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Financial crises and exchange rate policy
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5. Conclusion

This paper has examined the performance of alternative monetary
policy rules in a small open economy model with an occasionally bind-
ing collateral constraint that limits access to foreign credit and with
nominal wage rigidities. The main finding is that the presence of pecu-
niary externalities in the credit markets creates a trade-off between
price and financial stability. In fact, during a financial crisis the central
bank has an incentive to deviate from its traditional objective of offset-
ting nominal rigidities, and to engineer an exchange rate depreciation to
sustain the value of collateral and access to credit. Importantly, this re-
sult is derived in a model in which agents rationally take into account
the future probability of a crisis and in which exchange rate policy af-
fects precautionary savings and crisis probability.

The paper represents a first step in the analysis of monetary policy in
dynamic general equilibrium models featuring tranquil and crisis times
driven by Fisherian deflation. Due to the computational complexities in-
volved by the derivation of a global numerical solution, the paper focus-
es on simple policy rules. An interesting area for future research would
be to derive the optimal exchange rate policy.
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