on imports: This accounts for the taxes RoW pays on their imported goods. This goes directly to
the government. All the taxes from the RoW is directly distributed to the Government.

NTIEW = NTT¢ (600)

Net interest (D.41 + D.44 + D.45):

NIRW = polioW  RoW | pghoW . RoW 4 pglioW . JoW o pehoW . BeW L interestB2V +interest23V (601)

Distributed income of corporation, payments (D.42p):

DI = (IM + WB"W 4 SBFW 4 OCFW + NIRW) . affsV (602)

Distributed income of corporation, receivable (D.42r):

DIV = (DI} + DI} + DI} + DI)'® + DI?™® + DIFC + DLW - a3 (603)

Distributed income of corporation (D.42):

DIV = DI — prew (604)

Reinvested earnings on FDI: The reinvested earnings on FDI from RoW are determined by the sum of

reinvested earnings in the relevant sectors.
RoW E T A MC oMS FC
ReFI™" = Frepr + Frepr + Frerr + Frepr + Frerl + Frerr (605)
Current taxes on income:

THRW — (WB"W 4+ §BIW — SOV + NITOW) . ot (606)
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Social contributions received: Social contributions to the rest of the world, is made by the residual between

the social contribution from the households, government and financial corporations.

SCIW = (SCT + SOV - afE (607)
Social contributions paid:
SCHW = wBRW . adeV (608)
Social benefits recieved:
SBFW = SBS + SBF'C — SBf (609)
Other current transfers paid:
oC W = (IM + WB"™W + §BIW + OCFW + NI"W) . af2t" (610)

Other current transfers received: Determined by a share of the sum of other current transfers paid by all

sectors in the economy.

OCFW = (0CF +0CT +0C +0CHC + 0CIMS +0CH +0CEY +0CS +0CTP +0CH) - ol (611)

Savings:
SROW _ BROW (612)
Net lending;:
NLRW = gheW _ NpLRoW 4 AgjfeW (613)
Financial Wealth:
VROW _ NLROW + V'tlEOlW + RGUROW (614)
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Flow of Funds for the Rest of the World

The financial wealth for the RoW is allocated between seven different funds. Loans (F.4) function as a buffer to

ensure the fulfillment of RoW’s budget constraint. This implies that if the Central Bank experiences a deficit in

a given period, they will increase its borrowing from the financial sector, and vice versa. Revaluations and other

changes used to compute transactions of funds are determined exogenously for each industry. The transactions

for all financial instruments, except F.4, are given by the change in stocks minus revaluations and other changes.

Transactions for F.4 are defined endogenously as net lending minus assets plus liabilities. Furthermore, one of

the parameters 3% for one financial instrument will be estimated for RoW.

Monetary gold and SDR (F.1) stock:

FARGW = yRow . gRew

Currency and deposits (F.2) stock:

F2leW = yRoW . gl

Securities (F.3) stock:

F.300W = yReW . gliew

Loans (F.4) stock:

FAQY = Falelh) + P4tV 4 palo

Equity (F.5) stock:

F5RW = yRW . gRow

Insurance tech. reserves (F.6) stock:

RoW RoW RoW
F'6s(t) =V *PF.6

Financial derivatives (F.7) stock:

gV = vieW. gioW

Trade credits (F.8) stock:

P8Rl — VRoW . glow

Monetary gold and SDR (F.1) transactions:
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(616)

(617)

(618)

(619)

(620)

(621)

(622)



RoW __ RoW RoW RoW
FARW = oW — p1foW _ pfew

Currency and deposits (F.2) transactions:

RoW __ RoW __ RoW RoW
F2ReW = polloW _ paltW _ pofew

Securities (F.3) transactions:

F31W — p3liow — p3liow — p3lielV

S(t) S(t—1) TOC(t)

Loans (F.4) transactions:

F.4ROW _ NLROW _ F']-ROW _ F.2ROW _ F.3ROW _ F.5ROW _ F.GROW _ F.7ROW _ F.SROW

Equity (F.5) transactions:

F5HW = p5loW — pslow — psliow

S(t) S(t—1) ToC(t)

Insurance tech. reserves (F.6) transactions:

FgRW _ pgRoW _ pgRoW _ F.63ROWSOC(t)

S(t) S(t—1)

Financial derivatives (F.7) transactions:

F.7ROW _ F.?ROW _ F.7R0W _ F.7ROW

S(t) S(t—1) Toc(t)

Trade credits (F.8) transactions:

F81%W = pgliow — pgiow — pglioW

S(t) S(t—1) Toc(t)

(623)

(624)

(625)

(626)

(627)

(628)

(629)

(630)

To ensure horizontal consistency for transactions and to ensure that the demand for equities transactions

equals the supply, the following equation must be specified:

F5loW — psH 4 psB 4 psT 4 psd 4 p5MC L p5OMS | p5FC L p5G 4 OB
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Prices

Producer prices:

A hl(pptE) = ﬂO,ppE + ﬂl,ppE : Aln(pptE—l) + BQ,ppE : Aln(pptE—él) + 53,ppE : AIH(WBtE) + 64,171)19 : Aln(ppi]wc)

+ B ppr - Aln(pp?™) + Bg e - In(PPE_1) + Br ppr - IN(PPELS)
(632)

Aln(ppf) = Boppr + B1ppr - Aln(pra,) + B2, ppt - Aln(pra,_,) + B ppr - Aln(UC£3) + Bappr - Aln(pr,_,)

+ /65,ppT : Aln(pptOMS) + ﬂG,ppT : ln(pptT—l) + 67,ppT : ln(ppf—l) + /BS,ppT ! 1n(pptA—l)
(633)

A ln(PptA) = /BO,ppA + /Bl,ppA -A ln(Prapet) + ﬂ2,pp“‘ : hl(pp?—l) + /BS,ppA ! ln(pptlvicl:) + B4,ppA : ln(PI‘aPEtfl)

(634)
A]n(ppivjc) = IBOJJPJVIC + ,817ppJVIC . Aln(p]Mt) + 627pp1\/10 . Aln(pft,4) + ,Bg,ppMc . Aln(UC%g) (635)
+ ﬂ4,ppMc : ln(pptlvi(f) + 65,ppMc . ln(pIMt—l)
Aln(pp?™®) = By ppors + By ppores - An(WBPM) + 8y pons - Aln(ppy’) + B ppors - Aln(ppy)

+ 6471)1)()]%5 . Aln(ppiMc) + 5571,1)()1\/13 . Aln(Plt,l) + ﬂ&ppozus . Ahl(PGt) (636)

+ By ppoms - Aln(Pg, ,) + Bs ppoms - (ppENS) + By ppons - In(WBENS)

+ BlO,ppOMS : ln(pptTfl) + 511,ppOMs : ln(pp}:\{?)

Aln(ppf©) = By ppre + Brppre - AM(WBEQ) + By ppre - Aln(pg, ) + Bsppre - Aln(pe,) (637)

+ Buppre - I(PPES) + Bs ppre - In(PPE- 1)

Consumer prices: Consumer prices at industry level: Consumer prices are obtained by adding one plus the

percentage of net indirect taxes from consumer prices.

pP =pp? - (1+77) (638)

pl=pp" - (1+77) (639)
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Real exchange rate:

pMC :pp]\/IC X (1 +TMC)
p =pp

OMS OMS.(l_"_TOMS)

pFC _ ppFC . (1 +7_FC)

py - (1+75W)
pRoW
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(644)



C Econometric estimations

In this section, the data used in the regressions will be presented in detail to ensure transparency regarding the
econometric estimations for the reader. The tests and their corresponding plots will be presented in either tables

or figures.

C.1 Real consumption

Real Consumption

The real consumption function is assumed to be a function of real disposable income for households, its own lags,
the real interest rate denoted as r6, and the financial wealth of the households denoted as, fw. Real disposable
income is constructed as in equation 485, incorporating wages, gross operating surplus, distributed income, net
interest, social benefits, other current transfers, social contributions and taxes. This construction ensures that
disposable income is theoretically consistent with the definition provided by Godley and Lavoie (2012), since
it reflects household income after tax payments. Financial wealth is defined as the difference between financial
assets and liabilities of households. Disposable income is expected to exert a positive effect on real consumption
and so is financial wealth and the real interest rate.

According to Godley and Lavoie (2012, p. 113), in their portfolio choice model (model PC), where no saving
occurs in the long run, consumption in the steady-state is equal to disposable income. This suggests that an
increase in disposable income leads to a corresponding increase in consumption. However, causality might also
work in another direction. The consumption function, presented below, also incorporates the real interest rate
and financial assets as explanatory variables. According to Godley and Lavoie (2012, p. 114), higher interest
rates can lead to an increase in disposable income and thereby consumption presenting some kind of a wealth
effect. This result may initially seem counterintuitive from a mainstream perspective. But, higher interest
payments on government debt may increase disposable income for households holding government securities,
thereby stimulating consumption. However, this effect may be offset if a significant share of households carry
liabilities with flexible interest rates, as their debt servicing costs would also rise and lower disposable income.
This asymmetry is not captured in the PC model from Godley and Lavoie (2012), which does not include
household liabilities. As disposable income grows, households are induced to accumulate greater financial wealth,
particularly in the form of government bills or other financial assets. Furthermore, higher interest rates can
incentivize households to allocate a larger share of their wealth to interest-bearing assets. Contrary to standard
mainstream economics, this may not always stimulate consumption. As households divert a greater portion of
their income toward saving motivated by higher returns on financial assets consumption and overall economic
activity may decline.

Since cointegration is identified according to the bounds and Johansen test in section C.1 of the appendix,
the real consumption equation is estimated as an ECM model with both short-run and long-run adjustments.
The estimated relationship is presented below, with the sample spanning from 1999Q3 to 2024Q3. The long-run

variables are presented in bold.

¢ =1.60 +0.40 - Aln(cs—q) +0.08 - Aln(ydf') — 0.068 - Aln(ydi’,)
+0.13 - Aln(fw) +0.34 - Ar,
—0.31 -In(cg_1) + 0.13 - In(ydf’ ;) +0.05 - In(fw¢ ).

The estimated behavioral equation for real consumption aligns with economic theory presented above, indicating

that consumption responds positively to changes in both real disposable income and financial wealth, in the

86The computation of the real interest rate can be seen in section 6.2.
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short run as well as in the long run. The long-run income elasticity (0.41)%7, suggesting that consumption
adjusts moderately in response to income increases. In other words, a 1% increase in disposable income leads
to a 0.41% increase in real consumption in the long run. The elasticity to consume out of financial wealth is
lower but positive. Specifically, a 1% increase in financial wealth leads to a 0.15% increase in real consumption.
Furthermore, approximately 31% of any disequilibrium generated by a shock is error corrected within one quarter
in this model, indicating a relatively moderate speed of adjustment.

