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Cyclical effects of credit conditions in a small open
economy: The case of Peru

Marco Ortiz*

In this chapter we extend a new Keynesian open economy model to
include a housing market and credit constraints in line with Iacoviello
(2005). This setup allows us to study the effect of changes in credit
conditions, represented by the share of capital that agents can use as
collateral for loans, in the business cycle. In our setup, the easing of credit
conditions generates a downward pressure on inflation, higher housing
prices, a GDP expansion and a real depreciation. Additionally, we analyze
how the presence of credit constrained firms affects optimal monetary
policy rules. We find that in the presence of exogenous shocks to credit
conditions and pecuniary externalities, the central bank obtains relatively
small gains by reacting to fluctuations in asset prices. In contrast, the use
of a different instrument that reacts to changes in the financial conditions
can provide significant gains in stabilizing the economy. These results
support the argument for using a different instrument for macroprudential
purposes instead of the central bank policy rate.
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JEL Classification: E32, E44, R31, F4, G28.

* I would like to thank Paul Castillo, Marco Vega, Hugo Vega, César Carrera and participants of the BCRP
research seminars for their thoughtful comments. I am also grateful to Luis Palomino for his excellent
research assistance. The opinions expressed in this chapter do not necessarily reflect the views of the
Central Reserve Bank of Peru.

147



148 Chapter 6: Cyclical effects of credit conditions in Peru

6.1 Introduction

The recent financial crisis made manifest the importance of imbalances in housing
markets and housing credit booms for the business cycle (see Kaminsky and Reinhart,
1998; Reinhart and Rogoff, 2009; Borio and Drehmann, 2009). One of the most
accepted narratives links housing price dynamics to innovations in credit markets.
For the United States, Korajczyk and Levy (2003) find evidence that book and
market target leverage are procyclical for constrained firms. Landvoigt et al. (2012),
using a detailed database of the housing market in California, find that the lower
quality segment of the market experienced the highest capital gains during the 2000-
2005 housing boom, a result explained by changes in the conditions faced by credit
constrained agents. For the case of Peru, Orrego (2014) finds a strong and significant
long-term relationship between the price of housing and mortgage credit over GDP.

Understanding the cyclical effects of credit conditions in a small open economy is
key for monetary and macroprudential policy design. For this purpose, we introduce
borrowing constraints, in line with Iacoviello (2005), into a small open economy
model with nominal rigidities, in the spirit of Obstfeld and Rogoff (1995) and Gali
and Monacelli (2005). As in Kiyotaki and Moore (1997), the introduction of such
constraints is key to obtaining an amplification (procyclicality) effect in the housing
markets that spills over into the rest of the economy. Thus, we are able to study
how these credit constraints modify the central bank policy reaction. Additionally,
we introduce a macroprudential instrument, in the form of Loan-to-Value (LTV
henceforth) ratios, to gauge its effectiveness as a tool for macroeconomic stabilization.

Our goal is to get a better understanding of how monetary and macroprudential
policies interact, hence we consider an economy with three different sets of policy
setups: (i) a standard case where the central bank does not react to the price of assets,
(ii) a central bank that reacts to asset prices, and (iii) a central bank that also uses a
LTV rule that reacts to financial conditions. Our results support the argument for using
a different instrument for macroprudential purposes than the central bank policy rate.

There is a growing literature that studies the interactions between monetary and
macroprudential policies within a DSGE framework. In relation to other types of
macroprudential regulation, Gerali et al. (2010) and Angelini et al. (2011) show how
the introduction of capital requirements affects lending rates and weakens the monetary
policy transmission channel. Agenor and Pereira da Silva (2009) focus on the trade-
off occasioned by the impact on financial costs of banks in the face of changes to the
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equity-debt ratios. Benigno et al. (2013) find a “leaning-against-the-wind” motive in
monetary policy that considers the value of a country’s collateral in foreign currency.

