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Introduction

o What | do
Study coordination between monetary and macro-prudential policies

Emphasis — coordination throughout the economic cycle
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What | do
Study coordination between monetary and macro-prudential policies

Emphasis — coordination throughout the economic cycle

How I do it
Model: New Keynesian economy + Balance-sheet-driven fluctuations

Policy exercise: Contrast btw traditional and coordinated mandates

Main results

MoPo — mimic natural rate of return
MacroPru — replicate constrained eff. policy of flexible price econ.

MoPo — deviate from natural rate of return: Greenspan put + LAW
MacroPru — soften relative to traditional mandate

Coordinated > Traditional by 0.07% annual consumption equivalent
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@ Model economy — building blocks
I. Sluggish nominal price adjustments of firms
— Calvo (1983)

I. Financial intermediaries good at providing financing to firms,
but subject to incentive-compatible leverage constraints

— Brunnermeier and Sannikov (2014), Gertler and Karadi/Kiyotaki (2010)
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I. Sluggish nominal price adjustments of firms
— Calvo (1983)

I. Financial intermediaries good at providing financing to firms,
but subject to incentive-compatible leverage constraints

— Brunnermeier and Sannikov (2014), Gertler and Karadi/Kiyotaki (2010)

@ Model economy — main features of the competitive equilibrium

I. ldentify the sources of inefficiency
I. Define the mandates for policy

@ Policy exercise — contrast btw traditional and coordinated mandates

|. Derive the optimal policy under each mandate

Il. Quantitavely assess the costs and benefits from the coordinated
mandate relative to the traditional mandate
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Model Economy

Building Block |

@ Firms produce intermediate goods out of labor and capital services

it = Aclfekfy with j € [0,1]

A: — evolves locally stochastically, dA;/A; = p,dt +oadZ;
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@ Firms produce intermediate goods out of labor and capital services

it = Aclfekfy with j € [0,1]

A: — evolves locally stochastically, dA;/A; = p,dt +oadZ;

o CES aggregator transforms intermediate goods into final cons. good

1 e =1
yt:[/yj;dj] with e > 1
7

@ Firms reset nominal price p;; sluggishly according to Calvo (1983) =

1
agg. price level p; = [fol p};edj] "™ evolves locally deterministically,

dpt/Pt = ﬂtdt + OdZt
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Building Block Il

@ Fin. intermediaries and households provide capital services to firms,

ks = ak:, with af > a, — fin. intermediaries better than households

@ Fin. intermediaries maximize PDV of their dividend payouts

V; = max Et/ 'yeW(s_t)ﬁnf,sds,
t "e:

k¢, be
subject to...
BC QtRf,t = bt + ns ¢
FC1 gikee <AV = gk < Avengy
FC2 qt/_(f,t < Dyng
LoM dnf; = [afrk,cdt + dqi| ks ¢ — (i — 71¢) bedt

@ Households — consume c¢;, supply labor /;, and invest in —by, kp, ;
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Definition & Main Results

e Standard definition. Physical capital in fixed supply: kp: + kf: = k

R1 Leverage constraint qt/}f,t < min {Avg, @} nf ¢ occasionally binds
binds <= min {Av;, ®;} nrr < gik

R2 If &; = 400, competitive equilibrium is constrained-inefficient
Pecuniary externalities: distributive, binding-constraint, and dynamic

R3 Aggregate production function — y; = {, A%k ™%, with..
ét = at —*/wy, atk = ahkh t+ afkf t, and weyr = fo Yj, ¢dj

SW Preferences u (¢, /) =Inc— A9, Utility flows are:

X1+zp
1

In— +alnl — X7/1+‘/’+(1—a)|nat+|nAt+(1—a)|nk
t

First best - w:; =1, =1, = (a/x)ﬁ, /_(f,t =1
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Policy Exercise

Traditional Mandate

@ Separate objectives and no cooperation — Nash equilibrium

MoPo — m_ax{PDv of In L +alnl, —Xﬁ/}“"}

It

MacroPru — r‘r&)ax{PDV of (1—a)lna}
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Policy Exercise

Traditional Mandate

@ Separate objectives and no cooperation — Nash equilibrium

MoPo — m_ax{PDv of In X +alni; X1+w’l+¢}

MacroPru — r‘r&)ax{PDV of (1 —«)lnas}
t
NE MoPo — mimic natural rate of return
:>7Tt:0r (Ut:]., lt:/*
MacroPru — replicate constrained efficient ®; of flex. price econ.
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Costs and Benefits from Macro-prudential Policy

Flexible Price Economy

| distributive externality, T binding-constraint externality

0.82
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Policy Exercise (cont.)

Coordinated Mandate

o Obj. — max{PDv of |nw%+a|n/t—xl+¢/1“”+(1—oc)|nat}

11, Pt
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Policy Exercise (cont.)

Coordinated Mandate

o Obj. — max{PDV of Inw%+txlnlt—X1+¢/1+¢+(1—0c)lnat}

Ity

@ Optimal policy

X 10'3 Employment Gap Leverage Multiple
3.6
2 NS
3.4 \
\
0 32 \
=
= 3
T
= 2.8
4 2.6
Traditional Mandate 2.4
6 Coordinated Mandate
0.1 0.2 0.3 0.4 0.1 0.2 0.3 04
Intermediary Wealth Share, ny;/qk Intermediary Wealth Share, ny,/q:k
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Policy Exercise (cont.)

Coordinated Mandate

o Obj. — max{PDv of |nw%+a|n/t—xl+¢/1“”+(1—oc)|nat}

Ity

@ Optimal policy

X 10'3 Employment Gap Leverage Multiple
3.6
2 NS
3.4 \
\
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=
= 3
T
= 2.8
-4 2.6
Traditional Mandate 2.4
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ap st dt + 40 — (jp — r,) dt, with g¢ — PDV of ry
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Contrast between Traditional and Coordinated Mandates

Quantitative Analysis

@ Baseline calibration
Parameter Values

an A v Hy  Oa « e 0
70% 25 10% | 1.5% 35% 65% |2 In20/°

O ¢
2% 3 2.8
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Contrast between Traditional and Coordinated Mandates

Quantitative Analysis

@ Baseline calibration
Parameter Values

an A v Hy  Oa « e 0
70% 25 10% | 1.5% 35% 65% |2 In20/°

O ¢
2% 3 2.8

@ Social welfare gains in annual consumption equivalent

Coordinated Mandate over Traditional Mandate

Present Discounted Value of

In% Inl"‘—x% Inal™®  Ut. Flows
Baseline calibration —0.04% —0.00% +0.11% +0.07%

... but with ap=60% | —0.05% —0.01% +0.15% +0.09%
.. but with 8 =In2*/5 | —0.06% —0.01% +0.20% +0.13%
... but with ¢ = 4 —0.05% —0.00% +0.07% +0.02%
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Conclusion

Traditional Mandate
MoPo — mimic natural rate of return

MacroPru — replicate constrained eff. policy of flexible price econ.

Coordinated Mandate
MoPo — deviate from natural rate of return: Greenspan put + LAW

MacroPru — soften relative to traditional mandate

Social Welfare Gains

Coordinated = Traditional by 0.07% annual consumption equivalent
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