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CHENYUE LEI  
 

 

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

 

This paper evaluates the aggregate effects of financial frictions. Previous studies indicate that 

removing financial frictions will stimulus investment and reduce misallocation. However, with 

tax shield of debt financing, the macroeconomic implications of financial frictions can be 

different. I build a quantitative general equilibrium dynamic investment model of heterogeneous 

firms. Firms face two types of financial frictions: (a) borrowing constraints and (b) costly equity 

issuance. To identify the borrowing constraint parameter, I propose to target the slope of 

investment with respect to the debt-to-EBITDA ratio. My quantification results show that in the 

presence of the tax benefit, financial frictions have a non-monotonic effect on firm-level cross-

sectional moments and aggregate productivity.  

 

 effect on TFP or misallocation is also non-monotonic. To explain the results, I analyze the role of 

the tax shield. I demonstrate that on one hand, the tax shield can boost investment and output 

growth when constraints are tight. On the other hand, the tax shield leads to excessive borrowing 

and worsens the misallocation problem when firms become less financially constrained.  This 

highlights the importance of understanding the interaction between financial frictions and taxes to 

evaluate the real effects of financial frictions. 

 

 

 

 


