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  For sections between Th Feb 10 @ 12:30 and Th Feb 17 @ 
11:00: Skim chapters 1-5 on “securitization”: how it was 
that people thought that taking a whole bunch of mortgages, 
mashing them together, and selling the results as bonds 
made sense... 

  For sections between Th Feb 17 @ 12:30 and Th Feb 24 @ 
11:00: Read chapters 6-8 on “policy”: why the American 
government decided at the end of the 1990s to back off of 
financial regulation, and let the financial sector 
“experiment”... 

  For sections between Th Feb 24 @ 12:30 and Th Mar 3 @ 
11:00: Read chapters 9-15 on the bubble in subprime 
mortgages: how mortgage companies, banks, and investors 
concluded that diversified investments in even risky 
mortgages carried very little risk indeed... 

All the Devils Are Here 



  For sections between Th Mar 3@ 12:30 and 
Th Mar 10 @ 11:00: Read chapters 16-19 on 
how the smart guys go short: how the more 
clever of the investment banks began to 
figure out ways to profit from the 
forthcoming housing crash, but how the bulk 
of investment and commercial bankers were 
not so clever... 

  For sections in the last week before spring 
break: Read chapters 20-Epilogue on the 
slow-motion panic that was the impulse that 
generated our current economic downturn...  

All the Devils Are Here 



  Due Th Feb 24... 
  Write your section time on the front... 
  <http://delong.typepad.com/201100212-

ias-107-pset5.pdf> 

Problem Set 5 



Commercial... 



Berkeley Friday Political 
Economy Colloquium... 



  If this works, we are going to have a bunch 
of these. Who would you like to see come 
talk most? 

  A. Ananya Roy 
  B. Alan Karras 
  C. Bev Crawford 
  D. Shannon Stimson 
  E. Dariush Zahedi 

To Your iClickers... 
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  Suppose I=$2 trillion, G=$2 trillion, GX=$2 
trillion, imy=0.1, cy = 0.8, t = 0.25, c0=$3 trillion. 
What is Y going to be? 

  A. $13.5 trillion 
  B. $18.0 trillion 
  C. $20.2 trillion 
  D. $15.3 trillion 
  E. $22.0 trillion 

To Your iClickers... 



  What is a reason to distrust the seasonal adjustment 
picture that transformed a rise in the unemployment 
rate from 9.1% to 9.8% into a decline in seasonally-
adjusted unemployment from 9.4% to 9.0%? 

  A. Because it assumes that in normal times fewer people are 
at work in January than in December. 

  B. Because there was a lot of snow during the interview 
week in January. 

  C. Because the seasonal adjustment factor assumes that 
seasonal unemployment movements are roughly 
proportional to the level of unemployment. 

  D. Because the statisticians who calculate these numbers are 
bossed by political appointees. 

To Your iClickers... 



Our Investment-Savings Equation 

  Remember: ΔA0  = Δc0+ΔI0–XεΔε0+Xy*(ΔY*)
+Xεεr(Δr*) 



  Suppose imy=0.1, cy=0.8, t=0.25, Ir=20, Xε=1, εr=5. Suppose 
that the Federal Reserve and financial markets together cut 
the long-term risky real interest rate r by 2%. What will 
happen to Y? 

  A. Y will rise by $0.3 trillion/year 
  B. Y will rise by $0.6 trillion/year 
  C. Y will rise by $1.0 trillion/year 
  D. Y will fall by $0.6 trillion/year 
  E. Y will fall by $0.3 trillion/year 

To Your iClickers... 

€ 

ΔY =
ΔA0 + ΔG − Ir + Xεεr( )Δr

1− (1− t)cy + imy



For Those of You Who Prefer 
Graphs... 

A0/[1-(1-t)cy+imy] + 
G/[1-(1-t)cy+imy]  

slope = ([Ir+Xεεr]/[1-(1-t)cy+imy]) 



An Increase in Government 
Purchases G... 



A Decrease in Government 
Purchases G... 



A Decrease in the Long-Term 
Risky Real Interest Rate... 



An Increase in the Long-Term 
Risky Real Interest Rate... 



  ΔY = ΔA0/[1-(1-t)cy+imy] + (1/[1-(1-t)cy+imy])(ΔG)  
         + ([Ir+Xεεr]/[1-(1-t)cy+imy])(Δr) 

  Foreigners and confidence will pick out a point on the 
x-axis... 

  Fiscal policy will shift the IS curve left or right from 
that point on the x-axis... 

  Monetary policy and financial markets give you a real 
interest rate that picks out a point on the IS curve... 

  And that tells you what the level of icnome and 
spending in the economy is... 

Using the IS Curve... 



  “IS” stands for “Investment-Savings”... 
  Curve first drawn by John Hicks back in... 1937, I think... 
  It tells us at what combinations of (real, risky, long-term) 

interest rates and aggregate demand levels is there neither 
excess nor deficient demand for “bonds”—for savings 
vehicles 

  When you are on the IS curve, there is neither deficient nor 
excess demand for the financial assets that are “bonds”—
savings vehicles 

  And hence neither excess nor deficient demand for 
currently-produced goods and services as a whole is pushing 
production up or down... 

  If you aren’t on the IS curve, production is either rising or 
falling and you are heading for a position on the IS curve 
quickly 

Why Is It Called “IS”? 



  Suppose imy=0.117, cy=0.6, t=0.25, Ir=10, Xε=1, εr=10. 
Suppose that the Federal Reserve and financial markets 
together raise the long-term risky real interest rate r by 2%. 
What will happen to Y? 