The short-run effects in the estimated consumption equation are captured by the coefficients on the differ-
enced variables, that is, the terms involving a A. These coefficients measure the immediate impact of changes
in the explanatory variables on changes in real consumption within the same quarter, and do not entail a long-
lasting effect. For example past changes in consumption (A ln(ci—4)), specifically four quarters in the past, have
a positive and significant effect, suggesting lagged effects in consumption behavior over time. An immediate and
lagged effect is observed for disposable income, but the overall effect on real consumption in period, ¢ is positive
and is in line with the expectations. As pointed out by Godley and Lavoie (2012) in the short run it is empirically
justified by this model, that higher interest rates lead to increases in consumption. Using a linear downscaling
method, a one percentage point increase in the real interest rate increases consumption by 0.0034%.The similar
effect is observed in the case of financial wealth. An increase in financial wealth of 1% increases consumption
by 0.13% in the short run. In general, the short-run dynamics indicate that real consumption is moderately

responsive to contemporaneous changes in real interest rates and wealth.

12.6
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Figure 29: Overall fit of real consumption in E-IO-SFC.

The estimated behavioral equation satisfies all the diagnostic tests presented in section 7.2.1, and the results
of these tests are reported in section C.1. The overall fit of the ECM model for real consumption is presented
in figure 29. The model yields an RMSE of 0.0109 for the static forecast and 0.018 for the dynamic forecast.

Based on the transformed RMSE value, the static forecast has an average absolute error of approximately 2.9%,

87 0.13

0.31°
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meaning that the model’s predictions deviate, on average, by 2.9% from the actual observed values of real
consumption during the forecast period. The dynamic forecast exhibits a slightly higher average absolute error
of approximately 4.6%, reflecting reduced accuracy due to the accumulation of forecast errors over time. This
model is therefore used as the behavioral equation in the E-IO-SFC model and illustrates how households make
their consumption decisions within the model®®.

The model exhibits a satisfactory overall fit to the data, as it successfully captures the general business cycle
fluctuations in real consumption. Both the static and dynamic forecasts broadly follow the observed time series,
indicating that the model has captured the underlying economic mechanisms during stable or "normal” periods.
Noticeable deviations occur in the dynamic forecasts during turbulent periods, such as the financial crisis in 2008
and the energy crisis in 2021. These episodes are marked by strong exogenous shocks, which the model is not
designed to capture. Rather than forecasting rare or extreme events, the model is constructed to reflect the
expected trajectory of real consumption based on standard macroeconomic behavior and historically observed
patterns. Consequently, the model is considered to provide a reliable representation of real consumption dynamics

under typical economic conditions and can therefore be used as a behavioral equation for real consumption in
the E-IO-SFC model.

Step 1: Data and unit root testing
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88In section C.1 of the appendix, the detailed regression output can be found under step 4.
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Variable Test

Statistic (t-value)

Critical Value (5%) Specification Conclusion

assetsgl
CSG

H
Yda

r

-2.7681
-0.8461
-1.6048
-3.3927

-3.43
-2.88
-2.88
-1.95

trend
drift
drift

none

Table 25: Results from ADF Tests for variables entering Real Consumption estimation.

Step 3: Cointegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
3.4746 4 Case II (Restricted intercept and no trend) [2.56 ; 3.49] Inconclusive
4.0645 4 Case III (Unrestricted intercept and no trend) [2.86 ; 4.01] Cointegration

Table 26: Results from ARDL Bounds Test.

Null Hypothesis Test Statistic

5% Critical Value

r<3
r<2
r<l1
r=20

5.80
20.08
34.97
69.07

12.25
25.32
42.44
62.99

Table 27: Johansen Trace Test Results with trend.
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Null Hypothesis

Test Statistic 5% Critical Value

r<3
r<2
r<l1
r=20

3.00 9.24
11.85 19.96
28.65 34.91
58.31 53.12

Table 28: Johansen Trace Test Results without trend and constant.

Step 4: Run the specific model

Call:
dynlm(formula

d(lassets_H) + d(r) + L(lc_sa,
dummy08 + dummy20 + dummy21Q2 + dummy22,

Residuals:

Min

-0.02935 -0.00716

Coefficients:

(Intercept)
L(d(lc_sa), 4
d(lyd_H_sa)
L(d(lyd_H_sa)
d(lassets_H)
d(r)
L(lc_sa,1)
L(lyd_H_sa,1)
L(lassets_H,1
dummy08
dummy20
dummy21Q2
dummy22

Signif. codes

Residual standard error:

= d(lc_sa) ~ L(d(lc_sa),

1Q Median

Estimate Std.

1.59880
) 0.40038
0.07939
,2) -0.06763
0.12559
0.34440
-0.31094
0.12638
) 0.04650
-0.03653
-0.03810
0.07191
-0.03247

: 0 7xx%x’ 0.001

Multiple R-squared: 0.7156,
17.82 on 12 and 85 DF,

F-statistic:

0.
0.02821

O O O © O © © O ©

3Q

Max

4) + d(lyd_H_sa) + L(d(lyd_H_sa), 2)

-0.00113 0.00701 0.02536

Error t value
0.44445
0.06953

03495

.03697
.13590
.06939
.03615
.01487
.01257
.00880
.01316
.01280

3
5
2

35

2

-4.
3.
3.

-2.

-4.

5

=R o

1) + L(lyd_H_sa, 1) + L(lassets_H, 1) +

data = data)
Pr(>|t])

.597 0.000539 **x*

.758 0.000000132 **x*

.272 0.025633 =*
-2.397 0.018705 *

397 0.001039 =*x*

.533 0.013156 *

481 0.000023054 **x*

496 0.000753 **x*

127 0.002419 *x*

907 0.004655 x*x*

328 0.000004082 *x*x*

.460 0.000000468 **x*

536 0.013033 =*

7%’ 0.05 .7

7xx? 0.01

0.01162 on 85 degrees of freedom

Adjusted R-squared: 0.6755

p-value:

< 0.000000000000000022

+
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Step 6: Run diagnostic tests

Residuals Over Time
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Empirical fluctuation process

Recursive CUSUM test

2000 2005 2010 2015 2020 2025
Time
Test p-value
Shapiro-Wilk 0.2139
Jarque Bera 0.72
Durbin-Watson 0.6246

Breusch-Godfrey, order 4  0.4302

Table 29: Diagnostics statistics.

Variable VIF Value
L(d(lc_sa), 4) 1.400377
d(lyd_H_sa) 1.947284
L(d(lyd_Hsa), 2)  1.295293
d(lassets_H) 1.320169
d(r) 1.255488
L(lc_sa, 1) 35.399610
L(lyd_H.sa, 1) 14.848553
L(lassets_H, 1) 19.397240
dummy08 1.158212
dummy?20 1.125212
dummy21Q2 1.272007
dummy?22 1.202471

Table 30: Variance Inflation Factor (VIF) Results.
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Step 7: Evaluate static and dynamic forecasts

12.6

12.5

12.4

12.3

0
o
o
N

o Te}
- -
o o
N N
= Actual == Dynamic (RMSE =0.018) = Static (RMSE = 0.0109)

173

2020

2025



C.2 Wage rate

Wage rate

The aggregate wage rate is modeled as a function of labor productivity, pr, its own lags, the targeted wage rate,
WT, and the cyclical deviation in the unemployment rate, UR,.U Rs;. Labor productivity is defined as described
in section 6.2.2, in accordance with the theoretical framework outlined by Canelli et al. (2021) and Godley
and Lavoie (2012, p. 287). The targeted wage rate is constructed following the methodology in section 6.2.2,
drawing on the approach of Thomsen et al. (2024) and the theoretical background presented in Gottfries (2013).
The cyclical component of unemployment, defined as the gap between the actual unemployment rate and the
structural unemployment rate, is expected to exhibit a negative relationship with wage growth. The construction
of the cyclical unemployment is further detailed in section 6.2.1.

Godley and Lavoie (2012, p. 302) present a simplified theory of wage inflation within their model, which
incorporates private bank money, inventories, and inflation. Also known as model DIS. This theory is used in this
paper to theoretically determine how wages are determined in the E-IO-SFC model. Godley and Lavoie argue
that workers target a wage rate that depends on productivity and effective demand, the latter being approximated
in this model by the cyclical deviation of unemployment. In model DIS, Godley and Lavoie (2012) use the ratio
lee as a proxy of effective demand, where N represents employment and Ny, denotes the full-employment level
of employment. Although Nife and UR,UR; are defined differently, both reflect the cyclical position of the
labor market. When employment is below its full-employment level (N < Ny.), the actual unemployment rate
exceeds the structural rate, resulting in a positive UR, — UR;,, knowing that structural unemployment does
not imply full employment. This indicates that the supply of labor exceeds demand, meaning there are more
people willing to work than there are available jobs. In such a situation, workers have less bargaining power,
which puts downward pressure on wage growth. Conversely, when employment is close to or above the full-
employment level, UR, U R; becomes negative, signalling stronger labor demand relative to supply, which tends
to increase wage growth. Therefore, UR,UR; can serve as a proxy for effective demand, and its expected sign
in the behavioral equation for the wage rate is negative. Moreover, it is stated that the wage rate is influenced
by the a targeted wage rate which incorporates inflation expectations and productivity. This statement can be
reflected as a simplified version of the endogenous wage-price spiral, where the wage rate is connected to inflation
expectations and productivity. This dynamic is also known as the Philips-curve related to unemployment and
wage inflation. The sign is expected to be positive. The underlying theory, which posits that workers seek fair
pay, is based on the work of (Wood, 1978), to which Godley and Lavoie (2012) refer. According to this theory,
as workers become more effective and productivity increases, they are likely to target a higher wage rate, as they
may perceive these productivity gains as a result of their increased effort. Therefore, productivity is expected
to have a positive impact on the wage rate. The estimated behavioral equation below illustrates the presented
theoretical relationship within the context of the model.

Since cointegration is identified according to the bounds and Johansen test in section C.2 of the appendix,
the wage rate equation is estimated as an ECM model with both short-run and long-run adjustments. The input
data used is spanning from 2002Q1 to 2022Q1.

—0.46 - In(W;_1) — 0.58 - In(UR, URg;_;) + 0.44 - In(WT;_;)
The estimated behavioral equation for the overall wage rate aligns with economic theory presented above, indi-
cating that the wage rate responds positively to changes in production in the short run and its targeted level in

the long run. Furthermore, the wage rate exhibits a negative long-run relationship with the cyclical component

of unemployment, reflecting the downward pressure on wages when unemployment exceeds its structural level.
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Additionally, short-run dynamics are captured through negative coefficients on lagged wage growth, indicating
inertia in wage adjustments, reflecting that past wage changes dampen current wage adjustments. The long-
run unemployment elasticity (-1.26), suggests that the wage rate is highly sensitive to changes in the cyclical
component of unemployment and reacts more than proportionally. In other words a 1% increase in cyclical
unemployment (relative to structural) leads to a 1.26% decrease in the wage level in the long run, holding other
factors constant. The long-run targeted wage elasticity (0.96) indicates that a 1% increase in the targeted wage
rate is associated with a 0.96% increase in the actual wage rate in the long run, suggesting a strong alignment
between actual wages and their targeted level over time. Furthermore, approximately 46% of any disequilibrium
generated by a shock is error corrected within one quarter in this model, indicating a relatively moderate speed
of adjustment.

