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Macro Basic :

The 3-equation model

Macroeconomics : Institutions , Instability ,
and the Financial

System , Wendy Carlin & David Soskice , Chapter 1-3



















Adverse Selection

borrowers &Type bonowing rates
loan interest rate+=> moreType B borrowers

=> expected return to lender !

gagte + 11-gigbte = + / re=ggg+ -g>80
since <re ,

lenders attract more Type B borrowers

=> Ecreturn to lenders <r

For the borrower : ECTTB) = <[R+X- CH+re)L]-EC(t)
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Moral Hazard
Now , the borrowers can choose between several projects of different risks
Following Stiglitz and Weiss (1981)

borrower : /ProjectA, date (PRRpp , PRbea

ECTIA) = pa[Ra-cHre)L]-1l-pa)C => EITH)-ELTTB) iff . PaRapR > (I+ re)L-C

E(TB) = pbIRb- (1++)()- (rpb)C ( +)
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=>Se :takeProjeta

Payment to lenders : paCHre)L + (19C<pbCHre)L+(l-pb)(
The lender's profits are notmonotom2 inthe loan rate

MonitoringCosts
Lenders have to monitor borrower who always has an incentive
to underreport the success of the project

Following Williamson (1987a)
↑

risky project : payoff xTo, X] ( some distribution)

- Y
lenders monitoring borrower reports : XSETo , X]
a cost of C assumption : monitoring XPESC [0, X]

=> EITT = GRIX)-c .
XPES

=> constant
k(XS) , XSES

monitoring: X-R(X)>X-E ,
or < RIX) for all xSes

EIRP) = EIX-RIXIRIX)<]Pr[RIX)<K]+ ETX-RIR(x)=R] PrTRIX)<E]

lenders' expected return =r <opportunity cost) ·

Sit. EIR(X)-c/R(x)<E] Pr[RIXicT1] + EPrTRIX]= r

Noticethat monitoring takes place
when a loan default happens , i

.

e . R(x)=X

ELTTY=342,L























1 Another Great Inflation ? 2022123 inflation ↑ in UK (1% /7% ) and US
2020s : oil and gas shortages (from international conflicts

(notas much as 1970s : oil price hike half as big , energy intensity of economy!

belief : slow rates of economic growth will contain price inflation
2023 : low expectation of inflation (peek at late 2022: 6 %, 2023 : 4% )

trade unions less control over real wages3 firms harder to preserve profit margins /global competition
interest rate 15 years at the ZLB

historically high rates of narrow money creation by CBs via RE
dE+ supply shock : long inflation







QE: the change to short-term interest rate is uncertain
 - Supply curve shifts to the right
 - Demand curve shifts to the left

normal monetary policy: the effect on the long-term interest rate

the tern premium (the residual) cannot be measured accurately
• proxy: upheaval in the political scenario as a measure of the term premium
• AI perceptrons: to sense the public risk aversion (traders, not the general 

public, some natural language processing method)

Time-varying term premium

Should the monetary policy reaction function include long-term interest rates?
• Japanese Yield Curve Control: unlimited QE, currency depreciation
• reverse yield curve signal: changing policy decreases government credibility
• reasons for the reverse yield curve is not certain: public emotion? Chinese 

investors preferring long-term bond













As a result, the money created by purchases of one-period 
bonds may be passively absorbed by the private sector. In these 
circumstances, attempts at this sort of expansionary monetary 
policy have no impact as the economy is in a liquidity trap.





























Hence under commitment Et[t+1] effectively becomes an additional policy instrument 
for dealing with the time t shock. This is not possible under discretion because once 
time t+1 arrives no earlier promise is binding (it is time inconsistent) and the _ policy 
maker will simply react to the time t+1 shock ignoring the past. 
Thus commitment and discretion differ so there is a bias and its called stabilisation 
bias as it relates to stabilising the economy when shocks occur.



while they will distort the initial "spikes" they will also subsequently reduce inflation to 
target more quickly and create a time path for inflation between the discretion and 
commitment cases above.




