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R/ =E\(4-Au)+Ex (16)

t+1e

The interbank rate or policy rate is set by a standard feedback rule responding to inflation,
7, and output, y,, with parameters, ¢_and gﬁy, respectively. Policy rates are smoothed by

1> P >0.

RE - oRE+(1-){4 4 .

To find the interbank rate R", we must equate the marginal product of loans per unit of

L W
labour (1-a)—- to their marginal cost P—; with loans defined by the relationship

ma‘ t
. cﬁA . . : L
L, =D, (1-tt,)=——(1-1m, ). Therefore, in log-linear form, the interest rate on loans, R;,
T, .
is greater than the policy rate by the extent of the external finance premium.

Ry =RE +[v, +w,+mum,~c,]. (18)

EFP,
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‘Rf ~R? = [L—@Qf. In its log-linear form it is the riskless rate, R/ , minus the liquidity
Ci/y

service on bonds, which can be interpreted as a liquidity premium (LP):

-

R°RE =R'R] - \fiq '\QQr—@(Cﬁ,‘H) , (19)
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Figure 3

Froduction of loans and liquidity preference of banks
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Figure 6

Response to negative 1 standard deviation shock to the value of collateral under
different styles of OMO with a constrained short-term nominal interest rate
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Figure 1. Flattening of the Phillips Curve
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Figure 2. Impulse Responses to a Demand Shock
(percentage points deviation from baseline)
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The solid line shows the impulse responses to a demand shock under a steeper Phillips curve, while the
dashed line shows the adjustment under a flatter Phillips curve (for the same interest rate response function).
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Figure 3. Impulse Responses to an Inflation Shock
(percentage points deviation from baseline)
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The solid line shows the impulse responses to a demand shock for a steeper Phillips curve, while the
dashed line shows the adjustment under a flatter Phillips curve (for the same interest rate response

function).
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Financial conditions

Financial stability

(1) Nonfinancial
sector

Borrowing conditions
Balance sheet channel

Credit growth (credit/GDP)

Deterioration in underwriting standards

Excess leverage
e Fire sale externalities
e Negative demand externalities

(2) Asset markets

Risk free term structure

Higher asset prices

Lower risk premiums

Compressed risk premiums
e Reach for yield because of nominal targets
e Supported by leverage from an external
finance premium, asymmetric information
e Asset managers that prefer yield income or
are evaluated based on relative performance

Low volatility and low risk premiums
* Procyclical risk management practices
e Mismeasurement of risk

(((:: Monetary Policy, Financial Conditions, and Financial Stability

: Tobias Adrian Nellie Liang: p 8)
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