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Abstract

This paper investigates a new macroprudential policy in a DSGE model with
financial frictions. As in Gertler, Kiyotaki and Queralto (2012), we propose to
subsidize bank equities. The subsidy level is different, however. In the new policy,
the subsidy is proportional to the bank capital ratio while in Gertler et al. (2012), it
is a function of the shadow cost of the deposit. The new policy has two advantages:
first, it is more applicable for practical policy design because the bank’s balance
sheet structure is an observable target for the central bank. Second, the new policy
helps reduce both the moral hazard cost and the cost of bank borrowing from
households. The results show that the new policy is welfare dominant.
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1 Introduction

A low bank capital ratio on banks’ balance sheets is an important factor for excessive
systemic risk and financial instability. There is a great deal of literature that shows that
individual banks tend to issue excessive short-term debts because of financial frictions
and credit constraints', and banks undervalue the importance of the bank capital ratio
for managing bank risks. As individual banks issue more short-term debts, they become
more vulnerable to risks because short-term debts would be affected by credit crunch and
the ‘fire sales’ effect. This feature of bank balance sheets has been highlighted by the
recent financial crisis in 2009.

To improve financial stability, different macroprudential policy tools are designed.
The literature on macroprudential policy instruments focuses on bank capital regulations
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such as countercyclical capital requirement?. Gertler and Kiyotaki (2010) and Gertler,
Kiyotaki and Queralto (2012) (GKQ hereafter) embed endogenous bank balance sheets
in a DSGE model with financial frictions. In their framework, it is possible to compare
the effectiveness of macroprudential policies which refers to the stability of the financial
market and the reduction of real output loss.

In GKQ, a macroprudential policy is introduced to mitigate the real output loss caused
by the financial shock. In their policy, the central bank taxes bank assets and offers
subsidy to bank equities. The subsidy rate is designed to respond to the shadow cost
of bank deposits. This policy induces bankers to choose a higher capital ratio in steady
state, so it practically works as a capital ratio requirement and helps improve welfare.
Based on their research, we aim to improve the policy in two directions: first, the subsidy
rate can be designed to respond to the economic variable which is easy to observe in
practise. Second, we would like to investigate whether we can find a welfare-improving
macroprudential policy.

This paper provides an improved version of macroprudential policy which performs
better than the GKQ policy. The policy framework is similar: the central bank subsidizes
the bank equities by taxing the bank assets. The difference is that the central bank chooses
the bank equity subsidy according to the bank external capital ratio in the alternative
policy. The alternative policy has two advantages. First, the bank capital ratio is an
observable target for the central bank and the capital ratio reveals banks’ ability to hedge
financial risks. Second, the alternative policy is more welfare improving.

We compare the performance of the alternative macroprudential policy to the GKQ
policy and find the following results: first, the new policy helps reduce the volatilities of
both risky returns and the credit spread, so it helps enhance the stability of the financial
system and mitigate the financial frictions. Second, given the same level of subsidy per
unit of bank equity in the policy framework, the new policy creates a lower moral hazard
cost in the banking sector. Third, the new policy reduces the bank’s cost for issuing bank
equities and deposits, which decreases the return per unit of capital and raises the firm’s
borrowing. According to the diminishing return of capital in the production function, a
lower level of return on capital implies a higher capital stock and a higher level of output
and consumption. We compare welfare under different policy scenarios using consumption
equivalents and show that the new policy provides higher welfare. The result is robust to
the choice of parameters and the size of the financial shock.

The optimal parameters of the alternative policy show that the central bank should
offer a progressive bank equity subsidy with respect to the aggregate bank capital ratio. To
be specific, the central bank gives a high subsidy at normal times to keep the bank capital
ratio high. After the financial shock has occurred, bank assets suddenly deteriorate, thus
reducing the bank capital ratio. In that case, the central bank lowers the subsidy so it
allows the bank’s capital ratio to be low for a longer period of time. The macroprudential

2Time-varying capital requirement and countercyclical capital buffers are analyzed in Kashyap and
Stein (2004) and Dewatripont and Tirole (2012). A substantially higher capital ratio than the market
determined ratio is proposed in Admati et al. (2010) and Hanson et al. (2011). Perotti and Suarez (2009)
propose liquidity risk charges to encourage banks to issue more bank equities, and it can overcome the
procyclicality of macroprudential policy.



policy effect is consistent with the countercyclical capital ratio requirement in Kashyap
and Stein (2004) and Hanson et al. (2011). They propose a high capital ratio requirement
before the financial crisis and lowers the requirement in hard times because it is more
difficult to retain bank capital just after the financial crisis. Moreover, the new policy is
in line with the macroprudential capital policy tool from Bank of England in Harimohan
and Nelson (2012).

The outline of the paper is as follows. Section 2 introduces the model. Section 3
provides the simulation results, Section 4 compares the performances of different policies
and Section 5 concludes the paper. We provide detailed derivations of the model in the
Appendix.

2 The Model

In this section, we describe four sectors in the model: households, goods producers (firms),
capital producers and banks. The framework is from GKQ. It is a DSGE model with
financial frictions. In the model, individual banks have the alternatives to issue either
short-term debts or bank equities. This feature helps explain why banks choose a low
capital ratio in equilibrium. The financial friction is from the agent problem between
banks and bank managers. Briefly, the moral hazard problem alters banks’ balance sheet
decisions, and it lowers the bank capital ratio on the balance sheet. The summary of the
system of equations is shown in Appendix 6.1.

It is assumed that capital producers endure flow-variable adjustment costs, so the

resource constraint is
I;

Y, = C, + [1+f(z>}lt, (1)

where Y; is domestic final output, C; is consumption, I; is investment and f () are ad-
justment costs. The function of adjustment costs is convex with f(1) = f/(1) = 0 and
f"(x) > 0 for any = > 0.3

Following GKQ), the financial crisis is modelled as a negative exogenous shock to the
aggregate physical capital stock. As will become clear, a deterioration of the capital stock
will be reflected in the asset side of individual banks. This is how the asset price variation
is introduced,

Kt+1 = 77Z}t-§-1slfv4 (2)

where K., is the aggregate capital stock at the beginning of time ¢ + 1, S;;q is the
accumulated aggregate capital at the end of time ¢ and 1, is the capital quality shock
from time t to t + 1. The shock ¢, ; (> 0) is an i.i.d. process with the unconditional
mean 1.

2
3In the simulations, f is specified as a quadratic function: f(llil) =V (II; — 1) .

4For the purpose of tractability, we follow GKQ and consider only the capital quality shock without
incorporating other important shocks, such as TFP shock. Therefore the model may not capture standard
business cycle moments. I acknowledge that adding those shocks will affect the stochastic steady state
values and the welfare calculation. Results are not tested along this dimension.



Non-financial firms accumulate capital and produce final output at a constant physical
depreciation rate, 6. The aggregate physical capital accumulation is subject to

Sp=(1-0)K¢ + 1. (3)

After the realization of the capital quality shock, ¢, ,; from time period ¢ to ¢ + 1, capital
‘in progress’ (S5;) is transformed into the realized capital stock (K;;;) at time ¢ + 1.

2.1 Households

A representative household has a continuum of members with mass 1. There are f fraction
of workers and 1— f fraction of bankers in the household. Bankers work as bank managers
and make decisions on the bank balance sheet. When they are forced to quit the banking
sector to become workers, they transfer the net worth in banks back to the household as
dividends. The probability of bankers quitting in every period is . Workers rent labour
to firms to gain wages, and they may become new bankers with probability u—o—lcﬁ each
period. In this way, the fraction of bankers to workers remains constant.

The utility function follows Guvenen (2009) and Greenwood, Hercowitz and Huffman
(1988). The reason for this form of preference is: first, there is no wealth effect on labour
supply. Second, it produces labour volatility with little cost of complexity. Third, the
habit formation improves the quantitative performance of the model. The household has
an expected discounted lifetime utility

0 B 0 - 1 Y 1—v
B ZBT tU (C‘rv 07717 LT) = B ZBT — <CT - hCTfl - —L71-+¢> ’ (4)
p— 1—7 1+

T=t

where E; (-) denotes the expectations conditional on the information set at time ¢, L; is
the labour input into production, (5 is the time discount factor,  is risk aversion, h is the
habit parameter, x is the weight parameter towards labour and ¢ is the inverse Frisch
labour elasticity.