  A. Y will rise by $0.3 trillion/year 
  B. Y will fall by $0.6 trillion/year 
  C. Y will rise by $0.45 trillion/year 
  D. Y will fall by $0.45 trillion/year 
  E. Y will fall by $0.3 trillion/year 

To Your iClickers... 

€ 

ΔY =
ΔA0 + ΔG − Ir + Xεεr( )Δr

1− (1− t)cy + imy
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  Aggregate demand—the IS curve—depends 
on the long-term, risky, real interest rate r 

  The Federal Reserve by buying and selling 
short-term government bonds for cash can set 
the interest rate for short term, safe, nominal 
government bonds i wherever it wants. 

  But there is a lot of slippage between i and r. 

Interest Rates 



  Desired money holdings are given by the quantity 
theory of money:  

  PY = M • V(i) 
  When interest rates are higher, you want to spend 

your money faster—you don’t want to have excess 
money when you could be making a bundle by 
holding your wealth in bonds... 

  So whenever the Federal Reserve or the banking 
system expands M, people turn around and try to 
take some of their excess M and buy bonds... 

  Increased demand for bonds pushes up their price... 

The Money Stock and Interest 
Rates 



  A Treasury Bill pays you $1000 three months 
from now... 

  It has a price when issued... 
  What is its annual interest rate? 

  When P goes up—because demand for bonds 
is higher—i goes down... 

A Treasury Bill Is a Discount 
Bond 

€ 

i = 4 × 1000 − P
P

⎛ 

⎝ 
⎜ 

⎞ 

⎠ 
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  Consider a 4% consol 
  It has a price when issued... 
  What is its annual rate of return? 

  Once again when P goes up—because demand for 
bonds is higher—the interest rate on the bond, il in 
this case, goes down... 

  Real-world bonds are part discount, part 
perpetual... 

A Consol Is a Perpetual Bond 

€ 

il =
.04 ×1000

P



  Now we see how the Federal Reserve controls interest 
rates... 

  When it buys bonds for cash... 
  It decreases the supply of bonds... 
  It creates an excess of money which leads investors to try to 

dump some of their money for bonds and so increases the 
demand for bonds... 

  Decreased supply and increased demand means the prices of 
bonds rise... 

  And rising bond prices mean falling interest rates... 
  Until the fall in short-term safe nominal interest rates makes 

people happy holding the newly-enlarged quantity of money 
in the system... 

The Money Stock, Bond Prices, 
and Interest Rates 



  When the supply of money goes up and the 
supply of bonds goes down, the price of 
bonds? 

  A. Goes up 
  B. Goes down 
  C. Stays the same 
  D. You can’t tell 

To Your iClickers... 



  When the price of bonds goes up, the 
interest rate? 

  A. Goes up 
  B. Goes down 
  C. Stays the same 
  D. You can’t tell 

To Your iClickers... 



  When the interest rate goes down, exports 
and investment spending? 

  A. Goes up 
  B. Goes down 
  C. Stays the same 
  D. You can’t tell 

To Your iClickers... 



  When exports and investment spending go 
up, real GDP—aggregate demand and 
spending and production and incomes? 

  A. Goes up 
  B. Goes down 
  C. Stays the same 
  D. You can’t tell 

To Your iClickers... 



  The Federal Reserve can peg the short-term 
safe nominal interest rate i... 

The Short-Term Safe Nominal 
Interest Rate i 



  The Federal Reserve can peg the short-term 
safe nominal interest rate i... 

  But the long-term safe nominal interest rate il 
on long-duration Treasury securities depends 
not just on i today but on what bond 
speculators expect i to be in the future... 

  Hence a term premium ρt: il = i + ρt   

The Term Premium 



The Short-Term and Long-Term 
Safe Nominal Interest Rates 



  The Federal Reserve’s current and expected future 
policies give us il = i + ρt... 

  But companies cannot borrow at the Treasuy rate. 
They might default. And when they do default is 
when you most want your money back 

  So companies have to pay an interest rate premium 
that is greater than losses in default times the 
probability of default... 

  Hence a risk-and-default premium ρr: ic = ρr + il =  
ρr + i + ρt   

The Risk-and-Default Premium 



Long-Term Safe and Risky 
Nominal Interest Rates 



  The Federal Reserve’s current and expected future 
policies and the financial market’s risk tolerance 
and risk expectations give us ic = ρr + i + ρt ... 

  But companies don’t care about the nominal 
interest rate: they care about the real interest rate 

  So to get to the r that influences investment (and 
net exports), you need to subtract off expected 
inflation: 

  Hence r = ρr + i + ρt – π  

The Inflation Discount 



The Inflation Discount 



The Inflation Discount 



Long-Term Risky Real Interest 
Rates 



Long-Term Risky Real and Short-
Term Safe Nominal Interest Rate 



The Zero Nominal Bound 



A Decrease in the Long-Term 
Risky Real Interest Rate... 



An Increase in Government 
Purchases G... 



Let’s Take a Look at That Again 



Or... 

€ 

ΔY =
A0 + ΔG − (Ir + Xεεr ) i + ρ

t + ρ r −π( )
1− (1− t)cy + imy



The Whole Mishegas... 



Is There a Place for 
Countercyclical Fiscal Policy in 

Normal Times? 

€ 

ΔY =
A0 + ΔG − (Ir + Xεεr ) i + ρ

t + ρ r −π( )
1− (1− t)cy + imy

— No. The Federal Reserve can act inside the rest of the 
government’s decision loop... 

— And the Federal Reserve has its own strong views about what 
the level and changes in real GDP Y should be... 

—So in normal times have congress and the president worry about 
what are good spending programs and what are not good spending 
programs, and how to raise the taxes to pay for them... 

— And let the Federal Reserve worry about managing aggregate 
demand... 

— But these are not normal times, are they? 