The rest of the chapter is organized as follows. Section 6.2 presents the model,
Section 6.4 discusses the results under different types of intervention, and Section 6.3
concludes. Details on the derivations of the model, steady state computations and the
log-linear form used in the simulations are available upon request.

6.2 The model

The model follows the contributions of Obstfeld and Rogoft (1995), Gali and
Monacelli (2005), Christiano et al. (2005), among others, by depicting a small
open economy with nominal frictions. Financial frictions are introduced following
Tacoviello (2005). Two different types of agents make up the economy. The first type
are unconstrained and relatively patient households, variables we denote by an H
superscript. These agents will have access to international credit markets. The second
type are entrepreneurs who produce wholesale goods and consume. They are relatively
impatient and face collateral constraints in the spirit of Kiyotaki and Moore (1997).
Enterpreneurs can only access the domestic credit market. We can rationalize this as
a sector of bankers, who intermediate between the external investors and domestic
firms.! The economy includes a retail sector owned by the patient households and
a central bank, which acts also as the macroprudential regulator, setting the policy
interest rate and establishing macroprudential rules.

6.2.1 Households

Each household chooses consumption of goods and housing services and supplies
labor to entrepreneurs to maximize their lifetime utility function:

o0 H
Eo {Z Bt (logc’? + jloght? - (L;)n)} , 6.1)

t=0

where ¢ and L¥ represent, respectively, the consumption of goods and labor supply
of the patient households; h*! stands for the holdings of housing by the unconstrained

! Even though the situation seems to be rapidly changing, in developing countries there are few private
sector firms that can obtain funds directly from abroad, or they do so under more restrictive conditions.
See Rodrigues Bastos et al. (2015) for a study of corporate financing trends in Latin America. Note also
that we do not consider credit constrained households. We leave this extension for future research.
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agents and j controls the relative weight of this component in the utility function; E; is
the conditional expectation set at period t; and 0 < § < 1 is the intertemporal discount
factor.

The consumption basket of final goods is a composite of domestic and foreign
goods, aggregated using the following consumption index:

&
eg—1

C? _ |:(YH)1/€H (C?’H) Hy (1 _yH)l/é‘H (C?’jw) EI:H1:|SI-II , 6.2)

where eg is the elasticity of substitution between domestic (cf’H ) and foreign goods
(cf[’M), and y¥ is the share of domestically produced goods in the consumption
basket of the domestic economy. In turn, ¢/"* and ¢/™ are themselves indices of
consumption across the continua of differentiated goods produced in the home country
and those imported from abroad, respectively:

£
e-1

1 % n =1
cf’HE {(;) \fo cfl’H(z)fdzl , (6.3)

£

1 1
/ 1\ 1V g, e
e [( ) f ch’M(zwldz} : (6.4)
1-n n

where ¢ > 1 is the elasticity of substitution across goods produced within the
home economy, denoted by c?’H (z), and within the foreign economy, ch’M(z). The
household’s optimal demands for home and foreign consumption are given by:

1 PH —& PH —EH
¢""(2) = ;yH(—},LZ)) (P—i) ' (65)
t
y 1 PM(z)\~* (PM\™"
o= () () e
t

The demand functions are obtained by minimizing the total expenditure in
consumption P;c, where P; is the consumer price index. Note that the consumption of
each type of goods increases at the consumption level, and decreases in terms of their
corresponding relative prices. Also, it is easy to show that the consumer price index,
under these preference assumptions, is given by:

Po= [y (PH) T e -y (P 6.7)
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where P and PM denote the price level of the home produced and imported goods,
respectively. Each of these price indexes is defined as follows:

1 1
1 n - 1 1 / T-¢
P = [;fo Pf(z)l_gdz] and PM = [mf Pi”(z)l_gdz] , (6.8)

where PH(z) and PM(z) represent the prices expressed in domestic currency of the
variety z of home and imported goods, respectively.