It is assumed that households do not provide funds directly to firms. They only lend
money to banks. Households can choose to buy either risk-free return debts (deposits,
D) or bank equities (e;). The representative household maximizes his or her expected
utility by choosing consumption, labour supply, deposits and bank equities (Cy, Ly, Dy, ;)
subject to the budget constraint:

Ci+ Dy +qe. =W Ly + 11, + RDy_1 + Re qi—1€4-1, (5)

where W, is wage, II, is the net profit from capital producers plus banker’s final dividend
payments, ¢; is the price of bank equity, R; is the risk-free return on deposits and R, is
the return on bank equities from time ¢ — 1 to ¢. Denote Uc; as the marginal utility to
consume at time ¢ and A, as the stochastic discount factor from ¢ to 7:

- -
— X X
Uc, = (ct ~hCh1 = +gOL%“’) — Bh <Ot+1 —hCy— 15 @Liif) (6
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Atﬂ' = ﬂT_ —. (7)

By solving the representative household’s optimization problem, we derive two Euler
equations because households can choose either bank deposits or bank equities,

RtJrlEt (At,t+1) = 17 (8)

Et (At,t+1Re,t+1) = 17 (9)
and we can derive the first order condition for labour supply,
X rlte-

EUcW, = Cy—hCy_y — ——L, 7| LY. 10

tUctWe = X ( t =177 T t ) t (10)

2.2 Goods Producers

Competitive goods producers produce identical final output using capital and labour. It is
assumed that they have to borrow funds from banks by issuing firm securities. Moreover,
banks have access to all information from the borrowing firms. So they can borrow
without any frictions by committing to pay the entire profit to banks via firm equities.
Firms produce output with a constant returns to scale Cobb-Douglas production function,

YV, = AKML 0<a<1 (11)

where A; denotes aggregate productivity. This paper focuses on investigating the effect of
the capital quality shock 1,, which captures the financial crisis. For simplicity, we assume
that A; = 1. The first order condition with respect to labour is
Y:
Wi=(1—-a)—.
—(-a)f
Let Z; denote the gross return on per unit of capital before the capital quality shock,

Yi-Wile Y, AL A(Lt)”

A -0 = — = -
' K, “K T YK K,

It it assumed that firms normalize firm security to correspond to one unit of capital, so
Z, also stands for the return on firm equity. Since all profit flows go from firms to banks
via the firm equities, manufacturers have no profit left in each period. The return on firm
equity consists of the gross return of capital, physical depreciation, and the change in the

capital price,
Zy+ (1= 0)Q:]

Ry = [

12
Q-1 (12)
Similarly, the return on bank equity® is
Z 1—9
Re7t _ ( t + ( )qt) wt‘ (13)

di—1

®Banks normalize the value of bank equity to make their claim correspond to the return of the bank
asset, so as to relate it to the gross return of capital. After the normalizations of both firm equities and
bank equities, the price of capital equals the price of the firm security, Q;.



2.3 Capital Producers

Capital producers use final output to produce capital with flow-variable adjustment costs.
They transfer their profit back to households in each period because households have the
ownership. The capital producers choose the investment I; to produce capital given the
capital price (J; subject to the adjustment costs,

max [E,; f:AM {QTIT — I, [1 + f(][‘l' )} } )
—t T—1

The concavity of the objective function ensures that the interior solution exists. The
solution shows that the marginal cost of capital production equals the price of capital Q).

A (ItTJ;l) f,(ﬁ)] (14)

Iy
Iy

Iy
Iy

Iy

Qi =1+ f( I

f(

) + ) — By
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2.4 Banks

Individual banks work as financial intermediaries. They issue outside bank equities and
take deposits from households and lend them to firms. Banks keep their profit as net
worth and face the balance sheet constraint in each period, where the total value of loans
cannot exceed their raised funds plus the net worth.

Qs < ny + qe + dy, (15)

where s; are firm securities that the individual banks buy from the goods producers, ¢,
are bank outside equities, n; is net worth. d; are bank deposits and ¢; is the price of
bank equity. As mentioned in Section 2.2, the gross return of physical capital flows from
firms to banks through firm equities. It means that any factor that changes the return of
capital will also cause variation in bank assets.

In GKQ), the following two assumptions ensure that banks cannot accumulate enough
net worth to avoid borrowing from households. First, new bankers do not have sufficient
net worth when they go into the banking sector. Second, banks have a constant probability
of quitting the banking sector in every period. Given the above restrictions, banks need to
issue equities and short-term debts in each period. A law of motion of individual banks’
net worth is

ng = Rk,t@tflstfl — Rydyq — Re,tQtfleth (16)

Before introducing the moral hazard problem, we define two ratios in the banking
sector: the leverage ratio ¢, and the outside equity ratio x;.

QtSt

¢t = N ) (17)
vy = g;:t. (18)



Leverage is the ratio of bank assets to net worth. The bank outside equity ratio is the
ratio of bank outside equities to bank assets. The fraction of outside equities plays an
important role for the financial stability in this model. While banks are not able to
accumulate enough net worth, they can always choose a higher outside equity ratio to
hedge the financial risks. Although the bank capital ratio also includes inside equities
in common usage, we use the term bank capital ratio to refer to the bank outside equity
ratio, x;, and they are interchangeable hereafter.

The objective of the individual banks is to accumulate the net worth and get the
maximal dividends when they are forced to quit the banking sector. They maximize the
expected discounted future dividend payments. Letting o denote the banker’s probability
of exiting the financial market, the value function is

o0

Vi(n;) = max B, Z (1—0)o™ Ay mn. | . (19)

T=t+1

A moral hazard problem is embedded between shareholders and bank managers as
in Gertler and Karadi (2010). After banks have obtained funds from households, the
bank manager has incentives to transfer a fraction of the bank assets (0;) back to his
family. As households recognize this, they limit the funds provided to banks and change
the proportion of short-term debts and bank equities.

The fraction of diversion from bank assets depends on the current composition of the
bank’s borrowing, x;. At the margin, it is more difficult to divert the bank assets funded
by short-term debts than outside equities. This is due to the fact that short-term debts
have the first priority and require banks to meet a fixed amount of payment with full
responsibility. In contrast, bank equity payment is time-contingent and related to the
return of bank assets, which is more difficult to monitor by bank outside equity holders.
This idea comes from Calomiris and Kahn(1991). Assume that the fraction of diversion
O, is a function of the outside equity ratio, which is specified as quadratic:

O(zy) =0 <1 +ex, + gxf) : (20)
where ¢ < 0, kK > 0. Households get some advantages in monitoring the bank managers
by having at least some bank equities (¢ < 0). Moreover, we restrict the marginal fraction
of diversion 6 (¢ 4+ kx;) to be positive because bank managers can divert more funds with
a higher fraction of equities on the balance sheet.

If the bank manager diverts a fraction of bank assets back to the household, the
bank defaults. In this case, the bank faces bankruptcy, the creditors only get 1 — ©(x;)
fraction of assets as liquidation and the bank manager gets ©(z;) fraction of assets without
dividends. Since households recognize the bank managers’ incentive to divert funds, they
restrict their lending to ensure that the bank manager’s payoff from diverting funds does
not exceed the expected dividends at each date. By doing this, the bank managers will
not choose to divert funds, but the banks face the following borrowing constraint

Vi(ng) > O(x) Q54 (21)



The moral hazard constraint involves the bank’s value function. We find the closed form
of V; as follows.

Vi(ne) = (Hsp + Tepte 1) QeSt + ving, (22)

where the coefficients are recursively defined by

U = By (A p1Qe41) Rea, (23)

fog = By [Arp 111 (Ripe1 — i) (24)

Het = By [At141Q41 (Rep1 — Regr1)], (25)
Yp=0—-0)+o0 [¢t (Ms,t+1 + %’t+1ue,t+1) + Ut+1] . (26)

The optimal bank leverage ratio is

Ut

@(xt) - (Ms,t + xtlue,t)

¢ = (27)

The derivation method is shown in Appendix 6.4.

