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Curve Shift: Example

Figure: Graph of 2z = z% + zy + y* with intersection y = 1
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Figure: Graph of z = % + zy + y* with intersection y =1
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Figure 5-3
Shifts of the IS Curve

An increase in taxes shifts the
IS curve to the left.
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Figure 5-4
The Derivation of the LM

Curve

(a) An increase in income
leads, at a given interest rate,
to an increase in the demand
for money. Given the money
supply, this increase in the
demand for money leads to
an increase in the equilibrium
interest rate.

(b) Equilibrium in the financial
markets implies that an in-
crease in income leads to an
increase in the interest rate.
The LM curve is therefore up-
ward sloping.


mailto:namun@snu.ac.kr

< —

L
.

Zél i_II-I

© Aol ofL2t i &

a2 713

@) =
- MSE

1o

Ko
=N
B
!A_I

N
[

Namun Cho/ mailto:namun@snu.ac.kr


mailto:namun@snu.ac.kr

Inflation Targeting

Interest
rate, r

Nominal quantity
of money, M

Namun Cho/ mailto:namun@snu.ac.kr



mailto:namun@snu.ac.kr

Inflation Targeting

Interest
rate, r

Money Supply

M Nominal quantity
of money, M

Namun Cho/ mailto:namun@snu.ac.kr



mailto:namun@snu.ac.kr

Inflation Targeting

Interest
rate, r

Money Supply

M Nominal quantity
of money, M



mailto:namun@snu.ac.kr

Inflation Targeting

Interest
rate, r

M Nominal quantity
of money, M



mailto:namun@snu.ac.kr

Inflation Targeting

Interest
rate, r

M Nominal quantity
of money, M



mailto:namun@snu.ac.kr

Inflation Targeting

Interest
rate, r

Money Supply

M Nominal quantity
of money, M



mailto:namun@snu.ac.kr

Interest rate, i

Horizontal LM curve

Output, Y

LM

Namun Cho/ mailto:namun@snu.ac.kr

Figure 5-4
The LM Curve

The central bank chooses
the interest rate (and adjusts
the money supply so as to
achieve it).
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Case: US 2001
recession
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Figure 1 The U.S. Growth Rate, 1999-1 to 2002-4

Source: Calculated using Seres GDPC1, Federal Reserve Economic Data (FRED)
http://research.stlouisfed.crg/fred2/.
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Figure 2 The Federal Funds Rate, 1999-1 to 20024

Source: Series FEDFUNDS, Federal Reserve Economic Data (FRED) http://research.
stlouisfed.crg/fred2/.
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Figure 3 U.S. Federal Government Revenues and Spending (as Ratios to
GDP), 1999-1 to 2002—-4

Source: Calculated using Series GDP, FGRECPY, FGEXPND, Federa Reserve Economic
Data (FRRED) nttp.//research.sticuisfed.org/fred2/.
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IS-LM 2.5 (2)
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o« 2EEM|T
e Extended IS-LM Model
e 7008 Crisis revisited
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Nominal versus Real
Interest Rates
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o Alolztg: FofHoR 23
e | = r + mt (Fisher equation)
o 1t e: (expected) inflation rate:= AP/P
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FiIsher Equation
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Figure 6-2

Nominal and Real One-Year
T-Bill Rates in the United
States since 1978

The nominal rate has declined
considerably since the early
1980s, but because expected
inflation has declined as well,
the real rate has declined much
less than the nominal rate.

Source: Nominal interest rate is the
1-year Treasury bill in December of
the previous year: Series TB1YR,
Federal Reserve Economic Data
(FRED) http://research.stlouisfed.
orgffred2/ (Series TBEMS in
December 2001, 2002, 2003,
and 2004.) Expected inflation
is the 12-month forecast of infla-
tion, using the GDP deflator, from
the December OECD Economic
Outlook from the previous year.
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Expected term
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e ex-ante real interest rate (AfAA)

e ex-post real interest rate (AfZA)
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Risk Premium
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Risk Premium X

l+i= (1-p) - (I+i+x) + p - 0
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State1: no default
State2: default
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Risk Premium: US
2000-2014

P00 HOG[K)  Figure 6-3

Yields on 10-Year U.S.
Government Treasury,
AAA, and BBB Corporate
Bonds, since 2000

AAA In September 2008, the financial
crisis led to a sharp increase in

. . the rates at which firms could
Risk Premium rorow.

Source: For AAA and BBB corpo-
rate bonds, Bank of America Merrill
Lynch; for 10-year U.S. treasury
yield, Federal Reserve Board.
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10Y US T-bill: almost riskless
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Bank Balance Sheet
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A 227|222 A G tal
g (Rt7|2H=8B) Capital Ratio — —2PIt2
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High Leverage implies
High Return

e Example Profit

b A0 C.R. L.R. Profit rate

e Return on Asset:
7% , 100007  5/50=
o 257|1tH|L -50*0.04 10%
e Return on Liability: * --------------------------
107, 1007007 3.8/20=
-80*0.04 = 19%
e Casel: 2}7|2}-2H|& 50% IR WS T E—
o Case2: Zt7|}-2H|& 20% o 1007007 3.4/10=
e Case3: AI7|AIEH|S 10% - -90"0.04 34%

Namun Cho/ mailto:namun@snu.ac.kr



mailto:namun@snu.ac.kr

High Leverage implies
High Risk: insolvency

Bank Balance Sheet

Assets 100 Liabilities

o ItAF: $Asset < $Liability Case] Capital
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e [ ow risk, low return
e Shadow Bank: 214 7|2

e High risk, high return
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Maturity
Transformation

o 235lHo| QIZl0||A of| 22 |iability, CH& 22 asset

o
=+ Short-term Liability

o

o OLZT{L}f X{Z5t T ofRufLt QIET}S

e C|=: Long-term Asset

o CHEAIS T2 [L7A|=
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Shadow bank

e Maturity Transformation2| Zf0f|A| Shadow
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Rise (and fall) of
Shadow Banking

Traditional and Shadow Banking Systems

The funding available through the shadow banking system grew sharply in the
2000s, exceeding the traditional banking system in the years before the crisis.

IN TRILLIONS OF DOLLARS
$15
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1980 1985 1990 1995 2000 2005

NOTE: Shadow banking funding includes commercial paper and other short-term borrowing (bankers
acceptances), repo, net securities loaned, liabilities of asset-backed securities issuers, and money market mutual
fund assets.

SOURCE: Federal Reserve Flow of Funds Report
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Rise of Shadow
Banking: Cause
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Bank Run
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Financial Contagion
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Financial Panic

e Asset Bubble + Unregulated Shadow Banking
+ Massive Deleveraging = Financial Panic

o 7tAFARI ] AEHOIGE 2.8 A|Rbo| B 1]

o ALG ZM > T8 AR 71 Aot > Y 3§
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Modified IS-LM Model

Y=CY -T)+I1Y,7+2)+G
—|—\/—/

r=r

o /\Izlo‘zr_%

£
o LBA|AEI 2|AT 2T} = x 27} = IS left shift
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Interest rate, r

Risk 1
= IS left shift

IS

IS’

LM

Output, Y
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