The estimated behavioral equation satisfies all the diagnostic tests presented in section 7.2.1, and the results
of these tests are reported in section C.2. Below, the overall fit of the ECM model for the wage rate is presented
in figure 30. The model yields a RMSE of 0.007 for the static forecast and 0.022 for the dynamic forecast.
This implies that the static forecast has an average absolute error of approximately 1.3%, meaning that the
model’s predictions deviate, on average, by 1.3% from the actual observed values of the aggregated wage rate
during the forecast period. The dynamic forecast shows a slightly higher average absolute error of approximately
4.1%, reflecting reduced accuracy due to the accumulation of forecast errors over time. This model is therefore
used as the behavioral equation in the E-IO-SFC model and illustrates how firms set their wages within the

model®?.

11.6

o n o

- — N

o o o

N N N
— Actual =— Dynamic (RMSE = 0.0223) — Static (RMSE = 0.0074)

Figure 30: Overall fit of the wage rate in E-IO-SFC.

The model demonstrates a satisfactory fit to the data, effectively capturing the general business cycle fluctuations
in the wage rate. Both the static and dynamic forecasts closely align with the observed time series, suggesting that

the model accurately represents the underlying economic mechanisms during stable or "normal” periods. While

89In section C.2 of the appendix, the detailed regression output can be found under step 4.
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noticeable deviations appear at the beginning of the sample, particularly a level effect, the model subsequently
corrects itself. However, the dynamic forecast slightly remains above the observed values. On a positive note,
the forecasts do not diverge significantly toward the end of the sample. Overall, the model provides a reliable

representation of wage dynamics under typical economic conditions and can thus be used as the behavioral

equation for the wage rate within the E-IO-SFC model.

Step 1: Data and unit root testing
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Variable

Test Statistic (t-value) Critical Value (5%) Specification Conclusion

Wsa

PR,
W,
UR,URS

-1.9429 -3.45 trend I(1)
92,7141 -3.45 trend 1(1)
1.8943 -3.45 trend 1(1)
-1.5641 -2.89 drift 1(1)

Table 31: Results from ADF Tests for the variables entering Wage Rate estimation.
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Step 3: Cointegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
24.627 3 Case II (Restricted intercept and no trend) [2.79 ; 3.67] Cointegration
13.16 3 Case III (Unrestricted intercept and no trend) [3.23 ; 4.35] Cointegration

Table 32: Results from ARDL Bounds Test.

Null Hypothesis Test Statistic 5% Critical Value

r<3 4.41 12.25
r<2 17.31 25.32
r<l1 41.80 42.44
r=0 94.07 62.99

Table 33: Johansen Trace Test Results with trend.

Null Hypothesis Test Statistic 5% Critical Value

r<3 6.59 9.24
r<2 18.77 19.96
r<l1 42.41 34.91
r=20 115.96 53.12

Table 34: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:

dynlm(formula = d(1lW_sa) ~ L(d(lW_sa), 2) + L(d(lW_sa), 3) +
d(1PR_sa) + L(1lW_sa, 1) + L(UR_URs_sa, 1) + L(1W_T_sa, 1) +
dummy03 + dummyO09 + dummy10Q2 + dummy10Q3 + dummy20, data =

Residuals:
Min 1Q Median 3Q Max
-0.01737 -0.00603 0.00000 0.00465 0.01639

Coefficients:
Estimate Std. Error t value Pr(>|t])

(Intercept) 0.22134 0.08310 2.664 0.00977 **
L(d(1lW_sa), 2) -0.53011 0.07865 -6.740 5.32e-09 *x**
L(d(1W_sa), 3) -0.73793 0.09360 -7.884 5.17e-11 *x**
d(1PR_sa) 0.35312 0.05279 6.689 6.51e-09 **x
L(1W_sa, 1) -0.46068 0.07117 -6.473 1.55e-08 *x**
L(UR_URs_sa, 1) -0.58013 0.09645 -6.015 9.55e-08 ***
L(1W_T_sa, 1) 0.44247 0.07222 6.127 6.15e-08 ***
dummy03 -0.01994 0.00887 -2.249 0.02799 *
dummy09 -0.05122 0.00884 -5.793 2.28e-07 *x**
dummy10Q2 -0.02889 0.00952 -3.033 0.00349 **
dummy10Q3 0.01923 0.00845 2.276 0.02623 *
dummy20 0.02143 0.00922 2.325 0.02328 *

Signif. codes: O ’xx%x%x’ 0.001 ’**x’ 0.01 ’%’ 0.05 7.~

Residual standard error: 0.008154 on 64 degrees of freedom
Multiple R-squared: 0.7509, Adjusted R-squared: 0.7081
F-statistic: 17.54 on 11 and 64 DF, p-value: 2.29e-15

data)

Step 6: Run diagnostic tests

Residuals Over Time

0.015
|

0.005
|

Residuals

—-0.005
|

-0.015
|

2005 2010 2015

Time

179

2020




Density

ACF

80

60

40

20

1.0

0.2 0.4 0.6 0.8

0.0

Histogram of Residuals

TN
- T T T T 1 1
-0.015 -0.005 0.005 0.015
residuals
ACF of Residuals
‘ | | L
LI
T
0 1 2 3 4
Lag

Sample Quantiles

Partial ACF

180

-0.005 0.005 0.015

-0.015

-0.1 0.0 0.1 0.2

-0.2

Normal Q-Q Plot

Theoretical Quantiles

PACF of Residuals
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T T
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Test p-value
Shapiro-Wilk 0.5498
Jarque Bera 0.6409
Durbin-Watson 0.1304

Breusch-Godfrey, order 4  0.3537

Table 35: Diagnostics statistics.
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Variable VIF Value

L(d(1W_sa), 2) 1.555521
L(d(I1W_sa), 3) 2.209065
d(IPR_sa) 1.491044
L(IW_sa, 1) 110.023993
L(UR_URs_sa, 1) 1.282648
L(IW_T_sa, 1) 110.278678
dummy03 1.166649
dummy09 1.160063
dummy10Q2 1.346060
dummy10Q3 1.059519
dummy?20 1.261692

Table 36: Variance Inflation Factor (VIF) Results.

Step 7: Evaluate static and dynamic forecasts

2010
2015

— Actual = Dynamic (RMSE = 0.0223) — Static (RMSE = 0.0074)
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C.3 Investment to capital ratio

Real investment to capital ratio

The real investment-to-capital ratio is modeled as a function of government expenditures, g, its own lags, the

capacity utilization rate, ¥, the lending rate faced by the NFC-sector,inrc, and the export-to-import ratio, 7.
Real investment, which constitutes the numerator in the calculation of the investment-to-capital ratio, consists
of gross fixed capital formation?® and net acquisitions of valuables”'. The denominator, real capital stock, is
defined as described in section 6.1.4.1. This ratio serves as an indicator of the investment rate or the investment
intensity within the economy and is defined as in Dutt (2011), which is furthermore the reason why it is chosen
to model investment as a ratio of the real stock of capital. The interest rate, inrpc, which enters this behavioral
equation, is defined as the interest rate faced by firms-those that undertake investment in the E-IO-SFC model
and thus drive capital accumulation over time.

According to Dutt (2011), firms make investment decisions based on the capacity utilization rate, as it signals
the buoyancy of aggregate demand®? and shapes their expectations regarding future demand. The capacity
utilization rate is conceptually similar to the output gap, a more standard measure in mainstream economics.
However, a key advantage of using the capacity utilization rate is that it does not require assuming a specific
production function to estimate the trend output. A high () reflects strong capacity utilization, which positively
influences firms’ investment decisions by signaling robust demand and improving expectations about future sales.
Therefore, the expected sign for the capacity utilization rate is positive. While the Post-Keynesian perspective
emphasizes the role of capacity utilization, the mainstream economic perspective, as outlined by Gottfries (2013,
p. 74), focuses on the interplay between the interest rate and capital accumulation. Capital is a key factor
of production, and changes in the capital stock are directly influenced by investment, as investment adds new
buildings and machinery to the capital base. To finance such investments, firms typically need to borrow funds,
making the real interest rate the intertemporal price of investment. Consequently, in the long run, capital
accumulation is negatively affected by the real interest rate. A higher interest rate increases the cost of financing,
thereby reducing firms’ demand for capital. The investment function presented in Gottfries (2013, p. 79) explicitly
incorporates this mechanism, stating that a lower real interest rate will stimulate investment. Hence, the interest
rate faced by firms,iNFC, is expected to have a negative effect on investment in the long run.

Beyond firm-level determinants, public investment can be an important macroeconomic driver of the investment-
to-capital ratio. From a theoretical perspective, and as outlined by Afonso and Aubyn (2009), an increase in
public investment may result in two opposing effects on private investment. On the one hand, higher public in-
vestment can lead to increased government borrowing or taxation, potentially raising interest rates and reducing
the availability of funds for private investors, thus crowding out private investment. In contrast, public invest-
ment can improve overall economic conditions, improve infrastructure, and increase private capital productivity,
thereby fostering private investment through higher profitability and greater investment incentives, and thus a
crowd-in effect. In the context of the E-IO-SFC model, public investment is therefore included as an explanatory
variable in the investment-to-capital ratio equation to capture its potential role in influencing private investment
behavior. Given the findings of Afonso and Aubyn (2009), which indicate a crowding-in effect of public invest-
ment in Denmark, the expected sign of the public investment variable is positive, reflecting the notion that higher
government investment tends to stimulate, rather than displace, investments. The last explanatory variable in
the investment to capital equation is the export to import ratio, -, which serves as a proxy for foreign demand
conditions. While foreign trade components are already embedded in output and thereby indirectly in the ca-

pacity utilization rate, this variable is included to capture additional information related to international trade

90Which is investment in machinery and equipment as well as in buildings and dwellings.

91Valuables are non-financial assets that are not consumed or used in production, do not physically deteriorate under normal
conditions, and are primarily acquired and held as stores of value.

