
Correlation (risk spread(t),output(t-j)), HP filtered data, 95% Confidence Interval

The risk spread is significantly negatively correlated with output and leads a little. 

Notes: Risk spread is measured by the difference between the yield on the lowest rated corporate bond (Baa) and the highest rated
corporate bond (Aaa). Bond data were obtained from the St. Louis Fed website. GDP data were obtained from Balke and Gordon
(1986). Filtered output data were scaled so that their standard deviation coincide with that of the spread data.



Another Reason the Risk Shock is 
so Important

Positive shock to risk triggers what looks• Positive shock to risk triggers what looks 
like a recession



US, Impulse Response to Riskiness Shock (contemporaneous)    

Credit procyclical risk spread countercyclical

0.05

Output Investment

0
Consumption

Credit procyclical, risk spread countercyclical

0 1

-0.05

0

pe
rc

en
t

-0.2

0

0.2

pe
rc

en
t

-0.05

pe
rc

en
t

-0.15

-0.1

-0.6

-0.4
p

-0.1

p

0

Real Net Worth

100

Premium (Annual Rate)

-0 5

Total Loans (Real)Risk spread (AR)

-2

-1

pe
rc

en
t

50

100

ba
si

s 
po

in
ts

-1.5

-1

0.5

pe
rc

en
t

10 20 30

-3

10 20 30
0

b

10 20 30
-2.5

-2



What Shock Does the Risk 
Shock Displace, and why?

Th i k h k d t f th• The risk shock crowds out some of the 
role of the marginal efficiency of 
i t t h kinvestment shock.



Business Cycle Frequencies
Model risk shock, t survival, t marginal efficiency of investment, it

Output
Baseline 19 2 22
CEE-SW na na 46CEE SW na na 46

Investment
Baseline 38 5.2 53
CEE-SW na na 91

Consumption
Baseline 5 1 2
CEE-SW na na 3

External Finance Premium
li 9 3 0

Risk shock appears to crowd out the 
marginal efficiency of investment shockBaseline 97 3 0

CEE-SW na na na
Real Value of Stock Market

marginal efficiency of investment shock

Baseline 80 10 2
CEE-SW na na na



Why does Risk Crowd out y
Marginal Efficiency of 

I t t?Investment?
Price of capital

Supply shifter:
marginal efficiencyPrice of capital marginal efficiency
of investment, i,t

Demand shifters:
risk shock, t;
wealth shock wealth shock, t

Quantity of capital



• Marginal efficiency of investment shockMarginal efficiency of investment shock 
can account well for the surge in 
investment and output in the 1990s asinvestment and output in the 1990s, as 
long as the stock market is not included in 
the analysisthe analysis.

Wh th t k k t i i l d d th• When the stock market is included, then 
explanatory power shifts to financial 

k t h kmarket shocks.



Variance Decomposition of 
Inside Money Shocks

Business Cycle Frequenciesy q
Bank demand for excess reserves,  t Bank technology shock, xt

b Household money demand shock,  t

Output
0 0 5 00 0.5 0

Investment
0 0 0

ConsumptionConsumption
0 1 0

Risk spread
0 0 00 0 0

Real value of stock market
0 0 0

Contribution to variance: trivial



Out of Sample RMSEs
• There is not a loss of forecasting power with 

the additional complications of the model.

• The model does well on everything, exceptThe model does well on everything, except 
the risk spread.

• Calculations for 1,2,…,12 ahead forecasts:
First date of forecast 2001Q3– First date of forecast, 2001Q3

– DSGE models re-estimated every other quarter
– BVAR re-estimated each quarter (standard– BVAR re-estimated each quarter (standard 

Minnesota priors).



Other support for the modelOther support for the model
• Model predicted default rates positively 

correlated with measures of default in the 
data. 
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Our Measure of Idiosyncratic 
Risk versus Bloom et alRisk, versus Bloom, et al
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Conclusion
• Incorporating financial frictions changes inference 

about the sources of shocks and of propagation
risk shock– risk shock.

– New nominal rigidity: nominal non-state contingent 
interest rate

• Models with financial frictions can be used to ask 
i t ti li tiinteresting policy questions:
– When there is an increase in risk spreads, how 

should monetary policy respond?y p y p
– How should monetary policy be structured to avoid 

excess asset market volatility?
What are the pro’s and con’s of ‘unconventional– What are the pro s and con s of unconventional 
monetary policy’? 




