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Roadmap

• Summarize the paper in a single slide.

• Zoom in on the modelling of credit markets. 

• Provide comments.



The paper in a single slide
• Research questions:

1. Through which channels does monetary policy influence financial stability?
2. Should monetary policy deviate from inflation stabilization to reduce 

likelihood of disruptions in financial markets?

• Approach → model-based
• Standard New Keynesian economy (Galí 2015) with endogenous freezes in 

credit markets (more in next two slides).

• Main results:
• Monetary policy affects occurrence of market freezes through both aggregate 

demand (in short term) and capital accumulation (in long term) channels.
• Strict inflation targeting is not socially optimal. Augmented Taylor rules or

“backstop” interest-rate rules attain better outcomes.



Credit markets in the model

• Why is credit useful?
• Ex ante, firms are identical and have same quantity of productive assets.
• Ex post, firms differ in productivity because of idiosyncratic shocks.

• Why credit may be limited? 
• Because of frictions on leverage.   

• Given a monetary policy rule, aggregate quantity of productive assets is 
key state variable that determines equilibrium in credit markets.



Equilibrium in credit markets (1/3)
State variable: 𝐾𝐾𝑡𝑡 . Unknows: (𝐾𝐾𝑡𝑡𝑐𝑐 , 𝑟𝑟𝑡𝑡𝑐𝑐).

Aggregate supply of credit Aggregate demand of credit



Equilibrium in credit markets (2/3)
Two different equilibrium outcomes depending on value of 𝐾𝐾𝑡𝑡 :



Equilibrium in credit markets (2/3)

A. Low 𝐾𝐾𝑡𝑡 → no market freeze

Two different equilibrium outcomes depending on value of 𝐾𝐾𝑡𝑡 :



Equilibrium in credit markets (2/3)

A. Low 𝐾𝐾𝑡𝑡 → no market freeze B. High 𝐾𝐾𝑡𝑡 → market freeze

Two different equilibrium outcomes depending on value of 𝐾𝐾𝑡𝑡 :



Equilibrium in credit markets (3/3)
Monetary policy indirectly influences the equilibrium outcome:

Capital accumulation channel
(requires some time) 

Aggregate demand channel
(on impact) 



Comments



#1.A: Testable predictions

• In model around half of financial crises (i.e., market freezes) are 
triggered by abrupt declines in aggregate productivity:

Before 𝑡𝑡 = 0 ∶
productivity above mean (by around 1 std. dev.)
After 𝑡𝑡 = 0 ∶
productivity below mean (by around 1 std. dev.)
At 𝑡𝑡 = 0 ∶ Size of shock > 2 std. dev.

Questions: Are financial crises triggered by such large changes in TFP? 
Is this implication consistent with data? 



#1.B: Testable predictions

• In model financial crises occur when firm assets / firm equity peak:

Questions: Does ratio of firm equity / firm assets to GDP in itself pose
threats to financial stability? (Or it is more the debt-to-GDP ratio?)

Ex ante: No debt / No leverage 
Thus: Productive assets == Firm equity



#1.C: Testable predictions

• Model derives formula for probability of financial crises:

Question: Is it possible to estimate this probability with data and 
check whether the estimate behaves in accord with model? 

Formula:



#2.A: Policy interventions

• Model restricts attention to interest-rate policies.

• In positive analysis model identifies two channels through which 
monetary policy influences financial stability.

Question: Is it possible to determine which channel is more 
important? (Maybe in an economy with full depreciation of physical 
capital?)



#2.B: Policy interventions

• In normative analysis model restricts attention to variants of Taylor 
rules and to backstop interest-rate rules.

Questions: 
Is it possible to derive the optimal interest-rate policy? 
More generally, is it possible to derive the constrained efficient 
allocation? That allocation can provide more guidance on the type of 
optimal policy interventions.
In next slides I conjecture on both ex-ante and ex-post socially 
beneficial interventions.



Equilibrium outcome with market freezes:

#2.C: Ex-post policy interventions

Comment:
Ex post large scale asset purchases 
(LSAP) can prevent market freezes.
Only a small fraction of asset must 
be purchased to prevent the freezes. 



In model tight monetary policy can reduce excessive capital 
accumulation by temporarily discouraging consumption.

Question:
Can’t macroprudential or fiscal policy attain similar outcomes 
without necessarily distorting price setting and price stability?

#2.D: Ex-ante policy interventions



#3: Calibration

• In paper parameter values are calibrated as follows:



#3: Calibration

• In paper parameter values are calibrated as follows:
Questions:
Why not setting the highlighted values 
as follows:
𝛽𝛽 → target 2% real interest rate;
𝜃𝜃, 𝜇𝜇 → target Prob(y/ys<0.95)≅ 2-4%?
Also, distribution of idiosyncratic 
productivity not consistent with data:
𝜔𝜔𝑖𝑖~Log Normal (0,0.63); 
log𝜔𝜔𝑖𝑖 follows over time AR(1) with   
𝜌𝜌 = 0.8, 𝜎𝜎 = 0.5.



#4: Interpretation of main results

Paper suggests that deviations from strict inflation targeting (SIT) may 
significantly (my reading) improve financial stability and social welfare:

Comment:
Not very large welfare gains.
Interpretation could be:
SIT does not perform so bad.



Conclusion

Great paper! Highly recommended it!

Interesting NK model economy with endogenous market freezes.

Summary of comments:
• Consider also risk shocks to idiosyncratic productivity;
• Derive constrained efficient allocation and more general socially 

improving policy interventions;
• Adjust calibration. 



Many thanks! / Muchas gracias!
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