92The buoyancy of aggregate demand can be interpreted as an indicator of the economy’s position in the business cycle, and thus
serves as a relevant input for firms’ investment decisions.
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dynamics. Specifically, the ratio may reflect relative competitiveness and the strength of foreign demand in a
way not fully encapsulated by aggregate output®®. From a theoretical perspective, a higher - reflects stronger
net exports, indicating robust foreign demand and competitiveness in international markets. This can foster
investment activity through increased revenues and improved business expectations, especially in a small open
economy such as the Danish economy. Given that Denmark consistently maintains a positive trade balance, the
expected sign of ;- is positive, as net exports are likely to stimulate private investment and thereby contribute
to capital accumulation.

The estimated behavioral equation below illustrates the presented theoretical relationship within the context
of the model®. Since cointegration is identified according to the bounds and Johansen tests in section C.3 of
the appendix, the investment-to-capital ratio equation is estimated as an ECM model with both short-run and

long-run adjustments. The input data used is spanning from 2002Q1 to 2024Q4.
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The estimated behavioral equation for the investment to capital ratio aligns mostly with economic theory and
expectations presented above, indication that the investment positively responds to changes in public investments
reflecting a crowding-in effect in period, ¢t and ¢ — 1 in the short run. These effects suggest that public investment
stimulates private investment both immediately and with a lag. From an autoregressive perspective, investment
is also influenced by its own past values. This dynamic behavior reflects the fact that investment decisions are
typically subject to adjustment costs, planning horizons, and expectations based on past activity. The estimated
sign for the trade balance proxy contradicts with economic theory, but is included in the equation because it
significantly improves the dynamic forecast and the overall fit. The decision is somewhat split: Should one
exclude a variable because of non-theoretical relevance or include it because it improves to overall dynamics
in the model? To this stage of the process it is chosen to keep the variable in the investment equation, but
in the future when validating the entire model, it will be tested whether it brings inappropriate dynamics
in the model. This reflects a common trade-off in empirical modeling between theoretical consistency and
empirical performance. At this stage, model selection favors empirical adequacy, recognizing that theoretical
alignment remains important. Therefore, the variable is included, with the understanding that its role will be
reevaluated during model validation, particularly regarding endogenous dynamics and out-of-sample forecasting
performance.

The long-run elasticity of public investment, which is approximately (-1.42), suggests the presence of a
crowding-out effect in the long run. This implies that a one percent increase in public investment is associated
with a 1.42 percent decrease in the private investment-to-capital ratio in the long run. In other words, although
public investment may stimulate private investment in the short run, it appears to displace it in total. This could
be due to diminishing marginal returns to capital in the private sector. However, the impact of interest rates has
already been accounted for in the model, so it cannot be the sole reason for the crowding-out effect, even though
theory suggests it. The long-run elasticity of the capacity utilization rate (1.31) aligns with theory and states
that an increase in the utilization rate affects private investments-to-capital ratio by 1.31 percent. As stated
by Gottfries (2013), the interest rate negatively affects investment. The long-run interest elasticity of the interest

rate, indicate that investments are sensitive to changes in the interest rate. A one percentage point increase

93However, it is still necessary to be aware of multicollinearity problems, as the inclusion of multiple correlated explanatory
variables can lead to unreliable coefficient estimates and inflated standard errors. But this will be tested for.
94The behavior of % will be commented on later in this section, as it is at odds with the economic rationale.
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in the lending rate increases real investment to capital ratio by 0.0113% percent. However, this result should
be interpreted with caution, as the model has been estimated during a period of historically low interest rates
in the Danish economy. When interest rates have been low for an extended period, the economy may become
particularly sensitive to interest rate changes, as firms and investors are accustomed to cheap financing. This
context may affect the observed effect of interest rates on investment. Therefore, while the estimated elasticity
indicates a strong relationship between interest rates and investment, it could be more pronounced than what
would be observed in a higher interest rate environment. This is an important consideration for future analysis
with the E-IO-SFC model. Lastly, approximately 13% of any disequilibrium generated by a shock is corrected

within one quarter in this model, indicating a relatively moderate speed of adjustment.
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Figure 31: Overall fit of investment to capital ratio in E-IO-SFC.

The estimated behavioral equation satisfies all the diagnostic tests presented in section 7.2.1, and the results of
these tests are reported in section C.3. Below, the overall fit of the ECM model for the investment to capital ratio
is presented in figure 31. The model yields a RMSE of 0,026 for the static forecast and 0,039 for the dynamic
forecast. This implies that the static forecast has an average absolute error of approximately 5,3%, meaning
that the model’s predictions deviate, on average, by 5,3% from the actual observed values for the investment
to capital ratio. The dynamic forecast shows a slightly higher average absolute error of approximately 7.9%,
reflecting reduced accuracy due to the accumulation of forecast errors over time. Based on these diagnostics this

model for the investment to capital ratio is used as the behavioral equation in the E-IO-SFC model®S.

95Using a linear-dowscaling method a 1 percentage point increase in iNFC, e.g., from 0.4% to 1.4%, implies an effect of —11.3% -
0.01 = 0.0113%.
96In section C.3 of the appendix, the detailed regression output can be found under step 4.
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ing

Data and unit root test

Step 1
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0.07

0.06

0.05

0.04

0.03

0.02

T i L Rt A LTk
— NFC lending rate — NFC lending rate (s.a)

Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion
Jsa -2.6038 -3.45 trend I(1)
i -1.3237 -2.89 drift I(1)

sa
-2 -1.9904 -2.89 drift I(1)
m sa
4 -0.7842 -2.89 drift I(T)

sa
INFCg, -2.2662 -2.89 drift I(T)

Table 37: Results from ADF Tests for variables entering investment to capital estimation.

Step 3: Cointegration test

F-statistic (k)

Case

Bounds Interval (5%) Conclusion

8.8864
10.663

4
4

Case II (Restricted intercept and no trend)

Case IIT (Unrestricted intercept and no trend)

[2.56 ; 3.49)
[2.86 ; 4.01]

Cointegration

Cointegration

Table 38: Results from ARDL Bounds Test.

Null Hypothesis Test Statistic

5% Critical Value

r<4
r<3
r<2
r<l1
r=0

7.92
21.98
37.87
60.73

107.26

12.25
25.32
42.44
62.99
87.31

Table 39: Johansen Trace Test Results with trend.
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Null Hypothesis Test Statistic 5% Critical Value

r<4 2.89 9.24
r<3 8.30 19.96
r<2 20.13 34.91
r<1 45.04 53.12
r=0 77.01 76.07

Table 40: Johansen Trace Test Results without trend and constant.

Step 4: Run the specific model

Call:

dynlm(formula = d(1_i_k_sa) ~ L(d(l_i_k_sa), 1) + L(d(l_i_k_sa), 2) +
L(d(1_i_k_sa), 4) + d(l_g_sa) + L(d(l_g_sa), 1) +
d(lx_im_ratio_sa) + d(l_cap_ul_sa) + L(l_i_k_sa, 1) + L(l_g_sa, 1) +
L(l_cap_ul_sa, 1) + L(ci_S11_sa, 1) +
dummy06Q3 + dummy09Q3 + dummy10Q1,
data = data)

Residuals:
Min 1Q Median 3Q Max
-0.05878 -0.01518 0.00000 0.01350 0.08743

Coefficients:

Estimate Std. Error t value Pr(>|t|)

(Intercept) 2.06316 1.13586  1.816 0.07359
L(d(1_i_k_sa), 1) -0.45863 0.09156 -5.009 3.94e-06 *xx
L(d(1_i_k_sa), 2) -0.17246 0.08318 =-2.073 0.04182 =
L(d(1_i_k_sa), 4) 0.13089 0.06544  2.000 0.04936 *
d(1_g_sa) 0.40487 0.18202  2.224 0.02935 *
L(d(1_g_sa), 1) 0.49523 0.19711  2.512 0.01430 *
d(lx_im_ratio_sa) -0.64603 0.15064 -4.289 5.65e-05 *xx
d(1_cap_ul_sa) 0.67477 0.13936  4.641 1.57e-05 *xx
L(1_i_k_sa, 1) -0.13444 0.05530 -2.431 0.01761 =
L(l_g_sa, 1) -0.19139 0.09414 -2.033 0.04583 *
L(l_cap_ul_sa, 1) 0.17632 0.09123  1.933 0.05733
L(ci_S11_sa, 1) -1.57819 0.50623 -3.118 0.00265 *x
dummy06Q3 0.07128 0.02975  2.396 0.01924 =
dummy09Q3 -0.07340 0.03174 -2.313 0.02369 *
dummy10Q1 -0.05828 0.03072 ~-1.897 0.06195

Signif. codes: O ’x*%x%’ 0.001 ’*x’ 0.01 ’*’ 0.05 7.~

Residual standard error: 0.02798 on 70 degrees of freedom
Multiple R-squared: 0.773, Adjusted R-squared: 0.7276
F-statistic: 17.03 on 14 and 70 DF, p-value: < 2.2e-16
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Step 6: Run diagnostic tests

Residuals Over Time
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Empirical fluctuation process

Recursive CUSUM test

2005

2010 2015 2020 2025
Time
Test p-value
Shapiro-Wilk 0.3997
Jarque Bera 0.1033
Durbin-Watson 0.7816

Breusch-Godfrey, order 4  0.4854

Table 41: Diagnostics statistics.
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Variable VIF Value

L(d(liksa), 1)  2.634039
L(d(Liksa), 2)  2.162369

(

(
L(d(l ik ba), 4)  1.348480
d(Lg- 1.642618
L(d(l _g- sa) 1) 1.919433
d(Ix_im_ratio_sa) 1.733000
d(lcap_ul_sa) 1.364025
L(liksa, 1) 3.579507
L(lgsa, 1) 4.899414
L(lcap_ul_sa, 1) 4.955867

L(ci-S11.sa, 1) 5.319247
dummy06Q3 1.117165
dummy09Q3 1.271809
dummy10Q1 1.191679

Table 42: Variance Inflation Factor (VIF) Results for investment equation.

Step 7: Evaluate static and dynamic forecasts
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C.4 Real expected sales

ing

.

Data and unit root test

Step 1
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— Real Consumption — Real Consumption (s.a)
Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion

ydi

-1.262
-2.5656
-1.7808
-0.6628

-1.972
-3.0649

drift
trend
trend
drift

drfit

drift

-2.89
-3.45
-3.45
-2.89
-2.89
-2.89

Table 43:

Results from ADF Tests for variables entering real expected sales estimation.
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Step 3: Conintegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
5.406 ) Case II (Restricted intercept and no trend) [2.39 ; 3.38] Cointegration
6.3 5  Case III (Unrestricted intercept and no trend) [2.62 ; 3.79] Cointegration

Table 44: Results from ARDL Bounds Test.

Null Hypothesis Test Statistic 5% Critical Value

r<5 4.26 12.25
r<4 14.05 25.32
r<3 28.52 42.44
r<2 43.69 62.99
r<l1 76.66 87.31
r=20 127.09 114.90

Table 45: Johansen Trace Test Results with trend.

