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Financial Stabilization Policy Design: Based on the Analysis of Riskiness
Formation over Spread Distortion

HE Guo-hua, LI Jie, LIU Yan
(Economics and Management School, Wuhan University, Wuhan 430072, China)

Abstract: Due to complications in the micro—foundation of financial intermediation, few works provide a
thorough analytical characterization of credit spread distortion in a DSGE framework, which further inhibits the
associated optimal policy analysis. Under the framework of DSGE, we characterize the spread distortion in detail,
and further solve the optimal steady state credit and macro—prudential policies in closed—form. We supplement the
steady state analysis by impulse response, contrasting the no policy case with credit and macro—prudential policies
fixed at their optimal steady state levels. We obtain three broad conclusions. Firstly, financial distortion as reflected
in a positive spread compresses steady state capital, hence reduces output and consumption. Secondly, optimal
credit policy, as represented by government direct lending, varies positively with credit spread and is more
sensitive when the corresponding deadweight cost becomes smaller; meanwhile, optimal macro—prudential policy,
represented by subsidies to financial intermediary, is able to eliminate the steady state friction. Thirdly, the
impulse response analysis clarifies the distinction between two policies: credit policy works more timely while the
potential effect of macro —prudential policy is more pronounced. Furthermore, even under the optimal macro —
prudential policy, the incentive constraint of the financial intermediaries still induces financial frictions in the
dynamics, therefore structural reforms like better information disclosure are necessary to attenuate the incentive
problems in the financial intermediaries.

Key Words: spread distortion; financial stabilization; policy design; optimal credit policy; optimal macro—
prudential policy.
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