We assume that unconstrained households can save and lend in both currencies.
The flow of funds is given by:

Pt + QuART + (1 +i,21)BY | + (1 +i5_)S:B}_,
=B + 5B + WILY + F;, (6.9)

where W/ is the nominal wage, Q, is the price of housing, i, the domestic nominal
interest rate, S; represents the nominal exchange rate, and F; are nominal profits
distributed from firms in the home economy to the households. Following Schmitt-
Grohé and Uribe (2003), in order to close the model we propose a debt elastic interest
rate for foreign debt:

iy =i} + G(B)) . (6.10)

where i}* is the foreign interest rate and G'(-) > 0, G”'(-) > 0.

The conditions that characterize the optimal allocation of unconstrained
households are given by the following set of equations:

1 1+i; P;

— = 8E , (6.11)

CfI ﬁ ! { Cﬂl Pt+1 }

WH

= @, (6.12)
t

Or J Qt+1 P

= — + BE s 6.13

R T (6.13)

1 1+i+G'(B}) St41 P:

— = fE . (6.14)

Cfl 'B ! { Cf_IH St Pt+1

Equation (6.11) corresponds to the Euler equation that determines the optimal path
of consumption for unconstrained households in the home economy, by equalizing the
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marginal benefits of savings to the corresponding marginal costs. Supply of labor is
characterized by equation (6.12), where W/ /P, denotes real wages. In a competitive
labor market, the marginal rate of substitution equals the real wage. Domestic agents
also extract utility from housing services. The equilibrium condition between goods
and housing consumption is given by (6.13). Finally, we get a condition on the holding
of foreign assets (6.14), which combined with (6.11) yields a modified uncovered
interest rate parity condition:

1+i, =E, {[1 +i* + G'(B))] 5;”} . (6.15)
t

6.2.2 Entrepreneurs

Entrepreneurs derive utility from goods consumption (cf) and demand labor from
households. They produce wholesale goods which are sold in a perfectly competitive
market to retail firms. Each entrepreneur maximizes:

Eo {Z o' 1og(cf)} : (6.16)
t=0

where the discount factor satisfies 0 < p < f, making entrepreneurs relatively more
impatient than households. This assumption guarantees a binding credit constraint
in the steady state.? Their consumption basket composition is similar to that of the
unconstrained household. Their flow of funds is given by:

P;MC,Y{™(2) + Bf = Pycf + QAR + (1 +ip-1)BE | + WELE, (6.17)

where MC; stands for the real marginal cost of production, hf is the housing capital
in possession of entrepreneurs which is used as a production factor and serves as
collateral for credit, and W% and L are both the nominal wage paid to workers and the
labor demand. Entrepreneurs will demand credit from households, which we denote
by BE. The technology for the intermediate good Y/ involves the use of both housing
and labor:

Y™ (z) = Ar(hi )" (Le(2) ' (6.18)

2 This is a simplifying assumption. We acknowledge that a more precise approach dictates the use of a
global solution method with an explicit occasionally binding constraint to capture the precautionary
motive of the constrained agents. We leave this extension for future research.
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Firms take as given the real wage W;/P; to households, and choose the demand of
labor by minimizing costs given the technology. It is simple to verify that the demand
for labor is given by:

MCy(z)

E — —
Li(z) = (1 -v) WEIP,

Y™ (2). (6.19)

As mentioned, producers of intermediate goods face a collateral constraint as in
Kiyotaki and Moore (1997). Entrepreneurs are limited to borrow up to an exogenous
time-varying share of the expected nominal value of their property, ;. Thus:

Bf <E {ththf/(l + it)} ; (6.20)

which yields a constrained optimization problem. We consider {; to be stochastic,
reflecting the changes observed in credit conditions over the business cycle. Thus, the
economy is hit by shocks to financial conditions, as in Gerali et al. (2010).

The remaining first order conditions of the entrepreneur’s problem are:

1 1+
—— =, Q(—bff) + A (1+1i), 6.21)
PtCt PchHl
Q: 0 (VPt+1Yt+1 ) 1
= E; + Qi1 | + At =041 ¢ (6.22)
Ptcf Pt+1cf+1 Xt+1hf " P

where A; stands for the Lagrange multiplier of the borrowing constraint.