Null Hypothesis Test Statistic 5% Critical Value

r<35 4.04 9.24

r<4 8.81 19.96
r<3 19.14 34.91
r<2 38.80 53.12
r<1 67.49 76.07
r=0 121.28 102.14

Table 46: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:

dynlm(formula = d(ly_e_sa) ~ L(d(ly_e_sa), 1) + d(C_TILLID_t) +
d(lcap_ul_sa) + L(d(lyd_h_sa), 2) + d(lc_sa) + d(li_sa) +
L(ly_e_sa, 1) + L(lc_sa, 1) + L(C_TILLID_t, 1) + dummyO08 +
dummy19 + dummyO03 + dummy02Q4 + dummy02Q1, data = data)

Residuals:
Min 1Q Median 3Q Max
-0.06954 -0.01937 -0.00247 0.01827 0.07434

Coefficients:
Estimate Std. Error t value Pr(>|t|)

(Intercept) -2.241010 0.610248 -3.67 0.00046 *x*x*
L(d(ly_e_sa), 1) 0.216493 0.0568796 3.68 0.00045 =*xx*
d(C_TILLID_t) 0.004854 0.001184 4.10 0.00011 sk
d(lcap_ul_sa) 1.066221 0.220667 4.83 0.0000076 *x*x*
L(d(lyd_h_sa), 2) 0.184608 0.078591 2.35 0.02161 =
d(1lc_sa) 0.609943 0.226823 2.70 0.00877 =*x
d(1li_sa) 0.173665 0.071500 2.43 0.01768 =
L(ly_e_sa, 1) -0.309689 0.035735 -8.67 <0.000000001 *x*x*
L(lc_sa, 1) 0.525986 0.070190 7.49 <0.000000001 %
L(C_TILLID_t, 1) 0.001353 0.000502 2.69 0.00879 *x*
dummy08 -0.197679 0.036026 -5.49 <0.0000010 *x*=*
dummy19 -0.129737 0.040950 -3.17 0.00262 =*x*
dummy03 0.123515 0.036079 3.42 0.00103 *x*
dummy02Q4 0.204773 0.034104 6.00 <0.0000008 ***
dummy02Q1 0.131060 0.035533 3.69 0.00044 *xx

Signif. codes: O ’xx%x%x’ 0.001 ’*x’ 0.01 ’%’ 0.05 7.~

Residual standard error: 0.0326 on 71 degrees of freedom
Multiple R-squared: 0.836, Adjusted R-squared: 0.803
F-statistic: 25.8 on 14 and 71 DF, p-value: <0.00000000000000000002
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Step 6: Run diagnostic tests

Residuals Over Time

(o]
o
o
N
» o
g o
k=) S U N A = W A [ Sy A B I - R Y
[%]
(O] N
r o
S -
|
(o]
o
S
|
T T T T
2005 2010 2015 2020
Time
Histogram of Residuals Normal Q—-Q Plot
]9 | 2
o
S : £ o
c o
2 /] S S
2 o _| (04
(O] — )
[a] E_ 8
s 9
o - 0
(o]
o
o
o — |
-0.05 0.00 0.05 -2 -1 0 1 2
residuals Theoretical Quantiles

198



ACF

Residuals

02 04 06 0.8 1.0

-0.2

-0.02 0.02 0.06

—-0.06

ACF of Residuals

PACF of Residuals

0.1

Partial ACF
-0.1 0.0
|

Residuals vs Fitted Values

-0.3 -0.2

-0.1

0.2

Fitted Values

199



Empirical fluctuation process

Recursive CUSUM test

2005 2010 2015
Time
Test p-value
Shapiro-Wilk 0.183
Jarque Bera 0.338
Durbin-Watson 0.344

Breusch-Godfrey, order 4 0.492

Table 47: Diagnostics statistics.

Variable VIF Value

L(d(ly-esa), 1)
d(C_TILLID_t)
d(lcap_ul_sa)
(

(le

(li_sa )
L(ly_esa, 1)
L(lcsa, 1)

L(C.TILLIDt, 1)
dummy08
dummy19
dummy03
dummy02Q4
dummy02Q1

1.46439
1.62400
2.18765
1.14701
1.76835
1.42717
2.74593
3.33974
1.56716
1.20462
1.55647
1.20818
1.07955
1.17187

2020

Table 48: Variance Inflation Factor (VIF) Results.
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Step 7: Evaluate static and dynamic forecasts
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C.5 Financial beta (F.3) estimation

ing

Data and unit root test

Step 1
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— Rate of return on deposits — Rate of return on deposits (s.a)

Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion
Bhs.. -1.1704 -3.45 trend I(1)
YDy :
FWor sa -1.7621 -2.89 drift I(1)
LF2,, -2.1057 -2.89 drift I(T)
LF.3;sa -2.0074 -2.89 drift I(T)
Clg, -3.049 -2.89 drift 1(0)

Table 49: Results from ADF Tests for variables entering financial beta estimation.

Step 3: Cointegration test

F-statistic (k)

Case

Bounds Interval (5%) Conclusion

2.5179
2.3396

4
4

Case II (Restricted intercept and no trend)

Case IIT (Unrestricted intercept and no trend)

[2.56 ; 3.49]
[2.86 ; 4.01]

No cointegration

No cointegration

Table 50: Results from ARDL Bounds Test.

Null Hypothesis Test Statistic

5% Critical Value

r<4
r<3
r<2
r<1
r=20

12.89
26.41
45.25
72.59
129.15

12.25
25.32
42.44
62.99
87.31

Table 51: Johansen Trace Test Results with trend.
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Null Hypothesis Test Statistic 5% Critical Value

r<4 5.86 9.24
r<3 19.41 19.96
r<2 35.67 34.91
r<1 60.22 53.12
r=0 118.46 76.07

Table 52: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:

dynlm(formula = d(lbeta_F3_H_sa) ~ L(d(lbeta_F3_H_sa), 2) +
L(d(lbeta_F3_H_sa), 3) + L(d(lbeta_F3_H_sa), 4) +

L(d(C_TILLID_t_sa), 3) + d(1YD_H_W_
L(d(1YD_H_W_sa), 3) + L(lbeta_F3_H_

sa) +

sa, 1)

L(Iota_F3_i_sa, 1) + L(Iota_F2_H_sa, 1) +

dummy06Q1 + dummy21Q3 + dummy22Q1 +

dummy22Q2 + dummy24Q3 + dummy24Q4,
data = data)

Residuals:
Min 1Q Median 3Q

-0.08066 -0.02071 0.00000 0.02183

Coefficients:

Estimate Std.

(Intercept) -0.304739 0
L(d(lbeta_F3_H_sa), 2) -0.253313 0
L(d(lbeta_F3_H_sa), 3) -0.301420 0
L(d(1lbeta_F3_H_sa), 4) 0.433896 0
L(d(C_TILLID_ t_sa), 3) -0.004671 0
d(lYD_H_W_sa) 0.417635 0
L(d(1YD_H_W_sa), 3) 0.337753 0
L(lbeta_F3_H_sa, 1) -0.054279 0
L(Iota_F3_i_sa, 1) 20.650061 2
L(Iota_F2_H_sa, 1) -9.825514 3
dummy06Q1 -0.079177 0
dummy21Q3 -0.135598 0
dummy22Q1 -0.115488 0
dummy22Q2 0.092422 0
dummy24Q3 -0.150202 0
dummy24Q4 -0.124642 0

Signif. codes: O ’***’ 0.001 ’x%x’ 0.01 7%’

+

Max

0.08060
Error t value
.0560190 -6.072
.061489 -4.120
.068778 -4.383
.061863 7.014
.001378 -3.389
.083924 4.976
.096752 3.491
.010018 -5.418
.783258 7.419
.664808 -2.681
.041959 -1.887
.044465 -3.050
.045712 -2.526
.047913 1.929
.044135 -3.403
.043358 -2.875
0.05 ’.”

Pr(>|tl)
.85e-08
.03e-04
.04e-05
.18e-09
.15e-03
.46e-06
.38e-04
.05e-07
.14e-09
.15e-03
.33e-02
.24e-03
.38e-02
.78e-02
.10e-03
.35e-03

O B OB, WO N 00RO

Residual standard error: 0.04026 on 70 degrees of freedom
Multiple R-squared: 0.8344, Adjusted R-squared:

F-statistic: 23.51 on 15 and 70 DF,

p-value:

0.7989
< 2.2e-16

* % %

* % %

* % X%

* %k

* % %

* %k

* %k
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Step 6: Run diagnostic tests

Residuals

Density

Residuals Over Time
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Empirical fluctuation process

Recursive CUSUM test

2005 2010 2015 2020 2025
Time
Test p-value
Shapiro-Wilk 0.4965
Jarque Bera 0.8186
Durbin-Watson 0.5391

Breusch-Godfrey, order 4  0.4381

Table 53: Diagnostics statistics.
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Variable VIF Value

L(d(lbeta_F3_H_sa), 2) 1.608255
L(d(lbeta_F3_H_sa), 3) 2.015541
L(d(Ibeta_F3_H_sa), 4) 1.633767
L(d(C_TILLID t_sa), 3) 1.283498
d(1IYD_H_W_sa) 1.314631
L(d(lYD_H_W _sa), 3) 1.783823
L(lbeta_F3_H_sa, 1) 4.643468
L(Iota_F3.i_sa, 1) 6.117724
L(Iota_F2_Hsa, 1) 3.838676
dummy06Q1 1.073409
dummy21Q3 1.205452
dummy22Q1 1.273998
dummy22Q2 1.399646
dummy24Q3 1.187599
dummy24Q4 1.146156

Table 54: Variance Inflation Factor (VIF) results for the financial 5 equation.