Here €, ;1 is the shadow price of the net worth tomorrow, so Ay ;121 is the discounted
shadow price of net worth. v, is the cost of banks issuing deposits that can be saved from
an additional net worth tomorrow. In Eq. (25), p,, is the extra cost of issuing bank
deposits rather than bank equities from the additional future net worth. ., is positive
in the stochastic steady state. This means that the cost of issuing bank equity is lower
from the perspective of the banks. In Eq. (24), p,, is the net profit from the additional
future net worth if banks issue bank deposits. By Eqs. (24) and (25), p,, + z4pt,; is the
net profit of the bank asset with the balance sheet x;,

Moy T Tifley = [, [At+1Qt+1Rk,t+1 - (1 - $t) A1 Ry — xtAt+IQt+1Re,t+1] . (28)

If we consider the evolution of aggregate net worth in the banking sector, the dynamics
of new bankers and old bankers should be taken into account,

Ny =0 (R xQ1-15Si—1 — RiDy_1 — Reyqr1Er—1) + Ny,t-6 (29)

The initial wealth of new bankers (NN, ;) is assumed to be a fixed fraction of bank assets
(&) at the end of the current period,

Ny,t = ng;,tQt—lst—l-

6We use lower case notations for individual variables and capital letters for aggregate variables.




2.5 Macroprudential Policy

Because of the financial frictions, individual banks tend to issue more short-term debts
than in a frictionless financial market. This makes banks exposed to risks because they
do not consider the externality that holding more short-term debts increases the systemic
risk and makes the financial system more vulnerable. To overcome this problem, a macro-
prudential policy is introduced in GKQ. The policy induces individual banks to issue more
bank equities instead of short-term debts, so as to raise the bank capital ratio. Since the
return on bank equity (R.;) is time-contingent and it is linked to the performance of
the bank’s investment projects, the bank risk can be better hedged with a higher bank
equity ratio. In the macroprudential policy framework, the central bank taxes private
intermediated bank assets and offers a subsidy to bank equities. Thus, the bank’s balance
sheet constraint is modified into

(1 + Tf) Qs =ng + (1 + 75) qres + ds, (30)

where 7F is the tax rate on bank assets and 7¢ is the subsidy rate on bank equities. The
tax and the subsidy level (7F and 7¢) are determined by the macroprudential policy rule.
To ensure that the policy is fiscal neutral on the balance sheet, we have the following
condition,

T = 4,7

In GKQ, the central bank chooses a bank equity subsidy depending on the shadow

cost of the bank deposit, v, -

1
= (31)
where 74 is the policy parameter chosen by the central bank. From Eq. (23), v, is the
bank’s cost of issuing short-term debts from the additional net worth tomorrow. The
intuition of the GKQ policy is: if v; is low, banks tend to issue more deposits, so that the
central bank subsidizes more on bank equities. In this policy framework, the bank equity
subsidy raises the extra cost of banks issuing a deposit relative to bank equity from g, ,
to p., + 71. From the perspective of the bank, it costs less to issue bank equities than
before. Therefore, banks tend to issue more bank equities and the bank capital ratio will
increase. However, it has not been shown that this policy rule is optimal for improving
welfare. The motivation for the policy modification is: first, while GK(Q take into account
the policy effect on the bank’s cost for issuing deposit in their policy, they do not consider
the effect on the profit of the bank asset. Second, the shadow cost of the deposit is not
an easily observed target for the central bank in practice.

Here we introduce an alternative macroprudential policy and name it capital ratio
policy: the central bank chooses the bank equity subsidy to react to the aggregate bank
capital ratio, ;. We introduce this new policy because a number of studies in the literature
such as Perotti and Suarez (2009) and Hanson et al. (2011) suggest that macroprudential
policy should focus on regulations of bank capital and capital requirements. The policy



rule is
7'? = ToXt + AT(), 7 (32)

where A, is the level parameter of subsidy and 7 is the ratio parameter. Both parameters
are chosen by the central bank, and they can be negative. When 7 is positive, the central
bank offers a progressive subsidy rather than a regressive subsidy. In the capital ratio
policy, Tox; depends on the path of the bank’s capital ratio after a financial shock and
A is the subsidy level exogenously chosen by the central bank.
With the capital ratio policy, individual banks’ value function is modified from (22)
to
Vi(ne) = [(1tsy — 7800) 4 (fey + T500) 3] Quse + vemy. (33)

The bank’s optimal choice of capital ratio is also different:
K
(Ms,t + u&txt) (e + Kxy) = (1 +exy + ?Z:f) [uei + vy (Toxy + ATO)] ) (34)

The derivation is similar to that of the baseline model without policy.

The new policy focuses on the bank’s capital ratio, z;, which is important information
for the bank’s ability to hedge against financial risks. The results show that the capital
ratio policy helps banks keep the high capital ratio before the financial shock and allows for
a lower capital ratio after the shock. The implementation of the new policy is consistent
with the time-varying capital ratio requirement. In the simulation part, we compare the
policy performances and explain why the new policy provides a higher welfare than the
GKQ policy.

Before the simulation part, we describe how we measure welfare in the model. Welfare
is the unconditional stochastic steady state value of households’ lifetime utility,

Wy=E, Y B 'U(C, L,). (35)

T=t

We take the second order approximation of the welfare around the stochastic steady
state, so that volatility is included. We compare welfare under different policy scenarios
using consumption equivalents. More details of the welfare description are shown in the
Appendix 6.6.

3 Simulation Results

In this section, we provide the simulation results to show how the capital ratio policy
mitigates the impact of the financial shock and improves welfare. Simulations of the
baseline model without policy and the GK(Q policy are also provided for comparison.

To capture the risk perceptions channel in the model, we use stochastic steady state fol-
lowing the literature Campbell (1994), Lettau (2003) and Coeurdacier et al. (2011). The

"Here z; is an aggregate level of bank capital ratio so that one individual bank cannot affect the tax
rate 7¢. In equilibrium, all individual banks choose the same level of z;.
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stochastic steady state differs from non-stochastic state in the aspect of second moments.
These second moments of variables have an impact on banks’ balance sheet decisions and
affect the steady state.

The computational method in this paper follows de Groot (2013). We do the second
order approximation of the model around the deterministic steady state and use the
iteration method to get the stochastic steady state. We find the stochastic steady state of
our model such that the second moments generated by this stochastic steady state lead
back to the same stochastic steady state.

There are 15 parameters in the baseline model. The parameter values are from GKQ
and they are summarized in Table 1.

Table 1: Parameters

15} 0.99 discount factor

0% 2 relative risk aversion parameter

h 0.75 habit formation coefficient

X 0.25 weight coefficient of labour

%) 0.33 inverse Frisch elasticity of labour supply

« 0.33 share of capital

) 0.0025  physical depreciation rate

v 1 the elasticity of the price of capital to investment
o 0.9685  bank probability of survival

& 0.00289 households transfer ratio to new banks

0 0.264 moral hazard parameter

€ —1.21  bank’s diversion parameter (linear term)

K 13.41 bank’s diversion parameter (quadratic term)
E(w,) 1 mean of the financial shock

std(vp,) 0.69%  standard deviation of the financial shock

In both macroprudential policies, the central bank taxes bank assets and subsidizes
bank equities (Eq. (30)). The difference is: in the GKQ policy, they choose the bank
equity subsidy to respond to the shadow cost of the deposit (Eq. (31)); in the capital ratio
policy, the central bank responds to the aggregate bank capital ratio level (Eq. (32)).

The stochastic steady states of key variables are shown in Table 2. The first two
columns are stochastic steady-state values and standard deviations in the baseline model
without policy. As compared to the no policy scenario, the capital ratio policy increases
x; to 15.56% in steady state, but it is lower than that in the GKQ policy (16.19%).
Therefore, the new policy also works as a capital ratio requirement. A lower steady-state
value of the bank capital ratio in the capital ratio policy reduces the bank manager’s
fraction of diversion from banks (Eq. (20)). In this respect, the new policy causes a lower
moral hazard cost than the GKQ policy.

The capital ratio policy results in a higher steady-state value of the net profit of
bank assets, jis, + T4j1, ,, Which makes it more profitable for bank managers to keep bank
assets in the bank rather than diverting them. At the same time, the lower volatility of
Mg+ Tept, . enhances the stability of the financial sector from the perspective of the bank.
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In the capital ratio policy, banks have a higher leverage ratio due to a higher shadow cost
of deposit, a lower fraction of diversion and a higher p,, +zp., (Eq. (27)). Thus, banks
have a greater ability to absorb funds for a given amount of net worth, N;. This creates
a higher value of bank assets and firm borrowing.