6.2.3 Final goods producers

Producers of final goods acquire intermediate goods from entrepreneurs and transform
them into differentiated retail goods. The marginal costs of these firms will be equal
to the price of the intermediate goods. The market in which these firms operate
exhibits monopolistic competition, where each firm faces a downward sloping demand
function. We assume nominal rigidities in the form of an exogenous probability to
change prices in each period, following Calvo (1983). Firms will choose prices,
whenever they can adjust them, to maximize the discounted sum of profits given by:

) PH,O
E, {Z (HH)kAHk( fP H(Z) —Mcﬁk)yg+k(z)} : (6.23)

k=0 t+k
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where A, g XU t+k/Ucr , is the stochastic discount factor of the patient

household, MCik = MCyxPrrr/PH | is the real marginal cost expressed in units

of goods produced domestically, and

t+k

H. _

vH _ Pt O(Z) H

t,t+k(z) - PH t+k *
t+k

is the quantity of good z demanded in t + k when the price has been fixed in period t.
Each firm z chooses Pf{’o(z) to maximize (6.23), from the first order condition:

E, {i (6")"

H o
(2)
) AHk( pH F{{Hk iUMCt+k (FtP,It+k) ngiIrk =0, (6.24)
k=0

t

where i = £/(¢ — 1) and FX P = = pH/pH

tt+ t+k*

The rate of inflation for domestically produced goods, =, satisfies:
VN 1-¢
o1+t =1-(1 —9H)(#) . (6.25)
t

Here VP and VN are recursive auxiliary variables constructed following Benigno and
Woodford (2005). A similar approach is followed for the construction of the Phillips
curves for imported and exported goods:

X (1 + )"

" VNXIE
—(1-6%) e d I (6.26)

t

y N\ L
1-(1 —eM)(VfD M) , (6.27)

t

61%(1 + ﬂ';u)g_l

where 6% and M determine the degree of price stickiness in the exported and imported
goods retail sectors, respectively.

The real marginal costs of the goods produced for exports is given by:
PMC; MC,

McX = = ,
" SPY RER,(PX/P))

(6.28)

which depends inversely on the real exchange rate (RER; = S;P;/P;) and the relative
price of exports to external prices (PX/P;). Similarly, the real marginal cost for the
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importers is given by the cost of purchasing the goods abroad (S;P;) relative to the
price of imports (PM):

McM = —L (6.29)

6.2.4 Foreign economy

The foreign economy is comprised of unconstrained households. Their consumption
basket is similar to that of the domestic economy, and is given by:

ep—1

e
T e | e

= [0 (@)

where ¢r is the elasticity of substitution between domestic (CX) and foreign goods
(CF), respectively, and y% is the share of domestically produced goods in the
consumption basket of the foreign economy. Also, CX and CF are indices of
consumption across the contina of differentiated goods produced, similar to CH and
CM defined in equations (6.4). The demands for each type of good are given by:

X —€ X \ ~€H
X (2) = %yF(PtP)((Z)) (I;—f*) cr, (6.31)
t t
1 PF(z)\ ™ (PF\™" _
cf @)= — (1-17) (;T’(”Z)) (ﬁ) c: (6.32)

where PX and Pf correspond to the price indices of exports and the goods produced
abroad, respectively, and P} is the consumer price index of the foreign economy:

1

P; [yF (PX)™ T+ -yh) (Pf)l_‘“”]W : (6.33)

As the economy becomes more open, the fraction of imported goods in the
consumption basket of domestic households increases, whereas as the economy
becomes larger, this fraction falls. This parametrization allows us to obtain the small
open economy as the limiting case of a two-country economy model when the size
of the domestic economy approaches zero, n — 0. In this case, we obtain y — y
and yf — 0. Therefore, in the limiting case, the foreign economy does not use any
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home-produced intermediate goods for the production of foreign final goods, and the
demand condition for domestic goods can be written as follows:

pH\™H
v/ =y (P—t) Cr\ (6.34)
t
PI\/I —€H
M= (1-y) (PL) Ce, (6.35)
t
PX\"F
X, = (1-y%) (P*) Cy. (6.36)
t