Step 7: Evaluate static and dynamic forecasts

o e} o
= i I
o o o
N (\l «
= Actual == Dynamic (RMSE = 0.1335) = Static (RMSE = 0.0365)
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C.6 Real export by the MC industry

ing

Data and unit root test

Step 1

o
o
Q
n
~
—

150000

125000

1OV20T
[0l r414
£dze0T
rOTZ0Z
101202
200202
£06T0Z
708T0Z
108102
20.L102
£0910Z
vOSTOZ
TOST0Z
40} 4104
£0ET0T
vOZT0T
10210
z01T0Z
£00T0Z
706002
106002
208002
£02002
09002
109002
205002
£0v00z
vOE00T
TOE00Z
20dz00T

Real export by MC (s.a)

Real export by MC

12

11

1.0

0.9

0.8

1OV20T
[4elx414
€dzz0T
01202
101202
20020z
€06T0Z
#O8T0Z
108T0C
z0LT02
€0910Z
¥OST0Z
1OSTOZ
[{e4 114
€0ETOZ
OZTI0Z
102102
Z01T0C
€00T0Z
06002
106002
20800z
€0L002
09002
109002
205002
€0700C
¥OE00Z
1OL00T
202002

Price deflator for real export by MC (s.a)

Price deflator for real export by MC

211



1.05

1.00

0.95

0.90

0.85

1O7Z0C
[elordv4
€dzz0T
01202
101202
20020T
€06T0Z
O8T0Z
108102
[{eYA4
€09T0C
¥OST0Z
1OST0Z
[{e 4114
€0ET0Z
¥OZT0Z
102102
Z01T0Z
€00102Z
706002
106002
208002
€02002
09002
109002
205002
€0r00Z
0002
TOE002
20200T

Real exchange rate (s.a)

Real exchange rate

80000000

60000000

40000000

1O¥20C
2dez0T
edzz0T
rd1Z0C
10120
20020z
€06T0C
708T0C
108102
20.LT02
€D9T0C
rOSTOZ
1OSTOC
[{el 4104
€QETOC
[{er414
10ZT0C
Z0T1T0C
€d0T0Z
706002
106002
20800z
€0L002
709002
109002
205002
€dr00zZ
7OE00T
10E00T
20200z

— RoW GDP proxy — RoW GDP proxy (s.a)

212



100

90

80

70

60

5538353885388 8880s8bReNELEYE
— World Trade indicator — World Trade indicator (s.a)

Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion
zMC -2.2314 -3.45 trend I(1)
pM& -2.3202 -2.89 trend I(1)
GDPEW -2.1234 -2.89 trend I(I)
eMc -2.3102 -2.89 drift I(1)
W T indicator -1.6621 -2.89 drift I(I)

Table 55: Results from ADF Tests for variables entering real export by MC estimation.

Step 3: Cointegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
3.5263 4 Case II (Restricted intercept and no trend) [2.56 ; 3.49] Cointegration
3.5429 4 Case III (Unrestricted intercept and no trend) [2.86 ; 4.01] Inconclusive

Table 56: Results from ARDL Bounds Test.

Null Hypothesis

Test Statistic

5% Critical Value

r<4
r<3
r<2
r<l1
r=0

5.89
14.17
27.77
51.62
87.58

12.25
25.32
42.44
62.99
87.31

Table 57: Johansen Trace Test Results with trend.
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Null Hypothesis Test Statistic 5% Critical Value

r<4 5.62 9.24
r<3 12.96 19.96
r<2 23.88 34.91
r<1 45.20 53.12
r=20 77.90 76.07

Table 58: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:

dynlm(formula = d(1lx_MC_sa) ~ d(lpx_MC_sa) + L(d(lpx_MC_sa), 1) +
d(le_sa) + d(lRoW_GDP_sa) + L(d(1lRoW_GDP_sa), 4) + d(1lWT_indicator_sa)
L(1x_MC_sa, 1) + L(1lRoW_GDP_sa, 1) + dummy20 + dummy22, data = data_x)

Residuals:
Min 1Q Median 3Q Max
-0.039855 -0.012259 -0.001257 0.011119 0.051682

Coefficients:

Estimate Std. Error t value Pr(>|t])

(Intercept) 0.38233 0.34282 1.115 0.268394
d(1lpx_MC_sa) -0.91268 0.23405 -3.899 0.000212 *x**
L(d(1lpx_MC_sa), 1) 0.49307 0.19526 2.5256 0.013737 =
d(le_sa) -0.43273 0.17740 -2.439 0.017147 =*
d(1RoW_GDP_sa) 0.12986 0.03108 4.178 0.0000805 *x*x*
L(d(1RoW_GDP_sa), 4) -0.05118 0.02977 -1.719 0.089856
d(1WT_indicator_sa) 0.48571 0.12104 4.013 0.000144 x*x*x
L(1x_MC_sa, 1) -0.11205 0.05451 -2.056 0.043396 =*
L(1RoW_GDP_sa, 1) 0.05433 0.02009 2.704 0.008512 x*x*
dummy20 -0.07297 0.02682 -2.721 0.008134 x*x*
dummy22 -0.09738 0.02407 -4.045 0.000129 *x**

Signif. codes: O ’**%’ 0.001 ’x%’ 0.01 ’%’ 0.05 7.’

Residual standard error: 0.02183 on 73 degrees of freedom
Multiple R-squared: 0.6587, Adjusted R-squared: 0.6119
F-statistic: 14.09 on 10 and 73 DF, p-value: 0.00000000000000001748
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Step 6: Run diagnostic tests

Residuals Over Time
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Density

ACF

Histogram of Residuals
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Residuals

Empirical fluctuation process
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Residuals vs Fitted Values
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/J\\A/\/\ et VAN N
N ~/
T T T T
2005 2010 2015 2020
Time
Test p-value
Shapiro-Wilk 0.1023
Jarque Bera 0.2602
Durbin-Watson 0.7931

Breusch-Godfrey, order 4  0.4342

Table 59: Diagnostics statistics.
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Variable VIF Value

d(Ipx-MC_sa) 1.852658
L(d(lpx-MC_sa), 1) 1.346782
d(le_sa) 1.886695
d(IRoW_GDP _sa) 1.187205
L(d(IRoW_GDP sa), 4) 1.095833
d(IWT_indicator_sa) 2.128232
L(lx-MC_sa, 1) 8.982946
L(IRoW_GDP _sa, 1) 8.652930
dummy?20 1.491511
dummy?22 1.201965

Table 60: Variance Inflation Factor (VIF) results for the MC export equation.

Step 7: Evaluate static and dynamic forecasts

12.0
11.8
11.6
Lo o o o
o - - [aN]
o o o o
N N N N
= Actual = Dynamic (RMSE =0.0481) =— Static (RMSE = 0.0205)
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C.7 Producer prices - Energy

ing

Data and unit root test

Step 1
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— Producer Price OMS — Producer Price OMS (s.a)

Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion
ppE -0.4511 -3.45 trend I(1)
pp ¢ -2.3694 -3.45 trend I(1)
ppQMS -3.0282 -3.45 trend I(1)
ppl, -1.855 -2.89 drift I(1)
D1E, 2.7502 1.95 none I(1)

Table 61: Results from ADF Tests for variables entering estimation for producer prices for the energy industry.

Step 3: Cointegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
2.5049 4 Case II (Restricted intercept and no trend) [2.56 ; 3.49] No cointegration
1.6781 4 Case III (Unrestricted intercept and no trend) [2.86 ; 4.01] No cointegration

Table 62: Results from ARDL Bounds Test.

Null Hypothesis

Test Statistic

5% Critical Value

r<4
r<3
r<2
r<1
r=20

7.46
21.58
42.18
84.99
182.12

12.25
25.32
42.44
62.99
87.31

Table 63: Johansen Trace Test Results with trend.
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Null Hypothesis Test Statistic 5% Critical Value

r<4 4.42 9.24
r<3 20.12 19.96
r<2 52.58 34.91
r<1 106.35 53.12
r=0 166.60 76.07

Table 64: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:

dynlm(formula = d(lpp_E_sa) ~ L(d(lpp_E_sa), 1) + L(d(lpp_E_sa), 4) +
d(LD1_E_sa) + L(d(lpp_T_sa), 2) + d(lpp_MC_sa) + d(lpp_OMS_sa) +
L(lpp_E_sa, 1) + L(lpp_MC_sa, 1) + dummy21 + dummy22 + dummy22.4 + dummy23,
data = data_PP_E)

Residuals:
Min 1Q Median 3Q Max
-0.05313 -0.01721 0.00000 0.01762 0.06720

Coefficients:
Estimate Std. Error t value Pr(>|t])

(Intercept) 0.01029 0.00538 1.912 0.059648

L(d(1lpp_E_sa), 1) 0.15617 0.06160 2.535 0.013290 =
L(d(1lpp_E_sa), 4) 0.30141 0.04598 6.555 5.98e-09 =*xx
d(LD1_E_sa) 0.23792 0.06122 3.887 0.000216 **x*
L(d(1lpp_T_sa), 2) 0.41749 0.13669 3.054 0.003110 =*x*
d(1lpp_MC_sa) 0.59697 0.26348 2.266 0.026314 =
d(1lpp_0OMS_sa) 1.02584 0.46099 2.225 0.029027 =
L(lpp_E_sa, 1) -0.36901 0.05611 -6.577 5.45e-09 *xx*
L(lpp_MC_sa, 1) 0.49418 0.08681 5.692 2.24e-07 =*xx
dummy21 0.10218 0.02949 3.466 0.000873 *xx
dummy22 0.14350 0.03322 4.319 4.68e-05 *x*x*
dummy22 .4 0.16891 0.03974 4.251 5.99e-05 *x*x
dummy23 -0.25757 0.03939 -6.538 6.42e-09 *xx

Signif. codes: O ’***’ 0.001 ’*x’ 0.01 ’%’ 0.05 7.~

Residual standard error: 0.02823 on 76 degrees of freedom
Multiple R-squared: 0.8824, Adjusted R-squared: 0.8638
F-statistic: 47.51 on 12 and 76 DF, p-value: < 2.2e-16
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Step 6: Run diagnostic tests

Residuals Over Time
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Residuals

Empirical fluctuation process
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Test p-value

Shapiro-Wilk 0.98653
Jarque Bera 0.5215
Durbin-Watson 0.3887

Breusch-Godfrey, order 4  0.09259

Table 65: Diagnostics statistics.

Variable VIF Value
L(d(Ipp-E_sa), 1) 2.423697
L(d(Ipp-E_sa), 4) 1.254063
d(LD1_E_sa) 1.994610
L(d(lpp-T_sa), 2) 1.926409
d(Ilpp-MC_sa) 1.472704
d(Ipp-OMS_sa) 2.205576
L(lpp_Esa, 1) 14.974625
L(lpp-MC sa, 1) 12.130784
dummy?21 1.078968
dummy?22 1.370004
dummy?22.4 1.959806
dummy?23 1.926058

Table 66: Variance Inflation Factor (VIF) results for the pp” regression.

228



Step 7: Evaluate static and dynamic forecasts
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= Actual = Dynamic (RMSE = 0.0929) — Static (RMSE = 0.027)
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C.8 Producer prices - Transport

ing

Data and unit root test

Step 1
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— Producer price Agriculture — Producer price Agriculture (s.a)

201904
2020Q3
2021Q2
202201
2022Q4

2023Q3
2024Q2

Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion
ppl, -2.548 -3.45 trend I(1)
DIM,, -3.3032 -3.45 trend I(1)
pr.. -0.4928 -3.45 trend 1(1)
i, -3.3388 -3.45 trend I(I)
uct -2.5651 -2.89 drift I(I)
ppE -0.4511 -1.95 none I(1)

Table 67: Results from ADF Tests for variables entering transports producer prices estimation.