Table 2: Risky Steady States®

No Policy GKQ Policy New policy
Steady state Std. Dev. Steady state Std. Dev. Steady state Std. Dev.
Output Y 23.58 0.9526 24.17 0.9573 24.37 0.9334
Consumption C 18.42 0.7165 18.82 0.7147 18.95 0.6974
Labour L 8.10 0.2414 8.25 0.2390 8.30 0.2266
Capital K 206.29 12.7281 214.25 12.9550 216.91 12.4599
Net Worth N 32.48 4.9305 31.84 6.1674 31.33 7.4127
Risk-free Return r (%) 1.02 0.0017 0.985 0.0021 0.974 0.0022
Risky Return i (%) 1.27 0.0141 1.227 0.0108 1.211 0.0102
Credit Spread T =11 (%) 0.25 0.0155 0.24 0.0125 0.237 0.0119
Capital ratio z 0.1036 0.0372 0.1619 0.0489 0.1556 0.1130
Deposit cost v 1.6051 0.1284 1.7152 0.1552 1.7546 0.1377
Excess Equity Cost U 0.047 0.0018 0.030 0.0042 0.017 0.0054
Bank asset profit Us 0.2447 0.6862 0.3109 0.1981 0.3187 0.0827
Overall profit us + xp, 0.2496 0.6843 0.3157 0.1960 0.3213 0.0799
Leverage ratio ¢ 6.4876 0.7195 6.7123 0.9813 6.9094 1.2748
Subsidy ¢ 0 N/A 0.0016 1.45%10-4 0.00155 2.36x104
Tax P 0 N/A 2.6x101 1.02x10-1 2.4x101 5.39%10
Consumption equivalent T (%) 0 N/A 0.5264 N/A 1.6184 N/A

In addition, the steady state of risky return (Ry%) and credit spread (Ry; — R;) are
reduced more and their volatilities are lower in the capital ratio policy. A lower steady-
state value and volatility of the credit spread suggest that the financial market is more
stable. According to the diminishing return of capital in the Cobb-Douglas function, the
lower steady state of return on the bank asset implies a larger physical capital stock,
which leads to a higher level of output and consumption. The level of Ry, is lower in
the capital ratio policy. That is to say, the capital ratio policy performs better at raising
total output and consumption.

8In Table 2, the policy parameters of both the GKQ policy and the capital ratio policy are optimized.
In the GKQ policy, the optimal parameter 73 is 0.0028 (see Firuge 13 in the Appendix 6.2); in the
capital ratio policy, the optimal parameters (7§, A%,) are (0.0209, —0.0017). The way of finding optimal
parameters is provided in Section 4.2.

9A1l returns in Table 2 are quarterly interest rates.
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As a result, the capital ratio policy improves the welfare closer to the economy without
financial frictions. We can derive the equilibrium of a frictionless economy by solving
the social planner’s problem, choosing (Y, Ly, Cy, I;, S;) to maximize the representative
household’s utility subject to the resource constraints (1), (2), (3) and (11). Compared to
the baseline model, the frictionless economy has a consumption equivalent of 4.8 percent.
Table 2 shows that the capital ratio policy can achieve a higher welfare with consumption
equivalents of 1.62 percent than 0.53 percent in the GKQ policy.

Figure 1 illustrates the impulse responses of important variables after the financial
shock. The financial shock is a decrease of v, by one unit of its standard deviation. All
variables are in log deviations from steady state except the credit spread and the credit
spread is presented as the actual deviation. In general, we can see that the capital ratio
policy has a better stabilization effect on economic variables than the GK(Q policy. It
is consistent with the smaller second moments of variables in the capital ratio policy in
Table 2.

Figure 1: Baseline Model v.s. Two Policies
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When the economy is hit by a financial shock, the credit spread increases by 50 basis
points without the policy. The GKQ policy could mitigate the sudden change of the
credit spread down to 20 basis points, while the capital ratio policy decreases the credit
spread to only 10 basis points. It shows that the stability of the financial market is
improved more by the capital ratio policy. The financial shock to the bank’s balance
sheet is transmitted to the real economy through the sudden increase in the credit spread
after the financial shock. Since the sudden increase in the credit spread is smaller under
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the capital ratio policy than under the GKQ policy, the cost of investment is increased
by a smaller amount. Therefore, we have a greater stabilization both for financial sector
variables and for real variables (e.g., output and consumption) in the economy.

As compared to the GKQ policy, the way in which the central bank operates the bank
equity subsidy (7¢) over time is quite different in the capital ratio policy. In the GKQ
policy, the central bank offers a subsidy to the bank equity of 16 basis points quarterly in
a steady state. When there is a financial shock, there is an increase in the shadow cost of
the bank deposit, so the central bank decreases the subsidy. Since the sensitivity of v; to
the capital quality shock is small, the subsidy only decreases by 4%. In the capital ratio
policy, the bank equity subsidy reacts directly to the current bank capital ratio, z;. The
central bank offers a 15.5 basis point subsidy per unit of bank equity before the financial
shock. As the capital ratio suddenly decreases by 30% after the shock, the bank equity
subsidy decreases by almost 50%. That reduction of the subsidy keeps the bank capital
ratio at 12% over time, around 4% lower than before the financial shock. It means that
the capital ratio policy has a larger countercyclical capital ratio requirement than the
GKQ policy. The central bank requires a high capital ratio before the financial shock,
but allows individual banks to keep a lower capital ratio for a longer period after the
shock. The new policy is consistent with the literature on a time-varying capital ratio
requirement, e.g. Kashyap and Stein (2004) and Hanson et al. (2011). And the capital
ratio policy is in line with the macroprudential capital policy tool of Bank of England (see
Harimohan and Nelson (2012)). We will discuss the underlying mechanisms of different
macroprudential policies in the next section.

The result in the simulation is robust to the choice of parameters in real sectors as
well as the size of the financial shock (a standard deviation from 0.5% to 2%). It is also
robust to the parameter choice in the financial sector within a reasonable interval. To be
specific, the results hold when  ranges from 5 to 20, € from —4 to 0 and # from 0.15 to
0.35.

4 Different Channels of Macroprudential Policy

In this section, we provide an explanation for why the capital ratio policy gives higher
welfare than the GKQ policy. We find three different channels through which welfare is
affected.

The first channel is the balance sheet channel: it works through the bank equity subsidy
(7¢) in the balance sheet (Eq. (30)). When the central bank raises 7¢, the individual banks
tend to issue more bank equities and less deposits. This helps individual banks hedge the
financial risks. Moreover, from the perspective of the bank, the cost for issuing equities
is lower than for deposits (1, is positive in (25)). As the bank capital ratio goes up, the
policy reduces the bank’s cost for borrowing funds from households.

The second channel is the moral hazard channel: as macroprudential policies raise the
capital ratio, the bank manager’s fraction of diversion increases (in Eq. (20)). A higher
capital ratio raises the moral hazard cost and reduces the welfare.

The third channel is the cost reduction channel. From the perspective of the individual
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bank, there is a change in the cost of issuing funds and the profit of the bank asset as
the central bank changes the bank equity subsidy level. This channel includes the general
equilibrium effect on the shadow cost of the deposit and the bank equity as well as the
shadow profit of the bank asset (Egs. (23), (24) and (25)). When the bank equity subsidy
is the same among different policies, the cost reduction effect in the GKQ policy and the
capital ratio policy is still different.

In the following analysis, we change policy parameters to shut down the balance sheet
channel among different policy scenarios, and investigate how the moral hazard channel
and the cost reduction channel affect welfare. Our analysis evaluates the key variables
in a stochastic steady state, and investigate the policy effect on welfare from the general
equilibrium perspective. The results show that the capital ratio policy gives higher welfare
than the GKQ policy because the cost reduction channel performs better.

4.1 Moral Hazard Channel v.s. Cost Reduction Channel

Recalling the policy rules, (31) is for the GKQ policy and (32) is for the capital ratio
policy. For each policy rule of 7¢, the bank’s optimization problem is different. We
extract the differences from the system of equations, and the following Eqs. (36) and (37)
are optimal choices of x; with the GKQ policy and the capital ratio policy. To make the
presentation clear, we change notations for different policies where the variables in the
GKQ policy have tilde.

