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		Abstract

		In the wake of the 1997-98 financial crises, interest rates in Asia were raised immediately, and then reduced sharply. We describe an environment in which this is the optimal monetary policy. The optimality of the immediate rise in the interest rate is an example of the theory of the second best: although high interest rates introduce an inefficiency wedge into the labor market, they are nevertheless welfare improving because they mitigate distortions due to binding collateral constraints. Over time, as various real frictions wear off and the collateral constraint is less binding, the familiar Friedman forces dominate, and interest rates are optimally set as low as possible. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Braggion,  Fabio and Christiano,  Lawrence J. and Roldos,  Jorge E., Optimal Monetary Policy in a 'Sudden Stop' (July 2007). NBER Working Paper No. w13254,  Available at SSRN: https://ssrn.com/abstract=1002043
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	

	

	

	

	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Fabio Braggion

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Tilburg University - Tilburg University School of Economics and Management  ( email )

			

			
			
				
				
				
					P.O. Box 90153
Tilburg, 5000 LE
Netherlands

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Centre for Economic Policy Research (CEPR)  ( email )

			

			
			
				
				
				
					London
United Kingdom

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					[image: European Corporate Governance Institute (ECGI)]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				European Corporate Governance Institute (ECGI)  ( email )

			

			
			
				
				
				
					c/o the Royal Academies of Belgium
Rue Ducale 1 Hertogsstraat
1000 Brussels
Belgium

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Lawrence J. Christiano (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Northwestern University  ( email )

			

			
			
				
				
				
					2003 Sheridan Road
Evanston, IL  60208
United States
847-491-8231 (Phone)
847-491-7001 (Fax)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				Federal Reserve Bank of Cleveland 

			

			
			
				
				
				
					East 6th & Superior
Cleveland, OH  44101-1387
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				Federal Reserve Bank of Chicago 

			

			
			
				
				
				
					230 South LaSalle Street
Chicago, IL  60604
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				Federal Reserve Bank of Minneapolis 

			

			
			
				
				
				
					90 Hennepin Avenue
Minneapolis, MN  55480
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				National Bureau of Economic Research (NBER) 

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Jorge E. Roldos

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				International Monetary Fund (IMF)  ( email )

			

			
			
				
				
				
					700 19th Street NW
Washington, DC  20431
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				       44

			

		
		
		
			Abstract Views

			      923

		

		
		
	


	
		
            
            	        8 Citations
		

	

	
		
			
				       35 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    NBER Working Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                NBER Working Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                           12,243

                                    

                                    
                                        PAPERS

                                           32,681

                                    

                                

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        International and Domestic Collateral Constraints in a Model of Emerging Market Crises

                        
                            By
                                
                                
                                    
                                    Ricardo J. Caballero
                                     and 
                                
                                    
                                    Arvind Krishnamurthy
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        International and Domestic Collateral Constraints in a Model of Emerging Market Crises

                        
                            By
                                
                                
                                    
                                    Ricardo J. Caballero
                                     and 
                                
                                    
                                    Arvind Krishnamurthy
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        On the Empirics of Sudden Stops: The Relevance of Balance-Sheet Effects

                        
                            By
                                
                                
                                    
                                    Guillermo A. Calvo, 
                                    
                                
                                    
                                    Alejandro Izquierdo, ...
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Currency Crises and Monetary Policy in an Economy with Credit Constraints

                            
                                By
                                    
                                    
                                        
                                        Philippe Aghion, 
                                        
                                    
                                        
                                        Abhijit V. Banerjee, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            On the Empirics of Sudden Stops: The Relevance of Balance-Sheet Effects

                            
                                By
                                    
                                    
                                        
                                        Guillermo A. Calvo, 
                                        
                                    
                                        
                                        Alejandro Izquierdo, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Current Account Reversals and Currency Crises: Empirical Regularities

                            
                                By
                                    
                                    
                                        
                                        Gian Maria Milesi-ferretti
                                         and 
                                    
                                        
                                        Assaf Razin
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Balance Sheets and Exchange Rate Policy

                            
                                By
                                    
                                    
                                        
                                        Luis Felipe Cespedes, 
                                        
                                    
                                        
                                        Roberto Chang, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Sudden Stops, the Real Exchange Rate, and Fiscal Sustainability: Argentina's Lessons

                            
                                By
                                    
                                    
                                        
                                        Guillermo A. Calvo, 
                                        
                                    
                                        
                                        Alejandro Izquierdo, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Sudden Stops, the Real Exchange Rate and Fiscal Sustainability: Argentina's Lessons

                            
                                By
                                    
                                    
                                        
                                        Alejandro Izquierdo, 
                                        
                                    
                                        
                                        Ernesto Talvi, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Thirty Years of Current Account Imbalances, Current Account Reversals and Sudden Stops

                            
                                By
                                    
                                    
                                        
                                        Sebastian Edwards
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.125 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	

