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CHENYUE LEI

Financial Frictions, Debt Tax Shields, and the Macroeconomy (Job Market Paper)

This paper evaluates the aggregate effects of financial frictions in the presence of tax

shields. Previous studies indicate that removing financial frictions will stimulate investment and
reduce misallocation. However, with the tax shield of debt financing, the macroeconomic
implications can be different. I build a quantitative general equilibrium model of dynamic
investment. Heterogeneous firms face two types of financial frictions: (a) borrowing constraints
and (b) costly equity issuance. I structurally estimate the borrowing constraint parameter by
targeting the slope of investment with respect to leverage. My quantification results show that
financial frictions have a non-monotonic effect on firm investment and financing decisions and
aggregate outcomes. When firms become less financially constrained, the debt tax shield leads to
excessive borrowing and exacerbates misallocation. After removing financial frictions, aggregate
capital stocks grow about 10%, output gains 3%, and aggregate productivity increases 0.2%,
which can be much larger than without accounting for the tax shield.

October 2013
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