(s + Tiee) (e + 530 = (1+ €1+ 552 [fieg +71] (36)
(Hgy + teyme) (€ + Kxy) = <1 + e, + gxf) [ftes +0iTs] - (37)

If the policy were only transmitted through the balance sheet channel, we would have
the same effect on welfare by choosing the same level of 7¢ among different policy scenarios.
However, in the capital ratio policy, 7 is a function of the aggregate capital ratio and it
has a general equilibrium effect on the bank’s optimal choice of x;. So there are two other
channels that perform differently under different macroprudential policies.

To analyze how the moral hazard channel and the cost reduction channel affect other
variables and welfare, we fix the subsidy per unit of bank equity 7¢ in (30) across different
policies to shut down the balance sheet channel. To check the sensitivities of other key
variables to the bank equity subsidy under different policy rules, we vary 7¢ by choosing
different policy parameters. In the new policy, the central bank can choose two parameters
(To, Aro). In this case, we fix one parameter A,y = —0.0017 where the highest welfare
can be achieved, and then vary 7¢ by choosing different values of the other parameter 7.
Here, we introduce a constant subsidy policy as a benchmark: the central bank provides
a constant subsidy per unit of bank equity (7§ = 7). In this policy scenario, we can see
the macroprudential policy effect that only goes through the balance sheet channel.

Since those first affected by the policy are banks, we start by checking the key variables
in the banking sector (e.g. the capital ratio (x), the shadow cost of the deposit (v) and
the net profit of the bank asset (u, + z,)). As the central bank changes the bank equity
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subsidy in three different policies, the features of the variables in the constant subsidy
policy and the GKQ policy are very similar in Figures 2, 3 and 4. This implies that
the GKQ policy effect mostly goes through the balance sheet channel. The path of a
shadow cost of deposit does not have large impact on welfare because its sensitivity to
7€ is relatively small in steady state. To be specific, as the central bank varies the bank
equity subsidy from 5 to 40 basis points, the shadow cost of the deposit only changes from
1.65 to 1.8, but the bank capital ratio increases from 12% to 25%.

Figure 2: Capital Ratio z and Moral Hazard Cost ©
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As we can see from Figure 2, the capital ratio goes up as the central bank raises 7¢ for
all three policies. The policy effect of 7¢ on the capital ratio is very similar between the
GKQ policy and the constant subsidy policy, but it is lower in the capital ratio policy.
This is due to the fact that the cost savings when the bank switches from bank deposits
to bank equities are lower in the capital ratio policy (see p, in the top-right panel of
Figure 3), so the bank has less incentive to raise the capital ratio. Given any level of 7¢
a lower capital ratio level under the capital ratio policy leads to a smaller diversion, ©.
Therefore, the moral hazard cost is lower.
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Figure 3: Variables in the Banking Sector

=
©
al

[y
©

#z Eixtra Cost of Deposit

1.75

v. Cost of Deposit

1.7

1.65 0

1 1.5 2 25 3 3.5 1 15 2 25 3 3.5
~MBankEquityBubsidy 1078 ~MBankEquityBubsidy 1073
10 v 10°
4 £ 4
%
3.8 = 38
< 36 £ 36
< 34 Z 34
7. =
<"32 < 32
7z
3 < 3
ol
2.8 23
1 15 2 2.5 3 35 1 1.5 2 2.5 3 3.5
~MBankFquityBubsidy 102 ~MBankEquity®ubsidy 1073

= = = GKQMPolicy = (apitalRatioPolicy = ConstantSubsidyPolicy

As shown by the bottom-right panel of Figure 3, the net profit of bank assets from an
additional net worth tomorrow, u, + xp,, is higher under the capital ratio policy because
of a higher value of u,. A higher level of u, + xu, makes each unit of net worth more
valuable in the future.

The results show that the capital ratio policy leads to a lower fraction of diversion
(©) and a higher net profit of the bank asset (u, + zp,), both of which affect the value
of individual banks, V. On the one hand, a higher net profit of the bank asset increases
the bank value (Eq. (22)). On the other hand, the bank’s value function decreases as ©
becomes smaller because the moral hazard constraint is always binding (Eq. (21)). The
right panel of Figure 4 shows that the total bank value in the capital ratio policy is higher
than under the GKQ policy for any given 7¢. By Eq. (21), we can see that the capital
ratio policy has a higher bank value because it raises the total bank assets to a higher
level'?,

9In Eq. (2), the capital stock (K) equals the realized intermediate capital (S) (or bank assets) in
steady state because the mean of the financial shock (1) is 1.
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Figure 4: Bank Value V' and Bank Assets QS (Physical Capital QK)
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In Figure 5, the welfare (W) first goes up as the central bank increases the subsidy
to bank equity (7¢), but then it goes down when the subsidy exceeds 17 basis points. By
closely looking at the return on physical capital (Ry), we find that the highest welfare
corresponds to the lowest level of Ry in all policies. This is intuitive: according to the
diminishing marginal productivity of capital in the production function, the lowest level
of return on physical capital (Ry) corresponds to the highest level of capital stock (see the
right-hand panel of Figure 4), which gives the highest output and consumption in steady
state.

Figure 5: Welfare WW and Return of Capital Ry
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Ry, is the return per unit of physical capital and also the risky return on the bank asset.
In Figure 5, we can see that Ry, first goes down and then goes up as the central bank raises
the subsidy to bank equity. To investigate how the return on the bank asset is affected
by different channels under different policies, we formulate the following proposition.

Proposition 1 In the macroprudential policy framework (Eq. (30)) for all three policies,
the return on the bank asset can be expressed as a function of the bank capital ratio, the
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subsidy to bank equity and the second moments of variables in steady state.

M. +7¢M,) (1 +ex + 2?) M, — M,,
R, — (Mye +7 )( x 2‘”)+ pel (38)
M, (e + k) M,
= Sl+52.

where € and k are parameters in the model, M.,

(MH5+TEMU)(1+EI+ gxz)
Mys(e+kx)

M, and M, are second moments of i,

M,—M,
and SQ = UM—M.
wns

v and u, respectively, S1 =

Proof. The equations in the banking sector in steady state are

v =Q(1 + cov(, A)), (39)

1, = AQ(Ry — R) + (R, — R)AQcou(A, Q) + R AQcov(A, Ry) + ReAQcov(Q, Ry), (40)
f, = AQ(R — R.) + (R — R)AQcov(A, Q) — RAQcov(A, R.) — ReAQcov(Q, R,), (41)
(s + 1) (e + i) = (1+ew + 50%) [ + 7], (42)

where cou(-) is the covariance between the log-deviated variables, expression (39) is the
definition of v, (40) is the definition of p,,, (41) is the definition of p,,, Eq. (42) is the
optimal choice of x;, and all variables are at their stochastic steady states. We can derive
(38) from (39), (40), (41) and (42) where

M,=1+ cov(@, /A\),

M, =—A [(Re — R) + (R. — R)cov(A, Q) 4+ Recov(A, R,) + Recov(Q, Ae)] :

M,s=A (1 + cov(A, Q) + cov(A, Ry) + cov(Q, ]%Q) :
]
In Eq. (38), these second moments (M, M,, M,s) are endogenous and vary as the
central bank changes the bank equity subsidy, 7¢.
We can see from Eq. (38) that there are two kinds of effects on the return on capital.
The first term S; is the moral hazard effect on Rj. Since 6 (1 +ex + g:ﬂ) is the fraction

of bank assets that bank managers divert from the banking sector and 6 (¢ + kx) is the

. . . . 14ext5a2 . . . .
marginal fraction of diversion, and then —_-2— is the inverse of the marginal contribu-

tion ratio of z; on the moral hazard cost. The second term Sy contains the bank’s cost
reduction effect when the bank switches from bank deposits to bank equities. To be clear,
we rewrite Sy as

_ M, — Myex (M, — Muex)Q  v—px

= (43)

S - Y
2 M, M,s§2 ENTR

where the third equality comes from the derivation of Proposition 1. Recalling from (23),
(24) and (25), p, is the excess cost of the deposit to bank equity and v + p, is the return
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of the bank asset from an additional net worth tomorrow. As banks raise the proportion
of bank equities, the capital ratio goes up. Therefore, —p x is the banks’ cost reduction
when they issue more bank equities instead of deposits. When banks’ cost of borrowing
funds from households decreases, Rj. also decreases through S,.