Step 3: Cointegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
13.7 6 Case II (Restricted intercept and no trend) [2.27 ; 3.28] Cointegration
11.723 6  Case III (Unrestricted intercept and no trend) [2.45 ; 3.61] Cointegration

Table 68: Results from ARDL Bounds Test.
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Null Hypothesis Test Statistic 5% Critical Value

r<6 4.95 12.25
r<5H 21.75 25.32
r<4 43.27 42.44
r<3 69.65 62.99
r<2 107.61 87.31
r<1 160.02 114.90
r=20 260.65 146.76

Table 69: Johansen Trace Test Results with trend.

Null Hypothesis Test Statistic 5% Critical Value

r<6 5.94 9.24

r<5 20.73 19.96
r<4 39.94 34.91
r<3 67.31 53.12
r<2 104.27 76.07
r<1 154.49 102.14
r=0 265.44 131.70

Table 70: Johansen Trace Test Results without trend and constant.

234



Step 4: Run the specific model

Call:

dynlm(formula = d(lpp_T_sa) ~ d(lpim_sa) + L(d(lpim_sa), 1) +
L(4(1UC_T_sa), 3) + L(d(1lP_I_sa), 1) + d(lpp_0OMS_sa) +
L(lpp_T_sa, 1) + L(lpp_E_sa, 1) + L(lpp_A_sa, 1) +
dummy06 + dummyO08 + dummy23, data = data_PP_T)

Residuals:
Min 1Q Median 3Q Max
-0.0177562 -0.0059012 -0.0003502 0.0052279 0.0226657

Coefficients:
Estimate Std. Error t value Pr(>|t])

(Intercept) -0.008822 0.001989 -4.436 0.0000296589 *x*x*
d(lpim_sa) 0.433003 0.067813 6.385 0.0000000113 =***
L(d(lpim_sa), 1) 0.123907 0.058450 2.120 0.037196 =
L(d(1UC_T_sa), 3) 0.066447 0.022062 3.012 0.003499 *x*
L(d(1P_I_sa), 1) 0.291727 0.090938 3.208 0.001940 =*=*
d(lpp_0OMS_sa) 2.095427 0.169845 12.337 < 0.000000000000000002
L(lpp_T_sa, 1) -0.114448 0.020899 -5.476 0.0000005122 *x*x*
L(lpp_E_sa, 1) 0.041461 0.013059 3.175 0.002147 *x*
L(lpp_A_sa, 1) 0.051211 0.012836 3.990 0.000148 *x**
dummy06 -0.015818 0.009433 -1.677 0.097573

dummy08 -0.027139 0.009083 -2.988 0.003752 **
dummy23 -0.025980 0.009444 -2.751 0.007387 **

Signif. codes: O ’xx%x’ 0.001 ’*xx’ 0.01 ’*’ 0.05 7.~

Residual standard error: 0.008875 on 78 degrees of freedom
Multiple R-squared: 0.9282, Adjusted R-squared: 0.918
F-statistic: 91.64 on 11 and 78 DF, p-value: < 0.00000000000000000022

* % %
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Step 6: Run diagnostic tests

Residuals Over Time

N
o
o
-
o
o
(2]
©
=]
o
n o
Q o 4- -H- - - -
r o
-
o
\
|
T T T T T
2005 2010 2015 2020 2025
Time
Histogram of Residuals Normal Q—-Q Plot
- o
S - o
3 7 o o
o)
®
3 - . &
M by
o
/ 2 o S
@1 ik '
2 J g
S 5
a 8 / 2 S
E o
IS
o | N n
N
-
o
o S 7
—a —‘ I
o )4 .
1 1 1 1 T 1 1
-0.01 0.01 -2 -1 0 1 2
residuals Theoretical Quantiles

236



ACF

Residuals

1.0

0.6 0.8

0.4

0.2

0.0

0.00 0.01 0.02

-0.01

ACF of Residuals PACF of Residuals

0.1

LL
O
< o
i s O ‘ ||||‘
3
o
R .
‘ ?' |
Ly : |
" 1] II‘
N
O o]
R |
| | | | T | | | T
0 1 2 3 4 1 2 3 4
Lag Lag
Residuals vs Fitted Values
(@]
— (o]
(@]
O
o O
o o
(@]
_ i .
o o) o o OoO o o
o o 9%
P 40
® 8 °©
® ® o
B O ----- S -O-@J@----O ----------------------
0%o %0, o
o & 08 080 o
_ ° OOOO o o
(@] o) ° o
(@]
o (@]
O
| | | | T
-0.10 -0.05 0.00 0.05 0.10

Fitted Values

237



Empirical fluctuation process

Recursive CUSUM test

2025
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' | T T T 1

2005 2010 2015 2020
Time

Test p-value
Shapiro-Wilk 0.5089
Jarque Bera 0.4193
Durbin-Watson 0.1271

Breusch-Godfrey, order 4  0.3128

Table 71: Diagnostics statistics.

Variable VIF Value
d(Ipim_sa) 2.662464
L(d(lpim_sa), 1) 1.993466
L(d(IUC.T_sa), 3)  1.261681
L(d(IP1sa), 1) 1.356055
d(1Ipp-OMS_sa) 3.030579
L(lpp_T_sa, 1) 10.430771
L(lpp_E_sa, 1) 8.504214
L(lpp-A_sa, 1) 3.229775
dummy06 1.117221
dummy08 1.035733
dummy?23 1.119896

Table 72: Variance Inflation Factor (VIF) results for the pp? regression.
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Step 7: Evaluate static and dynamic forecasts
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C.9 Producer prices - Agriculture

ing

.

Data and unit root test

Step 1
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— Price onrape — Price on rape (s.a)

Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion
ppa, -3.0074 -3.45 trend I(1)
ppMC -2.3301 -3.45 trend I(1)
Prape.. -2.6582 -3.45 trend I(1)

Table 73: Results from ADF Tests for variables entering estimation for producer prices for the agriculture

industry.

Step 3: Cointegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
6.9813 2 Case II (Restricted intercept and no trend) [3.10 ; 3.87] Cointegration
9.2566 2 Case III (Unrestricted intercept and no trend) [3.79 ; 4.85] Cointegration

Table 74: Results from ARDL Bounds Test.
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Null Hypothesis Test Statistic 5% Critical Value

r<2 3.36 12.25
r<1 15.82 25.32
r=0 30.76 42.44

Table 75: Johansen Trace Test Results with trend.

Null Hypothesis Test Statistic 5% Critical Value

r<2 3.97 9.24
r<1 13.44 19.96
r=20 28.40 34.91

Table 76: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:
1) +
1) + dummy14 + dummyl5 + dummy20,

d(lpp_A_sa) d(lprape_sa) + L(lpp_A_sa,
L(lprape_sa, 1) + L(lpp_MC_sa,
data_PP_A)

dynlm(formula =

data =

Residuals:

Min 1Q Median 3Q Max
-0.08991 -0.02325 0.00000 0.02800 0.07568
Coefficients:

Estimate Std. Error t value Pr(>|t])

(Intercept) -0.61775 0.21729 -2.843 0.00587 *x
d(lprape_sa) 0.22765 0.05264 4.325 5.03e-05 *x*x
L(lpp_A_sa, 1) -0.47245 0.08987 -5.257 1.55e-06 #*xx*
L(lprape_sa, 1) 0.10344 0.03772 2.742 0.00777 *x*
L(lpp_MC_sa, 1) 0.33428 0.12211 2.737 0.00787 *x*
dummy14 0.09860 0.03936 2.505 0.01461 =*
dummy15b -0.09589 0.03951 -2.427 0.01785 =
dummy20 0.09650 0.03950 2.443 0.01713 =
Signif. codes: O ’***’ 0.001 ’*%x’> 0.01 ’%’ 0.05 7.~

Residual standard error: 0.03861 on 69 degrees of freedom

Multiple R-squared: 0.5344, Adjusted R-squared: 0.4872
11.31 on 7 and 69 DF, 1.859e-09

F-statistic: p-value:

Step 6: Run diagnostic tests

Residuals Over Time
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Residuals

Empirical fluctuation process
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2005 2010 2015 2020 2025
Time
Test p-value
Shapiro-Wilk 0.3206
Jarque Bera 0.5355
Durbin-Watson 0.2026
Breusch-Godfrey, order 4  0.6835

Table 77: Diagnostics statistics.
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Variable VIF Value

d(Iprape_sa) 1.103238
L(lpp_A_sa, 1) 6.702151
L(Iprape_sa, 1) 5.678440
L(lpp-MC_sa, 1) 6.887952
dummy14 1.025765
dummy15 1.033775
dummy?20 1.033225

Table 78: Variance Inflation Factor (VIF) results for the pp® regression.

Step 7: Evaluate static and dynamic forecasts
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C.10 Producer prices - Manufacturing & Construction

ing

Data and unit root test

Step 1
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Table 79: Results from ADF Tests for variables entering estimation for producer prices for the MC industry.
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Step 3: Cointegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
9.57 3 Case II (Restricted intercept and no trend) [2.79 ; 3.67] Cointegration
3.9413 3 Case III (Unrestricted intercept and no trend) [3.23 ; 4.35] Inconclusive

Table 80: Results from ARDL Bounds Test.

Null Hypothesis Test Statistic 5% Critical Value

r<3 4.15 12.25
r<2 11.57 25.32
r<l1 22.66 42.44
r=20 75.65 62.99

Table 81: Johansen Trace Test Results with trend.

Null Hypothesis Test Statistic 5% Critical Value

r<3 2.99 9.24
r<2 10.64 19.96
r<1 19.64 34.91
r=20 81.32 53.12

Table 82: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:

dynlm(formula = d(lpp_MC_sa) ~ d(lpim_sa) + L(d(1lP_I_sa), 4) +
L(d(1UC_MC_sa), 2) + L(lpp_MC_sa, 1) + L(lpim_sa, 1) +
dummy08 + dummyl10 + dummyl16 + dummy24,
data = data_PP_MC)

Residuals:
Min 1Q Median 3Q Max
-0.020772 -0.005146 0.000000 0.004510 0.019007

Coefficients:
Estimate Std. Error t value Pr(>|t])

(Intercept) -0.0009425 0.0012672 -0.744 0.459207
d(lpim_sa) 0.4306772 0.0384502 11.201 < 2e-16 ***
L(d(1P_I_sa), 4) 0.2070363 0.0774937 2.672 0.009163 =*x*
L(d(1UC_MC_sa), 2) 0.0521499 0.0280572 1.859 0.066795
L(lpp_MC_sa, 1) -0.0668531 0.0170205 -3.928 0.000182 x*x*x*
L(lpim_sa, 1) 0.0796600 0.0206640 3.855 0.000234 =*xx
dummy08 -0.0315684 0.0079685 -3.962 0.000162 *x**
dummy10 0.0368419 0.0080436 4.580 1.71e-05 *x*x*
dummy16 0.0199915 0.0078901 2.534 0.013263 =
dummy?24 -0.0207337 0.0081773 -2.536 0.013201 =*

Signif. codes: O ’**%’ 0.001 ’x%’ 0.01 ’%’ 0.05 7.’