Thus, given the small open economy assumption, the consumer price index for the
home and foreign economy can be expressed in the following way:

1
1- A 1- —£
Ptz[y(PF) T (1-y) (PM) EH]' " and P!=PF. (6.37)

6.2.5 Monetary and macroprudential policies

The central bank implements monetary policy by setting the nominal interest rate
according to a Taylor-type feedback rule that depends on the consumption basket
inflation and the output gap. We add an extra term linked to deviations of the asset
price Q;. This interest rate rule is given by:

ir = piir1 + (1= pi) (n + @yye + 00q1) + MOV, (6.38)

where ¢, > 1, variables written in lower cases represent deviations of their steady-
state levels and MOV is a random monetary policy shock. We are interested in
studying how the presence of shocks in credit conditions affects the reaction of the

central bank.

Additionally, we introduce LTV rules to investigate if it is easier to stabilize the
economy through the use of a separate instrument. Although the regulatory agency can
impose these rules, a stochastic element will remain in the financial conditions. The
LTV rule will be given by:

=0 =pr(leor = O + (1= p) (0qqe + 08D + @vys + 0geBrlqen}) + ¢ . (6.39)

and encompasses four different policies: (1) reaction to current value of asset prices,
(2) reaction to the level of debt, (3) reaction to the business cycle and (4) reaction to
expected value of asset prices.
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6.2.6 Market clearing

Domestic output is given by:
Pély, = PHYH 4 5,PXYX (6.40)

where Y; is the GDP and P;i °f is its deflator. From equations (6.34) and (6.35) and the
definition of the consumer price index, equation (6.40) becomes:

Py, = P,C, + S, PXYX — PMYM (6.41)
where cf + ¢cf = C,. We have assumed that both types of agents in the economy share

the same preferences over home and imported consumption goods.

To identify the GDP in this economy, Y;, it is necessary to define the GDP deflactor,

Ptd of , which is the weighted sum of the consumer, export and import price indices:

P = $oP, + ¢S PX — gpPM (6.42)

where ¢c,¢px and ¢, are steady state values of the ratios of consumption, exports
and imports to GDP, respectively. The demand for intermediate goods is obtained by
aggregating the production for home consumption and exports:

H e X ¢
Y™ (2) = ¥/ (@) + Y (o) = (Pp—ff)) v+ (Pp—ff)) e 64y
t t

Aggregating (6.43) with respect to z, we obtain:

. 1 rm .
Y/ = — f Y™ (2)dz = MY + AYY, (6.44)
mJo

where AH = % fom (Pf (z)/Pf)_E dz and AX = % fom (Pf( (z)/Pf()_g dz represent
the relative price dispersion of each type of good. Here, m stands for the number of
retail firms selling the same variety of goods. Up to a first order approximation, the
dispersion variables have no impact on the dynamics of the model.

Similarly, the aggregate demand for labor is:

MC,
W, /Py

LF=(1-v) (AFY/ + AX YY) (6.45)
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where market clearing for labor yields LE = L. Finally, we assume a fixed housing
supply, yielding hf + hf = A.

After aggregating the household’s budget constraints, the firm’s profits and
including the equilibrium condition in the financial market that equates household
wealth with the stock of foreign bonds (Bj) expressed in domestic prices, we obtain
the aggregate resources constraint of the home economy:

Y. —C - (1-”;:1) St _q Si-1B;_,
p t ! I, S Py

6.46
Py Py (646)

{stB; SHBj_l} N
Equation (6.46) corresponds to the current account of the home economy. Since
entrepreneurs can only access domestic bonds, this instrument is in zero net supply,
BH + BE = 0. The left hand side is the change in net asset position in terms of
consumption units. The right hand side is the trade balance, the difference between
GDP and consumption which is equal to net exports and the investment income.

