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Abstract

We model a ¯nancial crisis as a time when collateral constraints are binding. We

ask whether a cut in interest rates will, under such circumstances, cause an expansion

or a recession. We describe model economies that can rationalize either view. The

di®erence between them has to do with °exibility in production. If there are substantial

substitution possibilities among factors of production, and diminishing returns are not

too great, then an interest rate cut will produce an expansion. If there are substantial

in°exibilities in the economy, then an interst rate cut will produce a recession.
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ì ?L� Mh�i�) _�tU�tt |�i UL?t|h�U|�L? Lu RA @?_ %� #���_i |�i 4L?i) 4@h!i| U*i@h�?}

UL?_�|�L?c E��2H�c M) |�i i^��*�Mh��4 U@t� UL?t|h@�?|c E��2b�c |L LM|@�?G

_n %

� n %
'

�

R

u

S
'

R� E�� k� S�

R-u

u

S
'

� � k

-

R�S�

RS

'
�� k

-
�
� n

�
E�3��R�

�

�#3�� c

;Wkh DP fxuyh lq wklv fdvh lv d elw ri d plvqrphu/ vlqfh dvvhw sulfhv gr qrw dsshdu1

2�



@u|ih �t�?} E��2�� @?_ Ee�e�� 5�?Ui _ �t Thi_i|ih4�?i_ @| �|t t|i@_) t|@|i �@*�ic |��t i Thitt�L?

U@? Mi �ti_ |L _i_�Ui %� �M��L�t*)c |�ihi �t @*�@)t @? % |�@| t@|�t�it |��t i Thitt�L?c uLh

@?) - : ��b `�i|�ih @ U�| �? - hi^��hit |�@| |�i 4L?i|@h) @�|�Lh�|) �?Uhi@tit Lh _iUhi@tit

% _iTi?_t �TL? |�i hitTL?ti Lu R� � ì U@? _i|ih4�?i RA uhL4 E��2b��
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57Uhfdoo wkdw sQ hqwhuv lq wkh ydoxh ri wkh pdujlqdo surgxfw ri fdslwdo lq wkh qrq0wudghg jrrg vhfwru +vhh
+614<,1,

58Lq wklv frqwh{w/ rxu dqdo|vlv ri wkh suhylrxv vhfwlrq lv uhohydqw1 Wkhuh zh suhvhqwhg hylghqfh wkdw
vxjjhvwv= +l, li d prgho lv wr udwlrqdol}h wkh qrwlrq wkdw dq lqwhuhvw udwh fxw jhqhudwhv d uhfhvvlrq/ wkhq wkh
DP fxuyh pxvw eh srvlwlyho| vorshg dqg fxw wkh OP fxuyh iurp ehorz/ dqg +ll, lqfuhdvlqj wkh h{whuqdo ghew
urwdwhv wkh DP fxuyh forfnzlvh1 Frqglwlrqv +l, dqg +ll, vxjjhvw wkdw li dq hfrqrp| zlwk orz ghew surgxfhv
d uhfhvvlrq zlwk dq lqwhuhvw udwh fxw/ wkhq wkh uhfhvvlrq zloo eh vpdoohu ru lw pd| hyhq wxuq lqwr d errp iru
d prgho lq zklfk wkh h{whuqdo ghew lv kljkhu1

59Wkhuh lv dqrwkhu fkdqqho wkdw frxog lq sulqflsoh eh rshudwlyh1 D fxw lq wkh grphvwlf lqwhuhvw udwh/ e|
lqfuhdvlqj wkh vxsso| ri qrqwudghg jrrgv +uhfdoo/ wkh lqwhuhvw udwh fxw uhgxfhv wkh pdujlqdo frvw ri wkrvh
jrrgv,/ udlvhv wkh ghpdqg iru wudghg jrrgv/ wr wkh h{whqw wkdw wkhvh frpsohphqw zlwk qrqwudghg jrrgv1 Li
vr/ wkhq wkh vkdgrz frvw ri wkh froodwhudo frqvwudlqw lv olnho| wr lqfuhdvh dqg wklv fdq kdyh wkh h�hfw ri udlvlqj
dvvhw sulfhv1 Wklv h�hfw grhv qrw dsshdu wr eh vwurqj lq wkh sduwlfxodu qxphulfdo h{dpsohv glvsod|hg khuh1
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|�@? |�i �@*�i Lu |�i�h *�@M�*�|�it� ì 4L_i* |�i uLh4ih @t UL?t�t|�?} Lu ThL_�U|��i @tti|t

t�U� @t *@?_ @?_ U@T�|@* �? |�i _L4it|�U iUL?L4)� �*tLc 4Lt| Lu �h4t< *�@M�*�|�it |@!i |�i

uLh4 Lu �?|ih?@|�L?@* _iM|� ��h uh@4i�Lh! U@T|�hit |�i |i?t�L?t i4T�@t�3i_ �? |�i *�|ih@|�hi

|�@| @hi Uhi@|i_ M) LTih@|�L? Lu |��t UL**@|ih@* UL?t|h@�?|�

6�ht|c @? �?|ihit| h@|i U�| �t *�!i*) |L ThL_�Ui @ ?L4�?@* i U�@?}i h@|i _iThiU�@|�L?�

�|�ih |��?}t |�i t@4ic |��t |�}�|i?t |�i UL**@|ih@* UL?t|h@�?| M) ThL_�U�?} @ u@** �? |�i �@*�i

Lu |�i _L4it|�U @tti|t Lu |�i �h4c ���*i ?L| @giU|�?} |�i �@*�i Lu �?|ih?@|�L?@* *�@M�*�|�it�

A��t igiU| @h�tit uhL4 |�i ��_i*) _�tU�tti_ 4�t4@|U� �? |�i U�hhi?U) _i?L4�?@|�L? Lu @tti|t

@?_ *�@M�*�|�it� A��t igiU| UL�*_ Mi UL4TL�?_i_ �u �? @__�|�L? |L @ ?L4�?@* _iThiU�@|�L?c

|�ihi �t @*tL @ hi@* _iThiU�@|�L?�
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Figure 1 
The Effect of an Interest Cut with Some Elasticity of Substition and No Debt
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Figure 2 
The Effect of an Interest Cut with Low Elasticity of Substition and No Debt
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Figure 3
 The Effect of an Interest Cut with Low Elasticity of Substition and Modest Debt
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Figure 4a:  Transitional Path to Lower Debt During Crisis, No Policy Response, Labor in Traded Sector 

Notes:  % dev from ss - Percent Deviation from Pre-Crisis Steady State
            % of ss output - Percent of Pre-Crisis Gross Output 
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Figure 4b:  Transitional Path to Lower Debt During Crisis, No Policy Response, Labor in Traded Sector 

Note:  % dev from ss - Percent Deviation from Pre-Crisis Steady State  
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Figure 5a:  Transitional Path to Lower Debt During Crisis, No Policy Response, No Labor in Traded Sector 

Notes:  % dev from ss - Percent Deviation from Pre-Crisis Steady State
            % of ss output - Percent of Pre-Crisis Gross Output 
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Figure 5b:  Transitional Path to Lower Debt During Crisis, No Policy Response, No Labor in Traded Sector 

Note:  % dev from ss - Percent Deviation from Pre-Crisis Steady State 


