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1 The wedge/spread between the fed funds rate and the prevailing
interest rates: measure of financial risk premium

I firms cannot borrow easily to invest; lenders reluctant to provide
liquidity unless compensated by premium for high default risk;

I liquidity hold-up in financial system — spilllover to investment
demand collapses

2 Wealth effect on consumption:
I large negative “real wealth effect” on households

F real asset value fell, but mortgage liabilities remain!
F so further shock to consumption
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Risk Premium
a first pass

We add the risk premium component into our short run model:

rt︸︷︷︸
Real interest rate

= rff
t︸︷︷︸

(Real) Fed Funds Rate

+ p̄︸︷︷︸
Risk premium

rt: what firms faces when borrowing in financial markets
rff

t : the (effective) real interest rate controlled by
(conventional) monetary policy
p̄ : (Exogenous) risk premium
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a first pass

p̄ ≥ 0

Risk premium assumed exogenous (simplicity)
Interpretation:

I p̄ = 0 during normal times; implies rt = rff
t .

F Meaning in words?
I Deeper models:

F Bernanke-Gertler-Gilchrist’s “Financial Accelerator” (model with
information asymmetry, endogenous risk premium); Pre-crisis
theory/empirics

F Geanakoplos’ "Leverage Cycles"
F Fisher’s 1933 (Econometrica) idea of debt-deflation

http://www.uniba.it/ricerca/dipartimenti/dse/didattica/corsi_a_.a/corsi-12-13/lm-12-13/bernanke-gertler-gilchrist-.pdf
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In states of the economy when default risk (in practice measure
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I lenders demand higher rates of return to the loans (assets)

F to compensate for facing higher risk of default
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I By 2009, the (nominal) Fed Funds Rate (it) had hit zero
I But Corporate Bond yields were rising!
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Risk Premium
A justification

Fed Funds Rate: at zero lower bound (ZLB) by 2009.
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Rising risk premium and IS-MP



Risk Premium and IS-MP

Let’s use this risk premium story, p̄
... to interpret what happened using our IS-MP-PC model
IS curve

rt = −1
b̄

(Yt − ā)

MP ◦ Risk Premium

rt − p̄− r̄︸ ︷︷ ︸
Real interest rate gap

= λ︸︷︷︸
Sensitivity of policy to ...

× (πt − π̄)︸ ︷︷ ︸
current inflation gap from target

where Fed Funds Rate (conventional policy instrument) is
rff

t = rt − p̄.
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The risk premium
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(why?) in the IS curve—It shifts the AD curve inward,

I just like a negative demand shock.
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Risk Premium and AS-AD

AD curve: Combined IS-MP-Monetary-Policy Rule is

πt = − 1
b̄λ
Yt + ā− b̄(r̄ + p̄)

b̄λ
+ π̄; ā R 0, b̄ > 0, π̄ ≥ 0, p̄ ≥ 0

AS curve: is Phillips Curve, but in (Ỹt, πt)-space.

πt = πt−1 + ω

2
(
Yt − Ȳt

)
+ ρ̄t; ω > 0, ρ̄t R 0.
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Risk Premium and AS-AD

ExerciseShow that you can derive AD from IS and the MP with risk
premium:

πt = − 1
b̄λ
Yt + ā− b̄(r̄ + p̄)

b̄λ
+ π̄; ā R 0, b̄ > 0, π̄ ≥ 0, p̄ ≥ 0



Risk Premium and AS-AD

ExerciseShow that this AD curve is just the basic textbook setup if
we shut down risk premium (p̄ = 0) and (arbitrarily) normalize long
run inflation to zero (π̄ ≡ 0).

πt = − 1
b̄λ
Yt + ā− b̄r̄

b̄λ
+ 0.



Risk Premium and AS-AD

Let’s get back to our story told in terms of AS-AD ...

AD side:
The current situation has two related shocks that shift the AD
curve down and to the left

I A decline in housing and equity prices that reduces household
wealth (captured exogenously via C̄ and Ī collapse)

I A rise in the risk premium (via p̄ rising)

A to B
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t = πt−1). Why?
I Deflation

F A negative rate of inflation
F Aggregate price level that declines over time.

B to C
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Risk Premium and IS-MP vs. AS-AD
Which diagram do I use?

When policy rules break down:
I The IS/MP-Phillips curve is the relevant one.
I i.e. when the nominal Fed Funds Rate,

iff
t =

(
rff

t + πe
t

)
↘ 0

approaches/hits its zero lower bound.
I (Think: Why can’t nominal interest rate go below zero?)
I when this happened, the Fed lost control of MP and its effect

on AD via IS curve. Then AD (which depends on MP) is not
well-defined!
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Zero lower bound on nominal interest rate

Deflation was essentially responsible for the Great Depression.
Recall the short run Fisher equation:

it = rt + πe
t ⇐⇒ rt = it − πe
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I When inflation is negative, it raises the real interest rate.
I As long as it > 0, the central bank can handle this by lowering

the nominal interest rate.
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Zero lower bound on nominal interest rate

Two situations in which problems arise.
The first took place during the Great Depression of the 1920s

I The Fed would not lower the nominal interest rate because of
inflation concerns.