6.3 Simulations and results
6.3.1 Calibration

Table 6.1 shows the value for the model parameters.

Most of the housing market parameters are taken from lacoviello (2005), given the
scarcity of studies on housing markets in Peru. On the other hand, this choice facilitates
the comparison of our results with the closed economy setup.3 The time preference
parameters for the patient households and relatively impatient entrepreneurs are set
for 0.99 and 0.98, respectively.*

The housing preference parameter j is taken to match the ratio for personal
residential housing to quarterly GDP, which is 0.1 for our case. We also provide results
after setting j = 0, as a way to exclude wealth effects on housing prices. Regarding
the steady-state loan-to-value ratio {, set it at 0.89, which means that in our economy

3 It is important to remind the reader that we do not need a strict definition of collateralized debt, since
what the LTV parameter measures is the willingness of banks to provide credit to entrepreneurs as a
function of their outstanding capital wealth. This fact makes the choice of a parameter harder for the
Peruvian case and for this reason we emphasize robustness exercises to the value of this parameter.

4 Jacoviello (2005) uses 0.95 for the impatient household, based on estimates of discount factors for poor
or young households in the US (Samwick, 2003).
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the standard downpayment is 11% of the value of a house, although we provide results

using different values for this parameter.

Since our goal is to parameterize the model for the Peruvian economy, the rest of
the parameters are values typically used in this literature for the Peruvian economy. In
particular, we borrow from Castillo et al. (2009). Finally, the standard deviations of all

the shocks are set to one percent and the persistence parameters to 0.9.

Table 6.1 Baseline calibration

Parameter  Value

Description

B 0.99
o 0.98
e 0.89
n 1.01
v 0.03
j 0.10
0 0.01
y 0.60
£ 1.50

£x 1.50
Oy 0.55
Onm 0.75
Ox 0.25
O 1.50
Py 0.50
P 0.50
pir 0.50
Pa 0.50
pe 0.90
he/hh 1.00
de 1.00
b -0.01

Households’ pure time-preference parameter
Entrepreneurs’ pure time-preference parameter
Steady state LTV ratio

Labor supply elasticity

Housing share in production

Preference for housing in household’s utility function
Foreign interest rate premium

Share of domestic tradables in domestic consumption
Elasticity of substitution between home and foreign goods
Elasticity of substitution between exports and foreign goods
Domestic goods price rigidity

Imported goods price rigidity

Exported goods price rigidity

Taylor rule reaction to inflation deviations

Foreign aggregate demand shock persistence

Foreign inflation shock persistence

Foreign interest rate shock persistence

Domestic productivity persistence parameter

LTV shock persistence parameter

Relative holding of housing

Steady state consumption over aggregate demand ratio
Net asset position over GDP ratio

Source: Author’s own calculations.

6.3.2 Model dynamics

Figures 6.1 and 6.2 show the impulse response functions of the main variables of
the model to a productivity shock and an LTV shock, respectively. The figures show

responses compared to the reaction of the closed economy.
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It is important to note that the economy reacts in a similar fashion, so the main
prediction obtained in the closed economy model prevails. Hence, a productivity
shock generates an increase in house prices (as they are used as a production
factor) and a higher share of the houses (or land) in the hands of the entrepreneurs.
Accordingly, their debt rises, as they can use their real state as collateral. The reaction
of prices is expected, as the marginal cost of production falls. Note that there is a
misallocation effect generated by the presence of credit constraints. Specifically, there
is an asymmetry between the demand of factors as capital has an additional use. From
equation (6.22), housing capital demand depends on its marginal productivity and its
capacity to relax the entrepreneurs’ borrowing constraint. The latter effect is influenced
by credit conditions ({;) and the wedge between the entrepreneur and the households
discount factors, which is a function of the entrepreneurs’ consumption growth and the
domestic interest rate.