Figure 6 decomposes the moral hazard effect and the cost reduction effect on Ry in all
three policies. When 7¢ is small, the return on capital decreases as 7¢ increases because the
cost reduction effect Sy is large. However, the moral hazard effect Hi—tfﬂ is increasing
when the bank capital ratio goes up. As a result, R is a U-shaped curve as the central
bank raises 7¢. Figure 6 shows that the moral hazard effect is nearly the same in all three
policies, but the cost reduction effect reduces Ry more in the capital ratio policy.

Figure 6: Moral Hazard Effect v.s. Cost Reduction Effect
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The cost reduction effect in Eq. (43) can be rewritten as a ratio of the bank’s cost to
the bank’s profit:

v (-m)v r-p)
vt vtp, o vt

In the numerator, there is the bank’s cost of issuing deposits ((1 — z) v) and bank equities
(x (v — p,)) with the bank capital ratio (z). The denominator v + p, is the return of the
bank asset from an additional future net worth. If this ratio is low, the bank gains
more profit from the additional net worth tomorrow. Now we see the reason why the
GKQ policy is not optimal: the central bank targets v which is the cost of banks issuing
deposits, but it does not consider the policy effect on the profit of bank assets.

Figure 7 illustrates how different policies affect the cost of banks issuing deposits and
bank equities. While the GKQ policy an((l1 th)e constant subsidy policy perform better in

decreasing the cost of the bank deposit (W)’ the capital ratio policy reduces the cost

xs)i;/f)) more. The cost reduction of the bank equity dominates the

cost increase of the bank deposit. As a result, the capital ratio policy performs better for
the cost reduction effect than the GKQ policy. This effect lowers the return of capital

of bank equities (

20



because the bank’s cost for issuing funds from households with a balance sheet structure
x is decreased more in the capital ratio policy.

Figure 7: Bank’s Cost for Issuing Deposits and Bank Equities
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4.2 Optimal Parameters in New Policy

This section provides the optimal policy parameters (79, A,o) that give the highest welfare
in the capital ratio policy. By a grid search of two parameters, the optimal point is found
at (15, A%,) = (0.0209, —0.0017).

Figure 8 shows the welfare surface with different policy parameters in the capital ratio
policy rule. The red line on the surface shows the optimal welfare point for each value of
Aro. The Y-axis is the bank equity subsidy 7¢ instead of parameter 7 because it is easier
to compare the policy effect on welfare when the balance sheet channel is fixed. Figure 8
shows that the smaller value of A,y gives a higher welfare.
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Figure 8: Welfare!!
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Although the optimal parameter A%, is negative, the bank equity subsidy 7§ is positive
in steady state. The optimal policy parameters suggest that the central bank offers a
progressive subsidy to the per unit of bank equity with respect to the aggregate bank
capital ratio. When we examine how the central bank operates the policy after the shock
in Section 3, we find that the capital ratio policy works as a countercyclical capital ratio
requirement. That is, the central bank requires a higher capital ratio at normal times but
lowers the requirement once a financial crisis occurs.

As in Section 4.1, the following analysis evaluates variables in steady state from the
general equilibrium perspective. To shut down the balance sheet channel, 7¢ is fixed across
different policy parameters. We follow the steps in Section 4.1 and investigate the moral
hazard effect and the cost reduction effect on the return of capital (Ry) with different
values of A,o. Here we compare three different parameter scenarios in the capital ratio

policy when Ao = —0.0017, —0.0014 and —0.001.

' The optimal policy parameter is at the boundary of the Blanchard Kahn conditions. However,
when the policy maker chooses the parameter values within the interval A, € (—0.0017,0) and 7¢ €
(—0.0209, —0.0045), the capital ratio policy performs better than the GKQ policy. So the policy maker
can chooss the parameter that is away from the boundary but still outperforms the GKQ policy. The
author acknowledge the boundary issue in the capital ratio policy, but this is not the main focus of the

paper.
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Figure 9: Capital Ratio z and Moral Hazard Cost ©
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Figure 9 shows that the smaller parameter value of A,y leads banks to have a lower
capital ratio and a lower fraction of diversion. A lower value of A,y creates a smaller
moral hazard cost because the bank’s extra cost of issuing bank deposits (1,) is reduced
(see the top-right panel of Figure 10). Therefore, banks have less incentives to switch
from deposits to bank equities. Moreover, a smaller value of parameter A, in the capital
ratio policy raises the net profit of the bank asset, u, + xu,, which makes each unit of net
worth more valuable in the future (see the bottom-right panel of Figure 10).

Figure 10: Variables in the Banking Sector
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Figure 11: Bank Value V and Bank Assets QS (Physical Capital QK)
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Figure 11 shows that the capital ratio policy with A,y = —0.0017 gives the best

performance of reducing the return on capital (Ry) given any level of bank equity subsidy
(7¢), thus raising the capital stock (K) in steady state and improving welfare. From the
previous analysis in Section 4.1, welfare is highest when Ry is at the lowest level in the
capital ratio policy. To figure out how different parameters affect welfare, the policy effect
is decomposed into the moral hazard effect and the cost reduction effect in Figure 12.

Figure 12: Moral Hazard Effect S; v.s. Cost Reduction Effect Sy
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As compared to other parameter scenarios, the policy with a lower value of A,y per-
forms worse on the moral hazard effect, but better on the cost reduction effect. When
Ao is more negative, the cost reduction effect dominates the moral hazard effect. As a
result, when A,y has the smallest value, the return per unit of capital is at the lowest
level and therefore the economy achieves the highest welfare.

The optimal parameters in the capital ratio policy are related to the macroprudential
policy literature. When the central bank gives a progressive subsidy to the bank equity
with respect to the bank capital ratio, it guarantees a higher capital ratio before the
financial shock but a lower level after the crisis. The policy implication is consistent
with the time-varying capital ratio requirements in Kashyap and Stein (2004). At normal
times, the central bank makes the capital ratio relatively high using a higher level of bank
equity subsidy. When the financial crisis occurs, the asset price deterioration makes the
bank capital ratio much lower. In this situation, the central bank offers less subsidy to
bank equities. Equivalently, it lowers the capital ratio requirement for individual banks
after the financial crisis. Moreover, the new macroprudential policy works similarly as
the macroprudential capital policy from Bank of England, such as Harimohan and Nelson
(2012).

5 Conclusion

This paper provides an alternative macroprudential policy in the framework of GKQ. The
new policy chooses the subsidy of bank equity proportional to the bank capital ratio. The
new policy has two advantages as compared to the GKQ policy. First, banks’ balance
sheet structure is observable for the central bank while the shadow cost of the deposit
cannot be easily observed. Therefore, the new policy is easier to implement in practise
than the GKQ policy. Second, the new policy is welfare dominant to the GKQ policy.

We investigate how the GKQ policy and the new policy improve welfare through
different channels. We find that both policies improve welfare because they incentivize
banks to issue a higher fraction of bank outside equities. From the perspective of the
bank, it is cheaper to issue bank equities than deposits, so the policy reduces the bank’s
cost of borrowing funds from households. In comparison, we keep the bank balance
sheet channel across different policies and compare the moral hazard channel and the cost
reduction channel. The results show that the moral hazard effect on welfare is very similar
between the new policy and the GKQ policy. On the other hand, the new policy performs
better at reducing the bank’s cost for getting funds from households. It reduces the
returns on capital, raises the capital stock, output and consumption, and hence improves
welfare. This policy implementation is consistent with the countercyclical capital ratio
requirement in the macroprudential literature.
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6 Appendix

6.1 System of Equations with the New Policy
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Ny =0[(Rgt — xt—1Ret — Ry +x—1Rt) Qeo1Si—1 + RyNe—1] + (1 — 0)ERk 1 Qi—1.S1—1.

@t:9(1+5$t+gmf).