I This caused a serious recession.

The second and more insidious situation
I The nominal interest rate is already low.
I Nominal interest rates have a zero lower bound.
I Nominal interest rates can’t be negative. Fed “runs out of

room” with conventional monetary policy.
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Perils of Deflation
Zero lower bound on nominal interest rate

Exercise
Why is zero a lower bound on nominal interest rates? Why can they
be negative? Explain.
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Why is this not desirable?
In our model, when the real interest rate exceeds long-run MPK,
(Rt − r̄) > 0:

I Firms and households do not wish to invest.
I i.e. deflation curtails the ability of monetary policy to stimulate

the economy.
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holding those assets.



Perils of Deflation
Zero lower bound on nominal interest rate

Why is this not desirable?
A liquidity trap

I Situation in which the volume of transactions in some financial
markets falls sharply

I This makes it difficult to value certain financial assets.
I It also raises questions about the overall value of the firms

holding those assets.



Perils of Deflation
Zero lower bound on nominal interest rate

Why is this not desirable?
A liquidity trap

I Situation in which the volume of transactions in some financial
markets falls sharply

I This makes it difficult to value certain financial assets.
I It also raises questions about the overall value of the firms

holding those assets.



Perils of Deflation
Zero lower bound on nominal interest rate

Why is this not desirable?
A liquidity trap

I Situation in which the volume of transactions in some financial
markets falls sharply

I This makes it difficult to value certain financial assets.
I It also raises questions about the overall value of the firms

holding those assets.



Perils of Deflation
Zero lower bound on nominal interest rate

Why is this not desirable?
These dynamics can destabilize the economy.
A deflationary spiral

I Situation in which negative inflation raises the real interest rate,
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Note: in billions U.S. dollars.

Updates: http://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm

http://www.federalreserve.gov/monetarypolicy/bst_recenttrends.htm
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limits lending.

I Capital injections into financial institutions
F the original TARP
F $25 billion in each large financial institution

I Complete reorganizations of financial institutions
F government steps in and reorganizes debt into new equity claims

for the former debt holders
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F Realize that there are costs that come with all the benefits of
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fully insured (no excess required if accident occurs)?

Too big to fail
Description given to large financial institutions
Suggests that the government had no choice but to step in and
provide liquidity and capital when the banks were in trouble.
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This approach is appealing with the financial crisis.
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Banks should emerge with the ability to lend.
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Severely interferes with the functioning of financial markets

Pro seems to outweigh the con, taking into account that financial
markets are not perfect—initial private information problems
triggered the financial collapse.
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Measured by lost jobs and forgone GDP
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of the interest rates at which firms and households can borrow
were higher in 2009 than they were before the crisis.
This reflects a rise in the risk premium that sits between the fed
funds rate and other lending rates.
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well designed monetary policy rule is functioning.
When the nominal interest rate is at zero, the IS/MP approach
is superior, since the link from (nominal) interest rate policy rule
to AS breaks.
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Basic Tool
More general IS-MP-PC model: summary

IS curve
rt = −1

b̄
(Yt − ā)

MP (with Risk Premium)

rt − p̄− r̄︸ ︷︷ ︸
Real interest rate gap

= λ︸︷︷︸
Sensitivity of policy to ...

× (πt − π̄)︸ ︷︷ ︸
current inflation gap from target

where Fed Funds Rate (conventional policy instrument) is
rff

t = rt − p̄.
Phillips Curve

πt − πt−1 = −ω (ut − ūt) + ρ̄t.
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Basic Tool
Re-expressed as AS-AD model

AD curve: Combined IS-MP is

πt = − 1
b̄λ
Yt + ā− b̄(r̄ + p̄)

b̄λ
+ π̄; ā R 0, b̄ > 0, π̄ ≥ 0, p̄ ≥ 0

AS curve: is (Phillips Curve) ◦ (Okun’s Law), with graph in
(Yt, πt)-space.

πt = πt−1 + γ(Yt − Ȳt) + ρ̄t; γ = ω

2 > 0, ρ̄ R 0.
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Remarks:
Same tricks as before.
Note we can get back textbook IS-MP-PC or AD-AS model by:

I shutting down risk premium p̄ = 0; and
I arbitrarily insisting on long run inflation (and MP’s inflation

target) π̄ to be zero.
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