In summary, entrepreneurs will use more housing in the production of intermediate
goods when (i) they are relatively more impatient (larger wedge between the interest
rate and their stochastic discount factor) and (ii) housing capital can be used to
raise more debt (higher LTV ratio). These two elements are interdependent: a
higher equilibrium LTV ratio ceteris paribus allows more consumption smoothing
in entrepreneurs and, consequently, lowers the volatility in their stochastic discount
factor; a higher equilibrium LTV ratio amplifies the variations in asset prices by
relaxing the credit constraints.

In the case of a positive productivity shock (Figure 6.1), as entrepreneurs become
wealthier, their degree of impatience declines, dampening the effect in housing demand
stemming from the shock. As in the standard model, the shock lowers marginal costs.
This effect, however, is reinforced since entrepreneurs can produce with a mix of
factors closer to the efficient one, as they become less impatient and the collateral
motive becomes less relevant (a phenomenon reflected in a decreasing value of the
Lagrange multiplier associated with the credit constraint). The decrease in the marginal
cost translates into lower inflation, prompting a reaction from the central bank in the
form of a cut in interest rates. This further facilitates access to credit, reinforcing
the effect of the initial shock in credit conditions. Finally, households substitute their
consumption of houses for more consumption, as the substitution effect kicks in.>

5 In our setup, the number of housing units is fixed and households are not credit constrained. In the
literature we can find attempts to introduce investment and production of housing, as well as credit
constrained households. We will follow this path in future versions of the present work.
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Thus, under this setup the informally accepted narrative that cheap rates entice
entrepreneurs to take on more debt and generate an increase in asset prices, is present.
This is the mechanism through which we obtain an ‘amplification effect’.

A LTV shock, which we understand as more restrictive conditions for borrowing,
has a negative effect on economic activity. Figure 6.2 shows how house prices drop and
the economic activity follows through. Entrepreneurs are more constrained, reducing
their production. The drop in supply triggers an increase in prices, supported by
increased misallocation, to which the central bank reacts by making credit more
expensive, further deteriorating credit conditions. The real exchange rate suffers an
appreciation through non-tradable prices inflation, produced by higher marginal costs.

6.3.3 Policy exercises

We now present the dynamics of the model under different LTV rules. Figures 6.3
to 6.6 compare two different intervention rules with the baseline scenario. We first
consider a debt-based rule:

G—=C=pe(lor = O + (1 - pr)osby + sf, (Debt-based rule)

where ¢p < 0, and a rule that is a function of the value of assets:

G == pe(Ge-1 =) + (1= pr)egqs + e (Asset-based rule)

where also ¢4 < 0.

The analysis of the impulse responses reveals that both rules help in moderating
the fluctuations generated by the shocks. The debt-based rule seems to generate the
greatest impact on dampening the effects of productivity, LTV and monetary policy
shocks, even though it introduces extra persistence in the form of a longer path back
to the steady state of the economy.

Figures 6.7 to 6.10 compare the debt-based rule, our preferred one from the first
exercise, with a purely countercyclical rule of the form:

G—0= pe(li-1 - O+ (1- pP)OYYr + Ef , (Countercyclical rule)

where ¢, < 0. This is a purely countercyclical rule, in the sense that we react to the
position of the economy in the business cycle.
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We have several results from this set of figures. First, that the monetary policy
rule, where the central bank uses an interest rate rule that reacts to the price of assets,
generates more volatility than using the LTV rules. Clearly, monetary policy faces
a trade-off, and an increase in the interest rates to stabilize asset prices generates
effects on the “real-side” of the economy. The second conclusion is that the debt-rule
continues to appear more favorable in terms of the stabilization of the economy.

In order to obtain a metric related to these results, we define a loss function for the
central bank:

L=(m)"+ (1/91)(%)2

where the parameter 6; measures the relative importance the central bank gives
to inflation over output stabilization. We set this parameter at 6 for the following
exercises.