Nt¢t = Qth~

— Ut
@t - (H’st + xtﬂ@t) '

vy = By (At,t+1Qt+1)Rt+1~

b

st = By [Aey1Q1 (Rier1 — Req)] -
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fet = Bt [Aei 111 (Rep1 — Repi1)] -
Q= (1= 0) + 0 [(fs + Tere )b + ve] -
K 9
0 (/”‘s,t + Me,txt> (5 + lil’t) =46 (1 +exy + 5‘7’.15) [Me,t + vt (TO.’Et + A-,—())}

(1+Tf)QtSt:Nt+(1+T§)qt6t+Dt

qi€t
Ty =

QS

Ty = To%t + Aro

k _ e
Ty = TtTy

6.2 Optimal Parameter in the GKQ Policy
Figure 13: Welfare of the GKQ Policy

W: Welfare
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’I:[[][ KQPolicyParameter 10

6.3 Optimization Problem of Households

The representative household’s utility function is
00 1 Y 1—v
E Tt _(C,-hCry — ———LMF® ,
L (o mne -

subject to the budget constraint

e =Ci+Dns+qee — WLy — 1l — RiDpy—1 — [Ze + (1 — 6)qe] Yyes—1 < 0.

The Lagrangian is

00 B 1 X 11—
—E Tt )~ _ [P Sy 5 2 — A= )
- t;ﬁ {1—7<CT A ) . }
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The representative household chooses variables (Cy, L, Dp ¢, €1) to maximize (69). The first order condi-
tions are

oL - —
ac, <Ct hCy_1 — e Llﬂa) — A¢ — BhlE, (Ct+l — hCy — T Liif) =0,
oL -
9L, —X (Ct hCi_1 — HLH‘P) LY + MW =0,
oL
9D = E¢ (=\t + BRey1Ae41) = 0,
oL
96, — =Xt + BBt [Mt1 (Zesa + (1= 8)q41v41)] = 0.
t

From the above equations, we can derive Egs. (8), (9), (10) and (13) in Section 2.1.

6.4 Optimization Problem of the Banking Sector

We use the techniques of Bellman equations to solve the commercial bank’s optimization problem because
the value function appears in the moral hazard constraint. Here we show two different ways to derive the

specific form of the value function.

6.4.1 Guess and Verify Method in Gertler et al. (2012)

We simplify the net worth accumulation function by Egs. (15) and (18)
ny = [Rit — Re(1 — 24) — Rep@p—1) Qr—15¢—1 + Ryng—1.

Here x4, s; are the control variables and n; is the state variable. The Bellman equation is

Vici(ne—1) = Bp1 A1t {(1 —o)nt + 0 max [Vt(nt)]} . (72)
The guess solution is
Vi(ne) = (s + Tepte 1) QeSt + vinyg. (73)

We need to verify that the solution satisfies the expression (72) for all ¢.
The bank maximizes the objective function subject to the moral hazard constraint, so the Lagrangian
is constructed as

R
,C :(1 —+ )\f) I:(‘UJ&t =+ :Et,u'g,t)QtSt =+ vtnt] — )\t9 (1 =+ EX¢ + 52?%) Qtst-

The first order conditions with respect to z; and s; are

(14 )= M (74)
Me,t
K
(L A) (e + atte) = MeB (14200 + 5a? ) (75)

The moral hazard constraint is always binding, so we have
Vi(ne) = (tse + @epte 1) Qese + vimy = 0 (1 +exy + %) Q1s¢-
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Substituting (74) into (75), we derive the implicit function of (z¢, s s, fhe ),

fhs K
(e + k) (B 4 2y) = 1 4 ey + 59&?

e,t
Substitute (73) into the value function V(n;),
(Kot + @t )Qest + vine = Belypr {(1 = 0) + 0 [(g 1 + Te1lle p11)Ppp1 + Vea] } ngr
Denoting Q41 = (1 —0) + 0 [(fa g1+ Te41/te 11)Pr 11 + Vit1], the value function becomes
(Psp + Tepte ) Qrse +vimy = BNy s 1111 ([Rierr — Repr(1 — 2411) — Repr124] Qese + Repang) . (76)

So if we denote variables (v, fig 4, e ¢, Q41) as Egs. (23), (25), (26) and (24) in Section 2.4, both sides
of Eq. (76) are identical for all .

LHS = E; {At,t+1Qt+1 [(Rk,t+1 — Rit1) Qest + @ (Req1 — Re,t+1) Qs + Repane]}
= EA i1 ([Rei41 — (1 — ) Rig1 — 24 Re i1 Qese + Rig1ne)
= RHS.

So the Bellman equation can be satisfied for any ¢ with the specific form (73), and this method requires

the correct hunch of the functional form.

6.4.2 Derivation Method without Guessing the Functional Form
The bank’s objective function is
oo
Vine) =By | > (1= 0)o™ " Ao,
T=t+1
The Lagrangian with the net worth accumulation function is
oo
L :Et Z UT_t_lAt,'r {(1 - U)TL-,— + Q'rg(n'ra Nr—1,Tr—1, 57‘71)} .

T=t+1

where g(n¢, mi—1,2i—1,5¢—1) is the net worth accumulation function
g(ne,me—1, -1, 80-1) = [Rp — Re(1 — 24-1) — Repe—1] Qe—18e—1 + Reng—1 —my = 0.

The first order condition with respect to n¢41 is

Aty

Q1 = (1—-0)+ X A L VERPE O Py | A
tt+1 N1 12
At tio
top,————— [Apy144090Q42 (R i42 — Rigo) + Tep1 M1 14012 (Rivo — Ret42)] -
Apppi Nt eyo

If we use the same notations as Egs. (23), (24), and (25), we have

Q=1-0)+0 [¢t (Ms,t+1 + $t+1ﬂe,t+1) + Ut+1] .

Recall the Bellman equation,

Vi(ne) = By (1 — o)Ay eranerr + 0B Ag i1 Vigr (nega). (77)
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Rearrange the net worth accumulation function as
ngp1 — Lyng = 0,

where
'y = [Riys1 — R (1 — o) — Rep12e] dypq + Rigr

Letting ;41 denote the price of net worth at time £+ 1, the bank’s value function V; equals the discounted
value of net worth tomorrow,
Vt(nt) = EtAt,t+1Qt+1nt+1~ (78)

We substitute it into the Bellman equation (77) to get the functional form of 11, and we will verify
later that €41 is the price of net worth tomorrow.

EtAt,t+1Qt+1nt+1 = [E ((1 - U)At,t+1nt+1 + UEtAt,t+1 [Et+1At+1,t+2Qt+2nt+2])
= EiAigr1nis1 [(1—0) + 0 (Apr,e42420041)] -

Since the equality always holds for any ¢, we can derive the exact form of 2,41 by comparing both sides
of the equation above after rearrangements,

Qp1 =1 —0) +0Mt1,420 42041, (79)

Now we show that ;.1 is the price of net worth at time ¢ + 1. The Lagrangian is

L =T Z oA L[ =)y —Q, [0y — Ty 1ny1]]
T=t+1

We differentiate £ with respect to ns41,
EiAii+1(1 —0) — By 14141 + 0B Ay y 104011 =0,

which is exactly the same as how 2,7 is defined in the previous method.
To get the closed form of the value function Vi, we substitute (79) into (78)
Vt(nt) = EtAt,t+1Qt+1Ftnt
= EtAt,t+1Qt+1Rt+1nt + EtAt,t+1Qt+1 (Rk,t+1 - Rt+1) ¢tnt + Et/\t,t+19t+1$t (Rt+1 - Re,t+1) (btnt.

Compared with the value function (22) in the previous method, they are the same.

6.5 Stochastic Steady State

The steps of solving the stochastic steady state are shown as follows. First, we linearize the model around
the deterministic steady state. We use the steady state and the non-linear system of equations to derive
the second moments of the deterministic steady state. Second, we substitute the second moments back
into the non-linear system to derive a new steady state. Third, we can derive new second moments based
on the new steady state. We keep iterating and updating the steady state values until the steady state
generates the second moments which lead the non-linear system back to the same steady state.

The model can be described as n nonlinear equations with n endogenous variables, where y:' L1isa

vector of forward-looking variables, y; is static variables and y,_; is predetermined variables.

