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Should Monetary Policy Monitor Risk Premiums in Financial Markets?
By Taeyoung Doh, Guangye Cao, and Daniel Molling

The 2007-08 financial crisis reignited interest in whether monetary policy should respond to financial stability
concerns. If monetary policy makers are concerned about macroeconomic tail risks associated with financial
instability, monitoring a broad range of risk premiums in financial markets may be worthwhile. By influencing
investors’ risk appetites, monetary policy can mitigate financial market vulnerabilities not necessarily reached by a

targeted regulatory approach.

The financial crisis of 2007-08 challenged the pre-crisis consensus that monetary policy should play a
relatively passive role in promoting financial stability. Proponents of this consensus view argued monetary
policy should respond to financial instability concerns only to the extent they significantly alter the likely path
of inflation or real activity. However, the severity of the financial crisis and subsequent slow recovery reignited
interest in an alternative view that monetary policy could mitigate financial instability concerns before they
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We look at risk premiums in a broad range of asset

markets and find that two measures of risk premiums are particularly useful for promoting financial stability
through monetary policy (Chart 1). The first measure of risk premium is the excess bond premium (EBP)
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high level of the EBP signals a decline in future real activity, but a low level of the EBP does not necessarily
imply a boom in economic activity. Hence, from the perspective of monetary policy, it is important to
monitor what leads to a spike in the EBP.
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in the EBP (Table 2). The pattern suggests that an unusually low level of the VP_VIX, if sustained, could

increase the possibility of a future spike in the EBP that could, in turn, lead to an economic downturn.

The remaining question for monetary policy makers is whether monetary policy can effectively influence these
risk premiums. Since monetary policy works with a significant lag, policy must react to forward-looking
measures. In this sense, it is important to look at the response of the VP_VIX to monetary policy. Chart 2
shows the response of the VP_VIX to a 1-standard-deviation positive shock to the real federal funds rate. An
unexpected monetary policy tightening increases the VP_VIX, reflecting investors™ higher risk-aversion, which
reduces the possibility of a future spike in the EBP.
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Calculating the net benefit of using monetary policy
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Nevertheless, our evidence suggests using monetary
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return volatility).
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