The first exercise is to compare how much the central bank can gain by reacting
to asset prices through an augmented Taylor rule. For this purpose, we use the optimal
simple rule command in Dynare to compute the parameters that minimize the loss
function specified above. Our findings are reported in Figure 6.11 for different levels
of the steady state LTV (). We report the percentage reduction in the minimal loss for
using a Taylor type policy rule that includes housing prices. We observe that the gains
range from 0.7 to 6.2 percent.

Alternatively, we endow the central bank with LTV rules, as in equation (6.39).
For each type of rule, we search for the parameters of both the Taylor rule and LTV
rule which minimize the central bank’s loss function. We report the relative gain of
using a macroprudential tool in comparison to the cases in which only a standard or
augmented Taylor rule is implemented. Our results, displayed in Figure 6.12, show
that in all four cases substantial gains are obtained from using an LTV rule, ranging
from 35 to 42 percent of the loss associated with using a Taylor type rule.

This result supports the view that the central bank should use a separate tool to
react to asset prices, as the gains from reacting with the monetary policy tool pale in
comparison to the ones derived from using an alternative instrument. In this model,
there are two reasons why the central bank would like to react to asset prices. First, we
have introduced a financial conditions shock, which constitutes a source of instability.
The presence of this type of shock is in line with the definition of financial (in)stability
in Schinasi (2004), who stresses that the shocks emanating from the financial system
are capable of greatly affecting the economy as a whole. The second motive is related
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to a pecuniary externality. When households face a negative income shock and lower
their demand from housing services, they do not take into account the effect this has on
tightening the borrowing constraints of entrepreneurs and, consequently, their wages.
In this case the macroprudential instrument can serve as a mechanism to offset the
effect of these externalities, as it may relax credit constraints when the economy is hit
by negative shocks.

6.4 Conclusions

We present a new Keynesian open economy model that includes a housing market
and credit constraints, in line with Iacoviello (2005). This setup allows us to study the
effects of changes in credit conditions, represented by the share of capital that agents
can use as collateral for loans, in the business cycle.

First, we show that, in general, the results of introducing credit constraints in
a closed economy model remain valid for the open economy case. Then, we use
the model to study the effects of easing credit conditions in a small open economy.
This shock generates downward pressure on inflation, higher housing prices, GDP
expansion and real exchange rate depreciation, consistent with lower prices for
the non-tradable goods sector. Additionally, we analyze how the presence of credit
constrained firms affect optimal monetary policy rules. In particular, we find that in the
presence of shocks to credit conditions and the aforementioned pecuniary externalities,
the central bank obtains relatively small gains for reacting to fluctuations in asset
prices.

In contrast, the use of a different instrument that reacts to financial conditions can
provide significant gains in stabilizing the economy. Although all of the instruments
presented in our exercises help with stabilizing the economy, a LTV rule that reacts to
deviations of debt from its stationary value is the preferred one. These results support
the argument for using a different instrument for macroprudential purposes instead of
relying on the central bank’s reference rate.
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Figure 6.11 Percentage gain relative to benchmark monetary policy loss
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Notes: The chart shows the percentage reduction in the minimal loss of the central bank for a Taylor-type
policy rule that includes housing prices against a benchmark Taylor rule that only reacts to inflation and
the output gap. In each case, we obtain the parameters that minimize the loss function for different levels
of ¢ (shown on the horizontal axis), the parameter representing the restrictiveness of credit conditions.

Source: Author’s own calculations.

Figure 6.12 Percentage gain from using a macroprudential tool
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Notes: The chart shows the percentage reduction in the minimal loss of the central bank for a Taylor-
type policy rule and LTV rule (LFVOMP) against only using a Taylor-type rule (LFVT) or using an
augmented Taylor-type rule (LFVTA). In each case, we obtain the parameters that minimize the loss
function for different specifications of macroprudential rules. Namely, R1: reaction to current asset prices;
R2: reaction to debt; R3: reaction to the business cycle; R4: reaction to expected asset prices.

Source: Author’s own calculations.
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