By [£(y{11,y6,y:-1)] = 0.
If we have the ith equation with forward-looking variables u;y1, we the do second order approximation

around the expected value,

1
D;i(Bruryr) = f£; (Brurrr) + B (urr1 — Brugyr) + EEtfiHEt(ut+l — Byugy1)® +o() 0,

where f/ (-) and f/’ (-) are the first and the second derivative at the point Eyusy1. By(usyr — Frugrr)? is
the second moment of the dynamic system around the stochastic steady state.
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6.6 Welfare and Consumption Equivalence

Welfare W; in the model is the unconditional steady state of the representative household’s lifetime utility

Wi = E; i BTU(Cr, Ly). (80)

T=t

We take second order approximation of the utility function around the stochastic steady state, so the
volatilities of consumption and labour are included. If we write it in recursive form,

Wt = U (Ct, Lt) + ﬂEtWt+1.

After simplification, we have

U(C,L)+pCOV(C,L)
1-p ’
where COV(C, L) is the second moments of C and L. To be specific,

W =

1[ 0?0 1[ 02U
cov(C,L) = { ] UaT’(Ct+1)+|::| var(Lyi)
210C2 0oy 2 [0L 1]y

02U
+ | = cov(L ,C .
|:act+18Lt+1:|C7y ( t+1 t+1)

[ 8%22[] } denotes the second derivative with respect to C' and Y at steady state.
t+11C)Y

We use consumption equivalents to compare welfare between different policy scenarios. Denote I" as

the percentage increase of consumption needed in the baseline model to reach the same level of welfare in

macroprudential policies. Denote WP as the welfare value in the baseline model, WK as the welfare

value in the GKQ policy and T'¢XQ as the additional percentage of consumption, we have

U ((1+D9KQ)CB LB) + BCOV(CE, LP)

GKQ _
4% 15 ,

(81)

where CP and L? is the stochastic steady state values of consumption and labour in the baseline model.

31



References

1]

[9]

[10]

[11]

[12]

[13]

[14]

[15]

Admati, A. R., DeMarzo, P. M., Hellwig, M. F.; & Pfleiderer, P. C. (2011). Fallacies,
irrelevant facts, and myths in the discussion of capital regulation: Why bank equity
is not expensive. MPI Collective Goods Preprint, (2010/42).

Adrian, T., & Shin, H. S. (2009). Financial intermediaries and monetary economics.
Federal Reserve Bank of New York Staff Reports, 398.

Allen, W. A.; & Wood, G. (2006). Defining and achieving financial stability. Journal
of Financial Stability, 2(2), 152-172.

Bianchi, J. (2009). Overborrowing and systemic externalities in the business cycle.
Federal Reserve Bank of Atlanta Working Paper Series, (2009-24).

Borio, C. (2003). Towards a macroprudential framework for financial supervision and
regulation?. CESifo Economic Studies, 49(2), 181-215.

Borio, C. (2011). Implementing a macroprudential framework: Blending boldness
and realism. Capitalism and Society, 6(1).

Borio, C. E., & Drehmann, M. (2009). Towards an operational framework for fi-
nancial stability:” fuzzy” measurement and its consequences (No. 284). Bank for
International Settlements, Monetary and Economic Department.

Borio, C., & Zhu, H. (2012). Capital regulation, risk-taking and monetary policy:
a missing link in the transmission mechanism?. Journal of Financial Stability, 8(4),
236-251.

Boyera, P. C., & Ponceb, J. (2010). Central banks, regulatory capture and banking
supervision reform$.

Brunnermeier, M. K. (2009). Deciphering the liquidity and credit crunch 2007-08
(No. w14612). National Bureau of Economic Research.

Calomiris, C. W., & Kahn, C. M. (1991). The role of demandable debt in structuring
optimal banking arrangements. The American Economic Review, 497-513.

Chari, V. V., & Kehoe, P. (2010). Bailouts, Time Consistency and Optimal Regula-

tion. mimeo.

Coeurdacier, N., Rey, H., & Winant, P. (2011). The risky steady state. The American
Economic Review, 398-401.

De Groot, O. (2013). Computing the risky steady state of DSGE models. Economics
Letters, 120(3), 566-569.

De Groot, O. (2014). The Risk Channel of Monetary Policy.

32



[16]

[21]

[22]

[23]

[24]

[25]

[26]

[27]

[28]

[29]

[30]

[31]

De Nicolo M. G., Gamba, M. A., & Lucchetta, M. (2012). Capital regulation, liquidity
requirements and taxation in a dynamic model of banking (No. 12-72). International
Monetary Fund.

Dewatripont, M., & Tirole, J. (2012). Macroeconomic shocks and banking regulation.
Journal of Money, Credit and Banking, 44(s2), 237-254.

Diamond, D. W., & Dybvig, P. H. (1983). Bank runs, deposit insurance, and liquidity.
The journal of political economy, 401-419.

Diamond, D. W., & Rajan, R. G. (2009). Illiquidity and interest rate policy (No.
w15197). National Bureau of Economic Research.

Elliott, D. J. (2011). An overview of macroprudential policy and countercyclical
capital requirements. Unpublished manuscript, The Brookings Institution, 10.

Farhi, E., & Tirole, J. (2009). Collective moral hazard, maturity mismatch and sys-
temic bailouts (No. w15138). National Bureau of Economic Research.

Gertler, M., & Karadi, P. (2011). A model of unconventional monetary policy. Journal
of monetary Economics, 58(1), 17-34.

Gertler, M., & Kiyotaki, N. (2010). Financial intermediation and credit policy in
business cycle analysis. Handbook of monetary economics, 3(3), 547-599.

Gertler, M., Kiyotaki, N., & Queralto, A. (2012). Financial crises, bank risk exposure
and government financial policy. Journal of Monetary Economics, 59, S17-S34.

Goodhart, C. (2010). How should we regulate bank capital and financial products?
What role for ‘living wills’?. The Future of Finance, 165.

Gorton, G. B. (2010). Slapped by the invisible hand: The panic of 2007. Oxford
University Press.

Greenwood, J., Hercowitz, Z., & Huffman, G. W. (1988). Investment, capacity uti-
lization, and the real business cycle. The American Economic Review, 402-417.

Hanson, S. G., Kashyap, A. K., & Stein, J. C. (2011). A macroprudential approach
to financial regulation. The Journal of Economic Perspectives, 3-28.

Harimohan, R., & Nelson, B. (2012). How might macroprudential capital policy affect
credit conditions?. Bank of England Quarterly Bulletin, Q3.

Kashyap, A. K., & Stein, J. C. (2004). Cyclical implications of the Basel II capital
standards. Economic Perspectives-Federal Reserve Bank Of Chicago, 28(1), 18-33.

Korinek, A. (2011). Systemic risk-taking: amplification effects, externalities, and
regulatory responses. Networks Financial Institute Working Paper, (2011-WP), 13.

33



[39]

[40]

[41]

[42]

[43]

Lorenzoni, G. (2008). Inefficient credit booms. The Review of Economic Studies,

75(3), 809-833.

Padoa-Schioppa, T. (2003). Central banks and financial stability: exploring the land
in between. The Transformation of the European Financial System, 269-310.

Perotti, E., Ratnovski, L., & Vlahu, R. (2011, July). Capital regulation and tail risk.
In 24th Australasian Finance and Banking Conference.

Perotti, E., & Suarez, J. (2009). Liquidity risk charges as a macroprudential tool.
Perotti, E., & Suarez, J. (2011). A Pigovian approach to liquidity regulation.

Schinasi, G. J. (2005). Safeguarding financial stability: theory and practice. Interna-
tional Monetary Fund.

Smaghi, L. B. (2011). Macro-prudential Supervision and Monetary Policy—Linkages
and Demarcation Lines. In Speech at the OeNB Annual Economic Conference on
“The Future of European Integration: Some Economic Perspectives”.

Shin, H. S. (2009). Reflections on Northern Rock: the bank run that heralded the
global financial crisis. The Journal of Economic Perspectives, 101-120.

Shin, H. S. (2010). Financial intermediation and the post-crisis financial system (No.
304). Bank for International Settlements, Monetary and Economic Department.

Stein, J. C. (2011). Monetary policy as financial-stability regulation (No. w16883).
National Bureau of Economic Research.

Turner, A. (2010). What do banks do? Why do credit booms and busts occur and
what can public policy do about it?. The Future of Finance, 5.

Valderrama, L. (2010). Macroprudential Regulation under Repo Funding (No.
10/220). Washington, DC: International Monetary Fund.

34