Residual standard error: 0.007732 on 79 degrees of freedom
Multiple R-squared: 0.7206, Adjusted R-squared: 0.6888
F-statistic: 22.64 on 9 and 79 DF, p-value: < 2.2e-16

Step 6: Run diagnostic tests
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Empirical fluctuation process

Recursive CUSUM test

-1

2005 2010 2015 2020 2025
Time
Test p-value
Shapiro-Wilk 0.9711
Jarque Bera 0.9798
Durbin-Watson 0.5795

Breusch-Godfrey, order 4  0.9458

Table 83: Diagnostics statistics.

Variable VIF Value
d(Ipim_sa) 1.126198
L(d(IpIsa), 4) 1.267220
L(d(lUC-MC_sa), 2) 1.151309
L(lpim_sa, 1) 6.518508
L(lpp-MC_sa, 1) 6.214696
dummy08 1.050299
dummy10 1.070197
dummy16 1.029729
dummy?24 1.106059

Table 84: Variance Inflation Factor (VIF) results for the pp™© regression.
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Step 7: Evaluate static and dynamic forecasts
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C.11 Producer prices - Other Manufacturing & Services

ing

Data and unit root test

Step 1
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— Price deflator for investments — Price deflator for investments (s.a)

202102
202201
2022Q4
202303
2024Q2

Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion
ppQMS -3.0282 -3.45 trend I(1)
ppMC -2.3694 -3.45 trend I(1)
Pc.., -1.0705 -3.45 trend I(1)
Py, -0.4928 -3.45 trend I(1)
D19MS 2.0535 -3.45 trend I(1)
oL, -1.855 -2.89 drift (1)
ppE, -0.4511 -1.95 none I(1)

Table 85: Results from ADF Tests for variables entering estimation for producer prices for the OMS industry.

Step 3: Cointegration test

F-statistic (k) Case Bounds Interval (5%) Conclusion
9.359 6 Case IT (Restricted intercept and no trend) [2.27 ; 3.28] Cointegration
7.1556 6  Case III (Unrestricted intercept and no trend) [2.45 ; 3.61] Cointegration

Table 86: Results from ARDL Bounds Test.
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Null Hypothesis Test Statistic 5% Critical Value

r<6 6.41 12.25
r<5H 16.21 25.32
r<4 36.00 42.44
r<3 59.74 62.99
r<2 99.84 87.31
r<1 178.16 114.90
r=20 282.40 146.76

Table 87: Johansen Trace Test Results with trend.

Null Hypothesis Test Statistic 5% Critical Value

r<6 4.28 9.24
r<5 10.88 19.96
r<4 25.55 34.91
r<3 48.09 53.12
r<2 94.08 76.07
r<i 172.93 102.14
r=0 307.25 131.70

Table 88: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:

dynlm(formula = d(lpp_0OMS_sa) ~

d(lpp_T_sa) + d(lpp_MC_sa) + L(d(1P_I_sa),
1) + L(LD1_0OMS_sa,

L(d(1P_G_sa), 2) + L(lpp_0OMS_sa,

L(d(LD1_0OMS_sa),

L(lpp_T_sa, 1) + L(lpp_MC_sa, 1) + dummyO05, data =
Residuals:

Min 1Q Median 3Q Max
-0.0054935 -0.0013310 0.0000715 0.0013928 0.0053658
Coefficients:

Estimate Std. Error t value
(Intercept) -0.397099 0.132369 -3.000
L(d(LD1_0MS_sa), 2) 0.050865 0.020409 2.492
d(lpp_E_sa) 0.022988 0.003591 6.402
d(1lpp_T_sa) 0.269407 0.011175 24.108
d(lpp_MC_sa) 0.055473 0.022509 2.465
L(d(1P_I_sa), 1) -0.097871 0.026697 -3.666
d(1P_G_sa) 0.126440 0.025803 4.900
L(d(1P_G_sa), 2) 0.070663 0.025661 2.963
L(lpp_0OMS_sa, 1) -0.153372 0.034837 -4.403
L(LD1_0OMS_sa, 1) 0.032547 0.010853 2.999
L(lpp_T_sa, 1) 0.043821 0.010219 4.288
L(lpp_MC_sa, 1) 0.040717 0.010693 3.757
dummy05 -0.007820 0.002453 -3.187
Signif. codes: 0 ’*%*’ 0.001 ’*x’ 0.01 ’%’ 0.05 2.~

Residual standard error:
Multiple R-squared: 0.9458,

F-statistic: 113.4 on 12 and 78 DF,

Adjusted R-squared:

p-value:

2) + d(lpp_E_sa) +
1) + d(1P_G_sa) +

1) +
data_PP_0OMS)

Pr(>[tl)

0.003624 *x*
0.014813 =
0.0000001016 =**x*
< 0.000000000000000002
0.015919 =
0.000448 *x*x*
0.0000050921 =*xx
0.004039 *x*
.0000336037 *xx*
.003634 *x*
.0000511119 *x*x*
.000329 **x*
.002066 **

o O O O o

0.002398 on 78 degrees of freedom
0.9375
< 0.00000000000000000022

* % %
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Step 6: Run diagnostic tests

Residuals Over Time
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Recursive CUSUM test

Empirical fluctuation process
1
|

2005 2010 2015 2020 2025
Time
Test p-value
Shapiro-Wilk 0.5044
Jarque Bera 0.5457
Durbin-Watson 0.839

Breusch-Godfrey, order 4  0.0692

Table 89: Diagnostics statistics.

Variable VIF Value
L(d(LD1.OMSsa), 2)  1.234074
d(lpp_E_sa) 1.158357
d(lpp-T_sa) 1.858746
d(lpp-MC_sa) 1.492247
L(d(IP_Lsa), 1) 1.601187
d(IP_G_sa) 1.217675
L(d(IP_G sa), 2) 1.107354
L(Ipp-OMS_sa, 1) 9257.715813
L(LD1_OMS_sa, 1) 90.032042
L(lpp-T_sa, 1) 34.905300
L(lpp-MC_sa, 1) 27.429640
dummy05 1.035214

Table 90: Variance Inflation Factor (VIF) results for the pp©** regression.
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Step 7: Evaluate static and dynamic forecasts
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C.12 Producer prices - Financial corporations

ing

Data and unit root test

Step 1
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— Wage bill FC — Wage bill (s.a)

2017Q4
2018Q3

2019Q2

2020Q1
2020Q4

2021Q3

2022Q2

2023Q1

2023Q4

Variable Test Statistic (t-value) Critical Value (5%) Specification Conclusion
ppLC -1.8617 -3.45 trend I(1)
D1te -2.3487 -3.45 trend I(1)
DG, -0.9432 -3.45 trend I(1)
pC,., -1.2949 -3.45 trend I(1)
PP -0.4481 -1.95 none 1(1)

Table 91: Results from ADF Tests for variables entering estimation for producer prices for the FC sector.

Step 3: Cointegration test

F-statistic (k)

Case Bounds Interval (5%) Conclusion

6.31
6.61

4
3

Case II (Restricted intercept and no trend)

Case III (Unrestricted intercept and no trend)

[2.56 ; 3.49)
[2.86 ; 4.01]

Cointegration

Cointegration

Table 92: Results from ARDL Bounds Test.

Null Hypothesis Test Statistic 5% Critical Value

r<4
r<3
r<2
r<l1
r=20

5.23
14.72
30.65
56.75

117.54

12.25
25.32
42.44
62.99
87.31

Table 93: Johansen Trace Test Results with trend.
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Null Hypothesis Test Statistic 5% Critical Value

r<4 4.66 9.24
r<3 13.47 19.96
r<2 39.40 34.91
r<1 65.65 53.12
r=0 140.47 76.07

Table 94: Johansen Trace Test Results without trend and constant.
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Step 4: Run the specific model

Call:

dynlm(formula = d(lpp_FC_sa) ~ L(d(LD1_FC_sa), 4) + L(d(1P_G_sa), 4)
d(1P_C_sa) + L(lpp_FC_sa, 1) + L(lpp_E_sa, 1) + dummy08 +
dummy08.4 + dummy09 + dummyl2 + dummyl5, data = data_PP_FC)

Residuals:
Min 1Q Median 3Q Max
-0.03120 -0.00712 -0.00105 0.00938 0.02754

Coefficients:
Estimate Std. Error t value Pr(>|t])

(Intercept) -0.00271 0.00209 -1.297 0.19849
L(d(LD1_FC_sa), 4) 0.07408 0.03948 1.877 0.06453
L(d(1P_G_sa), 4) 0.30405 0.15246 1.994 0.04980 =*
d(1P_C_sa) 0.59346 0.23962 2.477 0.01555 =
L(lpp_FC_sa, 1) -0.05133 0.01496 -3.433 0.00098 *x**
L(lpp_E_sa, 1) 0.06985 0.01155 6.050 5.47e-08 =xx
dummy08 -0.05924 0.01469 -4.032 0.00013 *xx
dummy08 .4 0.06121 0.01468 4.171 8.17e-05 ***
dummy09 -0.07798 0.01445 -5.395 7.89e-07 *x*x*
dummy12 0.06060 0.01426 4.251 6.13e-05 *%*x*
dummy15 0.04504 0.01430 3.150 0.00236 =*x*

Signif. codes: O ’**%’ 0.001 ’x%’ 0.01 ’%’ 0.05 7.’

Residual standard error: 0.01388 on 74 degrees of freedom
Multiple R-squared: 0.7158, Adjusted R-squared: 0.6774
F-statistic: 18.64 on 10 and 74 DF, p-value: < 2.2e-16

+

Step 6: Run diagnostic tests

Residuals Over Time
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Empirical fluctuation process

0

-3 -2 -1

Recursive CUSUM test

2005

2020

2010 2015
Time
Test p-value
Shapiro-Wilk 0.09541
Jarque Bera 0.7211
Durbin-Watson 0.6587

Breusch-Godfrey, order 4  0.3887

Table 95: Diagnostics statistics.

Variable VIF Value
L(d(LD1_FC_sa), 4) 1.171150
L(d(IP_Gsa), 4) 1.117818
d(IP_C_sa) 1.140431
L(lpp_FC_sa, 1) 2.362142
L(lpp_-E_sa, 1) 2.275007
dummy08 1.106745
dummy08.4 1.104770
dummy09 1.071340
dummy12 1.042034
dummy15 1.048361
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Table 96: Variance Inflation Factor (VIF) results for the pp© regression.



Step 7: Evaluate static and dynamic forecasts
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